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NOW ACCOUNTS, FEDERAL RESERVE MEMBERSHIP,
AND RELATED ISSUES
MONDAY, JUNE 20, 1977

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,

SUCOMMITTEE ON FINANCIAL INSTITUTIONS,

Washington, D.0.
The subcommittee met at 11 a.m. in room 1202 of the Dirksen Senate Office Building; Senator Thomas McIntyre, chairman of the subcommittee, presiding.
Present: Senators McIntyre, Proxmire, Sparkman, Riegle, Tower,
and Heinz.
OPENING STATEMENT OF SENATOR MeINTYRE
Senator MCINTYRE. Subcommittee will come to order.
Today, the subcommittee is taking up one of my favorite subjects,
the subject of NOW accounts.
NOW accounts are savings accounts against which negotiable orders
of withdrawal may be drawn. As such, they function like interestbearing checking accounts.
At the present time, they are limited by Federal law to the six New
England States. By its bill proposing that NOW accounts be permitted nationwide, the Carter administration is striking a blow for consumers in the remaining 44 States.
I know from personal experience that consumers in New England
have responded overwhelmingly in favor of NOW accounts, just as
will consumers everywhere if this legislation passes. NOW accounts
not only pay interest, they are convenient—and convenience is extremely important to today's banking customer. Moreover, NOW accounts are perhaps the most competitive new development in the
financial institutions industry in a decade.
Through NOW accounts, we have learned that one of the best ways
to serve the consumer is to maximize competition between financial
institutions, consistent with fundamental notions of safety and
soundness.
NOW accounts were first offered in 1972 and quickly spread to New
England.
Originally, they were limited to these two States, New Hampshire
and Massachusetts.
In 1976, NOW accounts were authorized throughout the six New
England States. Today, over two-thirds of the financial institutions
(1)

2
in New England offer NOW accounts. As of February of this year,
there were 1.4 million NOW accounts outstanding in New England
with NOW deposits totaling $2.1 billion.
Originally, many of the banks in New England were opposed to
NOW 'accounts. I am happy to report that many of these institutions
with NOW account experience behind them have changed their opinions, and I look forward to receiving testimony tomorrow from those
who would not change the NOW account in New England in any way,
shape,or form.
Nevertheless, in the Nation as a whole, NOW accounts remain controversial because of the hesitancy of many members of the financial
community to acknowledge their value as a competitive marketing
instrument and as a service of great attractiveness and benefit to their
consumers.
One overriding consideration is that while some banks may be reluctant to offer new services, the world does not stand still. The market
continues to work its will and respond to the needs of consumers.
In addition to NOW accounts, many credit unions are offering the
equivalent in the form of share drafts, and many institutions are providing similar services through plastic cards and telephone transfers.
In other words,the name of the game is providing consumers access
to a transaction account that pays interest, and this trend is clearly
established.
Indeed, it is a tribute to our unique dual banking system in this
country that such a development could be pioneered at the State level
only to be taken up now in earnest at the Federal level.
In addition to NOW accounts, there are a number of other major
issues before the subcommittee during these hearings. These involve,
among other things, the problem of Federal Reserve membership
attrition and the need for greater flexibility in lending and investment
powers of thrift institutions.
We have labored with these issues before. In December 1975, the
Senate overwhelmingly passed the Financial Institutions Act, the
most comprehensive piece of financial restructuring legislation to be
considered in over 40 years. This bill failed in the House of
Representatives.
Our mission, therefore, in this exercise is to engage in the art of the
possible—to promote those measures which are in the public interest
and which are capable of being enacted.
Senator Proxmire?
OPENING STATEMENT OF SENATOR PROXMIRE
Senator PROXMIRE. I commend Senator McIntyre for scheduling
prompt hearings on the financial reform bill before the Subcommittee
on Financial Institutions.
Nobody has worked longer or harder to achieve financial reform
than the Senator from New Hampshire. I am hopeful his persistent
efforts will result in a good national reform bill this year.
There are some constructive proposals in the bills before the subcommittee. These include nationwide NOW accounts. Federal charters for mutual savings banks, central discount facility for credit
unions, and lending power for saving and loan associations that keep
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them primarily in housing. All of these provisions were included in
the Financial Institutions Act passed by the Senate in 1975, and I
would anticipate broad support for them in the committee this year.
There are other provisions of the legislation that have little to do
with financial reform and are far more controversial.
Frankly, I am troubled about the proposal to permit the Federal
Reserve to pay up to $600 million a year to the Nation's larger banks
in the form of interest on reserve balances.
While I am sympathetic to the Fed's membership problem, I am
not convinced that paying $600 million—that would otherwise ease
the general taxpayers' burden to the banks—is the way to solve it.
The Federal Treasury proposal strikes me as a $600 million bonanza
to the big banks with few offsetting benefits.
The proposed $600 million subsidy to the big banks is especially objectionable, because it is totally outside the regular budget process.
Moreover, the legislation fails to direct the Fed to begin charging
for the services currently valued at $300 million, which it provides
free of charge to member banks.
I also question the wisdom of reducing the statutory minimum reserve requirements against the demand deposits as proposed in the
Federal Treasury bill.
This authority, if implemented, can cost the Treasury several hundred million dollars a year in lost revenue.
Moreover, by eliminating the statutory distinction between reserve
city banks and country banks, the legislation would permit the Fed
to apply the same reserve requirements against all banks, regardless
of size.
Since the smaller banks enjoy a lower reserve requirement, proposed
legislation would shift the competitive balance in favor of the big
banks.
I am also troubled over the proposal to do away with the statutory
differential under regulation Q.
It may be ultimately regulation Q's ceilings on savings deposits will
be abolished.
Nevertheless, as long as we have Q ceilings in place, I believe Congress should retain the authority to set the differential.
It would be a big mistake to delgate this power so crucial to housing and the savings and loan industry to bank regulatory agencies.
Finally, I am concerned about the proposal to authorize variable
rate mortgages. This was overwhelmingly rejected in the House and
Senate in the last Congress.
The Federal home loan bank has an exhaustive study underway
into the advantages and disadvantages of alternative mortgage
instruments.
I believe we should await the result of this study before rushing into
legislation.
Finally, I have not withdrawn my support from NOW accounts.
I think they have great merit, as Senator McIntyre has so ably said.
I am troubled by studies that have indicated little or no benefit to
consumers.
They offer a big advantage for big banks at the expense of small
banks and one estimate that their adoption could eventually eliminate
13,000 of the 14,000 banks.

NIP"-
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That is an anonymous estimate by a bank analyst reported in Business Week last week,but that is a very fine publication, and I think we
ought to be very careful about the possible effect of this on the smaller
banks in our country.
OPENING STATEMENT OF SENATOR TOWER
Senator TOWER. Thank you, Mr. Chairman. NOW accounts, which
were included as a small part of the Financial Institutions Act, which
has already been referred to, really provides the cornerstone of the
financial reform legislation which we are considering right now.
The issue of NOW accounts has always been controversial. Efforts
in the past to authorize nationwide NOW accounts have met with a
great deal of opposition and have been confined to New England,
where competitive conditions seem to be most conducive to NOW
accounts.
The controversy has seemed to grow in intensity and, for that
reason, the committee, I think, will have to consider this issue very
carefully before making the final decision.
Moreover, the subcommittee is considering NOW accounts in the
context of proposed changes in the reserve setting authority of the
Federal Reserve, which is also a controversial issue.
Before going ahead with this legislation, I believe there are a
number of questions that would need to be answered.
One is, does it make sense to set up another paper-based payment
system when our financial institutions appear to be heading for the
age of electronic banking. Would it make more sense to emphasize
development of electronic fund systems?
Who is going to pay for NOW accounts? The consumer? The depository institutions? The Government? It's obvious there is no such
thing as a free NOW account.
What will be the impact of NOW accounts on depository institutions
and their customers? Will consumers really benefit if in the end they
have to pay more in higher service charges and higher loan rates?
What effect will interest payments on NOW accounts have on the
earnings of depository institutions and their ability to maintain adequate levels of capital?
Who should be subject to the reserve setting authority of the Fed?
All depository institutions? Should the line be drawn at member
banks, home loan bank members, and federally chartered credit
unions?
Competitive equality will be an important consideration in this
legislation. Noticeably absent from any of the bills, however, is a
provision for tax equality. I recognize that we don't have the jurisdiction to pass on tax measures in this committee. There should be
some action by this committee in connection with this. Certainly, to
recommend, if nothing else. There should be some tax provision for
equalizing taxes among depository institutions that offer the same
kind of depository services to the public.
Finally, how will this legislation deal with the problem of the
disintermediation ? Although this is not a problem right now, a return to higher interest rates could still cause depository institutions
to lose funds to the open market. Will this legislation permit deposi-

5
tory institutions to have the flexibility they need when interest rates
rise?
These are some of the many questions, Mr. Chairman, that I think
will have to be answered before we plunge into this kind of comprehensive legislation.
I might note that financial institutions in my State are very wary
of NOW accounts, and I am not aware of any consumer demand for
NOW accounts in Texas. I have had no positive indication from any
consumers that they favor NOW accounts. So I think that we have to
study this matter very carefully.
Senator McINTYnE. Thank you, Senator Tower.
Now, on behalf of the committee I am very happy to welcome our
first witness this morning,the Honorable W.Michael Blumenthal,Secretary of the Treasury.
Please proceed to testify in any manner you wish.
STATEMENT OF W. MICHAEL BLUMENTHAL, SECRETARY OF THE
TREASURY
Secretary BLUMENTHAL. Thank you very much. Mr. Chairman, and
distinguished members of the committee,I appreciate this opportunity
to appear before you and speak on behalf of S. 1664. This is the principal recommendation that the Carter administration is making this
year on financial reform legislation. It is clear from the introductory
comments that have been made by a number of the distinguished members of this committee that we will have our work cut out for us.
I hope we can have a discussion, and I hope that we can answer most,
if not all, of the questions that have already been raised here this
morning. I should say by way of introduction, Mr. Chairman, that
clearly not all of the financial reform problems are addressed in a
comprehensive sense by the legislation that we are recommending.
An effort at comprehensive reform has been made in the past. It has
not succeeded, and we have, therefore, focused on just two or three
important elements this time in the hope that these, being very
important ones, can be considered on their merits and apart from the
rest of the many issues that have to be addressed.
I have a prepared statement, Mr. Chairman, which I would like,
with your permission,to submit for the record.
Senator McINTyRE. It will appear in full in the record.
Secretary BLUMENTHAL. Then I will take the liberty of summarizing a part of it and reading a part of it in areas where precision is
important.
I think it is clear that there have been very important changes in
the technology available to the banking system, and Senator Tower
referred, quite correctly to their importance. There have also been
many structural changes in the industry and we believe that there has
been an anticompetitive bias to Government regulation which has
played an important role in this whole field. We would like to recommend that the Congress do something about this on a selective basis.
There are two principal areas in S. 1664 that we think would address this problem. The first relates to the prohibition in the Federal
banking laws against the payment of interest on demand deposits.
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This prohibition was enacted in 1933. At that time there was a belief,
widely shared, that the ability of the banks to pay interest and the
resulting competition among banks in the payment of interest had
in some important measure been a factor in bringing about the difficulties in the banking industry.
It has not,in our judgment,been proved that that really was a major
factor.
Second, this prohibition has resulted, we think, in an anticonsumer
bias. The large banks have been able to adjust to it by competing
for deposits, with all kinds of hidden services and benefits, and large
companies have been able to adjust to it by managing their cash balances. Some companies have adopted the concept of zero balances.
Many have had the benefit of all kinds of compensating services that
have not been open to the smaller depositors, particularly,to the household customer. And that is another area which we think calls for reform in favor of the consumer.
We think that in the last several years the experience in New
England with NOW accounts and with credit union share draft instruments indicates that it is possible to get at these problems. This
bill is designed to extend the experiment, if you will, that we, think
has been carried forward successfully in New England to the rest
of the country.
We recognize it will be controversial. Any reform is controversial
because invariably some of the vested and special interests of various
groups will be affected. But we believe that unless we face this issue
head-on intelligently, carefully, cautiously, we will not be successful
in making the changes which after all these many years are really
overdue.
We think that while consumers have unquestionably benefited in
New England from the offering of NOW accounts there, the NOW
experiment has also significantly contributed to smaller New England
commercial banks leaving the Federal Reserve System and, therefore led indirectly to a weakening of the System's monetary policy
capability. The ability of the Federal Reserve System to manage
monetary policy is importantly dependent upon having as many
parts of the banking system as possible under the same set of monetary controls.
Our conclusion is that the time has certainly come to provide for
an orderly expansion of banking services in this area for the benefit
of consumers. Therefore, part rof S. 1664 provides that depository
institutions, commercial banks, mutual savings banks, savings and
loan associations, and credit unions, may offer interest-bearing transaction accounts to their individual customers.
In general we believe such accounts will provide consumers residing
outside New England with an alternative to conventional savings and
checking accounts—one that provides the advantages of both accounts,
namely, interest on deposits and easy accessibility to funds. Also, the
number of institutions permitted to offer NOW accounts could greatly
exceed the number offering conventional checking accounts and,therefore,competition for consumer deposits will be active. This added competition among financial institutions for the household demand deposit
dollar will improve the quality and variety of services offered to all
consumers.
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There may be consumers, of course, who will not find these new
accounts sufficiently attractive to switch from conventional accounts.
Some consumers keep small checking account balances and write a
large number of checks. The low-balance, high-turnover customers
will probably not choose NOW accounts unless they are willing to economize on check usage. Otherwise, service costs could outweight the
interest earned. In a broad economic sense, however, these service
charges reflect a healthy development. As institutions begin to price
services to reflect true costs, an efficient allocation of resources is promoted. In this way customers are able to weigh the personal value of a
service against its actual price and make a more informed choice.
I think, Mr. Chairman,this is important because it does get us away
from a situation where hidden benefits are given to a certain class of
customers that are not available to others. It is desirable to indicate
clearly the value of particular services, and on a competitive basis in an
open market, attach the right price tags to these so that consumers
know exactly what they are getting and what they are paying for and,
in a competitive environment,make an intelligent choice.
In our judgment the measure that we are proposing to extend NOW
accounts nationally would help the consumer but it may cost something
to the institutions. There is a cost involved to the institutions, at least
initially, and particularly for the small retail banks. Therefore, we
believe that there are some safeguards necessary and we believe that the
safeguards to a large extent answer some of the problems that the members of this committee have raised in their opening comments, Mr.
Chairman.
For one, it is necessary, in our view, to make the change a gradual
one, so that the proper time for adjustment is available. We have,
therefore, proposed that there be a temporary interest rate ceiling on
NOW accounts and share draft deposits for 3-year period, which may
be extended for another 3 years. The interest rate ceiling that we are
suggesting is lower than the 5 percent that is presently paid on savings
accounts and lower than the 5 percent that the NOW accounts in New
England presently pay.
The setting of the actual temporary interest maximum for this
period would be done jointly by the four rate-setting agencies: The
Federal Reserve, the Federal home loan bank, Federal Deposit Insurance Corp. and the Credit Union Administrator. In setting the initial
rate the first time around, if it should happen—and I don't believe it
will—that there is no agreement among the agencies, the Federal Reserve would have the governing vote to get the ball rolling.
Second, we have recommended that there be a grandfathering of
the New England situation, where higher interest, as I said, is paid, so
that there is no sharp or sudden upheavel in the situation in New England, where the NOW accounts have existed for some time.
Third, in order to insure that the impact on the banks is a gradual
one, we are recommending that NOW accounts be established only for
individuals,not for businesses or corporations.
And fourth, we are recommending that there be a 1-year delay after
enactment before financial institutions can introduce this type of
account.
We are also recommending, Mr. Chairman, that there be a uniform
set of reserve requirements for NOW accounts and share drafts, at all
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depository institutions. The reasons for that are clear: To provide competitive equity to all of the institutions, and at the same time, provide
an opportunity for a better management of monetary policy as funds
move, particularly in the beginning, between different types of
accounts.
Let me now comment further on the payment of interest on member
bank reserves.
In the last 5 years an increasing number of commercial banks have
withdrawn from the Federal Reserve System. That trend, if it should
continue, or accelerate by reason of the spread of NOW accounts, will
ultimately have a serious impact on the Federal Reserve System its
ability to conduct national monetary policy efficiently.
To give you some figures, between 1970 and 1976, 361 banks left the
Federal Reserve System causing a decline in the proportion of total
gross bank deposits held by member banks of a little over 6 percent.
In 1975 and 1976 alone deposits held by member banks as a proportion
of total bank deposits declined by over 3 percent. The decline in the
proportion of gross bank deposits held in New England member banks
has been even more dramatic as a consequence of NOW accounts. At
the end of 1974, member banks held 75 percent of all bank deposits in
the region. By the end of 1976, this proportion had declined to 70 percent and in the first five months of 1977, to 63 percent.
The reason why there has been this loss of membership in the Federal Reserve System, in our judgment, is clear. It is simply the cost
burden, particularly on the small banks.
There is a basic inequity in that Federal Reserve member banks
must hold reserves in noninterest bearing form while nonmember
banks and savings institutions can hold most of their reserves in
interest-bearing securities. This is one factor that has caused an
exodus from the Federal Reserve System. The Federal Reserve System's ability to implement monetary policy efficiently is related to the
proportion of the Nation's deposits subject to its reserve requirements.
There is no precise proportion of deposits that must be subject to
System reserve requirements for monetary policy objectives to be
efficiently attained, but there is little doubt that if present trends
continue—and there would seem to be no reason to believe they will
not continue without this legislation—the ability of the System to
conduct efficient policy will be impaired.
S. 1664 would permit the Federal Reserve banks to pay interest on
the required reserves of member banks. The administration decided to
support this proposal after extensive discussions between the Treasury
Department and the Federal Reserve Board. The discussions were held,
I may say, Senator Proxmire, precisely because we were very concerned to gain a clear picture about what the effect on the Treasury
would be and to make sure that there is not an undue loss. During the
remainder of my testimony, Senator,I hope to be able to demonstrate
to you that we are going to lose some revenue in any case, because loss
of membership is already causing us a loss of revenue.
So, the question, to some extent, is to judge by what means we can
best retain our revenue and reach some of these objectives. We feel
that the arrangements in this bill do provide that best alternative.
Other options such as lowering reserve requirements or requiring re-
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serves from nonmember financial institutions were considered, but the
payment of interest on required reserves appeared to be the most
equitable.
The payment of interest will result in a reduction of the net earnings
of the Federal Reserve System and therefore in payments by the
System to the Treasury. On the other hand, the continued withdrawal
of banks from the System will have the same effect. If the present rate
of attrition in membership should continue,the net cost to the Treasury
of a total withdrawal of disadvantaged banks after a few years might
be between $200 million and $300 million per year, according to
Federal Reserve estimates. Thus,in a sense the "costs" to the Treasury
will be neutral if the impact on the Treasury from payment of interest
on reserves does not exceed these figures. We do not believe that it will.
Obviously, whatever system the Federal Reserve ultimately utilizes
to pay interest with the objective of stemming the attrition in membership must be subject to some ceiling and to some guidelines. S. 1664,
therefore,limits the amount of interest that may be paid on reserve balances to no more than 10 percent of the net earnings of the Federal
Reserve in the previous year. The ceiling is set at a level which we believe will provide more than enough funds to enable the Federal Reserve to offset the membership burden of those banks most likely to
leave the System.
Because the membership burden varies significantly among banks,
we chose not to specify uniform interest payments on all reserves held
at the Federal Reserve. Instead, S. 1664 gives the Federal Reserve the
discretion to concentrate its interest payments among those banks suffering the greatest competitive disadvantage and thus most likely
to leave the System. We expect that the banks which have a relatively
low net burden from being a Federal Reserve member because of
their extensive use of free Federal Reserve services or access to the
discount window (even if not used extensively) may not need to be
as highly compensated for the reserves they maintain at the Federal
Reserve.
We have also discussed extensively the acceptable level of revenue
loss to the Treasury in the first year from interest payments. We have
informed the Federal Reserve that we regard a net revenue cost of
$200 million as a reasonable objective. Taking into account the added
tax revenues that would accrue to us this should permit aggregate
interest payments in the range of $330 million to $500 million. So, we
are not thinking in terms of $600 million in the first year.
In this connection, I should point out that S. 1664 would permit
the Federal Reserve to reduce the required reserves against demand
deposits that must be maintained by member banks from 7 percent to
5 percent, provided that such reduction shall only be available to a
member bank with net demand deposits of less than $15 million. In
other words, that is primarily focused at smaller banks. By using this
provision, the Federal Reserve could also, in effect, reduce the burden
of membership on the smaller banks and thus help to meet the problem of attrition. We understand that in using this latitude, the Federal Reserve will consider the loss of revenue to the Treasury in conjunction with the loss that will occur from the payment of interest
on reserves.
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We also understand that the Federal Reserve is studying the pricing
of services it now provides without charge with the objective of determining whether it should charge for such services, if it should be permitted to pay interest on reserves. We appreciate its desire to move
slowly in this area to avoid exacerbating the membership problem.
But, from the standpoint of efficiency and the encouragement of private sector participation in providing such services, we would support
the objective of their introduction over the next few years.
Let me then finally comment briefly on the question of deposit rate
ceilings also contained in this bill. Mr. Chairman, the final section of
S. 1664 would extend the present authority permitting the Federal
Government to impose interest rate ceilings on time and savings deposits—called regulation Q—from December 15, 1977 to December
15,1979.
In 1966, the Federal Government turned to deposit rate ceilings to
protect the savings institutions and, thus, the mortgage market from
commercial bank competition, but the ceilings were considered temporary and meant to expire in the following year. It was recognized
then that the ceilings penalized the small depositor and might not
succeed in insuring a steady flow of funds to the housing market.
But, since 1966, no generally accepted alternative to deposit rate
controls has been offered and Congress has been forced repeatedly
to extend the ceilings. Today, there is a widespread judgment that
deposit rate ceilings are, on the one hand, inadequate to mitigate the
impact of high interest rates and disintermediation on housing and
on the other hand, unfair to small depositors. Assessment of the consequences of removing the ceilings is a complex undertaking and one
that involves considerations that go beyond the banking system.
The President has, therefore, decided to establish a task force, including all concerned agencies, to study the impact of these deposit
rate ceilings on the financial intermediaries, the individual saver, and
the mortgage market.
It is our expectation that the conclusions of the task force will have
been reached and transmitted to the Congress for action well before
the suggested 1979 expiration of the extended deposit rate authority.
In another area related to financial institutions and the mortgage
market, the President has decided that the administration should
undertake a study o,f credit discrimination against low income, innercity residents by lending institutions—commonly called redlining. We
are aware that the Senate has recently taken action with respect to
one aspect of the problem last week through passage of S. 1523, the
Housing and Community Development Act. However, this is a very
difficult problem and we believe that a coordinated effort among all
the agencies concerned might yield methods of attack not now utilized.
Accordingly, a comprehensive study will be undertaken within the
Urban and Regional Policy Task Force, chaired by Secretary Harris.
Mr. Chairman, this in substance is the major thrust of the bill that
we are recommending for your consideration.
It seeks to instill competition in the banking industry.
It.seeks to carve out those two or three areas that are particularly
significant; not to attempt comprehensive reform all at once, but to
do it in steps.
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It seeks to provide better service to the consumer and is intended to
be helpful to the consumer, but at the same time it seeks to do it in a
way which protects the smaller banks, which is fair, which is gradual
in its implementation and which should bring out into the open the
variety of costs and benefits that are available and eliminate some of
the discrimination that has been inherent under the System for some
time.
We therefore strongly urge your favorable consideration of our
proposal.
Thank you very much.
[Complete statement of Mr.Blumenthal follows:]
TESTIMONY OF W. MICHAEL BLUMENTHAL, SECRETARY OF THE TREASURY
Mr. Chairman and Members of this distinguished Committee, I appreciate this
opportunity to testify on behalf of the Administration on S. 1664 which is the
principal financial reform legislation that the Administration expects to propose
this year.
In the last few months, the Administration has reviewed the work of previous
study commissions, assessed past legislative efforts, and taken a fresh look at
Federal banking laws and regulations as they stand today. Our conclusions are
not likely to surprise the members of this Committee who have dealt with these
issues over the years. By now, it is widely recognized that significant portions of
our Federal system of laws and regulations governing financial institutions are
in need of revision to take account of the many technological and structural
changes that have taken place in the last two decades and to eliminate anticompetitive bias.
Despite substantial past efforts by Congress and previous Administrations,
Federal laws dealing with depository institutions have been largely unresponsive
to pressures for change. Elaborate attempts to enact comprehensive packages
of financial reform to deal with a wide range of difficult issues have failed. My
general feeling—which I believe is shared by many members of Congress and
leaders of various segments of the industry—is that these attempts failed because
they linked a number of proposals on which there is obvious need to measures
on which the need for prompt action is less pressing.
The approach the Administration is recommending through the proposals contained in S. 1664 is to concentrate on two related areas that clearly need to be
addressed and to resist the temptation of addressing all real or perceived inequities and thereby invite continuing stalemate.
INTRODUCTION OF NOW ACCOUNTS
The first area that clearly invites attention is the prohibition in the federal
banking laws against the payment of interest on demand deposits. That prohibition was enacted in 1933 on the basis of an assumption that the payment of such
interest had been in some measure responsible for unsound banking practices that
developed in the 1920's. Several recent studies have indicated that the assumption on which the prohibition was enacted remains unsubstantiated. Interest has,
of course, been paid on demand deposits in many other countries both before
and subsequent to 1933. Consumer groups have advocated the repeal of the prohibition since it clearly restricts services that might otherwise be offered to
consumers and also has an anticompetitive impact. In fact, a form of interest
on transaction accounts for individuals now exists, but in a barter form, as banks
offer "free" checking related services to customers in exchange for minimum
balances. Large depositors, particularly businesses, have learned to circumvent
the prohibition through cash management techniques which keep their demand
deposits at levels just necessary to compensate banks for other services actually
rendered. In the last three years, so-called NOW accounts have been widely
marketed in New England, and credit union share draft instruments have been
offered on an experimental basis without serious adverse effects.
While consumers have unquestionably benefited from the limited offering of
NOW accounts in New England, it has also significantly contributed to smaller
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New England commercial banks leaving the Federal Reserve System and, there
fore, led indirectly to a weakening of the System's monetary policy capabilities.
In any event, our conclusion is that the time has certainly come to provide for
an orderly expansion of bank services in this area. Accordingly, Part I of S. 1664
provides that depository institutions—commercial banks, mutual savings banks,
savings and loan associations, and credit unions—may offer interest-earning
transaction accounts to their individual customers.
In general, we believe such accounts will provide American consumers residing outside New England with an alternative to conventional savings and checking accounts—one that provides the advantages of both accounts, namely interest
on deposits and easy accessibility to funds. Also, the number of institutions permitted to offer NOW accounts could greatly exceed the number offering conventional checking acconuts and, therefore, competition for consumer deposits will
be active. This added competition among financial institutions for the household
demand deposit dollar will improve the quality and variety of services offered to
all consumers.
There may be consumers, of course, who will not find these new accounts sufficiently attractive to switch from conventional accounts. Some consumers keep
small checking account balances and write a large number of checks. The lowbalance, high-turnover customers will probably not choose NOW accounts unless
they are willing to economize on check usage. Otherwise, service costs will outweigh the interest earned. In a broad economic sense, however, these service
charges reflect a healthy development. As institutions begin to price services to
reflect true costs, an efficient allocation of resources is promoted. In this way
customers are able to weigh the personal value of a service against its actual
price and make a more informed choice.
The introduction of NOW accounts, therefore, is basically a pro-consumer measure which may temporarily increase costs for some of our financial institutions.
We thus propose to balance this NOW account proposal with certain compensatory measures for the institutions. The New England experience indicates that
the introduction of these interest-earning transaction accounts may impose some
transitional costs on institutions. We particularly understand the concern of the
small, retail-oriented banks which receive a large proportion of their deposits as
personal checking accounts. These banks will need time to adjust gradually to
added competition as new institutions begin to offer NOW accounts. We believe
these difficulties will be temporary and can be minimized through a gradual,
phased-in program. The basic danger is that change will occur too rapidly for
these institutions, and we want to avoid that.
I would like now briefly to describe the specific provisions in our bill that will
make the nationwide NOW account program more equitable, more gradual and
more balanced than the New England experiment. First, we propose that a temporary interest rate ceiling be imposed on NOW accounts and share draft deposits,
which we believe should be lower, at least initially, than the passbook savings rate
and lower than the 5 percent that is paid today on New England NOW accounts.
The ceiling will be set by the four rate-setting Federal financial regulatons, acting as a group, including the credit union administrator, and will be uniform for
all types of institutions. If for some reason these four regulators cannot reach
agreement on the initial uniform rate, then the Federal Reserve will have the
governing vote. The nationwide ceiling is expected to be in effect for only 3 years,
but can be extended for up to 3 additional years if the regulators deem this
necessary.
Second, we have included a provision to grandfather those New England institutions and credit unions that are presently paying higher rates on these transaction accounts. Otherwise, the current competitive climate within New England
could be disrupted when the national rate is set. This grandfathering protection,
however, will expire after the first 3 years, the time when all rate controls under
the bill will also expire.
Third, Mr. Chairman, S. 1664 provides that only individuals may open NOW
accounts and share draft accounts. We chose to limit this new type of account to
individuals for two reasons. Consumers with general small balances have far
fewer investment alternatives available than corporate and public entities. A
business with $20,000 in temporary excess cash can relatively easily invest this
money. On the other hand, a housewife with $200 of temporary excess cash would
find it more difficult to invest the cash. A NOW account would be responsive to
this basic consumer need.
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Another argument for limiting these new accounts to individuals was to ease
the transitional difficulties for commercial banks. Household demand deposits
make up only about a fourth of total demand deposits. By limiting NOW accounts
and share drafts to individuals, we have limited the amount of potential funds
which might shift into those accounts to a manageable proportion of total demand
and savings deposits.
In New England, where nonprofit corporations also are eligible for NOW accounts, those nonprofit corporations maintaining these accounts at the time of enactment of S. 1664 will be permitted to maintain them for 3 years.
Fourth, another safeguard expected to ease transition difficulties is the proposed 1-year delay after enactment of this bill, before institutions can introduce
this new type of account. This should give financial institutions adequate time to
assess costs, adjust fees, and determine marketing strategies in advance. The 1year delay will also allow State governments to adjust their laws, if necessary,
to this Federal change in policy.
A final important difference, relative to the New England experiment, is the
provision specifying uniform reserve requirements against NOW and share draft
accounts at all depository institutions. The chief objective here is to promote
competitive equity. The NOW account market will be competitive, and no one
type of depository institution should suffer significant cost disadvantages by
virtue of Federal requirements, including reserve requirements, imposed for the
benefit of the entire economy.
It is also important from the standpoint of monetary policy that there be a
requirement of uniform reserve requirements. The experience in New England
indicates that these will be a significant movement of funds into NOW accounts
over the long-run; some of these funds will represent deposits flowing out of banks
which f•?long to the Federal Reserve System. A uniform reserve requirement on
NOW's will neutralize the effect of such a movement on the conduct of monetary
policy. We know of no other practicable way of assuring competitive equality of
treatment other than authorizing the Federal Reserve to set NOW and share draft
reserve requirements for all institutions.
Another fear is that the added costs to banks of paying interest on NOW accounts will exacerbate the long-term decline of bank membership in the Federal
Reserve System. This has happened in New England, and we must guard against
the possibility that a number of banks might leave the System when NOW accounts are extended nationwide if compensatory measures are not taken. And
that leads to the second major and intertwined issue that S. 1644 addresses.
PAYMENT OF INTEREST ON MEMBER BANK RESERVES

In the last 5 years an increasing number of commercial banks have withdrawn
from the Federal Reserve System. That trend, if it should continue, or accelerate
by reason of the spread of NOW accounts, will ultimately have a serious impact
on the ability of the Federal Reserve System to conduct efficiently national monetary policy.
Between 1970 and 1976, 361 banks left the Federal Reserve System causing a
decline in the proportion of total gross bank deposits held by member banks of a
little over 6 percent. In 1975 and 1976 alone gross deposits held by member banks
as a proportion of total bank deposits declined by over 3 percent. The decline in
the proportion of gross bank deposits held in New England member banks has
been even more dramatic as a consequence of NOW accounts. At the end of 1974,
member banks held 75 percent of all bank deposits in the region. By the end of
1976, this proportion had declined to 70 percent and in the first 5 months of 1977,
to 63 percent.
There can be no doubt but that the cost burden imposed by the System's reserve
requirements is the primary reason for this withdrawal of banks. Federal Reserve
member banks are required to set aside a proportion of their deposits as reserves
In noninterest bearing form. Banks hold a small proportion of reserves in the
form of cash, but the majority are in the form of balances at Federal Reserve
Banks, and under present conditions, these funds earn no interest and thus represent a real "cost" to the member bank in the form of lost earnings on those reserves. In contrast, most non-member commercial banks and savings institutions,
are able to fulfill the reserve requirements imposed by their regulators by holding
their reserves in interest-earning securities. It is more costly, therefore, for member banks to satisfy their reserve requirements than for non-member banks and
savings institutions to do so. This cost is partially offset by the free services pro-

vided by the Federal Reserve System to member banks, but the smaller-sized
banks for a variety of reasons do not make extensive use of these services.
The Federal Reserve System's ability to implement monetary policy efficiently
is related to the proportion of the nation's deposits subject to its reserve requirements. There is no precise proportion of deposits that must be subject to System
reserve requirements for monetary policy objectives to be efficiently attained, but
there is little doubt that if present trends continue—and there would seem to be
no reason to believe they will not continue without this legislation—the ability
of the System to conduct efficient policy will be impaired.
S. 1664 would permit the Federal Reserve Banks to pay interest on the required reserves of member banks. The Administration decided to support this
proposal after extensive discussions between the Treasury Department and the
Federal Reserve Board. Other options such as lowering reserve requirements or
requiring reserves from non-member financial institutions were considered, but
the payment of interest on required reserves appeared to be the most equitable.
The payment of interest will result in a reduction in the net earnings of the
Federal Reserve System and therefore in payments by the System to the Treasury. On the other hand the continued withdrawal of banks from the System will
have the same effect. If the present rate of attrition in membership should continue, the net cost to the Treasury of a total withdrawal of disadvantaged banks
after a few years might be between $200 million and $300 million per year, according to Federal Reserve estimates, and thus in a sense the "costs" to the
Treasury would be neutral if the impact on the Treasury from payment of interest on reserves did not exceed those figures.
Obviously, whatever system the Federal Reserve ultimately utilizes to pay interest, with the objective of stemming the attrition in membership, must be subject to some ceiling and to some guidelines. S. 1664 therefore limits the amount of
interest that may be paid on reserve balances to no more than 10 percent of the
net earnings of the Federal Reserve in the previous year. The ceiling is set at a
level which we believe will provide more than enough funds to enable the Federal
Reserve to offset the membership burden of those banks most likely to leave the
System.
Because the membership burden varies significantly among banks, we chose
not to specify uniform interest payments on all reserves held at the Federal Reserve. Instead. S. 1664 gives the Federal Reserve the discretion to concentrate its
interest payments among those banks suffering the greatest competitive disadvantage and thus most likely to leave the System. We expect that the banks which
have a relatively low net burden from being a Federal Reserve member because of
their extensive use of free Federal Reserve services or access to the discount
window (even if not used extensively) may not need to be as highly compensated
for the reserves they maintain at the Federal Reserve.
We have also discussed extensively the acceptable level of revenue loss to
the Treasury in the first year from interest payments. We have informed the
Federal Reserve that we regard a net revenue cost of $200 million as a reasonable
objective. This should permit aggregate interest payments in the range of $330
million to $500 million.
In this connection, I should point out that S. 1664 would permit the Federal
Reserve to reduce the required reserves against demand deposits that must be
maintained by member banks from 7 percent to 5 percent, provided that such
reduction shall only be available to a member bank with net demand deposits
of less than $15 million. By using this provision. the Federal Reserve could also,
in effect, reduce the burden of membership on the smaller banks and thus help
to meet the problem of attrition. We understand that in using this latitude, the
Federal Reserve will consider the loss of revenue to the Treasury in conjunction
with the loss that will occur from the payment of interest on reserves.
We also understand that the Federal Reserve is studying the pricing of services
it now provides without charge with the objective of determining whether it
should charge for such services, if it should be permitted to pay interest on
reserves. We understand it's desire to move slowly in this area to avoid exacerbating the membership problem. But, from the standpoint of efficiency and the
encouragement of private sector participation in providing such services, we
would support the objective of their introduction over the next few years.
DEPOSIT RATE CEILINGS

Mr. Chairman, the final section of S. 1664 would extend the present authority
permitting the Federal Government to impose interest rate ceilings on time and
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savings deposits—called Regulation Q—from December 15, 1977 to December 15,
1979.
In 1966, the Federal Government turned to deposit rate ceilings to protect the
savings institutions and, thus, the mortgage market from commercial bank competition, but the ceilings were considered temporary and meant to expire the
following year. It was recognized then that the ceilings penalized the small
depositor and might not succeed in ensuring a steady flow of funds to the housing market. But, since 1966, no generally accepted alternative to deposit rate
controls has been offered and Congress has been forced repeatedly to extend the
ceilings. Today, there is a widespread judgment that deposit rate ceilings are.
on the one hand, inadequate to mitigate the impact of high interest rates and
disintermediation on housing, and on the other hand, unfair to small depositors.
Assessment of the consequences of removing the ceilings is a complex undertaking
and one that involves considerations that go beyond the banking system.
The President has therefore decided to establish a task force, including all
concerned agencies, to study the impact of these deposit rate ceilings on the
financial intermediaries, the individual saver, and the mortgage market. It is
our expectation that the conclusions of the task force will have been reached
and transmitted to the Congress for action well before the suggested 1979 expiration of the deposit rate authority.
In another area, related to financial institutions and the mortgage market,
the President has decided that the Administration should undertake a study of
credit discrimination against low income, inner-city residents by lending institutions—commonly called "redlining." We are aware that the Senate has
recently taken action with respect to one aspect of the problem last week through
passage of S. 1523, the Housing and Community Development Act. However,
this is a very difficult problem and we believe that a coordinated effort among all
the agencies concerned might yield methods of attack not now utilized. Accordingly, a comprehensive study will be undertaken within the Urban and Regional
Policy Task Force chaired by Secretary Harris.
CONCLUSION

In closing, Mr. Chairman, I would like to reemphasize our conviction that success or failure in achieving in this Congress the goals underlying this bill is
dependent upon our concentrating the efforts of the Congress and the Administration on legislation that addresses issues that merit prompt attention and that are
of significance to the public and not merely to an industry segment. I believe
S. 1664 meets those criteria.
This Committee has before it a number of related legislative proposals which
would go much further than the Administration bill towards restructuring
financial institutions. Many of the provisions in these proposals were contained in
tfie previous financial reform packages and may well deserve the support of this
Administration on their own merits. Some of these goals have long been sought by
various segments of the industry, but I would suggest that—if past is prologue—
each additional provision added to S. 1664 will reduce the chances of enactment
by this Congress. I therefore hope the temptation to try to resolve too much and
therefore accomplish nothing, will be resisted.
Thank you, Mr. Chairman.

Senator MCINTYRE. Mr. Secretary, I want to express my concern
with those parts of the administration bill that would tamper with the
NOW accounts in New England in their presentform.
It seems to me, as pioneers, the people of New England deserve no
less than they are receiving at the present time from NOW accounts.
Instead, indeed, I have serious doubts that the provision limiting
rates paid on NOW accounts to less than the 5 percent New England
rate makes any sense at all.
There is strong evidence to suggest that the NOW account only
makes sense at the 5-percent rate, because people then tend to merge
their checking and saving accounts and reduce the administrative burden to the institutions of maintaining separate accounts.
Moreover, the average balances on NOW accounts at the higher rate
tend themselves to be much higher, as you can probably imagine.

16
My question is this: If the FDIC, and they do, supports the 5-percent rate nationwide, are you prepared to support a change in the
administration bill which would let NOW accounts go forward from
the start from the very beginning,at the rate of 5 percent?
Secretary BLUMENTHAL. I don't believe that would be wise, Mr.
Chairman:We did carefully consider the situation of New England,as
a pioneer in this approach. And that is why we have what I refer to as
4:grandfathering" in the bill which
would, in fact, allow New England
to continue to operate as it has for 4 years following enactment of this
legislation. But we have been concerned, and I think it does merit serious consideration on your part,that a fundamental change of this kind
be introduced gradually, so that its impact can be administered carefully. Therefore, the limit on interest rates that we are recommending
strikes us as reasonable in that context.
This does not mean that at some future point it may not become advisable to eliminate the interest limit. We consider it as strictly a
temporary one. But, particularly in order to protect the smaller institutions that do importantly rely on household deposits and to allow
NOW accounts to develop gradually and smoothly, we feel this kind of
temporary limitation is reasonable.
Senator MrTNTTRE. Mr. Secretary. I want to clarify one thing. In
my opinion, NOW accounts are not the villain, in the sense that they
are causing banks to leave the Federal Reserve System.
Banks are leaving the Federal Reserve System who aren't even authorized to offer NOW accounts.
The primary reason of banks withdrawing, as you point out, is the
cost burden imposed by the System's reserve requirements.I appreciate
your concern over this, and your attempts to address the problem.
Yet I don't understand the rationale for the broad grant of discretionary authority of the Federal Reserve to take $500 million to $600
million of its revenues and dole it out as it sees fit, in terms of what
reserves will pay interest and at what rate.
I think we will be making a big mistake if we let reserves be discretionary with anybody.
How do you respond to this concern, and what assurance do you
have from the Fed, as to how they would exercise their broad grant
of authority under the bill?
Secretary BLUMENTHAL. T would not wish to argue, Mr. Chairman,
that it is the existence of NOW accounts that has caused banks to leave
the Federal Reserve System. There are no doubt a number of reasons,
and Chairman Burns, who, I understand, is testifying after me, no
doubt can very eloquently give you his analysis of what the variety of
reasons are.
We do believe, however, that the introduction of nationwide NOW
accounts imposes an additional cost burden, at least transitionally, on
the banks and, in particular, on the smaller banks that do not take
advantage of some of the free services provided by the Federal Reserve. This added cost would put a temporary earnings squeeze on them
and would cause more of these banks, as a consequence of extending
NOW accounts nationwide,to leave the system.
So we think it would be an additional important factor. Therefore,
the payment of interest on reserves would not only prevent some banks
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from leaving the system because of the introduction of NOW. accounts, but might also in our judgment induce other banks, who might
consider leaving the System for other reasons not to do so.
As I said, the cost of this is very difficult to gauge, because each time
a bank leaves, there is a cost indirectly to the Treasury. It is a matter
of judgment as to whether in time the cost due to bank exodus from
the Federal Reserve System is greater to us than the cost involved in
paying interest on reserves. And our judgment is that, based on our
conversations with the Federal Reserve Board and the kind of agreement that we have reached, the net amount that the Treasury would
lose in the first year is relatively small.
I think we also have to bear in mind that the goal is not merely to
maximize or principally to maximize returns to the Treasury. This is
not meant as a form of taxation. The ability of the System to manage
monetary policy intelligently, which has such wide implications for
the economy of our country, is another important element. If, for example, it were true that there would be a significant improvement in
the ability of the Federal Reserve to manage monetary policy under
this system we are proposing, it might gain us a great deal more than
$200 million or $300 million.
So I think one has to see these various considerations in context. As
to the assurances from the Federal Reserve as to the way in which they
would administer this, I am quite confident, based on my discussions
with Chairman Burns and the discussions, detailed discussion, that
have been carried on between the staff of the Treasury and the staff
of the Federal Reserve that there is a clear understanding on both
sides of the pitfalls and the dangers and the pros and cons, and that
there will be a very careful and cautious implementation of this proposal,one in which we,the Treasury, will have an opportunity for constant contact and consultation.
Senator MCINTYRE. How did you arrive at the 10 percent of earnings figure and how do you respond to Dr. Burns assertion that 10
percent is insufficient, that 15 percent is really needed?
How do you respond to that?
Secretary BLUMENTHAL. Well,I suppose I would say it is the result,
of a long, detailed, friendly, but nevetheless, firm negotiation. Obviously, Dr. Burns felt that he would like to have the maximum degree
of flexibility. We did indicate to him that we had other concerns.
We did have the very important concern of keeping the Treasury's
revenue protected as much as possible. And,furthermore, we did not
believe that he needed as much flexibility as he felt he did.
So, 10 percent was as far as we were willing to go. If he is going to
recommend 15, he will no doubt make an argument as to why he feels
he has to go further. That has simply been one element of the negotiation that we have not been able to resolve. But I must stand on my
view that, with 10 percent, there is enough flexibility, in that in the
first year and first 3-year period, the amount actually expended in
my judgment would be considerably less.
Senator MCINTYRE. Ten percent of earnings provision is troublesome also, in that it would create a profit incentive where none presently exists.
I see no reason why the Fed should be encouraged to make profits.
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If the amount available for payment of interest on reserves were
directly related to the profitability of Fed business, I see all kinds of
problems. Wouldn't it be proper for the Congress to spell out what
the Fed may do in terms of profits on reserves?
Secretary BLUMENTHAL. I think there may be other ways of calculating a ceiling. We thought that a ceiling was very important. However, I certainly do not wish to argue here that our rather arbitrary
method of calculating the ceiling is the only way. There may be
different ways, and we would be quite willing to work with you and
your committee, Mr.Chairman,to explore other ways.
I would note that the ceiling we are recommending has at least the
virtue of clarity and simplicity. One knows what it is, and one is
not dependent on less certain forms of decision which are equally
arbitrary.
So I would respond by saying it strikes me as a simple way of approaching the problem, but I would be quite willing to explore a different way of calculating a maximum ceiling. It should be clear, and
this is a point that I have discussed in great detail with Dr. Burns,
that this is a ceiling, not the amount that is necessarily to be paid.
Indeed, it is not intended that interest will be paid up to the ceiling.
Clearly, the recommendation that we have here for the beginning
would be quite below that. So the ceiling is really just intended to
give us some security about the ultimate point beyond which the
Federal Reserve will not go.
Senator MCINTYRE. Senator Tower?
Senator TOWER.Thank you, Mr. Chairman.
Mr. Secretary, in your testimony, you recommended that there be
a 1-year delay for institutions to adopt these new accounts to allow
for a transition period, calculation of fees, adjustments, what-haveyou,and also to allow State governments to act.
It seems to me that is inadequate, because most State legislatures
that meet biannually are now meeting, or have already adjourned.
Those that meet annually usually at their second session consider only
appropriation measures.
So it would seem to me that 2 years would be an adequate time
for State governments to adjust; that is, for State legislatures to
adjust.
Let me ask you what you think of a provision that would allow
federally chartered depository institutions to offer NOW accounts in
States only where State-chartered depository institutions were allowed
to do so, as well?
Secretary BLUMENTHAL. Would you repeat the last part of the
question?
Senator TOWER. What would you think of making this applicable
only in 'States where the State governments had acted to allow Statechartered depository institutions to do the same thing?
Secretary BLUMENTHAL.I think it would be
Senator TOWER. Of course, that would mean a State could perhaps
postpone it indefinitely, but it would also give them some flexibility
and time to act.
Secretary BLUMENTHAL. This legislation that we are recommending, Senator Tower, is, of course, intended to make available the
benefits that accrue from NOW accounts to all people in all the
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States, and to do it on a nationwide basis. To have a situation ensue—
particularly if some states were to postpone this indefinitely as you
speculate—would result in a situation whereby half the States or twothirds of the States have NOW accounts and the remainder do not,
I think that would result in inequities and in confusion which we
would just as soon avoid.
The whole thrust of this legislation is to recommend that the Congress enact NOW accounts on a nationwide basis. As for the 1-year
delay, we will have to look at it again if, in fact, State legislation is
required and could not be obtained within that 1-year period. That
is a technical problem that would somehow have to be overcome. I
don't think there is anything holy about the 1 year. It is a somewhat
arbitrary round time period that we picked. If it turns out that this
isn't adequate, I think it could be varied. But the principle of national
NOW accounts is important, and we recommend that we go that route.
Senator TOWER.I get a little concerned sometimes that recommended
legislation is billed as being for the benefit of the consumer. Of course,
anybody that opposes legislation that has been said to be for the benefit
of the consumer is accused of being opposed to the interest of the
consumer and a guardian of special interests and all that sort of thing.
But I wonder sometime if so-called consumer legislation in the
final analysis, though designed to benefit the consumer, actually does.
Now, you have noted in your statement low-balance, high-turnover
customers will probably not choose NOW accounts.
Now, I suspect that probably this is the great majority of depositors in this country. Certainly I am one of them. I don't have anything left in my balance at the end of the month. If they don't benefit from NOW accounts, who will?
Wouldn't it be only those with high average balances that would
benefit? So how can you tell the person of small or average means
that he's going to benefit from NOW accounts when actually it might
result in increasing his costs?
Secretary BLUMENTHAL. It is difficult to make a precise judgment
on that, Senator, because it would depend,of course, on what competition finally gives us in the way of charges that banks would impose
for particular kinds of services.
So I asked the same question of my staff to see whether I couldn't
have a breakdown., showing what kind of depositor might actually
work—find that there is some additional cost,small or otherwise, probably small. And it really depends on what the charges will be.
I guess the clearest case is the depositor who has a very small balance and writes lots of checks. But I think there is something to be
said in a competitive sense for pricing services in terms of what they
really cost so that different customers are charged accurately for the
different services they use. Otherwise,it is hard to judge who is paying
the bill.
The large companies, the large depositors, who are not now paying
the bill, have whole sections in finance departments that are very, very
adept at exacting the maximum from the banks and the banks have
let this happen.
So I think it will be attractive for almost any kind of depositor
except that depositor who writes a large number of checks—and there
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may now be ways,of course,for that depositor to counteract that trend:
either to economize in the number of checks that are written or to use
electronic funds transfer out of savings accounts into commercial
accounts.
You mentioned in your statement that that was an alternative and
I think you are absolutely right. That is an alternative. It may be
'that
some of these types of depositors will simply find that it is to their advantage to maintain their savings and their regular commercial checking account and just have money transferred in, getting the higher
interest rate on whatever they have in the savings balance.
But at least it provides an option for the consumer and small
depositor, and I think that is a good thing.
Senator TOWER. I want to commend you on your statement. It was
a good statement, although I might disagree with various aspects of it.
I think you put forth a very closely reasoned argument. However,
I still think that there are some unanswered questions, the principal
one being, who pays for NOW accounts. Somebody is going to have to
pay. There is no such thing as a free lunch anymore.
Do you have any feel for who will pay for NOW accounts, how much
will the customers of depository institutions pay, how much will the
depository institutions pay, how much will the government pay, who
is going to pay and how much?
Secretary BLUMENTHAL. I wish I could give you a precise answer,
but I am just not smart enough to do so. I am convinced if this legislation were passed, that in the first place there would be some net gain,
because there would be greater competition. And so those who pay the
least partially would be those who are now reaping monopoly profits.
Now, that is the kind of payment I would like and that would be a
part of it.
You can say to some extent that the Federal Government pays because what Federal Reserve turns over to the Treasury is going to be
reduced by some amount. That particular payment must, however, be
qualified with the famous "compared to what" question. Paid compared to if nobody left the System, or compared to if banks kept leaving the System? We might not pay any more.
Third, because hidden benefits being received by some of the large
companies would now be clearly spelled out and costed out properly.
Their benefits would be out in the open for all the American people
and the Congress to see and to do something about, if they are unfair.
You have here several possible ways in which the payment may be
met in part, and these are beneficial ones. I don't think it is logical
to conclude that there is some net cost to the economy from instituting
NOW accounts. If that were the case we wouldn't be recommending it.
We believe there is not a net cost. If anything, there is a net benefit
by having greater competition and that the payment comes at least
from some of the sources I have indicated.
There may be some others that I have left out.
Senator TOWER. How does the proposal for NOW accounts deal with
the problem of disintermediation ?
Secretary BLUMENTHAL. I don't believe that it deals directly with
the problem of disintermediation, Senator. I think probably
Senator TOWER. How does it impact on the problem?
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Secretary BLUMENTHAL.I am not sure that it has any direct impact
on that. Disintermediation in the face of regulation Q will continue to
be a factor in periods particularly of high interest rates. And I don't
believe that this proposal, which is limited and is intended to be limited, really will affect this question greatly one way or the other.
Senator TOWER. Now,in your view, are the issues of NOW accounts
and Federal Reserve membership inseparable? Would there still be
the same concern over decline in Federal membership if you didn't
have NOW accounts, and paid interest on reserve requirements?
Secretary BLUMENTHAL. Well, if we did not have NOW accounts
and we paid interest on reserve requirements, I think clearly there
would be some slowing or reversal of the trend toward leaving the Fed.
In that regard,the two steps are not inextricably linked.
Turning the question around, however, if you did have NOW accounts, you would have to pay interest, in my judgment, in order to
insure that this trend would not accelerate.
So I think it is a neat way of accomplishing two things at the same
time. But if the decision were merely to pay interest on reserves but
not to have NOW accounts, there would be a positive effect, at least in
the area of exodus from the Federal Reserve System.
Senator Town.Thank you,Mr.Secretary.
Senator MCINTYRE. Senator Proxmire.
Senator PROXMIRE. Mr. Secretary, your presentation was excellent.
You are'certainly to be commended, as Senator Tower has done, on
your coherent and logical argument.
You are a highly competent man. Of course, your judgment on this
kind of legislation and the kind of argument you make is based on the
kind of material that you rely on, isn't it? It is based on the information you have.
Secretary BLUMENTHAL. Absolutely.
Senator PROXMIRE. I called Dr. Burns the other day and I asked
him for the Board's staff studies that are—that represent a great deal
of the basis on which your legislation, your presentation, is based, on
which the legislation is based. He said he couldn't share those staff
studies with me or the committee because they were confused and contradictory and didn't know where they would come out.
How much reliance did your staff and you place on the studies done
by the Board staff in determining the effect of NOW accounts on bank
earnings, the appropriate ceiling rate to be paid. the impact on Treasu Ty earnings hecnuse of declining Fed membership, the effect on small
banks compared to the big banks, and the ability of the Federal Reserve Board to conduct monetary policy?
Secretary BLUMENTHAL. Dr. Burns and the staff have done a great
many studies over, as I understand it, a fairly extensive period of
time and he began to discuss this quite some time ago. Though I don't
want to speak for him, his level of frustration began to rise because
we were slow in responding. The reason we were slow in responding
was because our own staff had to gear itself up and do its own studies.
Senator PROXMIRE. Can you make those studies available to us?
Secretary BLUMENTHAL. First of all, let me start with a disclaimer.
I am not sure that they are any less confused and contradictory than
those of Dr. Burns'staff.
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Senator PROXMIRE. That puts the committee in a difficult position,
if both of our two star witnesses—and you are both enormously
competent people—have to rely on information which you don't have
a great deal of confidence in.
Senator TOWER. There is absolutely no confusion in the committee
at all.
Secretary BLUMENTHAL. I have confidence in it. We will make it
available. We will gather all the material we can if you will indicate
the specific areas.
Senator PROXMIRE. Yes. I have a little list here but will be
delighted
Secretary BLUMENTHAL. We will provide as much as we can in its
raw form. However, these are estimates, you know. There are differences of opinion due to subjective evaluation, but I have looked at it
and my conclusion is that the bottom line is clear as far as I am concerned. They are not so confused that I can't draw a conclusion.
Senator PROXMIRE. In my statement I indicated the fact that there
have been some studies that figure that small banks would be badly
hurt to the extent that many of them will have to drop out, studies
that indicate that consumers will be not benefited by it, and those
studies may not be nearly as good as the studies that you have and Dr.
Burns has—however inadequate they may be—but we would like to
get as much as we can so we have some basis for judgment.
Did you say that the net cost would be $200 million in your estimate?
Secretary BLUMENTHAL.The first year.
Senator PROXMIRE. Ten percent of the $6 billion, roughly, of earnings by the Federal Reserve, $600 million; and you feel that by offsetting the loss of membership in the Federal Reserve and by the
Fed's charges for services which they don't make now, you would
bring in $400 million and therefore the net cost would be something
like $200 million. Is that right?
Secretary BLUMENTHAL. Not exactly. In the first year, we would
not go up to the $600 million. We would be below that, somewhere
between $330 and $500 million would be involved, and the net cost
would be about $200 million.
Senator PROXMIRE. If it goes to the 10 percent that you would permit in the legislation, 10 percent of $6 billion is $600 million; rizht ?
Secretary BLUMENTHAL. Then it would be more like $350 million,
after the first year.
Senator PROXMIRE. Isn't that limit up to the Fed rather than the
Treasury, and hasn't the Fed indicated they want $900 million?
Secretary BLUMENTHAL. They have indicated that they consider
our limit to be inadequate.
Senator PROXMIRE. Therefore if you go to the top, within their discretion, we would certainly reasonably expect them to go to a higher
rather than moderate level.
Secretary BLUMENTHAL. As I understand Dr. Burns' view on this,
he would like to have the flexibility, but he's assured me that he has
no intention, except in the extreme, to go up to the limit.
I have said to him I have a great deal of confidence in him, but I
would just as soon the limit were lower so his temptation to go to the
ceiling was reduced.
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Senator PROXMIRE. Well, I agree preventing even Dr. Burns, with
all his restraint, from being tempted.
Amendment 424 to 1664 would require expenditure of the Comptroller of the Currency to be within the yearly authorization set by
the Congress. The Banking Committee would have jurisdiction over
the setting of the limitation, not the Appropriations Committee.
Under the amendment, the Comptroller would continue to assess
national banks such funds needed to be appropriated. Authorization
ceilings would need to be set. The Comptroller is in the Treasury
Department.
Secretary BLUMENTHAL. That's right.
Senator PROXMIRE. Since others are subjected to congressional
scrutiny, do you not believe Congress should oversee the expenditures
of the Comptroller?
Secretary BLUMENTHAL. I gather that this is an issue that has been
around for la long time and that there are many good reasons, not
all of which I have available here, as to why the Comptroller has
not been subject to the appropriations authority of the Congress.
Senator PROXMIRE. Let me extend that notion to the Federal Reserve
Board. After all, if the Fed is going to be given this additional discretion to make decisions which would cost the taxpayer money,
wouldn't that be an additional argument why the appropriation
process should run with respect to the Fed as well as other agencies?
Secretary BLUMENTHAL. The concern, of course, is to insure that the
Federal Reserve retains its degree of independence. I know that is a
controversial issue. I personally happen to think that although we
sometimes wish it were otherwise, on balance this independence is a
good thing for our economy. There is, of course, the fear that at some
point if we were to make a change and bring the Federal Reserve
under appropriation here, this independence would be compromised.
Senator PROXMIRE. One of the most serious concerns we have and
that Dr. Burns has expressed many times, and I know you express
it in your statement, is the erosion of the Fed's ability to conduct
monetary policy effectively. In your statement you refer to this and
you refer particularly to reserve requirements as being the instrument that is adversely affected by loss of membership.
Isn't it true, however, that reserve requirements are rarely used,
have been used only a few times in the last 10 years, that the principal
means of conducting monetary policy is through open market
operations?
Secretary BLUMENTHAL. That's correct.
Senator PROXMIRE. Therefore this effect on monetary policy would
be—would seem to me to be rather slight if the Fed loses membership; is that correct or incorrect?
Secretary BLUMENTHAL. It is quite correct that the major means for
conducting monetary policy in recent years has been through open
market operations. I do believe, however, that the existence of a
predictable level of bank reserves plays an important role. If many
of these new types of bank deposits, such as NOW accounts, stay
under one form of reserve control, as we propose, the ability of the
Federal Reserve System to manage monetary policy would be
enhanced.
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Senator PROXMIRE. You indicate in your testimony that the ceiling
on the aggregate amount of interest on reserves would enable the Fed
to offset the membership burden of those banks most likely to leave
the System.
Why should the Fed be allowed to treat certain banks differently?
Some economists view reserve requirements as a tax. Why should
the Fed be given the power to levy, or not, a tax on certain banks at
its own discretion?
We enable the Fed to provide the same reserve requirements for
city banks as for country banks. We haven't done that in the past,
but this legislation would permit that. Why should we give the Fed
that much discretion?
Secretary BLUMENTHAL. I don't really believe that one can call reserve requirements a tax to the extent to which these reserves have
to be held in noninterest-bearing form. They do, of course, have an
important cost, but I do think that they are a significant safety and
monetary control. And I do think that the distinction between reserve city banks and country banks which we have had in the past
really has been overtaken by developments. Today,the distinction between the city bank and the country bank is no longer what it was.
If you go by the size of the deposits and kind of deposits. you
would probably have a more accurate way of grouping the various
banks in different categories. I do believe that the conditions that
affect a large bank with large deposits really, are different and they
need to be treated differently than a small bank that has $10—$15 million of deposits and really operates in quite a different environment.
So I think it is reasonable for the Federal Reserve to have that authority to make a distinction between large and small banks.
Senator McINTI-RE. Senator Sparkman.
Senator SPARKMAN. Mr. Chairman, I am going to have to leave in
a few minutes. I want to hear some of Dr.Burns'testimony.I will just
ask this one question.
Did I understand you correctly to say that you recommend the
extension of regulation Q?
Secretary BLUMENTHAL. Yes,I did,Senator.
Senator SPARKMAN. Thank you.
Senator MCINTYRE. Thank you.
Senator Heinz.
Senator HEINZ. In the same spirit, I will just confine really what
are a lot of questions to one question, Mr. Chairman, and that is this:
I am quite interested, Mr. Secretary, in what impact this proposal,
which is very thoughtful, will have on the small depositor at financial
institutions. I am also interested in what effect it will most likely
have on savings and loan institutions.
Could you give us an indication, based on your analysis, of the
extent to which the small investor will receive the benefit, small depositor will receive the benefit, and the extent to which you assess
there might be an adverse impact on savings and loan as banks institute NOW accounts?
Secretary BLUMENTHAL. As to the first question, Senator, I believe
that there is a clear benefit which is easy to see, I think, for all depositors, large or small, because they will now be able to receive interest on their transactions balances.
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In those instances where you have the combination of a small depositor who has a very small balance and who is in the habit of writing a large number of checks, you might have a situation in which
that kind of depositor is worse off because some banks may charge
for each check.
But there are, as I said earlier,other steps open that such a depositor
could take. For instance, he could not open a NOW account and maintain just two accounts, a savings account and a checking account, and
simply transfer money into the checking account as needed and then
write the checks. Many alternative arrangements will be developed by
banks and their customers.
Senator HEINZ. If I may just be sure I understand what you are
saying, you are saying that because there will be a cost to NOW accounts, banks can be expected not to subsidize, as apparently they have
in the past, such services as free checking and they will go more to a
cost of services approach which is likely to cost the small depositor
additional money—he's likely to lose his free checking service, not in
every instance obviously but in some instances?
Secretary BLUMENTHAL. Banks now compete on the basis of the
services they provide. They may eventually compete not only on the
basis of what they provide but also what they charge for those services. As a matter of fact, I gather the way it started out in New England is that the competition in the beginning was very fierce and, in
addition to starting to pay interest on NOW accounts, they continued
to provide most of the services free. Eventually some found they were
losing money and they began to price each of the services more realistically or to impose minimum balance requirements within a competitive environment.
I think that there is one kind of depositor who might possibly be
disadvantaged if that depositor does not take certain other steps. That
is simply the depositor with a very small balance who writes lots of
checks. But at the same time,the other hidden—
Senator HEINZ. Might I just say, Mr. Secretary, that any depositor
who has a small balance and can get away with writing a lot of checks
probably is in the same position you are.
Secretary BLUMENTHAL. I will accept that. I think the savings and
loans associations by having the additional facilities that the NOW
account provides, and by putting them on the same basis as all other
institutions within a competitive environment, would be better off.
I see no reason why they should be worse off. They are going to have
to work hard, but I think that is a healthy thing. There are going to
be a variety of types of institutions. Customers will not be restricted
in the kinds of facilities that will be available to them, and you can
take your choice as to where you go. Any S. & L. that does a good job
with the NOW account will have an additional way of competing very
effectively.
Senator HEINZ. Thank you, Mr. Secretary.
Senator MCINTYRE. Mr. Secretary, one last question, if I may.
What do you foresee to be the impact on the correspondent banking system from this bill? For example, it's not clear from the bill
whether nonmember banks who choose to deposit their reserves with
a correspondent member bank or pass through to the Federal Reserve
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will ultimately receive back the interest which the Fed will pay on
these reserves. Is it your intention that they should or should not?
Secretary BLUMENTHAL. I must confess that I don't know. I just
don't know.
Senator MCIMITRE. We will have other questions for the record,
I am sure. I know I will and Senator Proxmire and, I am sure,
Senator Tower will.
Senator PROXMIRE.Let me ask just one question,too.
We left, I thought, a very unsatisfactory statement in our colloquy—the status of the Federal Reserve's likelihood to go to the
maximum, and your indication that the chairman indicated he
wouldn't very likely go there. His statement, as you say, indicates
he wants 15 percent of earnings, $900 million, as to how high they
can go.
Supposing we.provide in the bill an opportunity for the Treasury
Department to pass on this, too. After all, neither you nor Arthur
Burns are going to be in Government forever. You will be there for
a long time but not forever. And this is permanent legislation. There
always is the temptation of the Federal Reserve to go higher, for
understandable reasons.
Why wouldn't it be a good provision to let the Treasury have a
veto,if we should permit this to go to $900 million?
Secretary BLUMENTHAL. I think Dr. Burns can speak for himself,
but he will probably tell you that he thinks it would be an impairment
of his freedom to conduct monetary policy by haying the Treasury
have a voice in this. We stand by the administration proposal—we
think this is an adequate proposal. If the Congress would determine
otherwise and would insist that we have a voice in this, we would
not object.
Senator PROXMIRE. Thank you.
Senator MCINTYRE. Thank you,Mr.Chairman.
Thank you very much, Mr. Secretary, for being with us, and your
very fine, excellent testimony and your statement. We appreciate it.
We will call as our next witness the Honorable Arthur F. Burns,
Chairman of the Board of Governors of the Federal Reserve System.
STATEMENT OF ARTHUR F. BURNS, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM
Dr. BURNS. Thank you, Mr. Chairman
Senator MCINTYRE. We are happy to welcome you here, Dr. Burns.
You have a very lengthy statement We will include it all in the
record and you can testify to the salient points that you want to take
up.
I think you are informed that it is our plan to recess after you
conclude your statement, and then to ask you to return in about 1
hour so we may question you.
Dr.BURNS.Well,thank you very much,Mr. Chairman.
Let me say that the legislative proposals that this committee is
now
Senator MCINTYRE. Pull the microphone up to you, Dr. Burns. I
am not hearing you.
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Dr. BURNS.I need hardly say that the legislative proposals that this
committee is considering are of very great importance to our Nation's
financial system and to our Nation's economy. And consequently, lily
prepared statement is of necessity quite long.
But, in the interest of maximizing time for discussion and permitting the members of this committee to take luncheon at a decent
hour,I shall cover only a few major points in my introductory remarks
and, with your permission—which I believe I already have—I shall
submit the full statement for the record.
Senator MCINTYRE.It is agreeable.
Dr. BURNS. I am here today, as you know, on behalf of the Federal
Reserve Board in support of S. 1664.
This proposed legislation addresses two problems: first the distortions caused by the rather haphazard spread of the payment of interest by depository institutions on transactions balances; and second
the withdrawal of banks from Federal Reserve membership because of
a growing sensitivity to the financial costs of membership.
These are serious matters and they are closely interrelated. The bill
before you deals with them in an integrated way. I cannot emphasize
too strongly my view and the Board's view that the two major elements of this legislative package are inseparable. Despite our concern
about the piecemeal and capricious manner in which the Nation's
financial institutions have been moving toward the payment of interest on transactions balances, we, of the Federal Reserve, could not
support nationwide extension of NOW account authority if that extension were not coupled with action to lighten the burden of Federal
Reserve membership.
The members of this committee are aware of the spread of interest
payments on transaction balances; so I will take no time reviewing
that movement. Suffice it to say that while this has brought benefits
to consumers and to other economic units, consumers certainly have
not benefited to the extent they might have, and significant distortions
have occurred in competitive relationships among financial institutions. The spread of interest payments on transactions balances so far
has been haphazard and piecemeal, entailing as a consequence sundry
inefficiencies and inequities.
Prudence suggests that the movement toward explicit payment of
interest on transactions balances ought to proceed more deliberately
than it has to date. NOW and shared draft accounts on a nationwide
basis but limited to individuals, as proposed in S. 1664, would be the
logical next steps in the evolutionary process. That step would certainly result in greater equity for consumers, especially those who
lack financial sophistication.
Despite the potential benefits of NOW accounts, it must be recognized that they will involve costs for financial institutions, and these
costs must be carefully evaluated by the Congress.
Experience with NOW accounts in New England indicates that
commercial banks suffer the largest relative decline in earnings when
NOW's are offered. And that is to be expected, because it is their
transactions balances—that is, the transactions balances of commercial banks—that have the greatest likelihood of being converted
into NOW form.
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Analysis by the Federal Reserve's staff suggests ti 4- the transition burden of NOW accounts on bank profits is likel:- )be heaviest
some 2 or 3 years after the effective date of the legislation and that
thereafter it can be expected to decline gradually—perhaps being
entirely eliminated in time. This expected cycle is predicated on an
assumption that the initial stages of transition are likely to be dominated by an intense and quite costly competitive struggle for market
shares, which will give way gradually to a situation in which competitors pay more attention to costs and to the establishment of appro—
priate service charges. Our staff calculates that at the point when
profits are depressed most severely, the pretax earnings of commercial
banks are likely to be running, on average, some 5 to 6 percent below
the level that would prevail in the absence of nationwide NOW accounts for individuals.
The profit shortfall could, of course, be appreciably exceeded by
individual institutions—those, for example, whose present deposits
happen to be weighted heavily toward consumer demand deposits. or
those that happen to be situated in communities in which competition
becomes especially intense.
The members of the Board are concerned about the implications
of an adverse impact on bank earnings during the transition to a
nationwide NOW environment, and S. 1664 recognizes this concern.
Thus, to minimize transition costs, S. 1664 limits eligibility for
NOW and share-draft accounts to individuals—leaving for another
day, when we have more knowledge of the impact and adjustment
processes. any extension of such accounts to a broader range of depositors. The objective of minimizing transition costs is also the reason
for requiring that the maximum interest rate on NOW accounts be
set for a time below the rate on savings deposits at banks. And this
objective is also the reason for the provision that would establish a
reserve-requirement range for NOW accounts that is lower than the
existing demand-deposit range.
Moreover, as you know, the bill contemplates that the operative
provisions of the legislation will not become effective until 1 year after
enactment, and this is intended to give financial institutions time for
rational planning of their operational systems and marketing stratetagies, as well as to allow States time to adjust their statutes and
regulations.
Efforts to minimize the transitional costs of NOW accounts are
important for all banks, and particularly so in the case of Federal
Reserve member banks. As you know, a substantial number of banks
have given up membership in the System in recent years, the preponderant reason being to escape the financial burden that membership
entails. Most nonmember banks can hold a significant portion of required reserves in the form of earning assets. Member banks. on the
other hand, must keep their reserves entirely in non-earning form.
It is obvious from the trend in Federal Reserve membership that
more and more banks are becoming acutely aware of the cost burden
of membership and the competitive handicap arising from that burden.
In 1976, 46 banks chose to give up membership. Over the past 8 years,
a total of 430 member banks have withdrawn from the System.
Whereas most of the banks withdrawing from membership during this
period were small, a trend has also developed recently toward depar-
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ture from the System by larger banks. Of some 42 banks that withdrew
from the Federal Reserve System during the first 5 months of 1977, 13
had deposits of more than $100 million. The 5-month loss this year
almost equaled the number of banks of such size that left the System
in the preceding 3 years. Significantly,9 of those 13 banks were located
in New England. Indeed, almost one-fourth of membership withdrawals so far in 1977 have involved New England banks, a strikingly
high share considering that, as of the end of 1976, that region's members accounted for only 3 percent of total System membership. The
influence of NOW accounts on the cost sensitivity of commercial banks
is clearly visible in these statistics.
The growing awareness of the burden of Federal Reserve membership is dramatically reflected in data on bank deposits for our country.
As of May 30 this year, member banks held an estimated 73 percent of
total deposits, down about 15 percentage points from the share held in
1950. In New England, the member-bank share of deposits fell from
75 percent at the end of 1974 to 70 percent at the end of 1976 and the
erosion accelerated sharply in the first 5 months of 1977,so that at the
end of May, the New England member banks held only about 63 percent of that region's commercial bank deposits.
The implications of these statistics are, I think, clear. The burden
of membership has been causing banks to leave the Federal Reserve
System at an accelerating rate, and the New England experience indicates that nationwide NOW accounts will probably accentuate the
withdrawal trend. It is thus imperative that authority for extension of
NOW accounts be combined with action to lighten the burden of Federal Reserve membership. S. 1664 would accomplish that by providing
for the payment of interest on all required reserve balances held at,
Federal Reserve banks. This is an essential part of the administration's legislative proposal. Without it, as I have already indicated, it
would be impossible for me or for the Board to support the proposal
to extend NOW accounts on a nationwide basis.
The declining fraction of banks that are members of the Federal
Reserve System is cause for concern on several counts. First, as the
proportion of bank deposits at member banks declines, the links between bank reserves, on the one hand, and bank credit and the money
supply, on the other, are loosened. This lessens the precision of the
Federal Reserve's monetary control. The problem is complicated by
the variability in the relative growth rates of member and nonmember
demand deposits. Over the last decade,about 45 percent of the total rise
in demand deposits has occurred at nonmember banks, but the proportion was as low as 23 percent in 1967 and as high as 67 percent in 1969.
Swings of such magnitude add to uncertainty about the effects of open
market operations on aggregate bank credit and deposits.
The membership problem complicates the exercise of the system's
monetary control in still another way. At present, the Board's ability
to vary reserve requirements in the course of conducting monetary
policy is circumscribed by the fact that any increase in reserve requirements would tend to worsen the competitive disadvantage of member
banks, and thereby prompt a further erosion of membership and perhaps also some more loosening of the ties between reserves and the
monetary aggregates.
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The nationwide NOW accounts proposed by S. 1664 would have the
effect of further reducing the Federal Reserve's control over transactions balances if reserve requirements were not imposed on the NOW
accounts at all depository institutions. That is why the legislation
before you prescribes reserve requirements for NOW accounts at all
depository institutions. This is an essential element of the legislative
package.
As the New England experience indicates, thrift institutions can be
expected to capture a significant share of personal transactions balances nationwide, from both member and nonmember banks. Furthermore, if the attrition of membership is not arrested, a rising share of
transactions balances at commercial banks will be in the form of NOW
accounts at nonmember banks. NOW accounts,however,are an integral
part of the money stock. In order to bring this portion of the money
stock under the influence of monetary policy,it is clearly necessary that
all NOW accounts be brought under the reserve requirement control of
the central bank.
Furthermore,quite apart from its implications for monetary control,
the Board is deeply concerned about the structural weakening of the
Nation's banking system that is being caused by membership attrition.
Nonmember banks do not, of course, have ready access to the Federal
Reserve discount window; they must rely instead on correspondent
banks to meet their urgent credit needs. However, banking history
demonstrates that correspondent banks cannot fulfill the function of
lender of last resort in periods of strong overall credit demands.
The decline in membership increases liquidity risk not just for individual institutions but for the banking system at large. This problem, moreover, is exacerbated by the fact that some of the banks that
have withdrawn from membership have been on the weak side. For
such institutions, cost cutting is understandably a pressing matter.
But it is precisely those banks that can least afford to forfeit the insurance policy of ready access both to Federal Reserve counsel and to
the discount window.
Remedial proposals for equal treatment of members and nonmember banks for reserve purposes have been made repeatedly by various
congressional and private study groups over the years—in fact, over
the last quarter century. Regrettably, such proposals have evoked little interest in either branch of the Congress.
In view of the apparent reluctance of the Congress to enact uniform
reserve requirements for all banks, the Board has considered other
proposals for ending the erosion of Federal Reserve membership. Our
conclusion is that the payment of interest on required reserve balances
is the most straightforward and appropriate step. Since the Federal
Reserve returns virtually all its net earnings to the Treasury, payment
of interest on required reserve balances would reduce Treasury revenues—something, let me note with some emphasis, that would not
occur if the Congress were to enact uniform reserve requirements.
The net reduction in Treasury revenues would, of course, be considerably less than the total of interest payments to financial institutions, since part of the additional income of commercial banks and
their stockholders would be recovered through the income tax. Staff
estimates indicate that the Treasury would recover about 55 cents of
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each $1 paid in interest by the Federal Reserve to financial institutions.
Even though the cost to the Treasury would be only about 45 per
cent of the payments made by the Federal Reserve, the Board is very
mindful of the budgetary impact. If Congress enacts this legislation,I
assure you that we intend to keep the net cost to the Treasury as low as
possible. However, the Board will need sufficient flexibility to accomplish the purposes of the legislation.
The bill before you limits the total payment that could be made to
depository institutions in any given year to a maximum of 10 percent
of the previous year's net earnings of the Reserve Banks. At the present level of earnings, the indicated maximum could not exceed $600
million. The Board doubts that the proposed 10-percent ceiling will
prove adequate for coping with unavoidable cost problems of member
banks. If present estimates are near the mark, overcoming the burden
of membership will of itself require interest payments in the neighborhood of $500 million, so that there would be little room left for alleviating transition costs of NOW's or for introducing charges on Federal Reserve payments services.
We are concerned, therefore, that the 10-percent constraint may
reduce System flexibility to a degree that will thwart the basic objectives of this legislation.
In order to provide necessary flexibility, the Board urges that the
maximum payment to depository institutions be set at 15 percent of
Reserve bank earnings instead of the 10 percent specified in S. 1664.
The additional margin of five percentage points may never be utilized,
but having the extra latitude is a necessary precaution.
I would like to comment briefly on one other area treated in the proposed legislation, namely, general reserve requirements. In addition
to providing for the extension of reserve requirements at uniform
rates to all NOW and share draft accounts, this bill widens the band
within which reserve requirements against demand deposits may be
set. It also contemplates ending the anachronistic differentiation between Reserve city and county member banks. The Board welcomes
these changes.
The Board seeks one amendment to the reserve requirement section
of S. 1664. The statutory range of 3 to 10 percent for time and savings
deposits limits the Board's ability to modify reserve requirements in
the interest of inducing member banks to lengthen the maturity of
their time deposits. Although the Board has reduced reserve requirements on longer term deposits to as little as 1 percent for maturities
of 4 years or more, most member banks cannot take advantage of this
provision since their average reserve requirement on time and savings
deposits has reached the legal minimum of 3 percent.
Consequently, the Board wishes to have the lower boundary of the
reserve requirement range on time and savings deposits reduced to 1
percent.
That, Mr. Chairman,completes the Board's assessment of the major
points of the proposed legislation. In closing, I would like to restate
the essentials of the Board's position.
Interest is increasingly being paid on transactions balances, but the
incidence of such payments is capricious—determined by the accident
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of geography or by the financial sophistication of depositors. Congressional inaction will not stop the spread of interest payments on transactions balances; it will simply mean that the spread is to continue in
haphazard, piecemeal fashion, attended by sundry inefficiencies and
further distortion in competitive relationships among financial institutions. Official action to guide in an orderly manner the widening
scope of interest payments on transactions balances is long overdue.
The extension of NOW-account authority should not occur, however,
without simultaneous action to eliminate the burden of Federal Reserve membership. That burden—by inducing membership withdrawals—is weakening the structure of our banking system. We should not
risk a further weakening by legislating nationwide NOW-account
authority without addressing the membership problem.
[Complete statement of Dr. Burns follows:]
STATEMENT BY ARTHUR F. BURNS, CHAIRMAN, BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM
I am very pleased to testify today on behalf of the Federal Reserve Board in
support of S. 1664. This proposed legislation addresses two problems: First, the
distortions caused by the rather haphazard spread of the payment of interest by
depository institutions on transactions balances; and second, the withdrawal of
banks from Federal Reserve membership because of a growing sensitivity to the
financial costs of membership.
These are serious matters for our economy, as I trust my testimony will make
clear, and they are closely interrelated. The bill before you deals with them in an
integrated way. I cannot emphasize too strongly the Board's view that the two
major elements of this legislative package are inseparable. Despite our concern
about the piecemeal and capricious manner in which the Nation's financial institutions have been moving toward the payment of interest on transactions balances, we could not support nationwide extension of NOW account authority if
that extension were not coupled with action to lighten the burden of Federal
Reserve membership. The risk to the safety and soundness of our banking system
of enacting the first part of the package without the second would, in the Board's
judgment, be intolerably large.
The bill as it stands deals constructively with both matters, and the Board thus
supports its basic thrust with enthusiasm. In our view, this bill will serve to
enhance both consumer equity and competitive balance among financial institutions; it also will repair in significant measure the weakening of our banking
structure that has been in process blecause of the erosion of Federal Reserve
membership.
The first major provision of this legislation authorizes the payment of interest
on transactions balances held by consumers in the form of NOW or share draft
accounts. It thus seeks to extend and regularize a financial trend that has been
developing for some time. The prohibition on the payment of interest on demand
deposits enacted in the 1930's did not actually end such payments; rather it
changed their form. In the case of individuals, commercial banks have been providing an implicit return on demand accounts in the form of free services or of
service charges below bank costs. The Board's staff estimates that such services
received by individuals are now equivalent, on average, to a rate of return of
nearly 5 percent on their demand deposits.
Reflective of competitive pressures, an implicit interest rate return is also
being paid by banks on the demand accounts of businesses and other economic
units, such as State and local governments. Large spending units have acquired
the sophistication and skill to minimize the balances on which they receive an
implicit return; that is to say, they have been increasingly investing their surplus
funds in short-dated money market instruments, such as certificates of deposit or
Treasury bills, that can be readily converted into transactions balances. This,
in effect, gives them an explicit return on a major part of their transactions
balances.
An explicit interest rate return has one important advantage over an implicit
rate of return: it is usable for any purpose the recipient elects rather than just
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for the purchase of bank services. In some degree, consumers, smaller businesses,
and governmental units have also begun to enjoy explicit returns on transactions
balances. This development reflects a broad range of competitive, legislative, and
regulatory innovations in recent years that have facilitated shifts between savings and demand accounts or directly authorized the payment of interest on what
for all practical purposes are demand balances.
Since 1970, these innovations have included the following: Limited preauthorized transfers from savings accounts by depositors in banks and savings
and loan associations; NOW accounts, at first available only at mutual savings
banks in Massachusetts and New Hampshire, and more recently at practically
all depository institutions in New England; resort to withdrawals of cash
from money-market mutual funds by negotiable draft; the use of credit-union
share drafts; the ability to transfer funds by telephone from savings accounts
to demand deposits; resort to payments to third parties from savings deposits
on instructions transmitted by telephone or otherwise; and the use of electronic
terminals located in retail establishments so that savings and loan customers
can make direct payments to merchants from savings accounts. In order to
share in the opportunities that have been made possible by these innovations,
consumers—of course—have to live in New England, or be members of a
credit union offering share drafts, or live in an area outside New England
where financial institutions offer a special payments plan, or more generally,
be sophisticated enough to be aware of the available alternatives.
The broad movement toward explicit interest on transactions balances has
eroded the distinction between demand deposits and time or savings deposits,
and it has significantly altered competitive relationships among institutions.
This movement, moreover, continues to gain momentum and, in the judgment of
the Board, has become irreversible. The question, therefore, is not whether
we can stop it. The issue, rather, is whether we should try to give more specific
guidance to an evolutionary process that so far has been haphazard and
piecemeal—entailing, as a consequence, sundry inefficiencies, such as the maintenance of dual accounts by depositors, and various inequities, such as those to
consumers to which I have already referred. If no broad Federal reform is
made, the trends that I have described will continue, with benefits to consumers
to be sure, but with the creation of new inequities and with unnecessary
inefficiencies.
Simple prudence suggests that the movement toward explicit payment of interest on transactions balances ought to proceed more deliberately than it has
to date. Nationwide NOW and share-draft accounts limited to individuals,
as proposed in S. 1664, would be a logical next step in the evolutionary process.
That step would certainly result in greater equity for consumers—especially
those who lack financial sophistication. It might also permit individuals to
earn more on their transactions balances than they now earn in implicit form.
The New England evidence suggests that, at least in the short run, the combination of implicit and explicit would be appreciably larger than the implicit
return that consumers now earn on their demand deposits. In time, of course,
depository institutions could be expected to impose service charges in an effort
to recover at least part of the costs of offering NOW accounts. They are also
likely to be prodded to productivity gains which will limit the need for cost
offsets. In the end, heightened competiion for consumer deposits that would
develop among depository institutions, together with economizing by consumers in the use of checks, could well result in a rate of return to consumers
above current levels.
Not only would NOW accounts be advantageous to consumers, they could
also produce benefits to the Nation's mortgage market. Experience teaches that
transactions balances are more stable over the business-cycle—that is, less
sensitive to changes of interest rates—than are time and savings accounts.
Hence, as NOW accounts grow, the flow of deposits to thrift institutions should
tend to stabilize. Such a development may ease the strains of disintermediation
that these institutions have to cope with at times of credit tightness, and by
so doing make the flow of mortgage funds somewhat more stable.
Despite the potential benefits of NOW accounts, they obviously will involve
costs for financial institutions that must be carefully weighed by the Congress.
If NOW account authority is extended, the thrift institutions availing themselves of the authority will be faced with new expenses in providing check
services, while commercial banks offering NOW's will face the need to adjust
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to explicit interest on transactions accounts after almost 45 years during which
such payments were prohibited. Experience with NOW accounts in New England indicates that commercial banks suffer the largest relative decline in
earnings when NOW's are offered. That is to be expected because it is their
transactions balances that have the greatest likelihood of being converted into
NOW form.
Analysis by the Federal Reserve's staff suggests that the transition burden of
NOW accounts on bank profits is likely to be heavieSt some two or three years
after the effective date of the legislation and that thereafter it can be expected to
decline gradually—perhaps being entirely eliminated in time. This expected
cycle is predicated on an assumption that the initial stages of transition are
likely to be dominated by an intense and quite costly competitive Struggle for
market shares, which Will give way gradually to a situation in which competitors pay more attention to costs and to the establishment of appropriate service
charges. Our staff calculates that at the point when profits are depressed most
severely, the pre-tax earnings of commercial banks are likely to be running, on
average, 5 to 6 percent below the level that would prevail in the absence of
nationwide NOW accounts for individuals.
This estimated worst-point impact on profits is less than the impact being
experienced currently in New England, partly because the competitive struggle
between thrift institutions and banks for NOW accounts is not likely to be as
severe in most parts of the country as it has been in New England and partly
because the proposed legislation structures NOW-account authority differently
from the way it is used in New England. I must note, however, that the estimates
of the profits impact of nationwide NOW-account authority involve assumptions
that may prove to be incorrect. And I must also note that the indicated average
profits shortfall of 5 to 6 percent could be appreciably exceeded by individual
institutions—those, for example, whose present deposits happen to be weighted
heavily toward consumer demand deposits or those that happen to be situated
in communities in which competition becomes especially intense.
The Board is very much concerned about the implications of an adverse impact
on bank earnings during the transition to a nationwide NOW environment. The
potential impact on bank profits is a key reason for the particular structure of
the legislative package embodied in S. 1664. Unless their profits are reasonably
well maintained, banks will not be able to serve adequately their communities or
support effectively the expansion of our national economy.
To minimize transition costs, S. 1664 limits eligibility for NOW and sharedraft accounts to individuals—leaving for another day, when we have more
knowledge of the impact and adjustment processes, any extension of such
accounts to a broader range of depositors. The objective of minimizing transition
costs is also the reason for requiring that the maximum interest-rate on NOW
accounts be set for a lime below the rate on savings deposits at banks, and for
the provision that would establish a reserve-requirement range for NOW
accounts that is lower than the existing demand-deposit range. The bill, moreover, contemplates that the operative provisions of the legislation will not become effective until one year after enactment. This is intended to give financial
institutions time for rational planning of their operational systems and marketing strategies, as well as to allow States time to adjust their statutes and
regulations.
Efforts to minimize the transitional costs of NOW accounts are important for
all banks, particularly so in the case of Federal Reserve member 'banks. As you
know, a substantial number of banks have given up membership in the System in
recent years, the preponderant reason being to escape the financial burden that
membership entails. Most nonmember banks can hold a significant portion of
required reserves in the form of earning assets. Member banks, on the other
hand, must keep their reserves entirely in non-earning form. The burden of Federal Reserve membership thus consists of the earnings that member banks forego
because of their high cash reserves relative to those of nonmember banks:
these foregone earnings must, of course, be adjusted for the monetary value of
the service to member banks that are rendered by the Federal Reserve banks.
It is obvious from the trend in Federal Reserve membership that more and
more banks are becoming acutely aware of the cost burden of membership and
of the competitive handicap arising from that burden. In 1976, 46 banks
chose to give up membership and 9 hanks left the System as a result of mergers
with nonmembers. Over the past eight years a total Of 4130 member banks have
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withdrawn from the System, and an additional 90 have left as a result of
merger. Whereas most of the banks withdrawing from membership during this
period were small, a trend has also developed recently toward departure by
larger banks. Of some 42 banks that withdrew from the Federal Reserve System
during the first five months of 1977, 13 had deposits of more than $100 million.
The five-month loss this year almost equalled the number of banks of such size
that left the System in the preceding three years. Significantly, 9 of those 13
banks were located in New England. Indeed, almost one-fourth of membership
withdrawals so far in 1977 have involved New England banks, a strikingly high
share considering that as of the end of 1976 that region's members accounted
for only 3 percent of total System membership. The influence of NOW accounts
on the cost sensitivity of commercial banks Is clearly visible in these statistics
The growing awareness of the burden of Federal Reserve membership is
dramatically reflected in data on bank deposits for our country. As of May 30
this year, member banks held an estimated 73 percent of total deposits, down
about 15 percentage points from the share held in 1950. In New England, the
member-bank share of deposits fell from 75 percent at the end of 1974 to 70 percent at the end of 1976; and the erosion accelerated sharply in the first five
months of 1977, so that at the end of May, the New England member banks
held only about 63 percent of that region's commercial bank deposits.
The implications of these statistics are clear. The burden of membership
has been causing banks to leave the Federal Reserve System at an accelerating
rate, and the New England experience indicates that nationwide NOW accounts
will probably accentuate the withdrawal trend. It is thus imperative that
authority for extension of NOW accounts be combined with action to lighten
the burden of Federal Reserve membership. S. 1664 would accomplish that by
providing for the payment of interest on all required reserve balances held at
Federal Reserve Banks. This is an essential part of the Administration's legislative proposal. Without it, as I have indicated, it would be impossible for the
Board to support the proposal to extend NOW accounts nationwide.
The declining fraction of banks that are members of the Federal Reserve
System is cause for concern on several counts. First, as the proportion of bank
deposits at member banks declines, the links between bank reserves, on the
one hand, and bank credit and the money supply, on the other, are loosened.
This lessens the precision of the Federal Reserve's monetary control. The
problem is complicated by the variability in the relative growth rates of member
and nonmember demand deposits. Over the last decade about 45 percent of the
total rise in demand deposits has occurred at nonmember banks, but the proportion was as low as 23 percent in 1967 and as high as 67 percent in 1969. Swings
of such magnitude add to uncertainty about the effects of open market operations on aggregate bank credit and deposits.
The membership problem complicates the exercise of the System's monetary
control in still another way. At present, the Board's ability to vary reserve
requirements in the course of conducting monetary policy is circumscribed by
the fact that any increase in reserve requirements would tend to worsen the
competitive disadvantage of member banks, and thereby prompt a further
erosion of membership and perhaps also some more loosening of the ties between
reserves and the monetary aggregates.
The nationwide NOW accounts proposed by S. 1664 would have the effect of
further reducing the Federal Reserve's control over transactions balances if
reserve requirements were not imposed on the NOW accounts at all depository
institutions. That is why the legislation before you prescribes reserve requirements for NOW accounts at all depository institutions. This is an essential element of the legislative package. As the New England experience indicates, thrift
institutions can be expected to capture a significant share of personal transactions balances nationwide, from both member and nonmember banks. Furthermore, if the attrition of membership is not arrested, a rising share of transactions balances at commercial banks will be in the form of NOW accounts at
nonmember banks. NOW accounts, however, are in integral part of the money
stock. In order to bring this portion of the money stock under the influence of
monetary policy, it is clearly necessary that all NOW accounts be brought under
the reserve requirements control of the central bank.
Aside from its implications for monetary control, the Board is deeply concerned about the structural weakening of the Nation's banking system that is
being caused by membership attrition. Nonmember banks do not, of course,
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have ready access to the Federal Reserve discount window; they must rely
instead on correspondent banks to meet their urgent credit needs. However,
banking history demonstrates that correspondent banks cannot fulfill the function of lender of last resort in periods of strong over-all credit demands.
The decline in membership increases liquidity risk not just for individual institutions but for the banking system at large. This problem, moreover, is exacerbated by the fact that some of the banks that have withdrawn from membership
have been on the weak side. For such institutions, cost cutting is understandably
a pressing matter. But it is precisely those banks that can least afford to forfeit the insurance policy of ready access both to Federal Reserve counsel and to
the discount window.
Remedial proposals for equal treatment of member and nonmember banks for
reserve purposes are not new. In substance, the recommendation was embodied
in a report of a Congressional committee chaired by Senator Douglas in 1950,
repeated in 1952 in a report of a Congressional committee chaired by Congressman Patman, endorsed by the Commission on Money and Credit in 1961, reaffirmed by the President's Committee on Financial Institutions in 1963, and
restated again in the 1971 report of the President's Commission on Financial
Structure and Regulation. Since 1964, the Federal Reserve Board has repeatedly
urged Congress to bring all insured commercial banks under the same reserve
requirements, and to provide all these banks with equal access to the discount
window. Regrettably, however, such legislative proposals have evoked little
interest in either branch of the Congress.
In view of apparent reluctance of the Congress to enact uniform reserve
requirements for all banks, the Board has considered other proposals for ending
the erosion of Federal Reserve membership. Our conclusion is that the payment
of interest on required reserve balances is the most straightforward and appropriate step. Since the Federal Reserve returns virtually all its net earnings to
the Treasury, payment of interest on required reserve balances would reduce
Treasury revenues—something, let me note with some emphasis, that would not
occur if the Congress were to enact uniform reserve requirements. The net
reduction in Treasury revenues would, of course, be considerably less than the
total of interest payments to financial institutions, since part of the additional
income of commercial banks and their stockho'ders would be recovered through
the income tax. Staff estimates indicate that the Treasury would recover about
55 cents of each dollar paid in interest by the Federal Reserve to financial
institutions.
Even though the cost to the Treasury would be only about 45 percent of
the payments made by the Federal Reserve, the Board is very mindful of the
budgetary impact. If Congress enacts this legislation, I assure you that we intend
to keep the net cost to the Treasury as low as possible. However, the Board
will need sufficient flexibility to accomplish the purposes of the legislation. The
bill before you limits the total payment that could be made to depository institutions in any given year to a maximum of 10 percent of the previous year's
net earnings of the Reserve Banks. At the present level of earnings, the indicated
maximum could not exceed $600 million—roughly equal to 214 percent of required
reserve balances. Given the host of prevailing uncertainties, the Board doubts
that the proposed 10 percent ceiling will prove adequate for coping with unavoidable cost problems of member banks. If present estimates are near the mark,
overcoming the burden of membership will of itself require interest payments in
the neighborhood of $500 million, so that there would be little room left for
alleviating transition costs of NOW's or for introducing charges on Federal
Reserve payments services. We are concerned, therefore, that the 10 percent
constraint may reduce System flexibility to a degree that will thwart the basic
objectives of this legislation.
All the estimates of costs made by the Board's staff inevitably are subject to
a substantial margin of error that should be allowed for in setting the ceiling
that will govern interest payments on reserve balances. One simply cannot be
sure, for example, what the transition costs of NOW's will be for banks. Nor
can one rule out the possibility of either higher interest rates or higher reserve
requirements in some year or years in the future. Either or both would increase
the net burden of Federal Reserve membership.
In order to provide necessary flexibility, the Board urges that the maximum
payment to depository institutions be set at 15 per cent of Reserve Bank earnings instead of the 10 per cent specified in S. 1664. The additional margin of
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5 percentage points may never be utilized, but having the extra latitude is a
necessary precaution. Over time, as the transitory costs of the NOW accounts
subside and as the average reserve requirement declines as a result of the
public's shift from higher reserve-ratio demand deposits to lower reserve-ratio
NOW accounts, the size of interest payments on reserves is likely to decline below
10 percent of System earnings. But for the years immediately ahead, flexibility
above the 10 per cent level is needed.
In connection with the matter of making the Federal Reserve's payments
services directly available to thrift institutions and nonmember banks, as
authorized by the proposed legislation, I think it is important to indicate the
Board's present thinking and intentions. We believe that open access to the
System's check collection services is desirable, providing a means can be devised for effectively equalizing the terms of access by all depository institutions. Equalization requires that all institutions bear the same level of costs
for a given level of services. Member banks, in effect, already pay for payments services received through foregone income on reserves. The practicality
of requiring equivalent balances from nonmembers is questionable in view of
the apparent reluctance of Congress to enact a system of uniform reserve
requirements. Thus, unless Congress moves in this direction, equalization
presumably will have to be accomplished by means of a system of equitable
charges and responsibilities applicable to all institutions.
The Board is considering—and must consider more fully—alternative systems
for collecting charges for services, such as requiring clearing balances or fees
from all depository institutions. The imposition of such charges, however,
would have to make allowance for the fact that member banks are presently
paying for the services they receive through income foregone. Such allowance
is essential if we are to avoid reintroducing a burden of membership. Consequently, it will be necessary to offset charges for services to members by
payments of interest on reserves.
Let me stress, however, that this additional interest will cause no net reduction in the amount of money turned over to the Treasury by the Federal
Reserve. That is so because interest payments made to the members for this
purpose would be equal in the aggregate to the amount of the charges imposed.
As the bill is now written, the interest paid to offset charging for services
would be included in the total of all interest payments on reserves and would
thus use up a substantial part of the amount available under the 10 percent
earnings ceiling. This very fact indicates in yet another way the desirability
of a higher limit than 10 percent. Indeed, retention of the 10 percent ceiling
could preclude adoption by the Federal Reserve of a pricing schedule for its
payments services.
I must also advise this Committee that while the Board desires to move to
open access, it will in fact be a difficult and time-consuming task to construct
a system of equitable charges, in view of the diverse situations of the Nation's
15.000 banks and of the other depository institutions that will be affected.
Furthermore, since charges for Federal Reserve services will require significant
adjustments at individual institutions, the Board considers it important to
defer imposing charges until the transition to nationwide NOW accounts has
been well accomplished. Until such time as it proves feasible to impose charges,
the Board contemplates that as of the effective date of this legislation the
System's check collection services will be made available to thrift institutions
holding NOW reserves on terms comparable to those available to nonmember
banks.
Before concluding this statement, I would like to comment briefly on one
other area treated in the proposed legislation, namely, general reserve requirements. In addition to providing for the extension of reserve requirements
at a uniform rate to all NOW and share draft accounts, this bill widens the band
within which reserve requirements against demand deposits may be set. It
also contemplates ending the anachronistic differentiation between Reserve City
and country-member banks. The Board welcomes these changes, since they
provide the Federal Reserve with an added measure of flexibility in the use of
its authority over reserve requirements.
The Board seeks one amendment to the reserve requirement section of S. 1664.
The statutory range from 3 to 10 per cent for time and savings deposits limits
the Board's ability to modify reserve requirements in the interest of inducing
member banks to lengthen the maturity of their time deposits. Although the
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Board has reduced reserve requirements on longer-term time deposits to as little
as one per cent for maturities of four years or more, most member banks cannot
take advantage of this provision since their average reserve requirement on time
and savings deposits has reached the legal minimum of 3 per cent. Consequently,
the Board wishes to have the lower boundary of the reserve requirement range
on time and savings deposits reduced to one per cent.
That, Mr. Chairman, completes the Board's assessment of the major points of
the proposed legislation. In closing, I would just like to restate the essentials
of the Board's position. Interest is increasingly being paid on transactions balances, but the incidence of such payments is capricious—determined by the
accident of geography or by the financial sophistication of depositors. Congressional inaction will not stop the spread of interest payments on transactions balances; it will simply mean that the spread is to continue in haphazard, piecemeal fashion, attended by sundry inefficiencies and further distortion in competitive relationships among financial institutions. Official action to guide in an
orderly manner the widening scope of interest payments on transactions balances
is long overdue. The extension of NOW-account authority should not occur, however, without simultaneous action to eliminate the burden of Federal Reserve
membership. That burden—by inducing membership withdrawals—is weakening
the structure of our banking system. We should not risk a further weakening
by legislating nationwide NOW-account authority without addressing the membership problem.
Most proposals for financial reform that have been considered in recent years
have involved an unduly large number of complicated provisions which, in their
entirety, presented formidable difficulties to proper evaluation. By contrast, S.
1664 addresses specific, pressing issues, and has quite limited objectives. The
Board hopes that these features of the bill will enhance the prospect of early
Congressional action.

Dr. BURNS. Thank you very much,Mr.Chairman.
Senator MCINTYRE. Thank you.
We will recess now and return at 2:00 p.m.
[Whereupon, at 12:43 p.m., the hearing was recessed, to reconvene
at 2:00 p.m.,the same day.]

AFTERNOON SESSION
Senator MCINTYRE. Subcommittee will come to order.
This afternoon we resume hearings on a number of bills dealing
with NOW accounts and other related matters.
Dr. Burns, first let me say,I appreciate the fact you were willing to
cut off after your statement and come back this afternoon.
One thing I am curious about, the Fed support for NOW accounts
being somewhat contingent upon a satisfactory resolution of the socalled "Fed membership problem." When Vice-Chairman Gardner
testified before the subcommittee on the FIA Act way back in May of
1975,he said,and I quote,
If the Congress enacts this bill into law, our financial institutions will benefit
from the ability to offer new services and enter new markets, and their customers,
both depositors and borrowers, will share these benefits.

He then made specific reference to NOW accounts, among other
provisions in the bill. He said that clear beneficiaries would be to the
people, the consumer.
Has Fed support changed since 1975?
Dr. BURNS.I believe that when Mr. Gardner testified in 1975,he was
not as yet a member of the Federal Reserve Board. Therefore, he did
not speak for the Federal Reserve Board. He spoke instead for the
U.S. Treasury.
Senator McINTYRE. I believe he was testifying as Vice-Chairman
of the Federal Reserve at that time,May 1975.
Dr. BURNS. I may be mistaken, but I don't believe that Governor
Gardner has been a member of the Federal Reserve Board for 2 years.
Senator MCINTYRE. Well, we will let the record speak for itself. We
will enter the date.
Dr. BURNS. The record will certainly speak for itself, and I can
certainly speak for the Federal Reserve Board at the present time.
That is why I am here.
[Chairman Burns submitted the following information for inclusion in the record:]
Governor Gardner took his oath of office as a member of the Federal Reserve
Board on February 13, 1976.

Senator MCINTYRE. Do you think the Fed support of NOW accounts
has been about the same over these past years?
Dr. BURNS. I am not ready to say quite that—simply because we
have been studying the subject, and I like to think we have learned
something as our studies have proceeded.I can't honestly tell you what
our specific views on this subject were in 1975.
Since 1975 we have learned a good deal about the effects of NOW
accounts on earnings. We published a study that relates to the experience in Massachusetts and New Hampshire in 1974 and 1975 and we
now have tentative estimates for 1976. These studies indicate that
(39)
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NOW accounts had an adverse effect on bank earnings—more so in
1976 than in 1975, and more so in 1975 than in 1974. Two years ago, we
didn't know that.
Senator MCINTYRE. Let me just say, Mr. Chairman, that, generally,
I am pleased at your support with the thrust of the administration
bill, your enthusiasm. I, too, believe that the movement to NOW accounts continues to gain momentum,and as you say,"has become irreversible."
In this regard, I hope we can work together to achieve the objective
of nationwide NOW accounts.
At the same time,I appreciate your interest in combining the NOW
accounts and Fed membership proposal, but in all candor,I find your
statement that NOW accounts alone would pose an intolerably large
risk to the safety of the banking system to be somewhat disingenuous.
Are you seriously suggesting NOW accounts are intolerable to bank
safety and soundness?
Dr. BURNS. That is certainly not a disingenuous statement. We are
not in the habit of making disingenuous statements; at the Federal
Reserve Board. We are always straightforward.
Senator MCINTYRE. The implication seems pretty strong, when you
say it would be an intollerable—
Dr. BURNS. The statement itself addresses the issue clearly. It discusses what has happened in the New England States. It also discusses
the acceleration of withdrawals of member banks from the Federal
Reserve System. That means that a progressively decreasing fraction
of the commercial banks in the country have the insurance policy of access to the discount window that goes with membership in the Federal
Reserve. And a fair number of banks that have withdrawn are on
the weaker side.
These considerations certainly point to the conclusion that I have
stated so emphatically in my statement. In my judgment it is an inescapable conclusion on the basis of such knowledge as we have.
Senator MCINTYRE. Well, the information that comes to me and the
staff of this committee to suggest that NOW accounts will be a threat
to safety and soundness is not consistent with the experience in New
England and by the evidence supplied both by the FDIC and New
England banking commissioners.
For example, while some banks have suffered an earnings decline, it
is not clear that NOW accounts are the cause.
Take Massachusetts. Current data from the FDIC casts considerable
doubt on the contention that NOW has hurt commercial bank earnings
in Massachusetts.
Now, you acknowledge yourself that your estimates of the profits
impact of nationwide NOW accounts authority involve an assumption which may prove to be incorrect.
So, it seems to me that you are greatly overstating your case.
Dr. BURNS.I don't think so,Senator.
According to very careful studies by our staff—it is possible that
these conclusions are wrong, but they have been checked over and over
again—the loss of bank earnings attributable to NOW accounts in
Massachusetts and New Hampshire amounted to about 31/2 percent
in 1974, to about 71/2 percent in 1975, and apparently an even higher
percentage in 1976.
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The calculations for 1976 are still uncertain—our staff
to work on them—but the loss clearly is greater than in is continuing
either 1974 or
1975.
There also has been an exodus of banks from member
New England States. I see no escape from the conclusion ship in the
that if NOW
accounts were extended on a nationwide basis, the nationa
l exodus
would probably accelerate. As and when that happened,the safety
and
the soundness of the banking system would be weakened.
It is my responsibility to point this out with all the emphasis I
muster, and I know of no evidence to the contrary. If others can
have
testifed to the contrary,I would say, if I may,they have not examin
ed
the evidence with the degree of thoroughness that it deserves.
Senator MCINTYRE. We will get back to this.
You referred to the weakening of our banking structure that has
been in process because of the erosion of Federal Reserve membership.
What exactly is the problem which arises from membership
attrition?
Is it the conduct of monetary policy which is threatened or what
is it?
Dr. BURNS. Yes; the conduct of monetary policy is affected.
But when I speak of the weakening of the structure of the banking
system, I am not talking about the effectiveness or degree of precision
of monetary policy. I am, rather, talking about the degree to which
banks in our country have the insurance policy that goes with access
to the discount window. I am pointing out that as banks withdraw—
and particularly as weaker banks withdraw—the underlying strength
of the banking system is gradually but definitely being eroded.
I think it is a part of your responsibility, as well as mine, to recognize this fact.
Senator McINTyRE. I think you say, too, the weaker banks are the
ones that seem to withdraw; is that a correct statement?
Dr. BURNS. No. Actually, most of the banks that have withdrawn
are good and strong banks. But a fair proportion of the banks that
have withdrawn are on the weak side. We can't afford that in our
country.
Senator MCINTYRE. Let me return again to this NOW account problem. Isn't the FDIC really correct in stating that the impact of NOW
accounts on bank profits, like all other competitive services, ultimately
rests with the ability of management? It seems to me that we are at
the fundamental point of departure in terms of laws and regulations
which restrict the ability of financial institutions to offer services and
to compete freely for consumer deposits in the marketplace. Doesn't
this exercise point up the need for updating our notions of competition
within the banking industry?
It bothers me greatly that the Congress came very close to prohibiting NOW accounts. They have not only turned out to represent the
most competitive new development in a decade, but they have earned
the enthusiastic endorsement of the administration, the Federal
Reserve,the regulatory agencies, and many Members of Congress, and,
most importantly, the people who use them and enjoy them.
Isn't it about time that we as a society acknowledge that banks rise
or fall as do all other businesses on the quality of management, and
not on the degree to which they are artificially protected?
92-747 0 - 77 - 4
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Dr. BURNS. Senator,I see no escape from the following conclusions.
First, NOW accounts have been very popular in New England. In
Massachusetts and New Hampshire, 1 out of every 5 persons at the
present time has a NOW account. That in itself is evidence, and to
me quite conclusive evidence, that people in the two States which
have had the benefit of NOW accounts for the longest period regard
NOW accounts as beneficial. Therefore, I see no point in arguments
against NOW accounts as such. The Federal Reserve Board is very
much in favor of a nationwide extension of NOW accounts.
But we have to take into account the fact that for a time the introduction of NOW accounts is going to cause some decline in bank
earnings. It will be a decline resulting not from competition, but from
changing the rules provided by Government under which competition takes place. And when Government does that, I think Government also has a responsibility to take account of the consequences.
In my judgment, good earnings on the part of our banks is something that is necessary in the kind of economic system that we have.
Unless banks have reasonably good earnings, they will he unable to
take care of their communities as they should, and they will be unable
to support the expansion of our national economy on the scale that
we would like.
Certainly there will be a period during which bank earnings will
suffer. I have indicated the facts on that, judging from New England
experiece. in time, I believe that banks will adimt. But that adjustment will have been forced by the Congress. if the Congress allows
nationwide NOW accounts. We ought to take into account that we
may cause difficulties for our banks, and therefore for the expansion
of our economy.
Then there is the effect on membership in the Federal Reserve System. When banks find that their earnings are going down, that their
costs are going up, the burden of Federal Reserve membership looms
larger in their eves. Here and there—and as New England experience
indicates, to an increasing degree—banks will decide to leave the Federal Reserve System. As a result, and T say this with great emphasis,
the safety and soundness of our banking system is being adversely
affected.
Senator MCINTYRE. Senator Proxmire?
Senator PROXMIRE. Dr. Burns, you are testifyinq with great firmness and assurance on the consequences that the NOW accounts are
going to have on bank earnings, the consequences they will have on
membership in the Federal Reserve, the effect they are going to have
on small banks as compared to big banks, although you have not mentioned that a great deal.
Dr. BURNS.I have not mentioned that at all.
Senator PROXMIRE. No; that has been mentioned by others, including members of the committee, including myself, and in other studies.
At any rate, in these other 'areas, with respect to the effect of NOW
accounts, particularly on bank earnings, how can you be so sure?
When we asked,I called you the other day and asked for the studies,
and you said if you provide them to the committee they would be
confusing because you had not decided as yet on their validity. You
felt that you had to wait to determine just which studies were the
most valid and reliable before you could make them available.
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But apparently they are not available now, or I am sure you would
have given them to us, so how can you be so sure that your assurances
are correct under these circumstances?
Dr. BURNS. I am glad you asked me that question. I was here when
you made a related comment during Secretary Blumenthal's testimony.
Apparently there was some misunderstanding in the course of the
conversation you and I had over the telephone. You have asked the
Federal Reserve Board to supply a great deal of factual information
bearing on the legislation that is before you. The questions that you
put to us are highly pertinent, highly important, and we will provide
the best answers that we are capable of to you.
I indicated that I saw no way of providing those answers responsibly before this hearing. Therefore, when we talked—I believe it was
in the middle of last week—I suggested that you either postpone this
hearing, or that you invite me to come back at a later time, which I
would be very glad to do.
Finally, I indicated—or intended to indicate; apparently I did
not get the point across with sufficient clarity—that the information
that you requested, or a large part of it, would be sent to you in about
a week.
Why haven't I sent it sooner? The staff has been refining and revising its estimates. The Board has not yet considered some of the staff
studies that will be sent to your committee. There just has not been
sufficient time.
Finally, as to the specific question you put to me about the degree
of confidence that I can have in results that as yet have not been fully
confirmed: With respect to the effects of NOW accounts on earnings
in Massachusetts and New Hampshire in 1974 and 1975, those results
have been published. They have been checked and rechecked by our
staff, and the staff has found no reason for modifying those estimates.
Senator PROXMIRE. Isn't it true that the FDIC disagrees with you,
that their testimony
Dr. BURNS.I do not know whether they do or not.
Senator PROXMIRE. They are going to testify in a few minutes. I
have a copy of their statement here. I will read a couple sentences.
Experience of institutions in New England indicates that thrifts and commercial banks can compete in a wholly safe and sound fashion. At present we
know of no bank on the FDIC problem-bank list as a direct result of NOW accounts. Some banks have announced suffering an earnings decline, though it
is not clear that NOW accounts are the cause. They are unlikely to be much
greater than those encountered in free checking accounts and consumer certificates where deposits are offered.

It seems to me their opinion suggests that the effect on bank earnings has not been as sharp as you seem to imply.
Chairman BURNS. I think the difference may be that the FDIC is
looking at the behavior of bank earnings as such, whereas our staff
has analyzed the effects of NOW accounts on bank earnings. And the
best estimates of that are those that have already been published by
the Federal Reserve in the study by Mr. Paulus, which indicate that
the Joss of earnings in Massachusetts and New Hampshire in 1974
attributable to NOW accounts was approximately 31/2 percent.
Senator PROXMIRE. Hasn't the experience in Connecticut been quite
different?
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Dr. BURNS. It is impossible to answer that because the authority to
issue NOW accounts in New England States other than Massachusetts
and New Hampshire was granted only in March 1976. There has not
been enough experience to evaluate the effect of that on earnings.
Senator PROXMIRE. Doctor, you put a great deal of emphasis on the
loss of membership by the Federal Reserve. You gave us in your statement the number of banks that have left the Federal Reserve System.
It is also true that some banks have come to the Federal Reserve
System.
Dr. BURNS. That is correct.
Senator PROXMIRE. As you know,there was a loss during the period
from 1971 to-1971 and 1972. Then in 1973 there were 31 banks that
came to the System net. There was an increase in member banks;
1974, there was an increase in the number of banks in the Federal
Reserve System; 1975 there was an increase of banks in the Federal
Reserve System • 1976 there was a loss. But the decline,it seems to me,
that is more pertinent is the drop from about 80 percent in the percentage of total deposits in the Federal Reserve System to about 74
percent.
I submit, while that is a significant drop, it still indicates that
you have under the influence by your reserve requirements, and there-j
fore monetary policy, about three-quarters of the banks, compared to
about 80 percent. That,I think, is a little different picture than I had
gotten previously.
Are my statistics right,or not?
Dr. BURNS.I do not think I have any quarrel with the statistics that
you presented. It is time that we gained members during the years
that you mentioned, and during earlier years also. But of the new
banks established in the country, for every bank that joined the Federal Reserve, more than two banks became nonmembers.
Senator PROXMIRE. Well,there was a net gain in each of those years,
1973,1974,1975,and a loss before.
Dr. BURNS. I am not questioning that. What I am saying is that of
the new banks formed in the country, about two out of three chose to
become nonmember banks. As to the figures on deposits, in 1950, member banks had 86 percent of total deposits; now, the percentage is
down to 73. In New England the percentage is a good deal lower; in
the first 5 months of this year alone, there was a decline from 70 percent to 63 percent of total deposits.
These are facts that cannot be argued away, and they are facts that
must be taken very seriously by all of us.
Senator PROXMIRE. That is very helpful. I just wanted to get the
picture as fully as possible.
Now, one difficulty that I have is that the right to create credit is a
public function which Congress has, as you know, under the Constitution. That function has been transferred to the Federal Reserve
System.
At the present time, and the legislation would change this, as I
understand it, for the larger member banks we have a reserve requirement of 161/7 percent. What this means is that for every $100 of money
created by the banking system, the bank keeps the earnings on fivesixths, and the public gets the earnings on one-sixth. The public gets
that because the banking system provides bonds, and the Federal
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Reserve System turns back to the Treasury at the end of the year all its
earnings after expenses have been deducted.
The point is that the private banking system already gets to keep
the lion's share of the earnings made possible through the public function of government,the right to create money.
Now,if the reserve requirements are lowered any,from 161/2 percent
to 10 percent, and they could be lowered to 5 percent under this bill,
what this means is that the banks will get to keep nine-tenths of the
earnings on the new credit created, and that the public will get only
one-tenth.
In addition to that, the banks will get interest on the reserves that
they are required to have. Our staff calculated that under the bill, the
loss could be as much as $1.2 billion to the Treasury.In effect,the banking system would be able to keep an extra $1.2 billion for carrying out
what is really the public function of creating money, under the combination of the two, lower reserve requirements, if pushed to the ultimate,and the interest.
I don't say it would be that big. That is the maximum.
For that reason, many of us have resisted lowering reserve requirements that this bill calls for. It is a public function. The public
already lets the bank keep at least 83 percent of the earnings on the
creation of the money as the economy grows and country expands.
Can't you find some better way of keeping your members and increasing the number of members than reducing the share the public gets and
increasing the share the private banking system gets, costing the taxpayer possibly as much as a billion dollars?
Dr. BURNS. You have raised many questions—more than are indicated by the last statement that you made. But let me turn to that last
statement very quickly.
You and I have had differences on monetary policy now and then.
We probably will continue to have such differences and to discuss them
in a friendly fashion. But you and I have agreed over the years on the
expenditure side of fiscal policy.
You are interested in protecting the public purse; I am no less interested in that objective,and you know it.
We would prefer not to travel this route of paying interest on
required reserves in order to deal with the membership problem. Tinie
and again we have come to the Congress to ask for universal reserve
requirements, and the Congress has done nothing. If you legislated
universal reserve requirements, the Treasury instead of losing money
would gain money. That alternative is open to you. And, may I add
parenthetically,I would welcome it.
Second, if attrition of membership continues, as it well may, the
Treasury is going to lose money. Every time a bank drops out, that,in
and of itself, means a loss of money to the Treasury.
Some calculations our staff has made indicate that if, let us say, the
rate of attrition in membership over the next 5 years equaled the rate
of attrition in New England during the past 21/2 years, 5 years from
now Treasury revenue would be some $300 million to $400 million
less than it would otherwise be.
So, you see, we have to look at the Treasury revenue picture from
more than one side. These comments of mine are addressed to that
part of your question,Senator.
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Senator PROXMIRE. My time is up,Mr. Chairman.
Senator MCINTYRE.Senator Riegle ?
Senator RIEGLE.Thank you, Mr. Chairman.
Dr. Burns,good to have you here today.
Is the reserve requirement really the basic reason that you are
losing banks?
Dr. BURNS. Yes, that is unquestionably the preponderant reason.
Senator RIEGLE. Are there other things that are trouble spots that
banks cite as reasons for ending the relationship?
Dr. BURNS. Not with any frequency. The key reason repeatedly
cited in banking literature,in the correspondence we get from bankers,
in our conferences with bankers, and in speeches by bankers is the
cost of membership.
Senator RIEGLE. Are there any other—I am wondering what some of
the other things are that you stated, even if they are only stated in
passing, I am just wondering what else there might be here that at
least we ought to take account of in passing.
Dr. BURNS. Well,I don't know of anything else of any significance.
Now and then to be sure, this or that banker will complain that an
application that he had before the Federal Reserve was not handled
with sufficient speed. We do get complaints like that from time to
time. But that kind of reason has not been at all significant.
Senator RIEGLE. Has a disproportionate number of banks that disconnect come out of the States in the Northeast, which offer NOW
accounts?
Dr. BURNS. That has been the recent experience, particularly the
experience this year.
Senator RIEGLE. Just this year? Not prior to this year?
Dr.BURNS.I will have to check to be entirely sure.
[Chairman Burns submitted the following information for inclusion
in the record:]
As indicated by the figures below, in most years since 1972, when NOW
accounts were first authorized in Massachusetts and New Hampshire, there was
a larger decline in the percentage of commercial banks that are Federal Reserve
System members in those two states than in the United States as a whole.
PERCENT OF COMMERCIAL BAN KS THAT ARE MEMBERS OF THE FEDERAL RESERVE SYSTEM

As of yearend1971
1972
1973
1974
1975
1976
May 1977 I

United States

1st district

Masslchusetts and
New Hampshire

42.1
41.6
41.1
40.7
40.3
40.0
39.0

59.7
56.7
54.4
53.0
52.9
51.5
49.0

63.4
61.8
60.4
59.4
59.0
58.6
54.8

Partially estimated.

Senator RIEGLE. Are there other factors at work in those banks in
that region at this time that could be having—help explain any disproportionate withdrawal on their part, other than just the effect of
NOW accounts?
Dr. BURNS.I am not aware of any, and our studies of New England
experience have not uncovered any.
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Senator RIEGLE.I might just inquire of the Chairman if I might
Dr. BURNS. But this is a question you might put to Mr. Morris, who
will be testifying on Wednesday. He is the president of the Federal
Reserve Bank o?Boston.
Senator RIEGLE. I would inquire of the chairman of the subcommittee if there are any other factors at work in New England at this time
that would be causing banks in larger percentage to withdraw from the
Federal Reserve relationship other than whatever the effect of NOW
accounts is having.
Senator MCINTYRE. We do not think they are withdrawing because
of the NOW itself. We probably have the most competitive banking in
the entire country up there in New England. I think the competition,
I generally, is high.
1 Senator RIEGEL. Let me ask you a different question with respect to
I corresponding banks. According to the legislation nonmember banks
1 who offer NOW accounts and therefore must hold reserves on their
NOW accounts deposits to keep their reserves with their correspondent
bank, as I understand it, the correspondent bank according to the legislation would not have to pass the interest accrued back to the original
bank.
If this is so, isn't this, in effect, a penalty imposed upon the banks
who choose for whatever reason not to be members of the Federal Reserve System?
Dr. BURNS. My impression, Senator, is that a nonmember bank
which has a correspondent relationship with a member bank can net-,otiate
owith the member bank which serves as correspondent the various terms of the relationship, including the disposition of the interest
payments On required reserves. I would be inclined to leave that to the
negotiationg process between those institutions.
Senator RIEGLE. Now,I am surprised at that. I am wondering why
it would not be just as wise to mandate that there be a passthrough,
that if iieffect that interest is being earned on what in effect is a
small ba nk out somewhere, that they ought to be sure, we ought to
insure that they collect the interest that they generate.
Dr. BURNS. I do no know that I would oppose that. I would like to
examine that question a little further. I have given you my impression, and I do not know that I would really argue against your suggestion. But I would want to examine it a little more.
Senator RIEGLE. Is there a reason why the negotiation, leaving it
open and fluid,is attractive to you? I mean,is there
Dr. BURNS. Well, the relationship between a nonmember and a correspondent member is one that may have been built up over the years.
It may well involve an extended series of negotiations. Interest on
NOW-account reserves would be a new element in the situation, and
that,too, might be comprised in the negotiations as they go on.
Senator RIEGLE. I guess my own reaction would be that if we are
going to pay interest on these accounts,that it ought to go to the people
that are contributing the funds, and, therefore, earning the interest.
In other words, I think there ought to be some sort of a passthrough
here, guaranteed passthrough, so we do not have the correspondent
banks collecting that money and keeping some part of it.
You know,at some point in time, and I do not know whether now is
the time,so fwould certainly ask for some guidance from our chairman
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here, too, and that is the whole question of explicit pricing of Federal
Reserve services, and how those—exactly what services you provide,
exadtly how it works out that charges are determined and paid and so
forth, and the effect of that on the whole correspondent banking
system.
I don't know if you would want to give any kind of a comment on
that at this point.I know that is a wide subjedt.
Dr. BURNS. It is a very large subject. Let me say quite quickly and
with complete candor,this is an aspect of banking that I know secondhand and third-hand only, and I am not the best official of the Federal
Reserve to testify on that part of the legislation.
But I would be glad to try and answer any question that you have
and, to the extent that I am not capable of answering it, to supply
answers for the record or possibly send another Governor or Federal
Reserve staff official up here to provide you with the technical information that you should have.
Senator RIEGLE. Well,I would like to be able to really understand in
detail the breakdown of services.
What charges are made?
Dr.BURNS.At the present time we do not have pricing for individual
services. Our members are, of course, subject to the very heavy burden
of maintaining large sums in the form of nonearning assets.
Senator RIEGLE. That is exactly my point. I guess what I am wondering, if beneath that, just in terms of good management practices—
and I will conclude this quickly because I have used my time—but
whether the Fed has made an effort to at least price out for itself the
value of the services that it renders.
You know, we might want to think about shifting to a system where
there was a direct and explicit pricing based on the value of these
services and volume with which they are used and so forth.
Dr. BURNS. Well,I think I can answer that in part at least. First of
all,our staff has made very extensive studies of the explicit pricing that
might be undertaken.
Second, they have also made an extensive study of the monetary
value of the services that are rendered by our Federal Reserve banks
to members because of their membership. And the estimates by our
Staff run as follows: the monetary value of services accruing to member banks amounted to about $800 million in 1976; foregone interest on
required reserves, which is the gross burden of the membership,
amounted to $1.3 billion last year; the net burden of membership, consequently,came to $500 million.
That answers your question in part,but only in part.
Senator RIEGLE.Let me yield back.
I might ask that any reports or studies of that kind of analyses that
have been done, if they could be shared with me, I certainly would
welcome having them and take a look at them.
Senator McINTynE. We will try to cooperate with the staff and try
to assemble those things for you, for all of us, as a matter of fact.
Senator RIEGLE. Thank you for your response.
Senator MCINTYRE. You projected the net cost to the Treasury to
be only 45 percent of the amount actually paid out in the form of
interest on reserves.
How do you calculate this figure and what is the nature or magnitude of the offsets in this equation?
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Dr. BURNS. This calculation was made by our staff. If I remember
correctly, our staff estimated that the Treasury would recover about
55 cents of each dollar paid in interest, and the Treasury's staff estimated that recovery would amount to 59 cents. The figure that we
used in the calculation was 55 percent. T cannot tell you how those
figures were arrived at, but I would be very glad to supply technical
details on that.
Senator MCINTYRE. All right.It would be helpful.
What are the offsets?
Dr.BURNS. What are the offsets?
Senator MCINTYRE. Yes.
Dr. BURNS.I don't
Senator MCINTYRE. What is the nature and magnitude of the offsets in the equation? What does the Government take in as a result
of this?
Dr.BURNS.I still don't understand your question.
Would you be good enough to rephrase it?
Senator MCINTYRE. The income taxes that are paid by the banks,
what are these offsets?
Dr. BURNS. It is the sum of the income tax that would be paid by
the banks and the income tax that would be paid by the shareholders
of the banks that accounts for the 55 percent figure.
Senator MCINTYRE. Are these the only two offsets?
Dr. BURNS.I believe that is the case.
Senator MCINTYRE. Check that. If there are any other offsets, we
would like them put down. I think you said shareholders income, increased tax on the shareholder and on the banks.
Dr. BURNS. Yes.
Well,I will supply the precise details of the calculation as made by
our staff.
[Chairman Burns submitted the following information for inclusion in the record :]
The net cost to the Treasury of interest payments on required reserves was
calculated as follows. As bank incomes rise as a result of the interest payments,
tax liabilities of banks and their stockholders also increase.' Based on analysis
of bank earnings, the average marginal tax rate for commercial banks was
estimated at about 35 per cent ;2 that is, if bank incomes rose by $1, tax liabilities
of banks would increase by 35 cents. Additional revenue to the Treasury from
taxation of the remaining 65 cents of after tax earnings and capital gains wa,3
estimated at 20 cents.' Based on these assumptions, 55 percent of any Federal
Reserve payment will be returned to the Treasury in the form of higher taxes,
leaving a net cost to the Treasury of 45 cents.
I A part of the payment by the Federal Reserve may be passed along to customers and
employees. Most of such increased returns (or salaries) would also be taxed, however, so
that the calculation is probably not affected significantly by this possibility. There is one
type of pass-through to consumers that could totally escape taxation. If the bank used
the interest payment to provide a higher level of services to consumers (e.g., more tellers
to reduce waiting time), such service "income" to the consumer would not be taxed. Provision of such services to businesses, however, would generally lead to higher business
taxes because (to use the waiting line example) business income would rise as a result of
the higher level of services.
2 The figure was derived as follows: for each bank, a marginal tax rate was calculated
on the basis of reported before tax income less tax exempt income. This rate was then
weighted by total deposits of each bank. The resultant weighted average was 38 per cent,
which was rounded down to 35 per cent to provide a conservative estimate.
3 That part of higher after tax income paid out as dividends would be taxed as normal
income. The remainder—retained earnings—would presumably provide stockholders
with
a capital gain that would be taxed when the stock is sold. In addition, the
interest payment on reserves ought to produce an additional capital gain reflecting an adjustment
of
the stock price to the higher future stream of earnings.
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Senator MCIN'TYRE. All right.
How would you exercise the broad grant of discretionary authority
granted to the Board under this bill to designate those reserves which
they would pay interest on and at what return, what reserves would
earn interest and at what rates?
Dr. BURNS. I must say, Senator, this is a most formidable question,
and it is one of the great difficulties posed by this legislation. I am not
in a position to answer it at the present time because the Board has
not wrestled with that question as yet. I must say that, while I am
strongly in favor of this legislation, as you well know, I don't look
forward with any pleasurable anticipation to working out a schedule
of interest charges, if the legislation passes in anything like the form
that we have recommended.
The problem is very difficult. The membership burden varies among
banks according to size, and within each size group there is a great
deal of variation from bank to bank. There is also the problem that
the transition costs associated with NOW accounts will impose a new
burden on the Federal Reserve member banks. There is next the possibility that we may pass to pricing of individual services.
Therefore, as of the moment, I cannot indicate how we would use
the discretionary authority. And I doubt that I would be able to give
you a responsible answer to that very proper question even a month
or two from now.
Senator MCINYRE.Well,I see that that poses quite a problem because
as we see this legislation, as soon as the hearings are completed, we
have only got a matter of—time is of the essence, as we say.
Certainly—well, maybe as a result of looking this thing over a little
more carefully, adjusting it, we may find this broad discretion will not
be quite as broad as it now stands in the bill.
Dr. BURNS. The broad discretionary authority that would be conferred on the Federal Reserve Board under this legislation presents
great difficulties. At best, all that I could tell you would be how that
authority would be used over the next year if that legislation became
effective today. That would be the best that I could do,and I doubt that
I could do that with any promptness.
As for the future—the second year, third year, fourth year—I could
not tell you what the Board would do. That is a something that the
Board as it is constituted at that time, given such discretionary authority, would have to decide.
Senator MCINTYRE. Mr. Chairman, would the discretionary payment
of interest on reserves become a tool of monetary policy?
Dr. BURNS. No.
Senator MCINTYRE. Ten percent
Dr.BURNS.I don't see it that way at all.
Senator MCINTYRE. You said no,right?
Dr. BURNS.The answer is no.
Senator MCINTYRE.Do you want to elaborate?
Dr.BURNS.I beg your pardon?
Senator MCINTYRE.Do you want to elaborate?
Dr. BURNS. I don't think I need to elaborate on that. The answer is
flatly no.
Senator MCINTYRE. The 10 percent of earnings provision is troublesome also for the committee, in that it would create in the Federal

51
a profit incentive where none presently exists. I see no reason why the
Federal Reserve should be encouraged to make profits.
If the amount available for the payment of interest on reserves were
directly related to the profitability of Federal operations, I see all
kinds of problems.
Wouldn't it be preferable for the Congress simply to spell out what
the Federal Reserve may do in terms of paying interest on reserves?
Dr.BURNS.There are two parts to your question.
First, the Federal Reserve does not seek to maximize profits. That
has never entered into our operations and it won't in the future. That
I think I can be sure of.
Second, with respect to limiting the discretionary authority of the
Federal Reserve,that is something you may well want to consider,and
it may well be something that I would be quite willing to support.
Senator MCINTYRE. Mr. Chairman, what is your evaluation of the
NOW account rate setting authority contained in the bill, administration bill?
Dr. BURNS. The proposed rate-setting authority has a history. As
you know,you had encouraged us to work on this legislation at an early
stage. We have in fact been working on it for sometime. Our feeling at
the Federal Reserve Board was very definite that the setting of the
interest rate ceiling should be exclusively in the hands of—or under the
authority of—the Federal Reserve, our reasoning being that, after all,
NOW accounts constitute transactions or monetary balances.
If you were to set the ceiling very low, NOW accounts would either
not grow or not grow at all significantly. If you were to set the ceiling
high, then they might grow very rapidly. In other words the growth
rate of transactions balances—which figure very heavily in our decisions concerning monetary policy—will depend on the level of the
interest rate ceiling on NOW accounts. So our judgment at the Board
was that the Federal Reserve should possess the authority to determine the ceiling. Rate setting for NOW accounts sems to us a monetary
policy authority rather than a regulation Q-type authority.
We had extensive discussions of this question with Treasury officials. They indicated to us that there were difficulties with other
agencies of the Government involved in the banking area, and they
suggested a compromise to which, as I understood it,the other agencies
agreed. That compromise is included in the administration bill. And,
therefore, I have accepted it—somewhat reluctantly, but I have accepted it. And I assume that the agreement that the Treasury, as I
understand it, has achieved with the other agencies will be respected.
Senator MCINTRYE. Well, Mr. Chairman,I have serious doubts that
the provision limiting rates paid on nationwide NOW accounts to less
than the 5 percent rate makes very much sense. For there is strong
evidence to suggest that the NOW account only makes sense at 5
percent because people then merge their checking and savings accounts
and reduce the administrative burden to the institution of maintaining separate accounts.
Moreover, the average balance on NOW accounts at the higher rates
tend themselves to be much higher, as you might imagine.
Mr. Chairman, the FDIC supports the 5-percent rate nationwide.
Are you prepared to support a change in the bill which would let
NOW accounts go forward from the start at the 5-percent rate?
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Dr. BURNS. No I am not. And I think my reason is one that you
and your colleagues should consider very carefully. The introduction
of NOW accounts on a nationwide basis will impose new and rather
heavy additional costs on banks.
To win the support of the banking
to achieve a level
of earnings that is at all reasonable—high
community,
enough to enable banks to
meet the responsibilities they have to their communities and to the
Nation—I think we ought to proceed gradually. That means that the
interest rate ceiling should 'be below that which was fixed in New
England.
Let me remind you that when the earlier NOW-account legislation
was passed and when the ceiling was fixed at 5 percent, the level of
interest rates throughout the country was a good deal higher than
it is now. So I think the prudent thing to do is to set a ceiling below
5 percent for a time. Later on, we can reconsider the question.
I am just as interested as you are in seeing that consumers get a
break in the interest rate area. NOW accounts give them the break
they should have had long ago. But NOW accounts involve a difficult
transition for many banks, particularly the smaller institutions. Thus
we have to watch our step.
Senator MCINTYRE. If you have a 1-year period to phase them in,
then you come out with a 21/2 percent rate, NOW accounts may never
go anywhere.
Dr. BURNS. I doubt very much that we would come out with a 21/2
percent rate. As for the 1-year phasing-in, that simply means that the
banks would have time to prepare their service charges, their advertising programs, and their computer programs. In other words, the
phase-in will enable them to prepare themselves technically to undertake this new responsibility. That is the function of the 1-year leeway.
Senator MCINTYRE. My time is up.
Senator Riegle?
Senator RIEGLE. Just to pick up where you were, if we are going to
scale it in and bring it in as a lower rate as this is proposed and look
at it and analyze it and so forth, how, by contrast, is the rate going
to be determined on the funds that we now—are on reserve with the
Fed that we now are proposing that we'll pay an interest payment on?
Why don't we use the same system for establishing—in other words,
why don't we tie the two together? As long as they are tied together
in legislation—I am not sure they should be, frankly, but we are being
asked to deal with it as a package. Why should't exactly the same rate
structure apply with the same ambiguity and same, perhaps lesser,
rate?
Dr. BURNS. The two interest rates are quite different in nature and
perform quite different functions. There is no reason that I can think
of why the two should be equal.
Senator RIEGLE. Let me give you one reason. I understand a good
part of the logic for paying the interest on the reserve requirements is,
in a sense, to provide an offset for the additional cost of the NOW
accounts if we go nationwide.
I understood there was a limit. You are not suggesting otherwise,
are you? Or perhaps you are.
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Dr. BURNS. What you are indicating is only part of the story.
First of all, there is a need for payment of interest to reduce the
membership burden. There is, second, a need for the payment of
interest to reduce the transitional impact of NOW accounts on bank
earnings. There is, third, a need for interest payments to offset the
service charges that may be introduced.
These are the categories of burden that would need to be considered
in setting an interest rate on reserve requirements. And that has very
little relationship to the interest rate to be paid by commercial banks
and thrift institutions on NOW acocunts.
Senator RIEGLE. I understand your point that these are different
and ought to be looked at, at least, in their own light, and then perhaps
taken together.
But we are being given the whole thing as a package and being asked
to take it as a package, and I assume there are some package reasons
why that is so that there are some linkages here and there are—there
is an effort, I think, here to offset, at least in part, one thing against
another.
I think I have heard you say some of that today, that one provision
is designed to ease some of the pain associated with another provision
in terms of some of these money transfers.
But I guess one of the things that troubles me a bit is I am not
quite sure who gains when we make all these changes simultaneously.
I am not, for example, convinced in my own mind yet that the consumer gains. Because on the one hand, while the consumer gets a
NOW account at some rate of interest that may be quite low, they are
also, presumably—there will be certain costs associated with that in
terms of maintaining a certain-sized balance and tying up money, and
presumably other services that the bank provides will be costed out
in a different fashion.
And it is not beyond my imagination to imagine that in the end what
will happen is that you will be receiving some additional amount of
money called interest on a NOW account in this hand, and paying
some amount of money out for services over and beyond what you are
now paying with this hand, and that the two may end up to be very
close to the same.
In fact, it wouldn't be beyond my imagination to imagine in the
end you will end up paying more for the services you get in terms
of the interest on the NOW account if we are going to talk about this
as a nationwide system.
What I still don't quite understand is why there might be some
differentiations in the northeastern market that would account for that
situation maybe not being altogether a perfect model for what might
happen nationwide.
Who really benefits from this? Is it your judgment that the consumer is really going to come out dollars ahead in this proposal?
Dr. BURNS. Well, I will give you my best thinking on that.
First of all, let's look at the individual consumer rather than
consumers in the aggregate. The individual consumer would receive
interest on his balance. The individual consumer presumably would
be charged for the number of checks that he writes and in accordance
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perhaps with the size of the balance he maintains. This contrasts with
the present system in which some individuals are subsidizing other
individuals.
Each individual would pay an appropriate price, depending upon
the extent to which he uses his banking services, and he would receive
a return from the bank that would vary with the amount of deposits
he holds in the bank.
Thus, there would be a greater equity, and individuals receiving an
explicit interest rate return could use that money in whatever way they
see fit.
So I see greater equity as among individuals.
As for consumers in the aggregate, you may well be right. Moreover,
there is a factor that you haven't mentioned—namely, that at the
present time,consumers receive an implicit interest rate on their transactions balances in the form of free banking services. Under the NOW
system, they would be getting explicit interest payments on which a
tax would be payable. The U.S. Treasury would be better off—something not to be neglected—but to that extent the individual would not
be better off.
But now I come to the final point, which to me is of decisive significance. You and I could sit here and look at studies by the ton and
debate this question from now until doomsday. but we have had an
actual experiment. We have had an experiment for a period of 31/2
years or so—I don't remember the exact interval—in New England.
In the case of Massachusetts and New Hampshire, particularly, I am
really astonished by the degree to which NOW accounts have spread.
When 1 out of every 5 individuals residing in those two States
already has a NOW account, the inference is clear that NOW accounts
are very popular among individuals. People like them. They think
they are benefiting from NOW accounts. You and I might decide that
they are not as smart as they ought to be, but I would rather leave that
to the judgment of the people.
Senator RIEGLE. I might just say—I know we have a vote-1 in
5 is different than 4 in 5.
Dr. BURNS. This is 1 out of every 5 individuals regardless of age.
Not many children have banking accounts. The 1 in 5 is an astonishing figure.
I should add, for purposes of completeness, that in the other New
England States where NOW accounts have only gotten under way,
the figure is very much smaller. It is 1 out of 40. But the proportion
will grow and may equal in another 2 years the figure for Massachusetts and New Hampshire.
Senator RIEGLE. I guess the other question that would be in my
mind—and I will put this on the record. My own operating assumption
would be that the interest on the NOW account is what is paid up
front, and repricing of the services and buildup of the price in services I would think would stretch over a longer period of time.
.1 would expect that to sort of creep up and overtake people, maybe
without their recognizing it. I have seen that happen in a lot of other
service areas.
Dr: BURNS. I think that is probably what will happen.
Originally, when this authority was granted in Massachusetts and
New Hampshire, the banks paid 50 percent interest on the NOW
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accounts and imposed hardly any service charges. But gradually,
services charges are spreading as banks are experiencing a need to
recover cost.
Senator RIEGLE.I thank you.
Senator MCINTYRE. I would like to comment, but we don't have
time; will you take a 10-minute break, and I will be back as soon as I
can, Senator Riegle, too, I hope. We have to vote.
[Recess.]
Senator MCINTYRE. Mr. Chairman, I have seven or eight questions
here that I would like to ask you.
I think what I would like to prevail upon you to do is to try to
answer them as summarily as you can, always with the understanding
that you will for the record be able to elaborate in as much detail as
you would like. That will allow us to point up some matters I am sure
your staff,and certainly our staff here,are pondering.
The Bank of America has suggested that interest be paid only on
reserves against NOW accounts, that payments be mandatory,not discretionary. That these reserves take the form of special Treasury
securities, which would earn a market rate of return.
What is more, the Bank argues that this would assure continued
support for the Federal debt management, whereas payment of interest on cash balances, for example, would not necessarily insure that
the Federal Reserve continue to invest required Reserve balances in
Treasury securities.
What are your thoughts on this proposal?
Dr. BURNS. I think there are several deficiencies in that proposal,
if I understand it correctly. First, it would not serve a monetary purpose to permit banks and other financial institutions to hold reserves
against NOW accounts in interest-earning form. There would be no
monetary control over the supply of such reserves.
Second, if interest were paid only on NOW reserves, which is the
Bank of America proposal, as I understand it, then the interest rate
that would have to be paid to offset the burden of membership would
exceed 100 percent. And to offset the transition cost of the NOW's
would require a separate interest payment of a huge amount. Therefore, if I understand the proposal, it is entirely impractical.
Senator MCINTYRE. The argument continues to be made that reserves
for State nonmember institutions continue to be set by the States. What
arguments are there in support of granting the Federal Reserve this
kind of authority?
Dr. BURNS. Reserve requirements are set by the States for nonmember banks and each State has its own reserve requirements. As a result
there is great inequity between member banks and nonmember banks
and the burden of membership is heavy. That burden is causing an
attrition of membership from the Federal Reserve. As I testified earlier,I believe the safety and soundness of the banking system are being
affected.
Senator MCINTYRE. Mr. Chairman, the Federal home loan bank
and National Credit Union Administration argue that reserves against
institutions within their jurisdiction not be passed through to the
Federal Reserve, but, in fact, be kept available for the possible return
to the institutions in the form of advances.
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Your comment please?
Dr. BURNS. If that were done, then the reserves would not serve a
monetary purpose at all. That is difficulty No.1.
Difficulty No. 2 is that the payment of interest on reserve requirements would become a vehicle for housing subsidies. If there are to be
housing subsidies, they should be legislated directly and explicitly by
the Congress. Housing subsidies should not originate indirectly
through the Federal Reserve.
Senator MCINTYRE. What do you foresee to be the impact on the correspondent banking system from this bill? For example, it is not
clear from the bill whether nonmember banks who choose to deposit
their reserves with the correspondent member bank for pass through
to the Federal Reserve, will ultimately receive back the interest, which
the Fed will pay on these reserves. Is it your opinion they should or
should not?
Dr. BURNS. I have commented on that issue in response a question
from Senator Riegle.
Senator MCINTYRE. Well, my hearing isn't too good and I didn't
hear the answer. What was it?
Dr. BURNS. The answer that I gave was that I believe this could
best be a matter of negotiation between a bank and its correspondent.
I added that I would be entirely willing to reexamine the question
thoroughly and that I might well find myself agreeing with Senator
Riegle that the interest payment should be passed through. But I am
not ready to say that at the moment.
Senator MCINTYRE. The Independent Bankers Association has proposed an elaborate system of affiliate membership in the Federal
Reserve.
Have you had an opportunity to look over those proposals?
Dr. BURNS. I have had some opportunity to do that, and I find the
proposal in its present form impractical. It would lead to further
exodus from membership.
Senator MCINTYRE. What about the proposal of the American.
Bankers Association, allowing for preauthorized transfers from savings to checking?
Should this be part of the package we are trying to develop here?
Dr. BURNS. I would prefer to postpone answering that question.
This is a proposal that I have not studied sufficiently and I would
prefer to submit my answer for the record.
[Chairman Burns submitted the following statement for inclusion
in the record:]
If, as proposed by the ABA, preauthorized transfers from savings to checking accounts were permitted, and if the ceiling interest rate on NOW accounts
was below that on savings deposits, as prescribed by this bill, depositors would
have little or no incentive to acquire NOW accounts. I might add that because
the arrangement proposed by the ABA would require transfers of funds between
accounts, it would be less efficient than NOW accounts.

Senator MCINTYRE. Mr. Chairman, the ABA is suggesting in S.
1668 that interest be paid on reserves required to be held at the Fed
at a single uniform rate to be prescribed by the Board. Regardless
of the size of the balance or type of institution for which it is held.
The interest paid by all Federal Reserve banks on such balances in
any fiscal year shall not exceed 5 percent of total required reserve
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balances maintained at Federal Reserve banks at the beginning of
that fiscal year.
What are your thoughts on this proposal?
Dr. BURNS. My thought is that it is too rigid a proposal. The matter should either be left to the discretion of the Federal Reserve or
some provision other than that limiting the Federal Reserve's discretion should be written into law by the Congress.
Senator MCINTYRE. In S. 1668 the American Bankers Association
argues that the NOW account authority be coupled with a provision
in removing the differential for thrift institutions, which offer the
NOW account.
I wonder what your opinion is as to the ABA's position on the
differential, if it is in the bill.
Dr. Bums. I have never been enthusiastic about the differential,
and I am not enthusiastic about it now. This is such an emotional issue, however, that I would rather see it deferred for a time. However,
if the Congress decided to eliminate the differential, I would be
pleased.
Senator MCINTYRE.The final question.
The so-called Fed membership problem raised a host of complex
issues which are attempted to be addressed by the administration's
bill.
Is there any simpler way to tackling this issue, in your opinion?
Dr. BURNS. Yes, I think so. There is more than one simple way.
One would be to legislate universal reserve requirements, and then
the Treasury, instead of losing money, would gain money. That is
very much simpler, and I think very much better. But Congress has
not taken warmly to that proposal. even though it has been made by
every commission that has looked into it, congressional and private,
and even though we at the Federal Reserve Board have been proposing it year after year since the mid-1960s.
Another simple proposal—simpler certainly by far than the proposal in this legislation—would be to specify that, say, one-fourth
or one-third of the reserves required by the Federal Reserve be kept in
the form of Treasury securities.
That would be simple, very much simpler than the proposal embodied in S. 1664. And it would not leave very much discretion to
the Federal Reserve. I am not necessarily in favor of such a proposal, however.
Senator McIsTyRE. Senator Riegle ?
Senator RIEGLE. Thank von, Mr. Chairman.
Dr. Burns, it is my understanding that up until the present time
that the Fed had from time to time indicated it would, favor the
notion of charging for the specific services that it renders to member
banks, item by item and presumably based on volume, and so forth.
And it seems to me that if that's the case, that the Federal Reserve
is now essentially backing away from that proposal and is not moving
in that direction.
Am I correct that that is the posture now?
I am wondering if that is a change in position?
Dr. BURNS. No,there has been no change in position. The fact is that
we have Studied pricing systems, particularly in connection with the
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wire transfer system. There have been staff studies that the Board has
encouraged, but the Board has not taken a definite position one way or
the other in the past nor is it taking one now. So we are not backing
away from a position.
Senator RIEGLE. But you are not calling for it either?
You are not ready to take
Dr. BURNS. We are not ready to announce at the present time
whether we think it would be best to have a charge for individual services or let the charges take the form of a deposit requirement.
Senator RIEGLE. The problem is that there is a built-in inconsistency
in the legislative package, because on the one hand we are taking that
step, I grant you, which is a different set of financial institutions, but
we are taking that step presumably with the NOW account approach
and pricing for services. And we seem to be moving in that direction
with respect to the Fed, in that we are now going to have what, in
effect, is at least the equivalent of an interest payment that would be
like a NOW account, but we are not going to have the specific pricing
of services on the other side of that.
Dr. BURNS. I have not said we are not going to price our services.
What I have said is that the Board has not taken a definite position on
that.
I do want to call to your attention the fact that charging for services rendered by commercial banks is something the commercial banks
do.
They have been doing that for many years; they have had a lot of
experience.
We at the Federal Reserve had not had experience in charging for
services that, we render, and the services that we render are of a much
more complicated kind.
That is why I am not in a position at this present time to answer
your question about the pricing of services in a way that is both precise and responsible.
Senator RIEGLE. Let me tell you what I infer from that, and I respect exactly the way you put the answer, and that is that you are considering it, the jury is out and that you might very well at some point
not even necessarily a long way down the road decide this is what you
want.
Dr. BURNS.I think that is a very fair interpretation of what I tried
to convey.
Senator RrEor.E. That is all.
Senator McIrrrynE. Thank you, Senator; Doctor, before I let you
go.I would like to ask you this question:
Why is it that the people in Texas are not interested in NOW
accounts?
Dr. BURNS. Do you know that as a fact?
Senator McIxTyRE. Anything the Senator from Texas says must be
a fact.
Dr. BURNS. I am second to none in admiring Senator Tower, but I
am not sure that even Senator Tower knows how the people in Texas
feel on that subject at the present time.
Senator McINTyRE.I want to thank you very much,Doctor,for your
patience and your very capable and able testimony here today.
I am sorry that it was disjointed as it was, but we had lots of problems in getting underway in these 4 days of hearings.
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With that, thank you very much and don't forget, the subcommittee
may be submitting questions for you to answer for the record.
Dr. BURNS. Thank you,Senator.
If you want me back,all you have to do is call me.
Senator MCINTYRE. Thank you.
And now we will call as our next witness a panel consisting of
Garth Marston, Chairman of the Home Loan Bank Board, George
LeMaistre, Chairman of the FDIC, Austin Montgomery, Administrator of the National Credit Union Administration, and Lawrence P.
Simons, Assistant Secretary for Housing, Federal Housing Commission.
STATEMENTS OF GARTH MARSTON, CHAIRMAN, FEDERAL HOME
LOAN BANK BOARD; GEORGE LE MAISTRE, CHAIRMAN,FEDERAL
DEPOSIT INSURANCE CORPORATION; C. AUSTIN MONTGOMERY,
ADMINISTRATOR, NATIONAL CREDIT UNION ADMINISTRATION;
AND LAWRENCE P. SIMONS, ASSISTANT SECRETARY FOR HOUSING, FEDERAL HOUSING COMMISSION
Mr.LEMAISTRE. Thank you.
Senator MCINTYRE. Gentlemen, be seated.
First, gentlemen, I think I owe you all an apology for having you
wait so long. It doesn't occur often, an 11 o'clock beginning which
you know is not usual. I do appreciate that you have been so patient.
Now, you are all professionals in testifying. I would like you to
give the sum and substance of your statement in 5, 6, 7, 8 minutes,
whatever you need to state it, so we will still have an opportunity to
ask some questions.
Will you testify in the order in which I called you, Mr. Marston,
LeMaistre,Montgomery,and Simons,in that order.
[Copies of complete statements begin at p. 81.]
Mr. MARSTON. Thank you,Mr.Chairman.
I have some brief comments on S. 1664.
We note, Mr. Chairman, that S. 1664 is permissive and not mandatory. In other words if a financial institution or customers do not
want to get into the ball game,they can just hop up in the stands and
watch the people who choose to play on the ballfield. It's permissive
and not mandatory.
On the three titles of the bill the board votes on, NOW accounts
"aye." On reserves,"aye, if, but only if." And on regulation Q,"aye,
but." Explaining that a little further, title I NOW accounts, it seems
you're entirely correct. Consumers in New England have told us by
their actions that NOW accounts are a good idea. The consumers
voted. They tried it and liked it. I think you will find people in other
parts of the country are no less discriminating in their judgments.
Senator MCINTYRE. Do you think the people in Texas will like it?
Mr. MARSTON. I didn't know they had checking accounts in Texas.
I just thought they paid in cash. iLaughter.]
We say to the Congress, Mr. Chairman, think carefully before you
impose a 12-month waiting period. Let's get started. I think that the
public will benefit. If you must,start with everyone at 5 percent, which
is the commercial bank passbook rate. Make it clear, however,that this
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does not set a precedent for abolishing the differential on other types
of accounts, or that a NOW differential is out of the question forever.
Don't establish a new committee to set rates. The Coordinating Committee, to which we believe the Credit Union Administrator should be
added, works pretty well. Our concern is that in this rate-setting mechanism,there should be a strong voice for housing.
Turning to title 2 on reserves, we recognize the Fed's need for more
membership and hence reserves. Inflation is housing's public enemy
No. 1.'We recognize that there is a debate for greater reserves to the
Fed for effective monetary policy. We have heard that from Secretary Blumenthal and Chairman Burns. We question whether equal reserve requirements will effect an equal impact on institutions which
have a different liability mix and/or differ in size. I think that was
brought out in the testimony of both the Secretary and Chairman
Burns this morning and earlier this afternoon.
We assume that required reserves on NOW accounts are not precedential in setting them for other accounts at thrift institutions. We
believe that the location of the reserves is the overriding issue.
Housing will be best served, we believe, if savings and loan reserves
are kept at the Federal home loan banks, because, No. 1, in a crunch,
and this is where they really matter, this money can be loaned back,
not given away free, but loaned back at market rates to saving and loan
associations to help them meet their housing loan commitments, No.
2, it will avoid a dual and conflicting regulatory reporting, examination, redtape kind of situation. We believe that this should be avoided.
So, based on the foregoing, and I might add with considerable
trepidation—as Senator Proxmire said, Secretary Blumenthal and
Chairman Burns won't be around forever, probably only about 40 or
50 more years before they retire. We do not object to uniform reserves
on NOW accounts. We do not object to the amount being set by the
Fed or the interest thereon set by the Fed, but we do believe that the
interest thereon should be paid by the Federal home loan banks,
which must hold savings and loan NOW account reserves.
Title 3, regulation Q extension, you have heard me say this before,
over and over, Mr. Chairman. Regulation Q must go when and only
when the thrift institutions are in a demonstrated position to compete
in the money markets. Whether it be 2 years, whether it be 6 years,
we don't know. No one does. We think that it's prudent to take a look
before regulation Q is eliminated.
Mr. Chairman, that concludes my testimony; when the others are
finished,I will be happy to try to answer your questions.
Senator MCINTYRE. Thank you.
Mr. LEMAISTRE. Mr. Chairman, first, let me say that as you have
said in the past, I still believe that, if possible, we would be better off
if we considered 'financial reform in a comprehensive package. But I
also think you're exactly correct in suggesting it's time to engage in
the art of the possible. So we might just as well look at the bills as
introduced.
Because of the magnitude and complexity of these bills, in our prepared statement we have tried to deal with the points that are of
major significance, those which directly affect the FDIC and those
with which we think we have some special expertise. These include
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the extension of NOW and share draft account authority as provided
in S. 1664 and S. 1668, as well as the provisions of S. 1664 dealing
with the problem of Federal Reserve membership attrition and the
relationship of nonmember institutions to the Federal Reserve System.
My prepared statement also discusses extension of the agencies' authority to set interest rate ceilings which is dealt with in S. 1664, S.
1666, S. 1667 and S. 1668; the provision for Federal chartering of
mutual savings banks as set out in S. 1665 and S. 1666; and the expansion of Federal deposit insurance coverage provided for in S. 1666.
For a long time,I have supported the elimination of the prohibition
of payment of interest on transactions balances. I am persuaded that
the competition for such balances through interest payments would
result in a more efficient allocation of resources than the present systern involving implicit interest payments and would also be likely to
result in substantial benefits to both financial institutions and bank
customers.
While, I welcome and wholeheartedly support the administration's
proposal to expand NOW account authority nationwide, I do have
certain reservations concerning specific provisions of title 1 of S. 1664.
These are set out in detail in my prepared statement, along with what
I believe to be more desirable courses of action to be considered by the
subcommittee.
My most fundamental reservation arises with respect to section 104
(a) of S. 1664, which applies to setting of an interest rate ceiling on
NOW accounts and share draft accounts during a transition period.
The purpose of this provision, I assume, is to provide depository institutions with time to adjust to the new world in which they will
operate. As the bill stands, it would become effective 1 year from the
date of enactment and, at that time, a 3-year authority would come
into play, followed by 3 more years of standby authority. That means
that financial institutions could have up to 7 years of adjustment.
It should be recalled that financial institutions in New England had
no such transition period. There,in a region which has been especially
hardhit economically, no bank has been accorded problem status directly or indirectly or has failed as a result of excesses in dealing with
NOW accounts. There is little reason to believe that bankers elsewhere
would be less prudent. Indeed, with the lessons of the New England
experience well known, I think there is every reason to believe that
the necessary adjustments would be made by bankers even more
smoothly than they were made in New England.
In fact, our staff analysis, which is set out in my prepared statement,
strongly suggests that NOW accounts had little effect or little responsibility for the earnings decline that New England financial institutions
suffered between 1972 and 1976.
Given the experience of our examination staff and tentative conclusions which are suggested by the available data, I would not recommend that the Congress provide for a long transition period. Certainly,
7 years' authority, even partly on the standby basis, would be unfair
to consumers and potentially counterproductive for banks.
Senator Tower this morning did raise one question which is not considered in my statement, and that is the question of whether the State
legislatures would have time to act within the 1-year period before the
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legislation becomes effective. It might be that a little extension of that
period would be worthwhile.
If Congress should decide that an adjustment period is necessary,
then a schedule of rates which moves quickly to commercial bank passbook ceiling should be set forth in the legislation; or if Congress
chooses to give the agencies discretionary rate-setting authority, it
would be well to rely on the existing rate control mechanism, modified
by inclusion of the National Credit Union Administration.
Certainly,it seems to me,there is no reason why the Federal Reserve
System should be given authority to set rates on NOW accounts, particularly when the concern in setting rates is not monetary policy but
safety and soundness of the banks during this transition period.
A separate set of concerns arises as a result of section 104(b), which,
as I read it, grandfathers individual NOW and share draft accounts
which,at the time of the enactment of the legislation, are paying a rate
of interest higher than the initial ceiling. I realize grandfathering always leads to some inequities and ought to be avoided,if possible. This
could be accomplished if there were no transition period. But if the
Congress concludes that a transition period is necessary,it seems to me
that the grandfathering mechanism chosen is not an attractive one.
It is clear that enforcement of such a provision would require additional bank examination procedures, new recordkeeping requirements,
and application of formal enforcement machinery where necessary.
Paralleling additional regulatory costs are the new costs which would
have to be borne by the institution, particularly the smaller ones, in
establishing procedures to assure compliance with the grandfather
clause. It's ironic, really, that a ceiling-setting apparatus aimed at
minimizing bank costs might well generate significant additional costs.
Most of these objections would be met if those classes of institutions
that are currently authorized to offer accounts at a rate higher than
the initial ceiling set by the agencies were permitted to offer accounts
at rates up to commercial bank passbook ceiling.
This would be far less costly from an enforcement and compliance
point of view and would involve the least amount of rollback of services which are currently offered to consumers.
The provisions of title II of S. 1664 providing for the payment of
interest on required reserve balances and requiring nonmember depository institutions offering NOW accounts and share draft accounts to
maintain reserve balances on those accounts would have significant implications for the gtructure of our banking system.
I recognize the Federal Reserve System's concern with its membership attrition and I do not oppose the payment of interest on reserves
by the Federal Reserve System, but I would prefer to see the Congress
deal with that issue separately from NOW accounts.
I oppose the imposition of reserve requirements on NOW accounts in
nonmember institutions. The extension of such requirements for monetary control purposes certainly is not supported by the weight of available evidence. That evidence suggests that the monetary policy problem
is one of adequate data or information and proper estimation procedures, rather than reserve requirement jurisdiction.
Even if the case could be sustained for the necessity of uniform reserve requirements for the effective conduct of monetary policy, certainly the impact of only imposing reserves on NOW accounts, which
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are around 5 percent of the deposits in the New England States, would
be of very little help.
The relationship of nonmember institutions with the Federal Reserve System is one on which I have an open mind, but I would prefer
that it be dealt with carefully and after reasonable study and, if possible, on some other context than NOW accounts.
Title III of Senate bill 1664 would extend the flexible authority to
impose interest rate ceilings on deposits until December 15, 1979. I do
not object to a 2-year extension of the regulation Q authority in order
for the administration to develop a position on this matter, though I
would prefer the Congress to face up to the questions raised by regulation Q and the differential in this session.
Interest rate ceilings,it seems to me,are an ineffective and sometimes
disruptive form of regulation which imposes significant inequities on
some savers. Realizing all the practical political problems involved, it
continues to be my judgment that the proper focus of our action should
be upon how and when, and not whether, to phase out interest rate
ceilings.
Title I of S. 1665 and title VII of S. 1666 would provide a Federal
chartering option for mutual savings banks.In my prepared statement,
I indicate that there are certain policy preferences that we have and
technical problems associated with the proposed handling of the insurance trust fund in this matter. But I want to emphasize that these do
not qualify our support of this long overdue measure to provide a
Federal chartering option for mutual savings banks.
Title III of Senate bill 1666 pertains to the insurance of deposits.
Section 301 of that bill would require the FDIC,the Federal Savings
and Loan Insurance Corporation, and National Credit Union Administration,to insure public deposits for the full amount. In the past, the
FDIC has interposed no objection to the principle of full deposit insurance of public funds, but we have conditioned that support upon the
incorporation of certain provisions which are detailed in my statement,
and I will not go into them in detail here. Absent those requisite amendments, we would oppose section 301.
Section 302 of S. 1666 as drafted I consider to be inappropriate in
that it extends full deposit insurance to Individual Retirement Accounts and Keogh accounts held only in savings and loan associations.
Enactment of this provision would give S. & L.'s an unwarranted and
substantial advantage in competing for these accounts.
In conclusion, I should emphasize that we at the FDIC hope to be
of assistance to you and your staff in this matter, and we would
provide you with further statements or further conclusions from our
study whenever you desire.
Senator MCINTYRE.Thank you.
Mr.Montgomery.
Mr.MONTGOMERY.Thank you,Mr.Chairman.
I will try to abbreviate this as much as possible.
Mr. Chairman and members of the subcommittee, I am pleased
to be here today to present the views of the National Credit Union
Administration on S. 1664 through S. 1669.
S. 1664 is an administration bill which provides for nationwide
NOW accounts, payment of interest on reserve balances held at the
Federal Reserve, and a 2-year extension of regulation Q.
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I am convinced that nationwide NOW accounts will be a great
benefit to the American consumer.
My observations of both the New England experiment and the
share draft program clearly show the tremendous consumer acceptance of this type of financial service. I am very supportive of this
aspect of the bill.
I will, however, point out some of the problems that may occur
in our share draft program as a result of this legislation.
As you know, Mr. Chairman, our agency has been engaged in the
conduct and evaluation of share draft programs for about 3 years.
It has been a most successful and popular endeavor.
It continues to provide a great benefit to many credit union members.
In spite of a temporary setback on new programs due to a legal
challenge, I am sure the operational programs will continue to grow.
We are convinced we have the legal authority to permit Federal
credit unions to offer this service. The final determination as to
whether credit unions will be permitted to expand or continue to
operate share draft programs is still subject to the regulatory process.
The hearings were recently completed, and we are currently evaluating the testimony.
It is important to recognize the ongoing existence of the share draft
prograrp when considering this bill.
It is misleading to conclude that S. 1664 provides the authority
for share drafts in Federal credit unions. Federal credit unions already
have this authority.
S. 1664 does, however, subject share drafts to the same restrictions
that will be applied to NOW accounts. I will discuss these restrictions
shortly.
The section-by-section analysis for section 104(b) provides in part:
Grandfathers the rate being paid on the enactment date by depository institutions on NOW's and share drafts and permits continuation of authority to
offer these accounts to the same depositor haying accounts at the date of
enactment.

Clearly, this section of the bill recognizes the existing authority of
Federal credit unions to offer share drafts.
We recognize that that purpose of this legislation is to control and
establish uniformity in the operational aspects of both NOW and
share draft accounts.
By providing for a 1-year delay after enactment, the hill effectively
causes a 1-year moratorium on existing share draft authority.
In essence, section 104(b) grandfathers the rate that certain credit
unions may offer on these accounts, but rescinds the authority of Federal credit unions to choose to offer share drafts for a period of 1 year.
I propose that this situation be remedied and that the share draft
authority continue uninterrupted.
The legislation sets forth a procedure for establishing the rate to be
paid on NOW accounts and share drafts which is different than the
procedure used to set rates on other accounts.
The concern of the National Credit Union Administration in this
matter is the threat of lumping together the rate control procedures
for NOW's and share drafts with those for other credit union accounts.

k
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As you know, Mr. Chairman, the Federal Credit Union Act provides that the administrator may set the dividend ceiling that may be
offered by Federal credit unions.
These rates are changed from time to time by the administrator
after consultation with the coordinating committee. This bill would
seem to establish a more formal relationship for the National Credit
Union Administration regarding this committee, and I welcome this
change.
The new relationship and the temporary-3 years controls on
share draft ceilings could be viewed as an interim step in unifying the
rate paid by all depository institutions on all accounts.
The choice to offer dividends reflective of earnings combined with
reasonable loan rates is part of the independent operation of each
credit union and in keeping with the cooperative function of passing
through the earnings to the shareholder.
Certainly, this is one of the reasons credit unions continue to be
originated.
The ability to offer this higher rate should be perpetuated.
With this caveat, I can support the concept that temporary controls
be placed only on these new accounts, as they are phased in by the
different types of institutions, in the interest of not seriously disturbing the viability of institutions nor the relationships among them.
Our concerns that these controls might reach into other accounts
were heightened and confirmed when we examined the proposals of
the U.S. League—S. 1666—and the ABA—S. 1668—where this, in
fact, is proposed.
S. 1664 also proposes that reserves be held against NOW accounts
and share draft accounts. I recognize the need for the Federal Reserve
to establish and control reserves in the execution of its role as monetary policymaker.
I would suggest, however, that consideration be given to the fact
that another bill being considered today, S. 1665, establishes a central
liquidity fund (CLF) within the National Credit Unit
Administration.
I would propose that any such reserves for credit unions be deposited
at the CLF under conditions similar to those in section 202 of S. 1664
for Federal home loan banks.
I would also propose that exemptions be considered for all small
depository institutions whose NOW account and/or share draft account balance are minimal, whose transaction volume tends to be low,
and whose depositors use these accounts quite differently than the traditional checking account.
Such exemptions were proposed with regard to third party payments powers in FIA 75/FRA 76.
Title III extends the authority to impose interest rate ceilings on
all deposits until December 15, 1979. I have no objection to this
extension for the purposes of meeting the housing needs of the Nation.
I do think, however, that the interests of the consumer will best be
served when all controls can be eliminated.
Mr. Chairman,I am very pleased that you have chosen to consider
S. 1665 at this time. It contains many of the credit union provisions
from the Financial Institutions Act which were acted upon by your
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subcommittee prior to Senate passage last Congress. The National
Credit Union Administration continues to support those provisions
and I would like to comment on certain sections of title II and title
Section 203(a)(1) permits the Board to raise the interest rate
which could be charged on lines of credit or similar classes of loans
to 1.5 percent per month on the unpaid balance.
One reasonable explanation is that some flexibility should be given
the regulatory agency to meet the needs of Federal credit unions
should an increase become necessary.
For that reason, and that reason only, we endorse the proposed
amendment.
I am satisfied that no change should or will be made in the interest
rate limitations for lines of credit, unless and until a clear and
compelling need is demonstrated by Federal credit unions.
Consideration will then be given to first permitting a reasonable
fee or charge in connection with the card program, rather than an
actual change in the traditional 12-percent ceiling.
Section 211 provides for a reorganization of the National Credit,
Union Administration. As you know, Mr. Chairman, your subcommittee considered this proposal under a separate bill—S. 3312—a little
over a year ago. I am well aware of the events which transpired on
the very day of the hearing to portray the effects of not having a fixed
term of office for the Administrator of the National Credit Union
Administration. I might add that I am also well aware of the fact
that this situation has not been remedied.
I have reviewed the Computer Data Systems, Inc. (CDSI), Study
which was commissioned by this agency in 1974 to examine the organization of the National Credit Union Administration. I find that
most of its recommendations continue to be sound and that the increase
in the responsibilities of this Agency stemming from Public Law
95-22,the proposed central liquidity fund,and the increasing demands
resulting from consumer regulation suggest that action toward their
enactment should be expedited.
I recognize that the restructuring provisions propose an increase
in certain grade levels at the National Credit Union Administration
which are definitely needed.
I should point that the agency is self-supporting through the fees
collected from credit unions which will meet the costs for any additional personnel.
I know that Congress will be expecting the National Credit Union
Administration to continue to meet its regulatory responsibilities, as
it has in the past.
With the advent of restructuring, it is hoped that the National
Credit Union Administration will be no more restrained in personnel
matters than are other financial regulatory agencies. The National
Credit Union Administration continues its full support for the proposed central liquidity fund. This facility will provide a reliable
source of liquidity to assist credit unions who cannot meet their needs
It will permit a more even distribution of credit union resources and
prevent one area of the Nation from having an excess of capital while
another area suffers a shortage.
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It will provide elasticity in periods of excessive loan demands.
It will assist credit unions as they begin to exercise the long-term
mortgage loan powers granted in Public Law 95-22.
And, last, it will provide useful information with respect to monetary policy.
I do notice, however, that the $500,000 for initial organizational
expenses is now coming from the share insurance fund rather than
Treasury.
That is quite feasible and presents no particular problems for this
agency.
On S. 1667, 1668, and 1669, I have covered in my full testimony.
Mr. Chairman,this completes my abbreviated remarks.
Senator MCINTYRE. Thank you.
Mr. Simons?
Mr.SIMONS.Thank you,Mr.Chairman.
I'm pleased to appear before you in response to your invitation to
testify on S.1664 and related proposals.
We consider S. 1664, the administration's proposed bill, an important first step in addressing the broad and very complex issues of financial reform, and we fully support this proposed legislation.
Thrift institutions, that is, savings and loan associations and mutual
savings banks, are major forces in the mortgage market, holding well
over one-half of all residential mortgage debt. Thus, the health and
stability of thrift institutions are of vital concern to our Department
and of critical importance to our ability to help meet the housing
needs of the Nation.
The mortgage market and its interface with thrift institutions has
been widely analyzed and reported. The thrifts' heavy commitment to
long-term mortgage lending, their narrow investment powers, and
their reliance on funds that are sensitive to movement of short-term
interest rates has made them particularly vulnerable during periods of
widely fluctuating interest rates. Although thrifts may pay higher
interest rates on deposits, because of the commercial banks broader
lending powers and ability to provide greater customer services, commercial banks possess a significant inherent competitive advantage
over thifts.
Providing thrift institutions with the power to provide NOW accounts to their customers will reduce this competitive disadvantage
to a slight degree.
NOW accounts offer benefits both to the consumer and to the thrift
institutions themselves.
First, there are the obvious financial benefits to depositors of receiving interest on transition balances.
Second, depositors will benefit from the enhanced competitiveness
inherent in this proposal through the better service they will receive.
Third, the mortgage markets will benefit because of an increase in
funds at a lower cost that will be available to the thrift institutions
as a result of NOW account authority.
Fourth, NOW accounts should represent a more stable supply of
funds than time deposits in that the are not as sensitive as are time
deposits to fluctuation in interest rates and thus less sensitive to disintermediation as are time deposits.
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Finally, it is becoming clear that NOW accounts are spreading to
more States and appear to be successful in those States where they are
available. In view of the obvious consumer benefits of NOW accounts,
I would expect such growth to continue.
Further, we wholeheartedly support the temporary 2-year extension
of regulation Q provided for in this bill.
One of this Department's major responsibilities is to broaden homeownership opportunity and the housing opportunity generally. In this
period of rapidly rising home prices and escalating costs—we are faced
with a major responsibility to protect the consumer. One major area
of this responsibility is the interest rate on mortgages. While HUD
does not control interest rates, we do view ourselves as the watchdog
of these rates. We must therefore examine the entire question of financial reform from this perspective.
The existing structure of financial institutions was established to
promote homeownership by permitting the thrifts to pay higher interest rates than commercial banks, thus enhancing their ability to
attract savings. In exchange for this right and certain tax preferences,
the thrifts must invest a large portion of their resources in home
mortgages.
The theory has been that this will have a tendency to lower mortgage
interest rates and thus help housing in general. Regulation Q is an
integral part of this theory of sheltered money for mortgages which
is able to produce lower interest rates to the customer.
The history of the last decade makes amply clear that the theory
of the sheltered housing finance market is far from perfect. Disintermediation and considerable instability in the rate of housing production has been all too apparent. However, we must have a sound
alternative method of promoting housing production before we abandon the structure that we have in place. We therefore support the
2-year extension of regulation Q while we can search further for other
alternatives.
Accordingly, it is our view that the question of regulation Q must
be decided in the context of a comprehensive study of the entire problem of financial institutions and housing finance reform. If we are to
change the financial structure of the thrift institutions in any way
which will impair their inflow of funds, increase their cost of funds,
or diminish the mandatory investment in home mortgages, we would
be affecting home mortgage interest rates.
In this era when the price of new homes makes homeownership very
difficult and when operating costs are generally rising faster than incomes, we must 'proceed carefully. It is for this reason that we ask
for 2 years to carefully examine regulation Q; thus we will be able
to develop more knowledge of the effect of possibly phasing out regulation Q on the mortgage market and simultaneously consider recommended mechanisms to offset the impact of such an action.
I am sure you share our commitment to enhancing access to homeownership by American families. The growing cost of new and existing
houses seriously has reduced the ability of many first-time home
buyers to purchase homes. As I indicated earlier, it is likewise widely
recognized that interest rates play a key role in the affordability of

housing.
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We would ask,therefore,that the committee very carefully consider
any measure that could change the supply of mortgage credit or alter
interest rates.
This concludes my prepared testimony.
I would be pleased to respond to any questions.
Senator MCINTYRE. Thank you, Mr. Simons.
The admonition that I gave to Dr. Burns will have to apply now
gentlemen.
I am going to ask a series of questions directed at some of you. Try
to be as succinct and to the point as you can with the full knowledge
that when the record is put together you will be able to elaborate on
that answer.
One of the things I want to go to right off the bat to you, Mr. Marston
and Mr. Simons, this committee recently engaged in considerable debate over the effect of current limitations of section 5(c) of the Homeowners Loan Act, regarding the $55,000 ceiling on single-family mortgage loans and on various restrictions both as to ceilings and types of
multifamily homes.
We are scheduled shortly to go into conference with the House over
these proposals.
While some relief in high cost areas clearly seems appropriate, our
concern is what form of relief is most appropriate over the long run.
Mr. Marston, in your letter to Senator Cranston of April 18, you
spell out a number of options available to the Congress in this regard.
Which of these options is most appropriate, in your opinion, particularly in light of the recent press reports on the speculative fever which
seems to be sweeping a number of market areas, especially in California?
In this regard, I am particularly mindful of an article which appeared in the Wall Street Journal, May 24 of this year, which indicated that the situation was out of hand.
It is my understanding, as well, that the Federal Home Loan Bank
of San Francisco recently increased the rate on its advances to members in order to cushion some of the speculation. What is your best
advice to this committee on this matter, Mr. Marston?
Mr. MARSTON. I have three pieces of advice, Mr. Chairman. First
of all, on the speculative aspects of it, it is not only in California.
Certainly it is here in Washington, D.C.; Denver, Colo., and, as that
Wall Street Journal article indicated, it is going around the country.
I think that the realtors and builders and lenders are all very concerned about this and the action that the Bank took in San Francisco
was a very responsible action and it was one of a series of actions. It
indicated to people this is going on so watch out. If you are speculating, you could get hurt as a speculator and they are telling their lenders and the builders, too, that this is going on, be careful, you could be
hurt.
I think that the whole housing community certainly in the State
of California is concerned.
Dr. Mann will be here on Wednesday. He can go into more detail as
to what he's doing.
Mr. Simons, I know, has made a personal inspection out there.
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I was out there about 3 or 4 weeks ago. Most of the people I talked
with are aware of it and they believe they can bring this thing in to
a slow landing. Hopefully, that will be the case.
As to the $55,000 limit, I would say you should take two steps, Mr.
Chairman. First, I think that here is an indication of a rule that impacts only Federal savings and loan associations, not State-chartered
savings and loan associations or commercial banks. Because the median
price of housing differs around the country, it impacts various areas
differently.
You heard Senator Cranston, of course, in the markup session.
My suggestion is that the first step that you take is to increase the
dollar amount allowable, and just put the overage into the basket. I
think you can do that.
I understand you may be going into conference this week or next,
on the housing bill. I think you could take that interim step.
But more important, and I would urge you to do that, but don't
stop there. Continue with the hearings that you have just talked about
and take a look at all of section 5(c) of the HCA. You know it is so
complicated, that it is difficult for people to understand. I think that
the assumptions in 5(c) should receive a good look and you should
rewrite it.
Senator MCINTYRE. Mr.Simons.
Mr. Simoics. If I may adjust a few comments, I would agree with
Mr. Marston's comments as to the speculation in California. In fact,
one of the crying needs in California is for more housing.
With respect to speculative aspects, I think the Federal Home
Loan Bank,through its San Francisco bank,is beginning to deal with
this. I am hearing reports that they are having an effect. By raising
downpayments and treating a so-called speculative buyer differently
than a user, there is an impact taking place, which is slowing down
the speculative fever.
With respect to the limits. As you know under the bill going into
'to $60,000. I don't think
conference, the FHA limit is being raised
there is any question that the limit has to be raised.
I would agree with Mr. Marston that, at best, it should be looked at
carefully. I am happy to hear him making the suggestion that only
the overage be taken into the basket on this. Although the Department
has no official position, I personally would agree. It goes in line with
the discussion I introduced on regulation Q, that anything we do to
affect the ability of the thrift institutions to make home mortgage
loans must be looked at very carefully, as to what its impact will be
both in the availability and cost of money. This is a broad subject,
which should be treated in its entirety.
Senator MCINTYRE.I would like to get clear as to what goes into the
basket. The excess over the set figure goes into the basket?
Mr. MARSTON. You mean the way it is now,Mr.Chairman?
Senator MCINTYRE. No. What you are recommending.
Mr. MARSTON. Oh, what I am recommending is that you increase the
limit from 55 to 65 or 70, and then anything in excess of that figure,
say, if it is $70,000, only the excess amount of a loan over the limit
goes into the basket. In that basket there are not only the loans on
single-family dwellings, but on certain types of apartments and
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commercial properties and there is just a whole bunch of things that
go into that 20 percent of assets category.
Senator MCINTYRE. Assuming
Mr. SimoNs. I misunderstood Mr. Marston's previous statement with
respect to what would go into the basket. That is a change from existing law where the entire loan is placed in the basket. I thought Mr.
Marston was supporting the existing procedure, which I personally
support and as I said earlier the Department has no position on this
at this time on recognizing changing procedures.
Senator MCINTYRE. What is that, you have no position on this?
Mr. MARSTON. That is bullish for us, Mr. Chairman, if they don't.
Senator MCINTYRE. Well, then, again if the loan is for $90,000 on a
$60,000 mortgage limitation,$30,000 goes into the basket.
Mr. MARSTON. Yes.
Senator MCINTYRE. OK.
Each of you comment briefly on this question, beginning with Mr.
Montgomery, Mr. LeMaistre, Mr. Simons, and Mr. Marston.
Several of you have expressed your opposition to the procedure in
S. 1664 for setting the interest rate ceilings on NOW accounts. Yet, do
you agree that there is a need for a uniform rate ceiling for all depository institutions offering NOW accounts or share drafts?
Mr. MONTGOMERY. Well, our position basically is we—run that first
section by me again, please.
Senator MCINTYRE. Yes,surely the whole question.
Several of you have expressed your opposition to the procedure set
forth in S. 1664 for setting the interest rate ceilings—setting the interest rate ceilings on NOW accounts. Yet, do you agree that there is a
need for a uniform rate ceiling for all depository institutions offering
NOW accounts or share drafts?
Is there a need for a uniform rate ceiling?
Mr. MONTGOMERY. Well, we have no objection to that at this time. I
think that they should be allowed to float as the matter goes along.
We have no objection now to get it started.
While we have no objection to a uniform ceiling during the introduction of NOW accounts, we see no need for such a ceiling. We recognize that others may see such a need, but the National Credit Union
Administration sees no reason to impose unnecessary restrictions on
the credit union's ability to make its own decisions.
Senator MCINTYRE. Good enough.
Mr. LEMAISTRE. Naturally, I would prefer that we live in a world
where we have no ceilings, whether here or on other accounts, but it
seems to me that if the Congress would enact a ceiling of 5 percent
or whatever on these accounts, it would be helpful. I don't see that
there is any patricular advantage to having anything other than a
uniform ceiling.
Senator MCINTYRE. Mr.Simons.
Mr. SimoNs..The department has no official position on this, but
it does support the administration proposal.
Senator MCINTYRE. Mr. Marston.
Mr. MARSTON. Mr. Chairman, you are really asking, then, do you
think there is a need for a differential; is that correct? And a uniform
ceiling would mean no differential.
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Senator MCINTYRE. Aren't uniform reserve requirements necessary
in
in order that the Federal Reserve may conduct monetary policy
a transition when funds would be flowing into NOW accounts on both
demand-deposit and savings accounts?
Mr. LEMAISTRE. I am not convinced that the setting of monetary
policy is necessarily related to the uniformity of reserve balances.
I also assume there may be some time in the future in which there
must be a certain amount of money represented in those reserve
balances in order to conduct meaningful monetary policy.
But, if that point is approaching, it certainly hasn't reached us
yet with the member banks having something like three-quarters of
the deposits in the country.
Senator MCINTYRE. Mr. Marston or Mr. Montgomery, you suggest
that the reserves for institutions within your jurisdiction not be passed
through to the Federal Reserve, but be held for possible return in the
form of advances to the institutions.
This appears to be a revolving door that would seem to negate entirely the effect of holding these reserves in the first place, particularly
with respect to their contribution to the conduct of monetary policy.
Would you please comment?
Mr. Marston.
Mr. MARSTON. On the last question of uniform reserves. Mr. Chairman,I would like to submit an answer for the record on that.
Senator MCINTYRE. All right.
Mr. MARSTON. As I indicated, we did support uniform reserves, but
the question on interest on reserves is something else again.
Your question now is to whether reserves should be held. I think our
answer is no,this would not hurt the Federal monetary policy. FDIC
indicated there is a debate going on to this effect.
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If reserves were held by the Federal home loan banks, they would
be reserves as separate from liquidity requirements. They would be
loaned back in times of a money crunch to the saving and loan association, but again at market rates so it would not be a subsidy. As Dr.
Burns indicated this afternoon, he really was not sure about the regulatory structure and what they would do. They have so much discretion.
It seems to me that having these funds at the Federal home loan
banks would be good for housing to offset any possible deleterious
effect on housing.
Now,in his entire testimony today, Dr. Burns—I did not hear him
mention housing once. I think there has to be somebody looking out
for housing. We are all interested in monetary policy. We are interested in fighting inflation. But I think the American public is also
interested in housing.
Senator McINTYRE. Staff reminds me that Dr. Burns testified to the
effect that this should not be allowed simply because it would probably be used as a subsidy for housing.
Mr. MARSTON. Right.
Senator MCINTYRE. If housing has not been mentioned in these
hearings, don't worry, they are mentioned all the time.
My big problem is to try to keep housing over here while we are
looking at financial institutions. They are always intruding, and quite
understandably.
Mr. MARSTON. You have my assurance, Mr. Chairman, that we
would not lend this out at 3 percent on a subsidized basis.
The advances are made at market rates and not as a subsidy.
Senator McINTyRE. Good.
Mr. Montgomery.
Mr. MONTGOMERY.I am not unaware of what Mr. Burns said, but my
idea is that he indicated also that these reserves would not necessarily
be a monetary control. We would use it, hopefully, in the—as Mr.
Marston has indicated, for the possibility of going back to making
housing loans at the regular rate.
I believe that simply holding the reserves at the CLF would not
impinge on the Fed's ability to control monetary policy. The Fed
could still change the amount of the required reserves and it would
have the information on how many dollars were being held. The question of advances is somewhat different and I understand the concerns.
I do think, however, that limited activity in the area of advances for
credit union housing loans would be most beneficial and would not be
of sufficient magnitude to create any problems in the administering
of monetary policy.
Senator MCINTYRE. All right.
Mr. LeMaistre, what do you foresee to be the impact on the correspondent banking system in this bill? It is not clear, for example,
whether under S. 1664 nonmember banks which chose to deposit their
reserves in the correspondent bank for passthrough to the Federal
Reserve will ultimately receive back the interest which the Fed will
pay on these reserves.
Is it your opinion that they should or should not?
Mr. LEMAISTRE. Whether the correspondent bank retains the interest paid on the reserves or passes it on in some form to the bank
92-747 0 - 77 - 6
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which makes the deposit, I assume would be the result of considerable
negotiation between the institutions. However,since the statutory prohibition against payment of interest on demand deposits might be construed to preclude the correspondent from the explicit payment of
interest on such reserve balances, we would recommend clarifying this
point by amending the bill to expressly authorize the passing on of
such interest payments.
I don't think it is necessary that the interest be passed through as
such, but I think that in equity you ought to try to find some way to
compensate the one who provides the reserve balances for the earnings
from those balances. But as to whether the relationship between the
correspondent bank and the bank which now does not post the reserve
but will then be posting it through the correspondent requires that
this interest be returned to them on a $1 for $1 basis, I wouldn't speculate. I would think that the two would work it out between themselves
in a mutually satisfactory manner, depending on what other services
the correspondent furnished.
Senator MCINTYRE. Mr. Simons.
Mr.SimoNs.I have no comment.
Senator MCINTYRE. We have before us proposed rewrites of section
5(c).
What is your opinion of the advisability of rewriting 5(c) at this
juncture, and in the alternative, have you had an opportunity to consider the alternative proposals contained in the U.S. League expressed
in 1666?
Mr. SimoNs. We have not had an opportunity to study the alternative proposals, but our approach is the same. We are looking to maximize the amount of money which must be invested in home loan
mortgages with the idea that availability of home loan money will
help keep interest rates down.
I would like to clarify the earlier statement where the one major
change in the basket which would take place under Mr. Marston's
proposal is that only the top part of these excess amounts would go
into it.
I understand now the total would.I think when we look at the basket
we have to determine whether or not, by opening up that basket, we
are really taking money away from the basic home mortgage market
we are looking at.
I think this is the subject of a total study. I don't think we should
do it piecemeal. I think 5(c) should be perhaps looked at to simplify
it in its entirety.
It's had many amendments, as I understand it, and as a result has
come to a piecemeal type approach.
Senator MCINTYRE.This was hotly debated in the committee.
And how long before you can come up with some recommendations
in this area, what we should do? You know whether the whole thing is
in the basket or just the overage.
Mr. SimoNs. Hopefully at the same time we look at regulation Q,
because I think inherent in there is that we are setting up a separate
set of rules for the thrift institutions.
5(e) is a peculiar part of the legislation, peculiar to the thrift institutions. It would be our feeling that these things should be looked at
together and not taken apart.
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Senator McINTYRE. We are studying regulation Q now. Always
under study.
Mr. Simorrs. I know that. I have been studying it a couple years
myself.
Senator MCINTYRE. So if you have any suggestion or so forth as to
how to handle this situation which you say Mr. Marston is spreading,
let's hear it.
Mr. MARSTON. Mr. Chairman, as I indicated in my earlier answer,
my feeling is that you should take a short-range look at it and make a
change now,but then continue on the rewrite of 5(c).
It.never made much sense to me to have the lending specialist in
housing have more restrictive rules than those who don't specialize in
housing.
I think the 5(c) look that Mr. Simons talked about—and regulation Q—those things are properly before the Congress in a—you know,
say by the end of this year. But I certainly wouldn't delay any on the
$55,000 issue.
Senator MCINTYRE. Thank you.
Mr. Montgomery, is there any particular need for prescribing a
separate share draft category for NOW accounts Why couldn't we
just extend the NOW account authority to permit credit unions like all
other institutions to offer the same account?
Mr. MONTGOMERY. We agree, really, there is no need for two names
for a third-party-payment account. But the problem that we have is
that right now we feel we already have the authority for the sharedraft account, and, as you are well aware, the other aspect, that we are
having some legal problems there. But in our judgment it is legal and
a very viable one.
I do recognize that need for the same rules for all institutions. One
thing would be, create a big problem, would be the moratorium that is
presently indicated in the existing bill.
In selecting the same for the credit union third party payment account, I feel that consideration should be given to the term "share
draft" instead of"NOW account." While the accounts would be identical and follow the same rules, the credit union already participating
in the share draft program would not incur the expense of changing
the name. In addition, the term "share draft" is already well known by
credit unions and is readily identifiable as a credit union vehicle.
Senator McINTyRE. Mr. LeMaistre, I appreciate your reservations
about dealing with the issue of full deposit insurance at this.time.
But would the FDIC support a proposal extending full deposit insurance at the present time to IRA's and Keoghs,not just in S. & L.'s, but
in all insured institutions?
Mr. LEMAISTRE. I would think that there wouldn't be any basic objection to that. I would like to see coupled with it the right of the
agency to in some way limit the total that might be left in one institution—somewhat like we asked for in connection with public funds.
I do not know how big the volume of IRA accounts can eventually get,
but sooner or later it may be much out of line with everything else that
is insured in that institution. But as to the basic thrust of your question, I see no reason why those accounts should not be preferred for
deposit insurance purposes.
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Senator MCINTYRE. Do you have any views on this issue, Mr. Marston?
Mr. MARSTON. Two.
First, before answering, we would like to look at it, and just see what
the impact would be. I think probably especially in IRA, Keogh accounts there is a real need for it. At the same time, let's say the Board
felt in the past, and I believe now, that individual institutions should
be encouraged to stay strong, and public opinion has a lot to do with
that, and, therefore, anything that leads towards a 100-percent insurance of accounts we think is counterproductive.
Senator MCINTYRE. Mr. Simons and Mr. Marston, both 1666
and 1667 contain provisions offering flexible mortgage instruments,including variable-rate mortgages. What comments do you have regarding these provisions?
Mr. Simorrs. Variable-rate mortgages have been the subject of much
discussion. I think the question goes to the higher financial structure
of the thrift institutions. I think they are to be distinguished very
carefully from the experimental mortgage plans which we have now
in effect, such as the graduated-payment mortgage, which does not
have a variable rate.
I think they have to be examined in the need of the financial institutions for their survival and profitability. They also have to be examined with respect to the neeed for homeownership is. There are two
forces at work here, and the reconciliation of those two forces is
what is now before this committee. How we come about to reconciling
is a very difficult problem.
I think we should start with this as far as the basic structure, basic
approach which is how we maintain financing for housing at the lowest possible price. I think the VRM is one of the last things that
should be looked at. I would also like to make the comment that what
has been happening, at least to our information,is that in effect we are
moving toward a VRM or rollover mortgage system by simple practice. I understand that in California, where the VRM has been used to
a great extent experimentally and generally in the market, that the
average length of life of those mortgages is maybe under 4 years.
Now, for a person with this type of mobility, and looking to go in
and out of housing, which they seem to do in California to a great
extent, then the VRM does not present a problem. But we have problems where people are not looking to turn over houses that rapidly,
where people are looking for stability. We have a different problem.
So,therefore, the VRM is just not a simple solution or simple add-on
to be looked at that way so as to create greater earnings.
I think,also, you have to realize that the length of life of mortgages
generally around the country is reducing itself, so the whole concept
of financing homeownership is one which may be in a state of change
right now.
Senator McIwryRE. Mr. Marston can you add anything to that?
Mr. MARSTON.I agree with much
'of what he said. I would just simply add to it that our alternative mortgage instruments study is progressing, and we should have it available for anybody who wants it
in September,I am told.
We :believe that the research would be most interesting and most
useful to some of the practical problems, some of the opportunities,
and some of the effects.
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Going back and tying in with the NOW account, we believe the public is best off if they have a range of options, checking accounts, savings accounts, NOW accounts, share draft accounts, whatever. The
same thing applies to the people who are :trying to buy homes. If they
have a range of options that they can utilize and select, we think that
is a very beneficial thing.
Senator MCINTYRE. The experiments going on in California and
some other States,some little experimentation going on in New Hampshire, I suppose it is too early to gain any concrete knowledge of
whether they are workable or not.
Mr. MARSTON. Yes. Certainly, judging by consumer acceptance for
part of the cycle everybody is quite pleased and encouraged.
But you should go through the cycle before you can say with certainly that it is good under All conditions for different people.
The other thing is, as Secretary Simons was just indicating, we are
in a period of rapid increase in housing prices.
This means that the underlying mortgages tend to turn over faster
than in stable or more stable times,because the use of second mortgages
becomes less.
It used to be "assume my 41/2-percent mortgage," but that doesn't go
any more, because the prices are moving up. There is too much of a gap
between the mortgage left on a house and the sales price.
Mr. SimoNs. There has been introduced the prohibition against
assuming mortgages on more recent mortgages, so, therefore, they
don't have the assumability they used to have.
Senator MCINTYRE. Mr. Marston, Mr. Simons, again, would you
comment briefly on the proposal of the Mortgage Bankers Association
in S. 1669, regarding the ability of mortgage bankers to service loans
sold to "Freddie Mac."
Mr.MARSTON.I will start on that, Mr. Chairman.
In essence, the mortgage bankers don't like to be treated the same
way that the Mortgage Corporation treats the savings and loan associations. The savings and loan associations are the ones who put up the
money, some $100 million, to finance and capitalize the Mortgage
Corporation.
Two or three things, Mr.Chairman,under this:
First of all, basically,savings and loans can't hold more than 20 percent of their assets in mortgages outside of their normal lending
territory.
This applies to home loans. We put that in mainly for safety.
We feel that when you make a lot of loans away or buy loans away
from your normal lending territory,the risk goes up.
That was the experience of the 1920's.
As I say, this applies not only to mortgage bankers, but to savings
and loan associations.
If a savings and loan association in your State were to have bought
a package of loans from a savings and loan association in California,
regardless of quality—good, single-family dwelling loans, and there
are a lot of them out there—it,in turn, could not sell those loans to the
Mortgage Corporation.
Of course, that is how the mortgage bankers make their living, sell
loans, normally away across the country, and then do the servicing.
Mortgage bankers are fine, upstanding, honest, aggressive people.
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The world is better off because there are mortgage bankers.
I used to be a mortgage banker, Mr. Chairman, and so I know the
crew and I speak very highly of them. But, as I say, they object to
being treated the way that the savings and loans are treated.
Also, there are peripheral problems. They are virtually nonregulated, and I have talked to them on this subject, and I have said,
"Don't be regulated." It is not worth it. They are not federally-insured. However, FHLMC deals only with insured institutions.
Incidentally, a mortgage banker is owned by a commercial bank,
can service loans for that bank for the Mortgage Corporation, so we
are really talking about the independent mortgage bankers.
Finally, most mortgage bankers simply are not in a position to have
sufficient capital to give us the adequate warranties we need.
Mr. SIMONS. The Department has no official position on this.
Senator MCINTYRE. Title 7 of S. 1666,the U.S. League bill, proposes
substantive changes in section 10 of the Federal Home Loan Bank Act
of 1966.
Do you have any comments concerning this, Mr. Marston, with regard to these proposals,briefly?
Mr. MARSTON. I haven't any idea. I will have to look at them, Mr.
Chairman.
As I indicated
Senator MCINTYRE. Let's have your view for the record, then.
Mr.MARSTON. Yes,for the record.
Senator MCINTYRE. Again, Mr. Marston, S. 1666 takes up the call
for the sale of preferred stock by federally-chartered S.& L.'s.
Do you have any comments regarding this proposal?
Mr. MARSTON. Very briefly, Mr. Chairman, we think this idea has
a lot of merit.
And we have been working with members of the S. & L. industry
to take a look at this.
It may be that this is an instrument between common stock and subordinated debentures, that those institutions who may not wish to
convert could use. There are a number of potential problems with it.
As I say, we continue to work actively with the savings and loan people to develop the idea.
Basically, it has a lot of merit. It has some problems we are going
to have to come back to you with.
Senator MCINTYRE. Yes, you may not be able to respond to this
fully now.
But I certainly would welcome whatever comments you may have
and ask you to submit your responses for the record.
The Bank of America is suggesting that interest be paid only on
reserves against NOW accounts.
That the payments be mandatory, not discretionary, and that these
reserves take the form of special Treasury securities which would earn
a market rate of return.
What I want you to address yourself to is, how do you view this
proposal?
With that, you don't have to answer now. You can submit that
question in writing; there will be this question and some others, undoubtedly, that the committee will be sending to you for the record.
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[The following information was received for the record:]
ANSWER FROM THE NATIONAL CREDIT UNION ADMINISTRATION
The National Credit Union Administration has no objection to the proposal by
Bank of America. I do feel that mandatory reserves only on NOW accounts may
tend to slow the proliferation of these accounts, but aside from this, the proposal
seems equitable to all classes of financial institutions.
FEDERAL DEPOSIT INSURANCE CORPORATION,
Washington, D.C., June 28,1977.
Hon. THOMAS J. MCINTYRE,
Chairman, Subcommittee on Financial Institutions, Committee on Banking,
Housing and Urban Affairs, U.S. Senate, Washington, D.C.
DEAR SENATOR MCINTYRE: The Bank of America proposal includes several
recommendations for revising S. 1664. Before commenting on these recommendations, I should like to say that I am in basic agreement with Bank of America's
position that Congress should address the issue of broad scale financial reform
promptly; however, failing this, specific NOW account legislation should be enacted as soon as possible.
In my statement I said that Federal Reserve System control of NOW account
reserve requirements for nonmember banks and the payment of interest on all
required reserve balances maintained within the System are complex issues
which are not necessarily related to permitting NOW accounts on a national
basis. Thus, I would prefer that these issues be separated from S. 1664 and
be subjected to more thorough study. I would expect that such a study would
involve consideration of the issue of explicit pricing of Federal Reserve services, as well as interest payments on required reserves. If Congress believes that
interest payments should be permitted only on NOW account required reserve
balances, I would interpose no objection. However, as I indicated in my statement, I do object to the provision that imposes reserve requirements on nonmember banks.
Mandatory payment of interest and permitting reserves to be held in the form
of U.S. Treasury special issues are matters upon which I have no fixed opinion.
It strikes me that these are technical matters whose resolution depends upon
the degree to which the Federal Reserve feels it needs discretionary authority
to conduct monetary policy and the Treasury Department's concern over the
revenue impact. However, I might point out that the key to monetary policy
control is open market operations and it does not matter whether the Federal
Reserve holds Treasury securities against deposits of reserves or whether banks
Invest reserve balances directly in Treasury securities. I reiterate that, in
my judgment, this issue ought to be considered within the larger context of the
pricing of Federal Reserve services and the impact on Treasury revenues.
I concur with Bank of America's belief that the transition period, during
which the agencies would be 2uthorized to set a maximum interest rate ceiling on
NOW accounts, is too long. In fact, I do not believe a transition period is really
required at all. I have already stated my belief that a one year, or perhaps a
two year, delay between enactment and implementation to permit states to
enact appropriate legislation is sufficient time.
I support Bank of America's recommendation that Congress consider eliminating the prohibition of interest payments on all demand deposits as the NOW
account experiment proceeds. It also strikes me as logical to extend NOW accounts to nonprofit organizations now, as Bank of America recommends, since
this is already permitted in New England.
Sincerely yours,
GEORGE A. LEMAISTRE,
Chairman.

Senator MCINTYRE. Again, thanks for your patience in waiting
this morning and this afternoon.
I appreciate all of your testimony, very helpful,indeed.

•
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We recess now until tomorrow morning at 9:30, when we meet at
room 5302.
[Whereupon, at 4:44 p.m., the hearing was adjourned, to be reconvened at 9:30 a.m.,on Tuesday,June 21,1977.]
[Complete statements of the preceding witnesses and additional
information follow:]
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STATEMENT OF THE
FEDERAL HOME LOAN BANK BOARD
MI. ,hairman and members of the Subcommittee, the Federal
Home Loan Bank Board welcomes this opportunity to appear before
you today. As you know, a number of proposals that would have
significant implications for savings and loan associations and
for financial institutions generally have been introduced. These
are:

(1) the Administration's proposal for nationwide NOW

accounts, S. 1664, (2) the two Proposals submitted on behalf
of industry trade groups for expanded powers for savings and
loan associations, S. 1666 and S. 1667, (3) the proposal for
Federal stock charters for mutual savings banks submitted by
Chairman McIntyre, 5. 1665, (as well as a similar measure contained in S. 1666), and a bill affecting the Federal Home Loan
Mortgage Corporation, S. 1669. Because of the many new issues
raised by the Administration's proposed NOW account bill, we
will be devoting our testimony to the policy considerations and
concerns we see presented by S. 1664. As to the other legislation,
on many points, the position of the Board is well known and will
not be repeated here.

If the Subcommittee desires, we will be

happy to submit for the record the Board's comments on certain
new or significant features of this other legislation.
First, let me summarize the Bank r?oard's views on the
Administration's proposal, S. 1664. In brief, in the testimony
which follows we shall be saying: nationwide NOW accounts "yes",
new regulatory structure "no", unless S. 1664 is significantly
modified respecting the regulatory scheme for NOW accounts. We
take this position because of the potentially detrimental effects
of S. 1664 on housing credit. The Bank Board supports the authorization of NOW accounts for depository institutions as well as share
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draft accounts for credit unions on a nationwide basis. However,
this bill would still leave S&Ls far short of being the family
finance centers that the Bank Board has advocated in the past
in testifying on the Senate-passed Financial Institutions Act
in 1975 and on the proposed Financial Reform Act considered
last year before the House Banking Committee. Accordingly, we
shall be recommending several significant modifications to the
bill to take this into account.
Moreover, the bill before this Subcommittee also introduces a regulatory structure for NOW accounts at S&Ls that is
quite different from the one governing S&L held savings accounts
generally. In particular, it does not permit a differential rate
ceiling on NOW accounts between S&Ls and commercial banks; it
provides for a rate-setting authority vested in a new Committee,
with a procedure markedly different from that followed currently
in setting maximum rates on savings and time accounts; and it
imposes upon S&Ls, for the first time, reserve requirements similar
to that under which Federal Reserve member banks must operate.
The reserve requirements against NOW accounts of all depository
institutions would be set by the Eederal Reserve Board (FRB) on
a uniform basis, with such reserves held ultimately at Federal
Reserve Banks.
The Bank Board believes that, while NOW accounts are desirable, the regulatory ground rules of S. 1664 are likely to have
some degree of adverse impact on housing ctedit. Thus, the Bank
Board believes that certain housing safeguards should be incorporated
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into the bill.

First, interest rate ceilings on NOW accounts

should be set in a similar manner as rate ceilings are set
on regular savings and time accounts. This means consultation
among the various agencies through the Coordinating Committee,
enlarged to include the National Credit Union Administration,
rather than the one-man four-vote approach of S. 1664.
Second, the Bank Board believes that, as a corrective for
any possible adverse impact on housing of the regulatory structure
for NOW accounts, S&L reserves should be held at Federal Home
Loan Banks. This will permit these reserves to be used as a low
cost source of funds for advances in order to help housing. By
flowing reserves into the FHLBank System we make them available
for housing credit. We believe that the benefits of this mechanism
would outweigh any possible adverse effect on the important monetary
policy functions of the Federal Reserve.
We now turn to a more detailed discussion of our position
on the three titles of the NOW account legislation.
Title I
This Subcommittee is aware of the historical development of
NOW accounts in New England.

They were first authorized in

Massachusetts and New Hampshire and then authorized for commercial
banks, mutual savings banks, and S&Ls in all New England. A
review of the New England experience indicates a strong acceptance
of NOW accounts by consumers. There is also a tendency on the
part of a large percentage of depository institutions in New
England to offer such accounts or, in States where checking
accounts are also permitted for thrift institutions, to offer
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NOW or checking accounts or both as third party payments services.
NOW accounts have given consumers a wider range of third party
payments options and have promoted increased competition among
depository institutions to the benefit of the consumer. In the
Board's view, the NOW account experience in New England has been
a healthy one both for institutions and especially for consumers.
The Bank Board has advocated authority for thrift institutions to offer NOW accounts since the beginning of discussions
on comprehensive financial reform.

The Board has viewed NOW

accounts as an important part of the family finance center
concept that S&Ls need to compete effectively in the present
and in the future financial environment. NOW accounts would
by themselves provide an additional source of funds to S&Ls
from customers attracted by the new service. In addition, NOW
accounts would make it possible for S&Ls to offer a larger
package of services, although still far short of what commercial
banks can offer, which in turn should make it more convenient for
households to hold their savings accounts at S&Ls.

As you know,

commercial banks have a tremendous advantage because of their
ability to offer one stop banking services, and the Board has
long advocated that S&Ls should be able to compete head-to-head
for consumer financial services. Thus, we support S. 1664 in so
far as it extends the NOW account idea to the rest of the nation.
We do have serious concerns, however, about the regulatory superstructure that S. 1664 would impose over the extension of this
new authority.
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One important issue raised by S. 1664 is the question of
whether there should be a uniform maximum interest rate on
NOW accounts for all depository institutions in such a manner
as to preclude any rate differential. As written now, the bill
would preclude a rate differential by requiring a uniform maximum
rate for all depository institutions. This uniform rate, moreover,
would be required to be lower than the rate prescribed for savings
deposits at member commercial banks.
Another important issue concerns the procedure for setting
rates.

The rate would be determined by a majority vote of a new

committee consisting of the FRB, the Federal Deposit Insurance
Corporation, the Federal Home Loan Bank Board, and the National
Credit Union Administration. However, the bill gives the FRB the
power to unilaterally determine the maximum rate in case there
was no majority opinion among the four members of the Committee.
This procedure effectively makes the FRB the rate setter for all
classes of depository institutions in the United States.
The Bank Board believes that the new procedures of S. 1664
are both unnecessary and a potential source of difficulty. We need
not create an entirely new committee and a new approach toward
determining the maximum rate ceiling for NOW accounts, one which
differs markedly from that presently used in prescribing ceilings
for savings and time accounts. We believe that the present procedure
under which there is consultation through the Inter-Agency Coordinating Committee, enlarged, however, to include the Administrator of the
National Credit Union Administration, would be a preferable approach.
This procedure permits each regulatory agency to set a maximum rate
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for the institutions under its jurisdiction.

Let us not make NOW

accounts an occasion for shifting central regulatory authority to
one agency.

The present consultative procedure has proved itself

as a workable mechanism, by and large, and we see no compelling
case for change, except to the extent that we Would add another
consulting agency. If there is evidence to the contrary, it should
be brought forth.
We do favor retaining a statutory uniform maximum rate for NOW
accounts.

We do suggest that the rate actually set be determined by

each regulatory agency, after consultation. This would leave open
the possibility of a rate differential on NOW accounts among different classes of depository institutions and emanates from our
concern that at least a minimal set of housing safeguards be built
into the bill.

As a practical matter, we recognize that the lack

of any statutory requirement for a rate differential may well lead
to a uniform rate ceiling on NOW accounts for all depository institutions. In our view, however, if such a uniform rate ceiling emerges,
it should be viewed as experimental in character, since it does
represent a departure from the present differential on savings
and time accounts.
A precedent has already been set through the imposition of a
uniform maximum rate ceiling on NOW accounts in New England. However,
the experience with a uniform ceiling in New England has been shortlived and is inconclusive as to the relative impact upon various
depository institutions, and thereby, the impact on housing. We
believe the approach we propose helps to insure that housing credit
considerations are given proper weight in rate setting decisions.
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Title II
f.liot Provisions
A second major area of change to S. 1664 that the Bank Board
recommends affects Title II. This has to do with the issue of
where reserves on NOW accounts at S&Ls are held -- whether at Federal
Reserve Banks or Federal Home Loan Banks. The Bank Board believes,
and believes strongly, that reserves should be held at Federal
Home Loan Banks. We take this position to provide a mechanism
for offsetting any potential adverse impact on housing markets.
First, we would stress that S. 1664, by establishing reserves
at the FRB represents a revolutionary departure from the established
savings and loan regulatory structure. At present the FRB has the
authority to determine reserve requirements for deposits, including
NOW accounts, only for its member banks. This Title would extend
this authority for the FRB, on a unilateral basis, to require and
determine reserves against NOW accounts (and also against share
draft accounts) to non-member insured commercial banks, savings
banks, insured and Federal Home Loan Bank member savings and loan
associations, and insured credit unions. As a collateral authority,
Title II of S. 1664 would permit the FRB to pay interest on required
reserve balances maintained at Federal Reserve Ranks. The FRB alone
would have the power to prescribe the interest rate to be paid
on required reserves without the need for consultation with other
financial regulatory agencies.

We would like to treat each of

these structural requirements in turi.

SS
ImEosition of_Reserve Requirements Against NOW Accounts
The Bank Board supports the imposition of reserve requirements on NOW accounts at all financial institutions that offer
such accounts, including S&Ls. Our support of this provision
takes into account the fact that reserve requirements would
also be imposed for the first time by the FRB upon non-member
commercial banks, savings banks and credit unions. Thus, many
types of depository institutions other than S&Ls would come
for the first time under the authority of the FRB and, hence,
would be affected similarly.
Having taken this position, we should recognize that there
is still legitimate disagreement among monetary economists about
the role of reserve requirements in carrying out an effective
monetary policy and the degree to which the lack of reserve
requirements against certain types of deposits or institutions
affects monetary policy adversely. We also recognize the concern
of the FRB as the central bank that reserve requirements are
an important element in monetary policy. We similarly are aware
of the problem of the withdrawal of State-chartered commercial
banks from Federal Reserve membership and, hence, from the
requirements of reserves imposed by the FRB. The FRB's shrinking
membership does pose some degree of threat to the effective implementation of its monetary policy.
Uniform Reserve Requirements
The Bank Board endorses the imposition of uniform reserve
requirements on NOW accounts at all depository institutions as
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proposed in this bill.

We do so as a practical concession, con-

sistent with our position supporting the imposition of reserve
requirements per se on all classes of NOW account offering depository
institutions. We would caution, however, against assuming that
uniform reserve requirements are somehow an "equitable" necessity,
needed to promote fair treatment of the various depository institutions that would be required to hold reserves against NOW accounts.
Uniform reserve requirements do not necessarily imply uniform
impact.

We believe that uniform reserve requirements may not

have a uniform impact, because S&Ls, under S. 1664, would not
receive any new lending powers.

Their asset and liability powers

in general would still be considerably less than that of competing
depository institutions.

Moreover, S&Ls would continue to concen-

trate their lending in the housing area and play their present
dominant role in meeting housing credit needs. As a result, it
would be specious to argue that granting NOW account powers to
S&Ls on the "same" basis as other depository institutions should
also require that S&Ls operate under the same internal constraints,
whether with respect to NOW accounts or all accounts, as do other
institutions.
Thus, our support of uniform NOW account reserve requirements as well as out willingness to forego any statutorily required
interest rate ceiling differential on NOW accounts, rests on the
supposition that S&Ls would continue to have a rate differential
over commercial banks on savings and time accounts generally, at
least until such time as S&Ls have in place a complete package

92-747 0 - 77 - 7

90
of family finance center powers and have had an adequate time
to have such powers reflected in their balance sheet and income
statements.
Interest on Reserve Balances
We do not object to the provision of S. 1664 that
would give the FRB the authority to set an interest rate to be
paid on reserve balances including NOW accounts. Depending on the
level of interest that would be paid on reserves against NOW
accounts -- and the level would appear to be low because of the
proposed limitation of 10 percent of Federal Reserve net earnings
that could be used for paying interest on all categories of
reserves -- this provision would ease the earnings problem that
reserve requirements might otherwise create for S&Ls. Such earnings
problems could affect their ability to continue to serve the needs
of the housing market vigorously. Thus, in the spirit of our support
of uniform reserve requirements and our willingness to forego a
statutorily required interest rate ceiling differential for NOW
accounts, we also support the payment of interest on reserves to
S&Ls at a rate no higher than that levied on commercial banks.
Where Reserves Should Be Held
We now turn to the overriding issue of where reserves
against NOW accounts of S&Ls shouli be

..qd.

Title II of this

bill would require S&Ls and other non-Federal Reserve member
depository institutions to hold reserve balances in a member
bank or in a Federal Home Loan Bank, but only provided that
such member bank or Federal Home Loan Bank maintains these
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reserves in the form of balances in a Federal Reserve Bank.
Initially, we discuss the issue of where these reserves should be
held in the first instance and which agency S&Ls should deal with
on reserves.

Second, we discuss the more basic question of whether

reserves should be passed through to the Federal Reserve Banks.
With respect to the first issue, we believe that insured or
Federal Home Loan Bank member S&Ls should hold their reserve balances
at a Federal Home Loan Bank exclusively, rather than providing the
option of maintaining reserves at a member bank. This would ensure
that the Bank Board continues to maintain its role as the regulator
of S&Ls.

It would also avoid the confusion created by dual Federal

regulation of S&Ls.

In this respect, it would be consistent for

insured and Federal Home Loan Bank member S&Ls that maintain reserves
against NOW accounts to make reports concerning deposit liabilities
and required reserves to their Federal Home Loan Bank rather than
to the Federal Reserve System.
With respect to the second issue -- the redeposit of FHLBank
held reserves with the FRB -- the Bank Board believes strongly that
reserves levied on S&L NOW accounts should be held only at Federal
Home Loan Banks and that the latter should not have to deposit these
reserves at Federal Reserve Banks. S&L NOW account reserves should
stop at the door of Federal Home Loan Banks.
We view our proposal to have reserves held in the FHLBank
System as a critically important housing safeguard.

We believe

strongly that a capability be built-in which could offset any
adverse impact created by a potentially differential-free NOW
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account, on which uniform reserves would be held. Such capability
would be the ability of the FHLBank System to utilize NOW account
reserve balances as a low cost source of additional funds for
advances and, hence, for housing credit. The ability of the FHLBank
System to utilize reserves for making advances would strengthen
the Board's ability to redirect the flow of funds for housing
to those areas and associations having the greatest need -which might or might not be the same area or associations holding
significant NOW account balances.

The Board's advances mechanism

administered through the District Bank System is an important
tool for stabilizing the flow of housing credit.

We believe that

placing S&L NOW account reserves in the Bank System could only
help us to perform this function.
These positive housing safeguard arguments for having reserves
on S&L NOW accounts held at Federal Home Loan Banks are further
strengthened by a consideration of serious difficulties that
would arise if reserves were passed through to Federal Reserve
Banks.

If the reserves imoosed on S&Ls were ultimately held

at Federal Reserve Banks, equity among depository institutions
would dictate that S&Ls gain access to the Federal Reserve's
discount window on the same terms as commercial banks. However,
we would then be presented with a situation in which S&Ls would
have access to funds on a "last resort" basis at the Federal
Reserve while continuing to have access to funds on an entirely
different basis with the Federal Home Loan Bank System.

Such
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a dual access to funds would create problems of dual regulation
that we believe are not desirable and would be difficult to resolve.
As a related matter, S. 1664 doPf' not mak.

lear, under its flow-

through approach, which agency would impose and collect penalties
for reserve deficiencies.
Notwithstanding all of the above, S. 1664 opens the door
to another significant issue which gives us, and which we believe
should give the Congress, serious concern. That is, the Bank Board
is obviously mindful of the fact that the holding of reserves
against S&L NOW accounts at Federal Reserve Banks in and of itself
creates an important precedent with respect to possible future
financial institution structural reform. Does the Congress envision
that with the authorization of other powers for S&Ls, additional
savings accounts should be subject to the reserve requirements held
at the FRB?

In the Board's view, the granting of a new power

to S&Ls does not in and of itself give S&Ls competitive parity with
commercial banks sufficient to justify making conditions of
operation uniform.

S. 1664 takes the granting of a new power,

in this instance NOW accounts, and turns it into a full blown
internal restraint-- reserves at the FRB.
It is important that we are clearly understood on this
point.

While we have supported a reserve requirement on S&L

NOW balances and a reserve requirement which is uniform, we have
done so advisedly, premised on the assumption of reserve holdings
in the FHLBank System.
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Implicit in our argument is the belief that the location
of reserves imposed on S&Ls in the Federal Home Loan Banks would
not create a significant deterrent to the effectiveness of monetary
policy relative to the benefits -- largely a safety valve -which would be conferred upon housing. In fact, one can argue
that locating S&L NOW account reserves at the FHLBS might even
aid in the implementation of monetary policy by shielding the
vigorous use of such policy from the argument that it has an
excessive destabilizing impact upon the flow of housing credit.
We of course recognize that, at this point, we begin
to skirt the judgmental issue as to the requirements necessary
for an effective Federal Reserve monetary policy. The FRB itself
is aware of the fact that monetary policy can have, and often
has had, an excessive impact on housing. We believe, therefore,
that it is quite appropriate to argue that locating such reserves
at Federal Home Loan Banks would provide more leeway to the Federal
Reserve in pursuing monetary policy. While we do not wish to
develop the various technical issues implicit in this argument,
we do, nonetheless, believe that the possible adverse consequences
to housing of locating reserves imposed on S&Ls at Federal Reserve
Banks outweighs whatever benefits to monetary policy would accrue
to holding reserves at the FRB.
Clearing of NOW Accounts
As a final point pertaining to Title II of this bill, the
Bank Board recommends that clearing of NOW accounts by S&Ls

A
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be available through the Federal dome Loan Banks as well as through
commercial banks.

The Federal Home Loan Banks would, in turn,

establish clearing accounts at Federal Reserve Banks.

We believe

that this type of clearing process would provide a greater degree
of equity for S&Ls and would provide a role for the Bank System
in clearing that would fit in with the general package of services
that it presently offers S&Ls. NOW account clearing would also
maintain the presence of the Bank System as the regulator of S&Ls.
Title III
This section of the Bill would extend interest rate ceilings
on regular savings and time accounts of thrift institutions through
December 15, 1979.

The Bank Board supports such an eKtension of

rate ceilings since they still remain essential for housing credit
markets, and the new NOW account powers of S&Ls would still leave
S&Ls far short of being on a competitive par with commercial banks.
In taking this position of support for Title III, we do so with
the understanding that it is merely a simple extension of existing
Regulation Q, and that the two year extension is not regarded as
a final resolution of the rate ceiling issue.

We further under-

stand that Title III does not forclose further extension if needed.
This concludes our testimony on S. 1664.

We would be

pleased to respond to any questions you may have.
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Mr. Chairman, I welcome this opportunity to testify with respect
to six bills dealing with financial institution reform -- S. 1664, S. 1665,
S. 1666, S. 1667, S. 1668 and S. 1669.
Because of the magnitude and complexity of the legislation before
us, we have attempted to deal with those points which are of major
significance, those which directly affect the FDIC, and those in which the
FDIC has special expertise. I should emphasize that we at the FDIC
stand ready to assist you and your staff in whatever fashion you deem
appropriate as you wrestle with the difficult issues raised by the legislation
before you.

Moreover, we would hope from time to time to provide you

with further comments as our analysis proceeds.
Before turning to the specific legislation, I should like to touch
briefly on the matter of financial institution reform generally because my
specific comments do flow directly from certain basic principles.

As you

know, I supported the recommendations of the Hunt Commission and the
goals embodied in the Financial Institutions Act. I was heartened when the
Financial Institutions Act of 1975 was passed by the Senate and disappointed
at its subsequent demise in the House. It continues to be my view that more
direct competition among financial intermediaries and greater reliance on
the direct operation of a free market, rather than on a system of controls and
restrictions, is a more efficient and effective way to allocate deposit funds.
Moreover, I believe that the Hunt Commission was essentially correct in its
strong recommendations that financial restructuring should not be accomplished piecemeal but rather in the context of a comprehensive legislative
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package designed to provide as equitably as possible for transition to the
new structure.
Nevertheless, events have shown that supporters of comprehensive
financial reform were perhaps a bit naive. It is indeed time, as you
suggest, Mr. Chairman, "to engage in the art of the possible; to promote
those measures which are in the public interest and which are capable of
being enacted." Accordingly, it seems to me that we should work to identify
sub-packages within the framework of financial institution reform which
constitute constructive and progressive steps and which are politically
viable.

The legislation before us represents an attempt to do just that.
At the outset, I would like to interject one note of caution. Since

the recommendations of the Hunt Commission in 1971, developments in
the marketplace and at the state level have taken us far along toward the
goals that the Hunt Commission envisioned. Competition among financial
institutions has increased and innovative strategies such as the use of
the telephone and electronic transfers and money market funds have undercut
the effectiveness of rate ceilings and restrictions, leading to an increasing
reliance on the pricing mechanism. In this light, it seems to me that we
must take special care that, in balancing all the affected interests, we do
not create a regulatory framework which is apparently progressive but which
in the long run serves to impede innovation and stifle competition. Restrictions
and regulatory mechanisms intended to be temporary often become permanent.
This tendency ought to be carefully guarded against in the context of our
frustration with the failure of financial reform in the past.
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Rather than attempting to deal with all of the issues before us today,
I shall focus on five issues:(1) the extension of NOW and share draft account
authority provided in S. 1664 and S. 1668; (Z) the provisions of S. 1664
and S. 1668
dealing with the problem of attrition of membership from the Federal
Reserve
System and the relationship of nonmember institutions to the Federal
Reserve
System; (3) the extension of the agencies' authority to set interest rates dealt
with in S. 1664, S. 1666 and S. 1668; (4) the provision of a Federal chartering
option for mutual savings banks in S. 1665 and S. 1666; and (5) the
extensions
of Federal deposit insurance coverage provided in S. 1666.
L

NOW and Share Draft Account Authority

For my own part, I have long supported elimination of the prohibition
of interest payments on all transactions balances. Economists have
demonstrated that there is no merit to the contention that competition for
demand deposits through the payment of interest led to bank failures during
the Depression as some contend. Economists have demonstrated, at least
to my satisfaction, that competition for deposits through the pricing mechanism
would result in a more efficient allocation of resources than competition
through indirect means involving the implicit payment of interest by building
more branches, keeping open longer hours, providing free checking services,
offering premiums and free traveler's checks, as well as a variety of other
services. Such competition would also be likely to result in substantial
benefits for both financial institutions and bank customers.

100
The benefits are several. Free or below-actual-cost checking
encourages inefficient use of resources because depositors have no incentive
to economize on check writing, even though check clearance costs are
substantial.

Direct charges for checks would prompt depositors to write

fewer checks and these fees should cover a substantial cost of clearing
checks. Explicit pricing of bank services so that each service produces a
profit on its own will enhance a financial institution's capability of paying
a competitive interest rate on deposit balances without impairing earnings.
Such explicit pricing for checking services will also conserve bank
resources by reducing the volume of checks, and payment of competitive
interest rates will lower some operating costs by reducing the need to
transfer funds between transactions accounts and other interest bearing
accounts.

This will benefit customers because they will need to spend less

time and effort in managing deposit balances, particularly when interest
rates are high. Finally, existing inequities, whereby some depositors
subsidize the expense of servicing others' accounts, will be eliminated.
For these reasons, the extension of NOW accounts nationwide represents
a logical, wholly desirable step in the direction of increasing the overall
efficiency of the banking system.
The growth and success of NOW accounts in New England reflects
consumer acceptance of the service. NOW accounts were authorized for all
depository institutions in Massachusetts and New Hampshire on January 1,
1974 and in Connecticut, Maine, Rhode Island and Vermont on February 28,
1976. After three years, 1.2 million NOW accounts totaling over $1.6 billion
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have been opened in Massachusetts and New Hampshire
and 77 percent of the
depository institutions were offering these accounts. NOW
account balances
amounted to 5.5 percent of total commercial bank deposits
and 2.8 percent
of mutual savings bank deposits at the end of 194 In the other
four New
England states, 52 percent of the authorized institutions had
123,000 NOW
accounts totaling $402 million at the end of 1976.
Moreover, the experience of institutions in New England
indicates
that thrifts and commercial banks alike can compete in a wholly
safe and
sound fashion. At present, we know of no bank that is on the FDIC
problem
bank list as a direct result of NOW accounts. Some banks offering NOW
accounts have suffered an earnings decline, although it is not clear
that
NOW accounts are the cause. In the opinion of FDIC examiners, problems
caused by NOW accounts are unlikely to be much greater than those
encountered when "free" checking accounts and consumer certificate
s of
deposit were offered.

Well managed banks should experience no significant

adverse effects if NOW accounts are authorized, although marginal
banks
may experience somewhat greater adverse effects in absorbing costs
and
employing funds profitably, as is the case with any new promotional offering.
Thus, in those states where NOW accounts were authorized without a transition
period and where most institutions pay the commercial bank passbook savings
ceiling of 5 percent, no institution has failed and none has been judged to
be
in an unsafe and unsound condition because of NOW accounts. In short, our
examiners report that the ability of an institution to manage change and
maintain profitability depends predominantly on the caliber of its management.
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This conclusion, based on the experience and reports of our examination
force, is also supported by the tentative results of staff studies currently
underway at the FDIC.
For example, Massachusetts commercial banks' average return on
total assets before taxes and securities transactions declined 32 percent
from .94 percent in 1972, the year before mutual savings banks first
began offering NOW accounts, to .64 percent in 1976. Although this is a
substantial decline, there is reason to believe that NOW accounts may have
played only a small role, or none at all. For example, the spread between
interest earned and interest paid relative to total assets actually increased
from 3.06 percent in 1972 to 3.70 percent in 1976. This implies that the
return on assets actually would have increased over the period if the ratios of
non-interest revenues and expenses to total assets had remained the same.
Wages and salaries, occupancy expense, provision for loan losses and other
operating expenses relative to total assets all increased over the period.
In fact, if the provision for loan loss expense is added back to earnings
before taxes and securities transactions, the earnings rate actually increased
from 1.12 percent in 1972 to 1.27 percent in 1976. Comparable nationwide
figures were 1.11 percent in 1972 and 1.35 percent in 1976.

This casts

considerable doubt on the contention that NOWs have hurt commercial bank
earnings in Massachusetts.
Massachusetts insured mutual savings banks hold approximately
5 percent of total mutual savings bank assets.

Their return on assets before

taxes and securities transactions declined 22 percent from 1972 to 1976.
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However, the return on assets declined by the same percentage for all
mutuals over the same period. Most of mutual savings bank assets are
situated in New York where NOW accounts have not been authorized.
Some concern has been expressed that competition for nationwide
NOW accounts will impact earnings unfavorably during the first years after
its introduction.

Our staff analysis indicates that earnings of commercial

banks would not be seriously impaired after the implementation of S. 1664,
assuming that the Federal Reserve pays 2 percent on all required reserves,
the Federal Reserve requires reserves of 5 percent against NOW account
and share draft balances, and institutions pay 5 percent on NOW deposits
and share drafts. The impact on earnings will vary somewhat between
Federal Reserve member and nonmember banks and for banks of different
size.

We expect earnings declines to be lower for member banks than

for nonmembers. Under certain assumptions, some member banks will
increase their earnings primarily as a result of gains from reserve
requirement adjustments and interest paid on required reserves.
Even under the most extreme assumptions of a 5 percent interest
rate on NOW accounts, no change in service charges, and a 35-50 percent
conversion of household demand deposits to NOW accounts, we estimate
that the average member bank would experience only a 5-10 percent decline
in total earnings over the first few years. Given the more likely scenario
of a 5 percent interest rate on NOW accounts and an increase in service
charges equal to 2.5 percent on average balances, earnings are estimated
to decline by less than 5 percent on the average.

4
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Because state reserve requirements are generally lower than Federal
Reserve member bank reserve requirements, nonmember banks will not
benefit from reserve requirement adjustments or interest paid on reserves.
Again, under the most extreme assumptions mentioned above, earnings of
the average nonmember bank would be reduced by 15 to 20 percent.

However,

I expect that banks have learned from the NOW account experience in New
England and will move toward more rational pricing of NOW account services.
If this occurs, the earnings decline for the average nonmember bank will be
less than 10 percent.
The movement to nationwide NOW accounts may result in higher
earnings for thrift institutions and credit unions. Assuming that these
institutions acquire 25 percent of the household demand deposits of commercial
banks that are converted to NOW accounts, and under the extreme assumptions
of a 5 percent interest rate on NOW accounts and no service charge increases,
our estimates indicate that these institutions, on the average, would suffer
earnings declines of only 5 percent. But, with service charge increases
equal to 2.5 percent of average balances, thrifts and credit unions stand to
improve their earnings from 15-20 percent.
Another staff study has developed estimates of the costs of servicing
individual NOW accounts having various characteristics and has assessed
the impact of alternative interest rate and service charge policies on NOW
account profitability. The analysis is based

on

the Federal Reserve's 1974

and 1975 Functional Cost Data Base, and the known characteristics of NOW
accounts in Massachusetts and New Hampshire for December 1976. It costs
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about 2.0 percent of average balances to service a commercial bank NOW
account and 2.7 percent of average balances to service a mutual savings bank
NOW account.

The difference in rates is due primarily to an average account

balance of $2,000 in commercial banks versus $800 in mutual savings banks.
The larger average account balances in commercial banks apparently result
from the combining of savings and checking accounts, while mutual savings
bank NOW accounts are essentially similar to personal checking accounts
in commercial banks.

The study concludes that if personal checking and

regular savings accounts are combined, commercial banks charging
10 cents for each draft can afford to pay 4.0 percent interest without hurting
existing profit levels. Banks charging 20 cents per draft can afford to pay
about 4,75 percent. Furthermore, if customers wrote as many drafts on
their NOW accounts as are written on average on personal checking accounts,
banks could easily pay 5 percent interest without reducing profits.

Finally,

the study concludes that a 5 percent interest rate should induce a more
rational pricing of NOW account services than any lower rate. Lower rates
are likely to reduce average NOW account balances, make it less likely
that checking and savings balances will be combined, and retard rational
pricing decisions.
Based on the considerations I have outlined and the fact that the move
to NOW accounts poses no significant threat to safety and soundness, I support
wholeheartedly the Administration's proposal to expand NOW account authority
nationwide. I do, however, have certain reservations and questions regarding
specific provisions of Title I of S. 1664 and will attempt to outline what I
believe to be more desirable alternatives for your consideration.
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The Ceiling Setting Mechanism
Section 104(a) of S. 1664 provides for the setting of an interest rate
ceiling on NOW accounts and share draft accounts during a transition period
and is presumably aimed at providing banks with time to adjust to the payment
of interest on NOW and share draft accounts. The initial ceiling on these
accounts would be set by a committee composed of the Chairman of the
Federal Reserve Board, the Chairman of the Federal Deposit Insurance
Corporation, the Chairman of the Federal Home Loan Bank Board, the
Administrator of the National Credit Union Administration or their designees.
In the event that the agencies are unable to reach a majority decision on
the rate ceiling within six months after the enactment of the legislation,
the initial rate would be determined by the Federal Reserve Board with
changes effected only by majority vote of the four agencies. The bill provides
further that rate setting authority shall expire three years after the effective
date of the act.

Then for a period of three years after that expiration

date, the agencies would have standby authority to impose a ceiling if a
majority of the agencies determines that a continuation or reimposition
of the limitations is appropriate.

After six years, the authority would expire

altogether.
I have several problems with Section 104(a).

As the bill stands, it

would become effective one year after enactment. At that time, the threeyear authority would come into play.

With the further standby authority for

three more years, financial institutions could have up to seven years to adjust.
It should be recalled that the institutions in New England had no such transition
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period, and as I have indicated, in New England, which was especially
hard hit by the recession and by general economic decline in the region,
no bank has been accorded problem status directly or indirectly as a result
of excesses in dealing with NOW accounts. Certainly no bank failure can
be attributed to NOW accounts in New England. There is little reason to
believe that bankers elsewhere would act less prudently. Indeed, with the
lessons of the New England experience well known, there is every reason
to believe that the adjustments would be made more smoothly. Thus, we
at the FDIC do not believe that safety and soundness considerations weigh
heavily in support of any transition period.
Given the experience of our examination staff and the tentative
conclusions suggested by available data, I cannot recommend that Congress
provide a transition period to cushion the impact of offering NOW accounts.
Certainly, seven years' authority, even partly on a standby basis, would
be unfair to consumers and potentially counterproductive for banks.
However, if Congress should decide that an adjustment period is
necessary, then a schedule of rates moving quickly to the commercial bank
passbook savings ceiling rate should be set forth in the legislation. I believe that
only in the context of certainty will most institutions make the management and
policy adjustments necessary in a world of explicit pricing.
Finally, assuming that Congress chooses to give the agencies
discretionary authority rather than fixing by statute the ceiling rate to be paid
during a transition period or eliminating a transition period altogether,
Section 104(a) is far from optimal. It would be preferable to rely instead
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on the existing mechanism under which interest rate ceilings are currently
established -- modified appropriately to include the National Credit Union
Administration. Certainly there is no logical reason why the Federal Reserve
System should be given primacy for setting the rates on NOW accounts,
particularly when the ostensible concern in setting such rates is not monetary
policy, but the safety and soundness of banks during the transition period.
I believe that there is great danger in charging one agency which regulates
1,023 State member commercial banks with primacy in a rate setting
mechanism which affects 35,276 depository institutions varying greatly in
size and powers.
It follows, of course, from this that I find the ceiling setting provisions
of S. 1667 more objectionable because that proposal would consolidate all
interest rate ceiling setting authority in the Federal Reserve Board. No
agency with jurisdiction over only certain depository institutions should have
rate ceiling setting authority over all such institutions. This point has been
brought home to me dramatically at the FDIC as a result of our supervisory
responsibilities vis-a-vis mutual savings banks. Because of these duties,
we, as an agency, are well acquainted with their problems and goals and
with the perspective of thrift institutions, as well as commercial banks,
which in my judgment results in a more balanced view. 14111111111111.4iiiilisivo
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The Grandfathering Provision
A separate set of concerns arises as a result of Section 104(b), which
provides, as I read it, not for the grandfathering of institutions currently
authorized to offer interest-bearing third party payment accounts, but rather
only for grandfathering individual deposit and share draft accounts which at
the time of enactment of the legislation paid a rate of interest higher than
the initial ceiling.
This provision reflects a recognition that it would be inequitable and
unfair to roll back the rates of interest now paid to consumers on transactions
in New England and to a far lesser extent around the country. Because any
grandfather provision is to a certain degree inequitable, the problem in
drafting such a provision involves devising one which minimizes inequity as
well as the cost of enforcement and compliance. Addressing this problem,
I assume that the drafters considered at least two other alternatives to the
scheme devised. First of all, instead of focusing upon individual accounts,
the legislation might have grandfathered those institutions which, at the date
of enactment or some other date, were actually offering interest rates higher
than the initial ceiling.

Alternatively, the legislation might have grand-

fathered those classes of institutions which at the date of enactment or some
other date had already been authorized to offer an account at a rate higher
than the initial ceiling.
Among the three possible choices, my strong preference would be for
the last. In my judgment, the choice set forth in S. 1 664 is the least desirable,
both because it is the most inequitable and because it involves the establishment
of yet another costly and burdensome regulatory apparatus.
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Although the FDIC staff has not yet determined precisely what would
be entailed, it is clear that the problems associated with enforcement of such
a provision would be substantial.

An effective enforcement effort would at

least require additional bank examination procedures, the imposition
of recordkeeping requirements and the application of formal enforcement
machinery where necessary. Paralleling regulatory costs are the costs which
must be borne by institutions in establishing procedures to assure compliance.
These costs would, of course, fall most heavily on smaller institutions. It is
ironic, indeed, that a ceiling-setting apparatus aimed at minimizing bank costs
might well generate significant additional costs.
And, while any grandiathering involves certain inequities, it strikes me
that the proposal contained in S. 1 664 is especially unfair. Such a provision
would tend to penalize the cautious institution which had not rushed aggressively
into the NOW account experiment and the unsophisticated depositor who may
not have fully understood his or her options.
Most of these objections to Section 104(b) as drafted would be met by
a provision which would simply allow those classes of institutions that are
currently authorized to offer accounts at a rate higher than the initial ceiling
set by the agencies under this law to offer such accounts at rates up to the
commercial bank ceiling rate for passbook savings during the transition
period.

This would be simple and far less costly from an enforcement and

compliance point of view; would involve no inequity within a given market area;
and would involve the least amount of rollback of services currently offered
consumers.
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It should be noted, of course, that the problems associated with
grandfathering would not exist if the transition period were simply
eliminated.

As I indicated earlier, the facts and analysis which I have seen

do not warrant either the costs or inequities associated with grandfathering.
The Definition of NOW Accounts and Enforcement Mechanism
Section 101(c) of S. 1664 defines the term "negotiable order of
withdrawal account" as:
...a deposit or account (1) on which payment of interest
or dividends may be made, (2) with respect to which the
depository institution may require the depositor or account
holder to give notice of an intended withdrawal not less than
thirty days before the withdrawal is made, and (3) on which
the depositor or account holder is allowed to make withdrawals
by negotiable or transferable instrument or other similar item
for the purpose of making payments to third persons or others.
Such deposit or account shall consist solely of funds in which the
entire beneficial interest is held by one or more individuals.
In his letter to the President of the Senate, Secretary Blumenthal stated that
"A NOW account or share draft account is an interest earning account on
which checks may be drawn." By so restricting the definition to accounts on
which checks or other similar instruments may be drawn, the bill avoids the
coverage of accounts which are accessed solely by telephonic or electronic
means.

This approach is altogether preferable to one which would auto-

matically subject those facilities to the regulatory and definitional constraints
of the Act.
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Section 103 of S. 1664 provides:
In order to prevent evasions of the interest rate limitations and
reserve requirements imposed by this Act, after consultation,
the Board of Governors of the Federal Reserve System, the
Board of Directors of the Federal Deposit Insurance Corporation,
the Federal Home Loan Bank Board and the Administrator of the
National Credit Union Administration are further authorized to
determine by similar regulation or order that an account or
deposit on which the payment of interest or dividends may be made
is a negotiable order of withdrawal account or share draft account
where such account or deposit may be used to provide funds directly
or indirectly for the purpose of making payments or transfers to
third persons or others.
This provision provides each of the banking agencies with the authority
to determine by similar regulation or order that an account or deposit used to
provide funds is a NOW account where the effect of such an account is to
evade the thrust of the Act.

This is an appropriate specification of regulatory

authority and one which is appropriately dealt with by each of the agencies
vis-a-vis the institutions which they regulate.

Taken with the definition of

NOW account in Section 101(c), this provision provides the means of
eliminating evasions of the thrust of the Act without establishing a structure
which would roll back existing facilities or stifle future innovations involving
telephonic or electronic procedures.
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U. Interest on Reserve Balances and the Relationship of
Nonmember Institutions to the Federal Reserve System
Title II of S. 1664 includes two very important provisions pertaining
to reserve balances with the Federal Reserve System. It would require that
nonmember institutions maintain reserve balances on NOW accounts equal to
those applicable to member bank NOW accounts, with provision for such
requirements for nonmembers to be phased in over a four-year period.
Title II would also permit the Federal Reserve to pay interest on required
reserve balances maintained within the System.

These provisions would have

important implications for the competitive position of member versus
nonmember institutions and for the structure of the banking system.

These

issues are quite complex and are not necessarily related to permitting
interest-bearing NOW accounts on a national basis. It therefore seems
preferable to me that these issues be separated from S. 1664 and subjected
to more thorough study.
For the most part, the proposal for payment of interest on required
reserve balances grows out of the Federal Reserve's concern with declining
membership.

There has been a slow but steady erosion of Federal Reserve

membership as nonmember banks leave the System.

Member banks held

83 percent of total domestic commercial bank deposits in the U.S. in 1965,
and that has dropped to 74 percent at the present time.

The Federal Reserve's

concern about this decline focuses on its ability to conduct monetary policy.
While the erosion of Federal Reserve membership does have an impact on the
role of the Federal Reserve as a supervisor of banks, in the view of most
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independent observers, this decline in membership does not have a significant
impact on monetary policy.
The Federal Reserve has stressed that the precision with which
monetary policy can be carried out is adversely affected by the growing
percentage of bank deposits accounted for by nonmember banks. The same line
of reasoning appears to underlie the proposal to extend reserve requirements
to the NOW accounts of nonmember institutions.
Of course, estimating the impact on the monetary aggregates of a
particular change in reserves becomes more difficult when different banks are
subject to different reserve requirements. But this problem would exist even
if all banks were member banks. Under the Federal Reserve's reserve
structure, time deposits are subject to different requirements than demand,
and different classes of member banks are subject to varying reserve
requirements. Hence, a shift of funds among member banks has precisely
the same effect of blurring the precision of monetary policy that disturbs
the Federal Reserve when nonmember banks are involved.
There have been several studies of the monetary control issue by
economists outside the Federal Reserve. All of those that I am familiar
with have concluded that increased Federal Reserve membership is not
important to the effectiveness of monetary policy, at least with member banks
comprising the proportion of the money supply that they do now.
There have been two major empirical studies which attempted to
ascertain the impact of nonmember banks on the implementation of monetary
policy.

The first was conducted by Clark Warburton for the Commission on
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Money and Credit.

Warburton concluded that nonmember banks are affected

by Federal Reserve monetary policy actions in approximately the same way
that member banks are. Another investigation was reported recently by
Dennis Starleaf of Iowa State University. In Starleaf's study, the actual M1
money multiplier for the period 1962-1972 was compared with a money
multiplier series simulated under the assumption that all banks were subject
to Federal Reserve reserve requirements.

That is, the simulation

indicated that had nonmember banks been subject to such reserve requirements, the money stock would have experienced even greater variations.
Starleaf thus rejected the argument that uniform Federal Reserve reserve
requirements are necessary for the implementation of monetary policy.
There have also been a number of articles that attempted to analyze
the logical arguments and the empirical data that exist on this issue.

The

Hunt Commission concluded that "reserve requirements are unnecessary for
open market operations to control the monetary base effectively."
Carter Golembe, after discussing the difficulties in conducting monetary
policy with precision, concluded that,
... so many factors contribute to the lack of precision and
certainty that simply changing the proportion of deposits
subject to Federal Reserve requirements from almost
80 percent to nearly 100 percent would be of relatively minor
importance.
In a 1974 study, Professors Ross Robertson and Almarin Phillips investigated
the argument that nonmember banks behave in a manner different from member
banks, and that such behavior thwarts implementation of Federal Reserve
monetary policy.

They concluded that these arguments have no validity:
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This contention deluded those who are innocent of money
matters and even a few who should know better. As has
been observed, open market operations are for all
practical purposes the instrument of monetary control.
Like the rain from heaven that falls on us all, regardless
of our merits, open market operations affect member and
nonmember banks alike. There is not one shred of evidence
to the contrary.
A study conducted by Gary Gilbert and Manferd Peterson found results similar
to Robertson and Phillips.

They concluded that,

...the behavior of nonmember banks under varying degrees
of monetary ease or restraint is relatively similar to that
of country member banks. To the extent that systematic
behavior of the demand deposits components is important
for the effective control of the money supply, there is no
indication from available evidence that the nonmember
banking segment has hampered monetary policy.
Several of these studies have stressed the caveat that while the Federal
Reserve can control the monetary aggregate without member banks or without
reserve requirements, it does need good information on the reserves and
deposits of all banks. S. 1664 covers that point by requiring that all banks
offering NOW accounts submit reports on deposit liabilities requested by the
Federal Reserve.

We support this proposal and believe that the Federal

Reserve should be authorized to obtain all of the information it needs to
conduct monetary policy.
Several years ago, the Federal Reserve became concerned about the
adequacy of its data on the money supply, and established a committee,
chaired by Professor George L. Bach of Stanford University, to recommend
changes in money supply statistics.

One of the major recommendations of the

Bach Committee was that better and more frequent data on nonmember bank

..
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deposits was desirable. Following that report, the FDIC instituted a weekly
survey of a sample of nonmember banks in order to provide the Federal
Reserve with better information on the money supply.

This collection was

initiated with the spring 1976 Call Report
A second step, also recommended by the Advisory Committee on
Monetary Statistics, is scheduled to go into effect in the first week of July
this year. A sample of 580 nonmember banks will be asked to report deposit
and cash items on a regular weekly basis, the same items as all nonmember
banks do four times a year.

The Federal Reserve has indicated that they expect

that the use of the data from the two projects mentioned will enable them to
achieve significant improvements in their estimates for the nonmember bank
component of the nation's money supply.
Concern with the effectiveness of monetary policy is not the only
argument that has been advanced in support of mandatory Federal Reserve
membership and the imposition of Federal Reserve reserve requirements.
The issue of equity is an important one

The equity arguments in support of

a uniform reserve requirement structure focus on the issue of competitive
advantage. As stated earlier, nonrnember banks are subject to diverse state
reserve requirements. All states permit banks to count vault cash and
correspondent balances as reserves. Approximately 20 states allow banks to
hold some part of reserves in earning assets. On the other hand, Federal
Reserve member banks must hold reserves in the form of vault cash or noninterest earning deposits at a Federal Reserve bank. Insofar as correspondent
balances and earning assets do not qualify as reserves for member institutions,
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nonmember banks (at least in those states counting some earning assets as
reserves) have a competitive advantage over member banks in that they have
an opportunity to invest a larger proportion of their funds in earning assets.
Many view this as an inequitable situation.

Others point out that

since membership in the Federal Reserve is voluntary, and since all banks
that are members of the Federal Reserve have made their judgment as to
whether membership is worthwhile or not, there cannot be any serious
issue of equity involved. In a major study for the Conference of State Bank
Supervisors, Dr. Lawrence Kreider found that most state banks that are
members of the Federal Reserve are receiving benefits in the form of
correspondent business that makes Federal Reserve membership attractive
to them.

To the extent that equity is a problem and member banks are being

treated unfairly, I believe that the payment of interest on reserve balances,
if handled properly, would resolve the problem. A lowering of member bank
reserve requirements could also be used to achieve the same end.
In summary, I believe that the reserve provisions of the proposed
legislation could have significant implications for the banking system that
need to be examined carefully. I do not oppose the payment of interest on
reserves by the Federal Reserve although I would prefer to see Congress
deal with that issue separately from NOW accounts. I do oppose that provision
of Title U that imposes reserve requirements on NOW accounts of nonmember
institutions.

The extension of such requirements for monetary control

purposes, as I have indicated earlier, is not supported by the weight of
available evidence.

The thrust of the evidence to date suggests that the
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monetary problem is one of adequate data and proper estimation procedures
rather than reserve requirement jurisdiction. And, even if the case could be
sustained for the proposition that uniform reserve requirements are necessary
for the effective conduct of monetary policy, certainly the requirement of
uniform reserves on NOW accounts would not achieve the desired effect.

The

subject of the relationship of nonmember institutions with the Federal Reserve
is one on which I have an open mind but one which I believe should be dealt
with carefully and with reasoned study.
III.

Extension of Regulation Q Authority

Title III of S. 1664 would extend to December 15, 1979, the flexible
authority to impose interest rate ceilings on deposits. In his letter
forwarding this bill to the President of the Senate, Secretary Blumenthal
stated that, "this would allow the Administration sufficient time to study the
impact of (1) Regulation Q on financial intermediaries, consumers, and the
mortgage market, and (2) the elimination of unnecessary Federal regulatory
constraints." Although I do not object to a two-year extension of Regulation Q
authority in order for the Administration to develop its position on this matter,
I would prefer that the Congress face up to the issues raised by Regulation Q
and the rate differential this session and devise a strategy for phasing out
this inefficient and inequitable form of credit allocation now.
Notwithstanding the linkage of interest rate ceilings and housing goals,
the ceilings are an inefficient means of assisting housing and assuring the
stability of thrift institutions.

Regulation Q simply does not work well as a

device for allocating funds to housing.

Although it may protect thrift
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institutions from commercial bank competition to a certain extent, it does not
protect them from competition from the unregulated money market. In times
of high interest rates, such as was the case in 1966, 1969-70, and 1973-74,
many depositors forsake depository institutions and invest their funds directly
in market instruments.

As a result of this disinterrnediation, the mortgage

market dries up and thrift institutions suffer earnings and liquidity pressures.
Moreover, even if the ceilings were effective in assuring a stable flow
of funds to the housing market, they would still be highly objectionable
because they constitute a regressive and inequitable tax on small savers.
With respect to this matter, I have been puzzled by the relative silence in the
past of consumer spokesmen, but I am heartened by recent statements by
consumer representatives favoring the abolition of Regulation Q. The
inability of the small and unsophisticated saver to obtain market rates of
interest on his passbook savings, while sophisticated larger investors are
able to achieve market rates, should be a major consumer issue.
In short, because I believe that interest rate ceilings are an ineffective
and sometimes disruptive form of credit allocation and because I believe that
they impose significant inequities on small savers, it is my judgment that the
proper focus of our attention should be upon how and when, and not whether, to
phase out interest rate ceilings. For this reason, I favor designation of a
specific date for their demise. I believe that only in the context of such
certainty will bankers and regulators begin to plan seriously.
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While working toward the phasing out of this particular restriction
which serves to protect the less efficient institution, action should also be
taken to eliminate other restrictions which place unnecessary and burdensome
costs on depository institutions -- costs which inevitably work to the detriment
of the consumer as well as the banker. One particularly noteworthy set of
restrictions which parallels the Regulation Q ceilings on the other side of the
balance sheet is usury laws imposed in some states.

As I indicated earlier,

our examination force has informed us that the NOW account experiment in
New England has had no significant effect on the safety and soundness of banks
there.

This is not the case with respect to usury laws in various states.

For example, in Tennessee, usury laws have imposed a profound restraint
on banks and, in the minds of many, constituted one reason why Hamilton
Bancshares, Inc., chose to use Hamilton Mortgage Co. as a vehicle to
generate increased revenues, a decision which subsequently led to the failure
of Hamilton National Bank of Chattanooga.
I am not so unrealistic as to believe that the movement toward market
pricing of deposits can be accomplished overnight, even though the time is
probably ripe to phase out the ceilings. However, I do believe that it is
important that we work toward the establishment of meaningful phase-out of
these controls in a context that safeguards financial institutions.

This cannot

be accomplished without the constructive and forthright political leadership
of the Congress and others aimed at eliminating artificial constraints of this
type and developing alternative strategies to assure an adequate flow of funds
to housing.

The result will redound to the benefit of the consumer and

financial institutions alike.
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IV. Federal Chartering Option for Mutual Savings Banks
Title I of S. 1665 and Title VII of S. 1666 would provide a federal
chartering option for mutual savings banks. I strongly favor immediate
adoption of legislation which would provide a federal chartering option for
mutual savings banks.
Mutual savings banks have moved a long way down the road in the
evolution toward being "full service family banking institutions." In some
states, mostly in New England, this evolution is virtually complete. In
other states, however, there are important gaps in savings bank powers
and restrictions on their operations. In New York, for example, savings
bank lending powers are restricted and there are important limitations with
respect to demand deposits. It is true that some state laws are unduly
restrictive with respect to commercial banks as well, but the choice provided
by the dual banking system means that innovations which genuinely satisfy
customer needs will be adopted over time.
It is clear that regulatory decisions in the early sixties which gave
national banks powers already possessed by some state banks helped banking
meet the challenges of a changing economy. Similarly, state legislatures and
state regulators have taken the lead in pursuing alternative strategies of
dealing with financial reform and electronic funds transfer systems. As a
result, the states often serve as laboratories where innovation can provide
insights as to the best approach to take at the federal level.

In my judgment,

mutual savings banks and their customers should not be denied the considerable
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benefit of this unique and positive feature of American financial regulation.
While I do support the federal chartering option for mutual savings banks,
I would like to enumerate some suggestions for implementing this objective.
First, I do not favor restricting the federal chartering option
geographically, nor do I favor limiting this option to existing institutions.
It seems to me that mutual savings banks have been effective, viable
competitors in the 17 states where they exist and there is no reason to limit
their benefits to these states. Second, I think it appropriate to point out that
the FDIC has more than 40 years of experience in examining and supervising
the mutual savings bank industry -- experience which would be most useful
to a chartering authority. It seems to me that your Subcommittee should
not overlook our long experience in this area in determining who should be
the chartering authority for federal mutual savings banks. It seems highly
desirable to us that there be at least one federal financial institution
regulator which is concerned with both commercial banks and thrift
institutions in order to ensure a balanced regulatory perspective. I know, for
example, that this is most useful in our deliberations with respect to interest
rate ceilings.
The third point which I would raise arises out of Section 103 of S. 1665
and Section 701(d) of S. 1666 which provide in essence that when a mutual
savings bank insured by the FDIC converts to or consolidates with a federal
savings bank insured by the FSLIC, the FDIC would be required to transfer
to the FSLIC that bank's accumulated insurance assessment, less the bank's
pro rata share of FDIC operating expenses and insurance losses.

This approach
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seems to assume that an insured bank, by paying deposit insurance
asessments, builds up some sort of entitlement to a pro rata share of the
Federal deposit insurance fund which it can take with it to the new insuring
entity (FSLIC). It should be noted that if the converting bank failed prior to
its conversion, assessments against other FDIC-insured banks would have had
to make up any loss to the Federal deposit insurance fund.

Accordingly, the

fund should not be required to rebate any part of previous assessments, which
should be regarded as payments for the benefits of past insurance coverage
received by the converting bank.
Deposit insurance has been viewed as more in the nature of casualty
or term life insurance rather than whole life insurance in that a bank's
deposit insurance assessment pays for current coverage and should not be
refunded upon cessation of insured status.

This is supported by the case law

which indicates that an insured bank builds up no "cash value" in paying its
insurance assessments.
In addition, our staff has expressed serious reservations about the
workability of the formula detailed in these two bills. Indeed, the staff
believes that it would be virtually impossible to accomplish a transfer
consistent with the provisions of the bills as drafted. I have requested the
staff to prepare a detailed analysis of this matter and will be happy to
provide the Subcommittee with the results of that analysis.
I reiterate, however, my support of a federal chartering option
for mutual savings banks and urge that these technical and policy problems
be resolved expeditiously and not serve as a reason for delay in adopting
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this long overdue measure.
V. Extension of Deposit Insurance
Title III of S. 1666 pertains to insurance of deposits. Section 301
requires the Federal Deposit Insuance Corporation, the Federal Savings and
Loan Insurance Corporation, and the National Credit Union Administration
to insure public deposits for the full amount thereof. Section 302 removes
the dollar restriction on insurance of accounts for retirement savings placed
in Individual Retirement Accounts and Keogh plans and provides for full
deposit insurance for such accounts at federally insured savings and loan
associations.
The proposal to fully insure public deposits is timely in light of the
study, "The Impact of Increased Insurance on Public Deposits," submitted
by the Advisory Commission on Intergovernmental Relations to the Committee
on Banking, Housing and Urban Affairs of the United States Senate. In that
study the Advisory Commission recommended that "the appropriate Federal
agency insure the full amount of public deposits in commercial banks, savings
and loan associations, mutual savings banks and credit unions." It also
recommended that federally insured deposits not be subject to any pledging
requirements and that the total amount of public deposits in a single financial
institution should be limited to a reasonable percentage of total deposits
and/or total capital.
In 1974, the FDIC interposed no objection to the principle of full deposit
insurance for public funds. 1-1( wever, it has been the Corporation's view, as
stated by former Chairman Frank Wille in his testimony before your Subcommittee
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on March 19, 1974, that full coverage of public deposits should be
accompanied by a provision which would require the FDIC, the Federal
Savings and Loan Insurance Corporation, and the National Credit Union
Administration to prescribe uniform restrictions with respect to the
aggregate amount of public funds that could be deposited in a bank, a
savings and loan association or credit union. This provision has also been
recommended by the Advisory Commission on Intergovernmental Relations.
Although present law authorizes the imposition of such limitations as to time
and savings deposits, there is no authority in present law or in S. 1666 to
apply such limitations to demand deposits and no requirement that any such
limitations be uniform as to all depositories. Absent such a provision, we
would oppose enactment of Section 301 in its present form.
Section 302 of S. 1666 as drafted is wholly inappropriate in that it
extends full deposit insurance to Individual Retirement Accounts and Keogh
accounts held only in savings and loan associations. Enactment of this
provision would give savings and loan associations an unwarranted and
substantial advantage in competing for these accounts. Although an
argument can be made for the proposition that these accounts serve as
a substitute for pension funds and should be accorded full protection rather
than forcing individuals concerned about the safety of their accounts to
establish more than one account, there is certainly no reason to limit full
coverage on these accounts to a specific type of financial institution.

We

would, therefore, oppose this provision vigorously.
In my judgment, these issues are of sufficient importance and
complexity to warrant separate consideration, and I would recommend that
hearings be held specifically on the subject of deposit insurance.
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STATEMENT OF
C. AUSTIN MONTGOMERY
ADMINISTRATOR, NATIONAL CREDIT UNION ADMINISTRATION

Mr. Chairman, members of the Subcommittee, I am
pleased to be here today to present the views of the National
Credit Union Administration on the following bills:
S.1664, a bill to provide improved consumer deposit services;
to promote cooperative balance among financial institutions;
and to enhance the effectiveness of the Federal Reserve
System -- S.1665, a bill to provide for the chartering
of savings banks, to increase the efficiency and flexibility
of credit unions, and for other purposes -- S.1666, a bill
to provide for the extension of the deposit interest rate
control law, increased ceiling of deposit insurance for
public unit accounts, Keogh trust accounts, individual
retirement custodial or trust accounts, modification of
Federal savings and loan investment authority and for
other purposes -- S.1667, a bill to amend the Home Owners
Loan Act of 1933 and the Federal Home Loan Bank Act -S.1668, a bill to provide for equitable regulation of
savings accounts used to make payments to third parties,
and for other purposes; and -- S.1669, a bill to amend
the Federal Home Loan Mortgage Corporation Act.
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S.1664
S.1664 is an Administration bill which provides for
nationwide NOW accounts, payment of interest on reserve
balances held at the Federal Reserve, and a two year extension
of Regulation Q.

I am convinced that nationwide NOW accounts

will be a great benefit to the American consumer.

My

observations of both the New England experiment and the
share draft program clearly show the tremendous consumer
acceptance of this type of financial service.
supportive of this aspect of the bill.

I am very

I will, however,

point out some of the problems that may occur in our share
draft program as a result of this legislation.
SHARE DRAFT AUTHORITY
As you know, Mr. Chairman, our Agency has been engaged
in the conduct and evaluation of share draft programs for
It has been a most successful and popular

about three years.
endeavor.

It continues to provide a great benefit to many

credit union members.

In March of this year, 5,129,825

drafts were cleared representinc7 a dollar volume of
$302,828,705.00.

In spite of a temporary setback on new

programs due to a legal challenge, I am sure the operational
programs will continue to grow.

We are convinced we have

the legal authority to permit Federal credit unions to
offer this service.

The final determination as to whether

2

129
credit unions will be permitted to expand or continue to
operate share draft programs is still subject to the. regulatory process.

The hearings were recently completed and

we are currently evaluating the testimony.
It is important to recognize the ongoing existence
of the share draft program when considering this bill.
It is misleading to conclude that S.1664 provides the
authority for share drafts in Federal credit unions.
credit unions already have this authority.

Federal

S.1664 does,

however, subject share drafts to the same restrictions
that will be applied to NOW accounts.

I will discuss these

restrictions shortly.
In his letter of transmittal on S.1664, the Secretary
of the Treasury comments on the share draft authority as
follows:

"Title I of the draft bill provides that, on a

nationwide basis, federally insured commercial banks,
mutual savings banks, savings and loan associations, and
credit unions may offer negotiable orders of withdrawal
(NOW) accounts.

It would also permit share draft accounts

(which are similar to NOW accounts) for credit unions.
The authority to offer such accounts would be effective
one year after enactment of this bill."

3
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In contrast to this, the section by section analysis
for Section 104(b) provides in part, "grandfathers the
rate being paid on the enactment date by depository institutions on NOW's and share drafts and permits continuation
of authority to offer these accounts to the same depositor
having accounts at the date of enactment."

Clearly, this

section of the bill recognizes the existing authority
of Federal credit unions to offer share drafts.

We recognize

that the purpose of this legislation is to control and
establish uniformity in the operational aspects of both
NOW and share draft accounts.
SHARE DRAFT MORATORIUM
By providing for a one year delay after enactment,
the bill effectively causes a one year moratorium on existing
share draft authority.

To be more specific, a credit union

currently offering share drafts to its members would be
prohibited for the period of one year from offering share
drafts to new members or to members who subsequently decided
to avail themselves of the service.

In essence, Section 104(b)

grandfathers the rate that certain credit unions may offer on
these accounts but rescinds the authority of Federal credit
unions to choose to offer share drafts for a period of one
year.

I propose that this situation can be remedied and

that the share draft authority continue uninterrupted.

4
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RATE CONTROLS
The legislation sets forth a procedure for establishing
the rate to be paid on NOW accounts and share drafts which
is different than the procedure used to set rates on other
accounts.

The legislation also establishes rate controls

on NOW accounts and share drafts for a period of three
years and extends rate controls on other accounts for
two years.
The concern of the National Credit Union Administration
in this matter is the threat of lumping together the rate
control procedures for NOW's and share drafts with those
for other credit union accounts.

As you know, Mr. Chairman,

the Federal Credit Union Act provides that the Administrator
may set the dividend ceiling that may be offered by Federal
credit unions.

This rate is currently 7% for share accounts

and 7 3/4% for share certificate accounts.

These rates

are changed from time to time by the Administrator after
consultation with the coordinating committee.

This bill

would seem to establish a more formal relationship for the
National Credit Union Administration regarding this committee
and I welcome this change.

The new relationship and the

temporary (three years) controls on share draft ceilings
should not be viewed as an interim step in unifying the
rate paid by all depository institutions on all accounts.

The

choice to offer dividends reflective of earnings combined with

5
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reasonable loan rates is part of the independent operation
of each credit union and in keeping with the cooperative
function of passing through the earnings to the shareholder.
Certainly this is one of the reasons credit unions continue
to be originated.

On most working days, the National

Credit Union Administration charters a new credit union.
In many cases, the charter is given to the employees of
a small or medium size business.

Some of the employees

volunteer to work in the credit union.

Often the employer

gives his employees some space in the plant or office.
By so cutting costs and by doing some of the work themselves, the members are able to offer a higher rate than
is obtainable elsewhere.

The ability to offer this higher

rate should be perpetuated.
With this caveat, I can support the concept that
temprorary controls be placed only on these new accounts
as they are phased in by the different types of institutions
in the interest of not seriously disturbing the viabi:iity
of institutions nor the relationships among them.
Our concerns that these controls might reach into
other accounts were heightened and confirmed when we
examined the proposals of the U.S. League (S.1666) and
the ABA (S.1668) where this, in fact, is proposed.

6
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RESERVES
S.1664 also proposes that reserves be held against
NOW accounts and share draft accounts.

I recongize the

need for the Federal Reserve to establish and control
reserves in the execution of its role as monetary policy
maker.

I would suggest, however, that consideration be

given to the fact that another bill being considered today,
S.1665, establishes a Central Liquidity Fund (CLF) within
the National Credit Union Administration.

I would propose

that any such reserves for credit unions be deposited
at the CLF under conditions similar to those in Section 202
of S.1665 for Federal Home Loan Banks.

I would also propose

that exemptions be considered for all small depository
institutions whose NOW account and/or share draft account
balance are minimal, whose transaction volume tend to be
low, and whose depositors use these accounts quite differently
than the traditional checking account.

Such exemptions

were proposed with regard to third party payment powers
in FIA 75/FRA 76.
The argument has been raised that holding reserves
at the Federal Reserve will help offset the cost of services
provided by the Fed such as clearing and settlement.

It is

difficult to compare the cost of holding reserves with
the real costs of the services until these costs have been
unbundled.

At such time, an equitable solution to this

problem can be determined.
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PAYMENT OF INTEREST ON RESERVES
Title II also permits the Federal Reserve to pay
interest on required reserve balances maintained at Federal
Reserve Banks.

The National Credit Union Administration

supports this provision while recognizirc; tYat it is the
member banks that will receive interest on reserves for
savings type accounts as well as those for third party
payment accounts.

This section states that the rates of

interest will, in part, depend on "benefits and costs of
membership in the Federal Reserve System."

I do not believe

the equitable distribution of payments of interest on
reserves can be determined until the costs of Federal
Reserve services are determined through unbundling.
would propose that, pending such determination, consideration be given to maintaining credit union reserves at the
Central Liquidity Fund and to authorize the Fund to pay
interest on these reserves.

Were the CLF permitted to

make advances on these reserves for such items as credit
union housing loans, for example, it might prove more
beneficial for credit unions to purchase Federal Reserve
services and keep their reserves at the CLF.

These comments

are based on our interpretation that interest will be paid
to all depository institutions reserving against third
party payment accounts. I propose that the
membership in the Federal Reserve.

8
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SHARE DRAFT DEFINITION
One point of a more technical nature involves the
definition of "share draft account" contained in Section 101(d).
The use of the words "or other orders" in 101(d)(2) broadens
the definition beyond the share draft itself.

This language

could be interpreted to include such transactions as the
cash withdrawal from an ATM.

I recommend striking the

words "or other orders" and incorporating similar language
to that contained in the definition of NOW accounts.
EXTENSION OF REG Q
Title III extends the authority to impose interest
rate ceilings on deposits until December 15, 1979.

I

have no objection to this extension for the purposes of
meeting the housing needs of the nation.

I do think,

however, that the interests of the consumer will best
be served when all controls can be eliminated.
S.1665
Mr. Chairman, I am very pleased that you have chosen
to consider S.1665 at this time.

It contains many of the

credit union provisions from the Financial Institutions
Act which were acted upon by your Subcommittee prior to
Senate passage last Congress.

The National Credit Union

Administration continues to support those provisions and
I would like to comment on certain sections of Title II
and Title III.

9
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TITLE II
Title II modernizes some of the existing powers contained
in the Federal Credit Union Act and also provides for certain
new powers.
Section 201.

Section 201 redefines Federal credit

union and makes other conforming and clarifying amendments
to Section 101 of the Act.

Subsection (c) of the definition

of a Federal credit union indicates that one of the purposes
of a Federal credit union is to meet the financial needs
of its members and the member's family.

As a general

statement of direction or policy, we believe the amendatory
language "member's family" is consistent with our present
regulations regarding those family members who may join
the primary member's credit union without doing harm to
the common bond concept.

However, "member's family" could

be construed to expand the existing interpretation of
common bond.

We recommend, therefore, that the Report

language clarify that the definition of a Federal credit
union merely defines the overall purpose of its existence
and is not intended to authorize an expansion of the common
bond by permitting persons who do not share the close
common interest upon which the credit union was chartered
to become members.

This would, in my opinion, Mr. Chairman,

be consistent with our present interpretation.

10
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There are several technical amendments to Section 101
of the Act which should be included.

For example, the

language "the terms" is stricken in the newly designated
paragraph 5.

A corresponding amendment should be made

in each section of 101.
Section 202.

Section 202 makes two relatively simple

amendments to Section 103 of the Act.

We concur with both.

However, the second amendment which authorizes the organizers
of a Federal credit union to determine the par value of
shares requires closer observation.

While we do not object

to the deletion of the requirement that the par value of
a share must be $5, it should be noted that such an amendment may require tighter regulatory control.

One might

expect that with this amendment credit unions would lower
the par value of shares.

To the contrary, many credit

unions may raise the par value for various administrative
reasons.

The impact of raising the par value would obviously

vary from credit union to credit union, the most serious
problem being that it could raise the amount of funds that
a member has in a credit union that would not earn a dividend
credit.

To lessen the severity of the problem, it is

recommended that language passed by the Senate last year
be included.

It would read as follows, "In $5 multiples,

not less than $5 and not more than $25 each."

I might

also add, Mr. Chairman, that even if an upper limit is

11
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placed on the par value of shares, it seems reasonable to
us that we should move toward a policy of requiring that
Federal credit unions pay dividends on the actual value
rather than the par value.
One further amendment should be made to Section 103.
Presently the statute requires that the organizers of a
Federal credit union be natural persons.

We have, for

some time, recognized the existence of corporate central
Federal credit unions.

Corporate central credit unions

are organized solely to serve other credit unions.

Addi-

tional flexibility could be provided in organizing these
types of credit unions if the word "natural" were deleted.
Such an amendment would eliminate the requirement that
natural persons on their own behalf and in their individual
capacity organize a corporate central Federal credit union.
Section 203.

Section 203 makes several significant

changes to Section 107 of the Act.

The first occurs in

Section 203(a)(1), which would amend the Act to permit
the Board to raise the interest rate which could be charged
on lines of credit to 1.5% per month on the unpaid balance.
While this amendment is more limited in scope than previous
legislative proposals in this regard, it does require some
comment in view of the fact that the Agency did not concur
with those legislative efforts.

12

As concerns the broader

delegation of authority to increase interest rates, we
objected on two grounds.

First, it was never demonstrated

to us there was a need to raise the interest rate limitations
beyond 1% per month on the unpaid balance, and second, it
was our judgment that interest rate limitations more appropriately rested with Congress.

In considering this amendment,

our earlier objections could easily be restated.

To illustrate,

the developers of the credit card system for Federal credit
unions have demonstrated to us that even under the present
interest rate limitations credit unions can successfully
offer credit cards to their members.
assertions are correct.

We believe their

We then examined the need for

the regulatory agency to have the ability to raise the
interest rate limitations on lines of credit from 1% to
1.5%.

A reasonable explanation is that some flexibility

should be given the regulatory agency to meet the needs
of Federal credit unions should an increase become necessary.
For that reason, and that reason only, we endorse the
proposed amendment.

I am satisfied that no change should

or will be made in the interest rate limitations for lines
of credit unless and until a clear and compelling need
is demonstrated by Federal credit unions.

Consideration

will then be given to first permitting a reasonable fee
or charge in connection with the card program raher than
an actual change in the traditional 12% ceiling.

13
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That same amendment also states "The rate of interest
shall not exceed 1% per month on the unpaid balance, inclusive
of all charges incident to making the loan, .
believe it should read,
charges . .

"

We

. inclusive of all service

A credit union making real estate loans,

home improvement loans or other similar type loans, should
be permitted to pass the appraisal costs, attorney fees,
etc., on to the borrower.

Such costs should not be considered

a part of service charges incident to making the loan.
Frequently a credit union will incur, for example, attorney's
costs only to have a member repay his loan (as you know,
there are no prepayment penalties in Federal credit unions)
in a few days.

Those costs cannot be recouped and the

credit union, to the detriment of all its members, must
suffer the loss.

In our judgment, those circumstances

warrant passing the non-service costs of making a loan
directly to the borrower.
Section 203(a)(2) is also a new provision which
simplifies the procedure for approving loan applications
and recodifies the 10% maximum loan amount to any one
member.

I support these changes.

However, the last part

of the amendment should read 10% of the credit union's
"paid-in" as well as the unimpaired capital and surplus.

14
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Section 203(b) permits Federal credit unions to invest
in municipal obligations.

I believe this is an !appropriate

investment for credit unions and the National Credit Union
Administration continues to support this provision.
Section 203(c) would amend Section 107(8) of the Act.
We call your attention to subparagraph (C) of that amendment which would allow Federal credit unions to place
their funds

in shares, share certificates, share deposits,

demand or time deposits of any central credit union in
which such investments are specifically authorized by the
board of directors of the Federal credit union making
the investment."

Mr. Chairman, if you look at subpara-

graph (A) of that amendment, you will note that a Federal
credit union cannot place its funds in a savings and loan
association or mutual savings bank which is not insured
by the FSLIC; if you look at subparagraph (B) a Federal
credit union cannot place its funds in a State credit
union unless it is insured; and if you look at subparagraph (D) a Federal credit union cannot place its funds
in any bank or trust company unless it is insured by FDIC.
It seem logical that a credit union should not place its
funds in any central credit union unless that central
credit union is also insured.

Our concern is for the

safety of the member's funds -- to whatever deegree they
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can be protected.

Inclusion of the word "insured" would

make that subparagraph consistent with the other provisions
of the amendment and, in my judgment, provide some protection
for the members of central credit unions.

For example,

Mr. Chairman, if a non-insured central credit union were
forced to liquidate, the members' funds would have no
insurance protection.

Certainly, the National Credit

Union Share Insurance Fund would not cover a loss of that
nature, unless, of course, the loss caused by the liquidation
of the central credit union also created an insolvent
condition in a member credit union thus forcing its liquidation.

Put simply, it would be a financial loss the

credit union would have to absorb.
The National Credit Union Administration recognizes
the need for Section 203(d) which permits Federal credit
unions to "sell, purchase, or handle any money transfer
instruments to or for members."

With such generally

worded language the National Credit Union Administration
will have the flexibility to prescribe rules for new
market instruments as they are developed.

There is a

technical change that should be made to subparagraph (E).
The parenthetical phrase should read, "For Federal credit
unions, or credit unions authorized by the Department of
Defense, operating suboffices on American military
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installations in foreign countries or Federal credit
unions in the trust territories of the United States."
Finally, paragraph 15 is amended by inserting "to
meet the financial needs of its members and its member's
family."

My earlier comments on the potential problem

of the expansion of the common bond is equally applicable
here.

Sections 204-207 amend Sections 111-114 of the Act.
Essentially the amendments, which deal with the management
structure of Federal credit unions, place

increased control

in the hands of the elected and appointed officials.

Many

would refer to these overhauling amendments as those which
modernize the Federal credit union managemt structure.
Certain requirements presently contained in the Act and omitted
by these amendments should be retained.

For example, it is

necessary for the Agency examination function that the
credit union provide us in advance a record of the names
and addresses of the members of the board and committees.
That requirement has been omitted in the amendment to
Section 111.

We also consider it important that the

official who approves a loan should not disburse the funds;

17

144
that the loan officer or credit committee furnish a record
of action on each loan application; and that a written
loan application be required.

These matters have been

omitted from the amendment to Section 114.

In regard

to requiring a written application, I feel that a written
application is essential in determining the creditworthiness
of an applicant.

Also, our enforcement responsibilities

under various consumer laws may require a review of this
information.

This information is needed to perform our

regulatory function.

Two recommendations are made.

do not omit these provisions.

First,

Second, add a new paragraph

to Section 113 of the Act which would require that the
board of directors establish and maintain a system of
internal controls.
As presently drafted, there is a conflict between
the last paragraph of the amendment to Section 111 and
the second paragraph to Section 112 of the Act.

Both

paragraphs deal with the compensation of officers.

The

first prohibits compensating any member of the board or
committee, except for reasonable health, accident, and
similar insurance protection, and the second prohibits
any executive officer except the treasurer from being
compensated.

Since the treasurer is a member of the board,

a similar exception should be included in the amendment

18

145
to Section 111 of the Act, and the language "or of any
committee" should be added to the amendment to Section 112.
One technical amendment should be made to the first
paragraph in Section 112.

"Vice Chairperson" should read

"vice chairpersons."
Concentrating for the moment on the amendment to
Section 113 of the Act, some observations need to be made.
This section states the board shall do a number of things.
Our interpretation of that language is that "shall" requires
affirmative action by the board.

That is, it is mandatory

and not permissive that the board, for example, act upon
applications for membership and fill vacancies on the
board.

A reading of most of the paragraphs confirms that

the board must perform those functions specified and we
have no problem with such an absolute requirement.

If

it is the intent of the bill, as we believe it is, that
the board must perform those duties listed in paragraphs (A)(0), then the mandatory requirement must be applied equally
as to all paragraphs unless permissive language is provided.
Therein lies the problem, because subparagraphs (I) and
(P) present different situations in that interest refunds
and specifying a dividend rate to be paid on share certificate
accounts should be discretionary.
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one, if the board elects not to pay an interest refund;
and two, if the board does not feel it is advantageous
to specify a rate in advance.

As drafted, the bna,-0 mist

authorize an interest refund and specify a rate to be
paid on share certificates.

As earlier stated, these

matters are better left within the discretion of the board
of directors.

I micjit also add that P.L. 95-22 made certain

amendments to Sections 116 and 117 of the Act that would
not only authorize a credit union to specify in advance
a rate to be paid on share certificates, but also share
accounts.

It should also be noted that specifying a rate

in advance does not constitute a guaranteed dividend.

It

merely indicates that if a dividend is declared and if
the credit union has correctly assessed its future income,
it intends to pay the specified rate.
Since the board of directors must establish the
dividend to be paid on share accounts, they should also
establish the rate to be paid on share certificate accounts.
Subparagraph (0) should be amended to read as follows:
"(0) establish the dividend rate to be paid on shares
and share certificates within the limitations prescribed
by the National Credit Union Administration Board."
Finally, subparagraph (G) does not give the board
of directors the authority to determine the maximum number
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of shares and share certificates that may be held by
nonmembers, such as nonmember public unit accounts.

We

recommend that subsection (G) be amended to read, "(G)
determine the maximum number of shares and share certificates, and the classes of shares and share certificates
that may be held by members and nonmembers."
As to the amendment to Section 114, the Agency will
provide the Committee Staff with a rewrite of that Section
in line with my earlier comments.
We concur with the amendments to Title II of the
Federal Credit Union Act.
Sections 212(b) and 214 are conforming amendments
to the Act which accomplish the same result.

It is recom-

mended that Section 241 be deleted to avoid this redundancy.
NCUA RESTRUCTURING
Section 211 provides for a reorganization of the
National Credit Union Administration.

As you know,

Mr. Chairman, your Subcommittee considered this proposal
under a separate bill (S.3312) a little over a year ago.
I am well aware of the events which transpired on the
very day of the hearing to portray the effects of not
having a fixed term of office for the Administrator of
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the National Credit Union Administration.

I might add

that I am also well aware of the fact that this situation
has not been remedied.
I have reviewed the Computer Data Systems, Inc.
(CDSI) study which was commissioned by this Agency in
1974 to examine the organization of the National Credit
Union Administration.

I find that most of its recommen-

dations continue to be sound and that the increase in the
responsibilities of this Agency stemming from P.L. 95-22,
the proposed Central Liquidity Fund, and the increasing
demands resulting from consumer regulation suggest that
action towards their enactment should be expedited.
With the establishment of a Liquidity Fund, the areas
of responsibility for the newly created three-member board
could be clearly delineated.

The Chairperson would assume

primary responsibility for chartering and supervision as
well as the day to day operations of the National Credit
Union Administration as a whole.

The other two members

of the Board would share the remaining responsibilities.
I recognize that the restructuring provisions propose
an increase in certain grade levels at the National Credit
Union Administration which are definitely needed.

I should

point out that the Agency is self supporting through the
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fees collected from credit unions which will meet the costs
for any additonal personnel.

The National Credit Union

Administration currently operates with 594 personnel.

Like

the Comptroller of the Currency and the Federal Home Loan
Bank Board, it charters and examines the financial institutions under its charge.

However, it also performs the

functions of the Federal Deposit Insurance Corporation and
the Federal Savings and Loan Insurance Corporation in that
it provides up to $40,000 insurance to each eligible
member's account.
The following figures give you a comparison of the
regulatory agencies as well as the number of financial
institutions in their respective areas of responsibilities.
The personnel levels are also compared.
Number of
Financial Institutions

Personnel
FDIC

3,950

FHLBB

1,420

4,000

C o C

3,014

4,700

594

16,330

NCUA

(
(

14,000 Insured
8,000 Examined

I bring these figures to your attention, Mr. Chairman,
knowing that Congress will be expecting the National Credit
Union Administration to continue to meet its regulatory
responsibilities as it has in the past.
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of restructuring, it is hoped that the National Credit
Union Administration will be no more restrained in personnel
matters than are other financial regulatory agencies.

TITLE III
CENTRAL LIQUIDITY FUND
The National Credit Union Administration continues
its full support for the proposed Central Liquidity Facility.
This facility will provide a reliable source of liquidity
to assist credit unions who cannot meet their needs locally.
It will permit a more even distribution of credit union
resources and prevent one area of the nation from having
an excess of capital while another area suffers a shortage.
It will provide elasticity in periods of excessive loan
demands.

It will assist credit unions as they begin to

exercise the long term mortgage loan powers granted in
P.L. 95-22.

And lastly, it will provide useful information

with respect to monetary policy.
I believe that the concept of voluntary membership
in the CLF is quite viable.

Today's conditions of increasing

financial sophistication for consumers, expanding electronic
funds transfer programs, a more mobile population and a
wider range of investment powers have made the advantages
of CLF membership quite attractive.

I would anticipate no

severe start up problems for the facility.
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however, that the $500,000 for initial organizational
expenses is now coming from the Share Insurance Fund
rather than Treasury.

This is quite feasible and presents

no particular problems for this Agency.
Section 306(c) is a provision which would permit
the regular reserve requirement as set forth in Section 116
of the Act to be reduced by an amount equal to the funds
transferred to or held on call by the Liquidity Fund.

It

was originally believed that this provision would provide
some incentive to Federal credit unions to join the fund.
After further consideration, we no longer believe that
such would be the case.

Additionally, we have determined

that it would be virtually impossible to develop workable
regulations.

We therefore recommend that it be deleted.

Section 308 provides that advances may be made on
"notes made by the member in the form of loans to its
members."

There is no limit established on the amount

of this advance.

The limit on this advance should be

in an amount not in excess of 80 per centum of the aggregate
unpaid principal of the notes.
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S.1666, S.1667, S.1668 & S.1669
Mr. Chairman, we have not completed a detailed analysis
of these bills, but I do have a few observations for the
record.
I feel that a ten year extension of rate controls
proposed in S.1666 is excessive and would hope to see a
phase out of Reg Q within a considerably shorter time frame.
The most objectionable provisions for this Agency,
however, are contained in S.1668.

I am referring to the

provisions authorizing the Federal Reserve Board the rule
making authority on third party payment accounts and
those which subject the time and savings deposits of all
institutions offering third party payments to identical
rate ceilings.
With your permission, Mr. Chairman, we would like
to submit for consideration several housekeeping and three
substantive amendments to the Act.

These amendments have

not been completed, but will be forwarded to the Staff
as soon as possible.

The proposed substantive amendments

should be commented on at this time.

The first deals

with an amendment to "member account."

As presently

drafted, certain types of accounts, such as public unit
accounts, in state credit unions may be excluded from
insurance coverage.

This problem should be eliminated.
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The second deals with the method the National Credit
Union Administration collects its fees and would require
an amendment to Sections 105 and 106 of the Act.

We intend

to implement a study that could eventually lead to a single
fee schedule.

We cannot anticipate at this time the outcome

of that research, but assuming the research, which most
definitely will include open discussions and comments
from credit unions, indicates a single fee schedule should
be utilized, the National Credit Union Administration
could not implement it without legislative action.

We

will be requesting some latitude in this area.
The third would be an amendment to the Act to recognize
that a corporate central Federal credit union should not
be subjected to the same requirements as a normal credit
union because, as I earlier noted, a corporate central
primarily serves its member credit unions.
Mr. Chairman, this concludes my testimony today.
I will be glad to answer any questions at this time.
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Statement of LAWRENCE P. SIMMONS
Assistant Secretary for Housing, Federal Housing Commissioner

Mr. Chairman and Members of the Committee:
I am pleased to appear before you in response to
your invitation to testify on S.1664 and related proposals.
We consider, S.1664, the Administration's proposed bill,
an important first step in addressing the broad and very
complex issues of financial reform, and we fully support
this proposed legislation.
Thrift institutions, that is, savings and loan
associations and mutual savings banks, are major forces
in the mortgage market, holding well over one-half of
all residential mortgage debt.

Thus, the health and stability

of thrift institutions are of vital concern to our Department
and of critical importance to our ability to help meet the
housing needs of the Nation.
-

The mortgage market and its interface with thrift

institutions has been widely analyzed and reported.

The

thrifts' heavy commitment to long-term mortgage lending,
their narrow investment powers, and their reliance on funds
that are sensitive to movement of short-term interest rates
has made them particularly vulnerable during periods of widely
fluctuating interest rates.

Although thrifts may pay higher

interest rate on deposits, because of the commercial banks'
broader lending powers and ability to provide greater
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customer services, commercial banks possess a significa
inherent competitive advantage over thrifts.
Providing thrift institutions with the power to
provide NOW accounts to their customers will reduce this
competitive disadvantage to a slight degree.
NOW accounts offer benefits both to the consumer and
to the thrift institutions themselves.
First, there are the obvious financial benefits to
depositors of receiving interest on transaction balances.
Second, depositors will benefit from the enhanced
better
competitiveness inherent in this proposal through the
service they will receive.
Third, the mortgage markets will benefit because of
an increase in funds at a lower cost that will be available
to the thrift institutions as a result of NOW account
authority.
Fourth, NOW accounts should represent a more stable
supply of funds than time deposits in that they are not
as sensitive as are time deposits to fluctuation in interest
rates and thus less sensitive to disintermediation as are
time deposits.
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Finally, it is becoming clear that NOW accounts - -e
spreading to more states and appear to be successful in
those states where they are available.

In view of the

obvious consumer benefits of NOW accounts, I would expect
such growth to continue.
We wholeheartedly support the temporary two year
extension of Regulation Q provided for in this bill.
One of this Department's major responsibilities is to
broaden homeownership opportunity and the housing opportunity
generally.

In this period of rapidly rising home prices

and escalating costs - we are faced with a major responsibility
to protect the consumer.

One major area of this responsibility

is the interest rate on mortgages.

While HUD does not control

interest rates, we do view ourselves as the watchdog of these
rates.

We must therefore examine the entire question of

financial reform from this perspective.
The existing structure of financial institutions was
established to promote homeownership by permitting the thrifts
to pay higher interest rates than commercial banks thus
enhancing their ability to attract savings.

In exchange for

this right and certain tax preferences the thrifts must
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invest a large portion of their resources in home mortgages.
The theory has been that this will have a tendency to lower
mortgage interest rates and thus help housing in general.
Regulation Q is an integral part of this theory of sheltered
money for mortgages which is able to produce lower interest
rates to the consumer.

The history of the last decade makes

amply clear that the theory of the sheltered housing finance
market is far from perfect.

Disintermediation and

considerable instability in the rate of housing production has
been all too apparent.

However, we must have a sound

alternative method of promoting housing production before we
abandon the structure that we have in place.

We therefore support

the two year extension of Regulation Q so that we can search
further for other alternatives.
Accordingly, it is our view that the question of
Regulation Q must be decided in the context of a comprehensive
study of the entire problem of financial institutions and
housing finance reform.

The Financial Institutions and the

National Economy (FINE) principle enunicated this approach and
HUD endorses it.

If we are to change the financial structure

of the thrift institutions in any way which will impair their
inflow of funds, increase their cost of funds, or diminish
the mandatory investment in home mortgages, we would be affecting
home mortgage interest rates.
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In this era when the price of new homes makes
homeownership very difficult and when operating costs are
generally rising faster than incomes, we must proceed
carefully.

It is for this reason that we ask for two years

to carefully examine Regulation Q; thus we will be able to
develop more knowledge of the effect of Possibly phasing out
Regulation Q on the mortgage market and simultaneously consider
recommended mechanisms to offset the impact of such an
action.
I am sure you share our commitment to enchancing access
to homeownership by American families.

The growing cost

of new and existing houses seriously has reduced the
ability of many first-time home buyers to purchase homes.
As I indicated earlier, it is likewise widely recognized
that interest rates play a key role in the affordability of
housing.

We would ask, therefore, that the Committee very

carefully consider any measure that could change the supply
of mortgage credit or alter interest rates.
This concludes my prepared testimony.

I would be

pleased to respond to any questions the Committee might have.

NOW ACCOUNTS, FEDERAL RESERVE MEMBERSHIP,
AND RELATED ISSUES
TUESDAY, JUNE 21, 1977
U.S. SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,
SUBCOMMITTEE ON FINANCIAL
ashington,D.0
INSTITUTIONS,

The subcommittee met at 9:30 a.m. in room 5302, Dirksen Senate
Office Building, Senator Thomas McIntyre, chairman of the subcommittee, presiding.
Present: Senators McIntyre, Proxmire Riegle, and Tower.
Senator MCINTYRE. The subcomittee will come to order.
This morning we resume our hearings on S. 1664, S. 1665, S. 1666,
S. 1667, S. 1668, and S. 1669, described by the independent bankers as
a fleet of bills, so I guess you all know what they are pretty well; and
this morning, gentlemen, we will try to give each one of you 10 minutes. I know that's going to mean compressing some of your detailed
statements which, incidentally, are very fine statements, and then we
can proceed to some questioning and hopefully by 11 o'clock be through
with this panel. So I welcome W.Liddon McPeters, president, American Bankers Association, president of Security Bank, Corinth, Miss.;
Lloyd Bowles, chairman, Legislative Committee, U.S. League of Savings Associations; chairman, Dallas Federal Savings & Loan Association, accompanied by Norman Strunk, executive vice president, U.S.
League of Savings Associations; D. D. McClatchy, president, National
Savings & Loan League; president, Olney Savings Association, Olney,
Tex.; Edward A. Trautz, president, Independent Bankers Association
of America; president, East Lansing State Bank,East Lansing, Mich.;
and Norwick R. Goodspeed,chairman, National Association of Mutual
Savings Banks; president, People's Savings Bank, Bridgeport, Conn.;
accompanied by Saul B. Klaman, president, National Association of
Mutual Savings Banks.
Senator Tower.
Senator TOWER. Thank you, Mr. Chairman.
I just want to welcome the panel here. I will be very interested in
what these gentlemen have to say and I think we will get some additional insight into what we got yesterday on this question that we're
dealing with. I particularly want to welcome Mr. Bowles and Mr.
McClatchy. Mr. IVIcClatchy comes from the great, progressive city of
Olney, Tex., just a stone's throw from Wichita Falls, which is my
hometown. If you don't know where Wichita Falls is, it's between
FIenrietta and Electra. Welcome,gentlemen.
(159)
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Senator MCINTYRE. The leadoff witness is Mr. McPeters, followed
by Mr. Bowles, followed by Mr. McClatchy, followed by Mr. Trautz,
followed by Mr. Goodspeed. Ten minutes, please, as best you can. If
you want to go 11 or quit at 8, that's all right, but that's our goal. So
we will now welcome Mr. McPeters.
STATEMENT OF W. LIDDON McPETERS, PRESIDENT, AMERICAN
BANKERS ASSOCIATION; PRESIDENT, SECURITY BANK, CORINTH, MISS.; ACCOMPANIED BY WILLIS ALEXANDER, EXECUTIVE VICE PRESIDENT, AMERICAN BANKERS ASSOCIATION
Mr. MCPEITRS. Thank you very much, Mr. Chairman.
It's a pleasure to be here and have this opportunity to discuss these
very important issues that are before the Nation and affect the Nation's
bankers at this particular time.
I am Liddon McPeters. I am president of the Security Bank of
Corinth, Miss., and of the American Bankers Association. Of the Nation's 14,000 commercial banks, 92 percent are members of the ABA.
I also have accompanying me Willis W. Alexander, executive vice
president of the American Bankers Association.
I am here on behalf of the Nation's bankers to speak out in support
of a very simple concept, a concept that is a fundamental part of the
American system, but a concept that has been denied to the Nation's
bankers and their customers.
That concept is equality.
For more than a decade now, bank savers have been discriminated
against when they deposit their money at a bank rather than at a
thrift institution.
For more than a decade now, our customers have been victimized
by the interest rate gap.
For more than a decade now, our customers have been deprived of
a fair deal.
Our customers have told us they don't want to be treated as second
class citizens any longer. They have told us so in the most emphatic
way possible—by depositing more of their funds with those institutions that have been the beneficiaries of Government favoritism. Since
1970, the percentage of total deposits held by commercial banks has
dropped from 67.4 to 62.4.
The time has come to end this discrimination. The time has come
to elevate bank customers to the status of first-class citizens. The time
has come—indeed, it is past due—to close the interest rate gap.
This is the underlying principle of S. 1668, the bill which the Nation's bankers support.
Ending this discrimination against bank customers would permit
the Nation's bankers to support the creation of a new type of interestbearing check-like account that could be offered by banks, thrifts, and
credit unions.
Consumers would then have a maximum possible number of options.
They could choose a service to meet their individual financial needs.
It might be the new account. Or one of the traditional savings or
checking accounts. Or a combination of accounts. Whatever, it would
be based on the individual's personal financial situation.
Specifically, the bill would permit—but not require—banks, savings and loans, mutual savings banks, and credit unions to offer a new
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type of savings account on which checks could be drawn. However,
any thrift institution or credit union that chooses to offer the new
accounts would no longer be permitted to offer higher interest rates
than banks on any of their accounts.
Senator MCINTYRE. If I walked into your bank this morning, how
many accounts could you offer me?
Mr. MCPETERS. I would offer you a number of maturities on certificates of deposit, but generally that category
Senator MCINTYRE. You consider that an account, a CD?
Mr. MCPETERS. Yes, Mr. Chairman. I would also offer you a regular
savings account. I would offer you what we call a golden savings account, which is payable quarterly and the rate of interest is 5 percent.
I would offer you a full range of checking account services.
I would offer you what is called in Mississippi a silver savings account, on which there are six withdrawals permitted a month with no
penalties. This would generally cover the range of various types of
accounts my bank offers, Senator.
Senator MCINTYRE. Thank you.
Mr. MCPETERS. This seems to be a particularly appropriate time to
close the interest rate gap. Thrift institutions have become more like
banks in recent years. Their loan powers have been expanded. In
State after State, they have already received the power to offer checklike accounts. If the distinction between banks and thrifts is to be
narrowed further, it is only fair that they be treated similarly. That
means ending the interest rate differential.
I am familiar with the arguments that have been used to defend the
practice of discriminating against bank customers. But when they are
analyzed, they are illusive because they are lacking in substance.
We are told that the interest rate gap attracts needed money into
the housing market. We are told it's necessary to insure the long-term
survival of the thrifts since they can't offer a full range of services.
These arguments just don't hold water.
Perhaps the rate gap has attracted some additional money to the
thrifts. But it has not attracted the sort of long-term money that
either the thrifts or the housing market can really depend on.
It has attracted rate-sensitive or "hot" money—money that will stay
on deposit at the thrifts only so long as the legal limit on thrift deposits is higher than the rates obtainable in the money market.
The housing market can't depend on hot money for its long-term
needs. The thrifts can't depend on it for their growth and survival,
either.
Both the thrifts and the housing market would be better served
if the thrifts bronden nnd diversify both their deposit base and range
of consumer services. Interest-bearing checklike accounts and more
flexible mortgage instruments are examples of this.
This is far more likely to help the housing market and spur the
long-term growth of the thrifts than any artificial advantage gained
from the preferential interest rate gap.
But if a thrift truly believed it had to have the gap to protect it
from free competition, it could keep it under S. 1668. It wouldn't
have to offer the new accounts. Nobody would have to. Management
of the thrift could decide for itself which option offered the better
prospect for stable,long-term growth.
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I realize that I have spent most of my time here today talking about
the banking industry's need to obtain equality for its customers. That,
is our prime concern. But it is not our only concern. Like the administration and the Federal Reserve Board, we want to find a way to stop
the attrition of Fed membership.
There are a number of reasons why that has been going on. But
basically they boil down to the fact that membership in the Fed has
proven to be a costly burden for many banks. So they have dropped
their membership.
It would be a serious mistake to solve this problem by requiring
membership in the Fed or by allowing it to extend its control to the
reserves of financial institutions that have neither Federal charters
nor any voluntary affiliation with the Fed. That would be little more
than a backdoor means of destroying the dual system of banking in
this country.
Rather, the solution lies in attacking the cause of this attrition.
And that means reducing the burdens of Fed membership.
We believe two approaches should be used, and both are covered
in S.1668.
We support the payment of interest by the Fed on required reserves
it holds. This is essential.
But if interest is to be paid, it would be a mistake to restrict the
Fed to an unrealistic amount of money that it could pay out. The
Fed needs a certain degree of flexibility as to how much money it
should pay out in interest to keep and attract members. To be effective,
the Fed would have to pay the same rates of interest for all banks,
regardless of size. We also think the range of reserve requirements
for Fed member banks should be reduced.
There are quite a number of other points covered in S. 1668. Time
does not permit me to discuss them here. But they are covered in my
detailed statement which I request, Mr. Chairman, be included in the
record.
I cannot overemphasize that the banking industry's support is for
S. 1668. It is the one bill that does all of these things:
Eliminates the discrimination of the interest rate gap against bank
customers;
Grants additional deposit-gathering powers to thrifts;
Insures a greater flow of money into the housing market;
Attempts to make consumer transaction accounts more useful by
providing for the payment of interest;
And stems the attrition of Fed membership by reducing the burdens
on member banks.
On behalf of the members of the ABA,I want to thank the chairman
and the members of this subcommittee for the opportunity to express
our views.I will be pleased to respond to any questions you might have
at this time.
[Complete statement follows:]
STATEMENT OF W. LIDDON

ON BEHALF OF THE AMERICAN BANKERS
ASSOCIATION

MCPETERS

Mr. Chairman and members of the Subcommittee, I am W. Liddon McPeters,
president of the Security Bank of Corinth, Miss., and president of the American
Bankers Association, a trade association whose membership includes approximately 92 percent of the nation's 14,000 banks.

163
We are here today to discuss legislation introduced as a response to a variety of
economic and technological changes that have taken place in our society, and
some more specific responses to these changes by legislators and financial regulators. The two primary bills we will discuss have been put forward by the Administration (S. 1664) and the American Bankers Association (S. 1668). A comparison of these two bills is given in Appendix I. We wish to express our thanks to you,
Senator McIntyre, for introducing our bill and allowing us to give legislative
expression to our views. We have three goals we are trying to achieve with S. 1668.
We want to remove competitive inequities which discriminate against bank customers. We want to make consumers savings accounts more useful. And we want
to alleviate some of the factors which have made Federal Reserve membership
unattractive to an increasing number of banks.
The most important competitive inequity for banks and bank customers is the
differential between the maximum interest rates on time and saving deposits
allowed at thrift institutions and banks. This differential is currently mandated
by law. We wish to see the administration of interest rate ceilings returned to the
regulators. We also believe that those thrift institutions which gain the advantage of "one-stop retail banking" through the use of third payment powers will, in
effect, become banks. As such, they should be limited to the same interest rate
ceilings on all classes of deposits as banks, which are their direct competitors.
We wish to make savings accounts more useful by expanding the range of options open to consumers in making third-party payments.
Also, we believe some of the conditions that have made Federal Reserve membership less attractive to an increasing number of banks in recent years should
be alleviated.
We believe these goals serve the public interest, and that we are proposing a fair
and equitable way of achieving them. The specific elements of our proposal are
embodied in S. 1668. They are:
(1) Interest is to be allowed on savings accounts used to pay third parties
(by check or any other means) subject to restrictions specified below:
(2) Holders of these interest bearing transaction accounts must be individuals;
(3) Interest payments must not exceed specified rate ceilings;
(4) Any institution offering third party payment accounts must be subject
to the same rate ceilings on all accounts they offer which are subject to rate
ceilings;
(5) A uniform rate ceiling on third party payment accounts offered by all
depository institutions is to be set by the Federal Reserve;
(6) Consultation on rate ceilings for all depository institutions should include
the National Credit Union Administration;
(7) Rate ceilings on other accounts at insured credit unions should be set
by the National Credit Union Administration subject to items (4) and (6) above;
(8) Federal Reserve member banks, members of the Federal Home Loan
Bank System, and Federal credit unions must maintain reserves against third
party payment accounts as set by the Federal Reserve. Other institutions should
be subject to reserve requirements set by states;
(9) All reserves required by the Federal Reserve should be held as vault cash
or at a Federal Reserve bank, except that Federal Home loan Bank System
members may hold reserves at a Federal Home Loan Bank if it, in turn, holds
these reserves balances as vault cash or at Federal Reserve banks;
(10) Statutory reserve ranges on all classes of deposits at Federal Reserve
member banks should be revised downward;
(11) Federal Reserve banks should be allowed to pay interest on reserves,
and if they do so, the rate should be uniform on all reserves held;
(12) The Interest Rate Control Act should be extended to December 15, 1980,
but the statutory interest rate differential should be removed; and
(13) S. 1668 would take effect 60 days after enactment in New England, and
after one year in other states.
We believe that S. 1668 is a progressive response to a series of economic technological, legal, and regulatory changes that have been taking place in our financial system for some time. Before elaborating in detail on the reasons for our
specific proposals, it may be useful to review some of these changes, and the
legislative and regulatory responses that have brought us to this point.
First, we live in an era of high interest rates. Present rates are substantially
higher than those that existed in 1933 when the prohibition of interest payments
on demand deposits was first enacted. High interest rates have caused consumers,
businesses, and bankers to attempt to get more value for the balances they hold.
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Consumers have sought, and received, implicit interest in the form of lower
service charges. and other forms of bank services. Businesses have been even
more sophisticated in seeking such services as payroll and data processing
assistance, financial advice, and better lines of credit at more favorable interest
rates. Federal reserve member banks have become increasingly dissatisfied with
the large amounts of sterile balances held at Federal Reserve banks, and many
have left or are contemplating leaving the Federal Reserve System.
Low services charges on checking accounts, rapid economic growth, and the
increasing sophistication of our financial system have prompted what many perceive to be an excessive use of paper checks. This has aggravated cost pressures
on banks and prompted a variety of legal and technological responses. The burgeoning use of paper checks has also been perceived as a misallocation of
economic resources which should be corrected by a lifting of restrictions on the
pricing of checking accounts.
The leadership of the banking industry is pursuing a constructive response
to these events. We believe the pressures described above will continue to force
a rapid pace of change, and are seeking Federal legis'ation because the public
interest will be served best by imposing a rational order on the process of
change for all financial institutions.
We are seeking the imposition of a ratonal order to end what can best be
described as "piecemealing". At first glance, piecemealing may seem to have
some advantages. It obviates the need for a more comprehensive legislative
design without the certain knowledge of where market pressures are leading
us. It allows for different responses by different States, regulators, and institutions, depending on their interpretation of the problem. These varying responses
may in turn, facilitate innovation and enable all parties to see more clearly
where the financial system is headed.
However, piecemealing also has many disadvantages. As the process has
evolved, competitive inequities have arisen which discriminate against the
customers of different types of financial institutions. Equally important are
the problems caused by uncertainty over the character and direction of change
and the myriad of approaches for dealing with it. These problems have made
planning by financial institutions extremely difficult.
A Federal solution is needed. Problems of discrimination against bank customers can be addressed in a uniform manner throughout the nation. Issues that
are uniquely national in nature, such as the Federal Reserve's membership problem, can be considered as part of this package.
We realize that a Federal solution also has inherent dangers. A consensus
may be much more difficult to achieve. If the end result is bad, competitive
inequities may be perpetuated throughout the nation. Innovation may be stifled.
Such legislation, occurring at the Federal level, may be difficult to change.
This is the kind of result we foresaw in the Financial Reform Act of 1976 that
was considered in the House of Representatives, and that is why we opposed
'
that legislation after 4 years of continually advocating constructive and
equitable change.
Having considered all of these factors, our membership has decided that only
through a Federal solution, can the rational order we seek be imposed on the
process of change. With such a solution, financial institutions will be able to
understand better the rationale of the regulators that govern them. They will be
able to plan better to serve their customers. Consumers will be able to make more
rational choices among a wider range of fianancial services. In general, the
public interest wil be served better. We believe a constructive and enuitable
version of such a solution is contained in S. 1668. The administration has proposed S. 1664 which is also constructive and forward-looking. We support its
general thrust, although we have some specific disagreements with it. I would like
to turn to a more detailed discussion of S. 1668, the problems that led us to
propose it, and to comment on the administration's proposal, S. 1664.
INTEREST ON CONSUMER TRANSACTIONS BALANCES

A, central element in the bills we are discussing is the proposal to allow consumers to earn interest on transactions balances. Savings accounts would be
made more useful by liberalizations of the law which would let depository institutions offer consumers savings accounts with many of the attributes they
traditionally look for in checking accounts. Measures to make savings accounts
more useful are part of a trend that has been going on for some time. The NOW
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account, a savings account on which negotiable orders of withdrawal may
be written, is only one example. Others include, telephone transfers from
savings to checking accounts, the payment of bills from a savings account
through preauthorized withdrawal by the depositors' instruction, the payment
of bills from a savings account through telephone authorization of withdrawal
by the depository institution, use of manned remote service units which initiate
an electronic transfer of funds, automated teller machines to withdraw savings
account money to pay bills or obtain funds, and finally, share drafts at credit
unions.
Appendix II shows the growth of many of these powers at banks, thrift institutions, and credit unions. It illustrates the response of State legislators,
State and Federal regulators, and to some extent, the Congress to the pressures
which have been moving our financial system toward interest-bearing transaction
accounts.
In the same vein, the American Bankers Association for several years has
sought from Federal regulators the power to allow bank customers to make
preauthorized transfers from savings accounts to checking accounts, in the event
their checking account balance fell below a prespecified level. We still believe
regulators should allow such transfers. If they did some consumers would probably prefer this method over the NOW account. Others would not.
S. 1664 uses the term "NOW account," and "share draft," and then goes on
to say that any account which is used to "provide funds directly or indirectly for
the purpose of making payments or transfers to third parties," may be defined
as a NOW account, or share draft account by the Federal Reserve. Such an
account would then be subject to the same regulations as NOW accounts and
share draft accounts. S. 1668 has similar language, but it does not attach a
specific term—e.g.,"NOW"—to the account. We believe that financial institutions
should have the opportunity to name these accounts in any manner they see fit.
The important point is that all savings accounts from which third party transfers are made should have the same interest rate ceilings whether they are called
"NOW" accounts," "share draft accounts," "Savings accounts," or anything else.
S. 1668 restricts interest-bearing transaction accounts to natural persons who
are making payments for personal purposes. S. 1664 says these accounts may
also be held by nonprofit organizations. This is unnecessary and should not be
a part of the legislation. In terms of their payments needs, and the services
they obtain from banks, nonprofit organizations are more similar to businesses
than individuals and should likewise be excluded.
The immediate impact of interest on transactions balances would be a cost
increase to institutions that hold the balances. This in turn would spur attempts
to offset this impact. Institutions might attempt to achieve greater operating
efficiencies, charge higher loan rates, change their asset mix to achieve higher
yields, or adjust charges for consumer services. If no offset can be found, the
result will be reduction in bank earnings. In the long run, this latter result is
not healthy for the banking system and could be inimical to its attempts to serve
the public needs. This Nation has about 14,000 banks which compete very
strongly for consumer deposits with each other, and also compete with approximately 5,000 savings and loan associations, 500 mutual savings banks, and 23,000
credit unions. It is highly unlikely that, in the long run, any of these institutions
could suffer a significant decline in earnings without seriously impairing their
ability to grow and serve the needs of the public. Thus, the manner in which
financial institutions adjust to their changed environment will be determined by
the necessity to recover all costs associated with interest on transaction balances.
Many observers have been watching the New England experience with NOW
accounts very closely. They see both good and bad aspects of this experience. The
rapid growth of NOW accounts in New England indicates that consumers are
accepting them, and like them. However, the advent of the NOW account did
bring a drastic change to the way financial institutions do business with
consumers.
The adjustment has been, in many instances, difficult and painful. The competitive situation was particularly difficult in Massachusetts and New Hampshire in the early years of the NOW account experiment. Unfamiliarity with the
new type of account prompted many thrift institutions to offer them free of
charge in an attempt to draw deposits from commercial banks. In the other
New England states pricing has been somewhat more realistic and the impact of
NOW accounts has not been as severe.
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Our Association recently contracted with the Management Analysis Center
of Cambridge, Mass. to study the impact of NOW accounts, particularly as they
interact with the interest rate differential enjoyed by thrift institutions over
banks. As yet, we only have a preliminary summary report. It indicates some
significant findings. The initial cost impact of NOW accounts is greater on
banks than on thrift institutions. Their results indicate that in Massachusetts
and New Hampshire banks suffered a decline in profitability relative to banks
in the rest of New England, and in the United States as a whole. They also
suffered a more severe decline in profitability than thrift institutions in the
same states.
On January 31, 1977, the Federal Reserve Board submitted to your Committee
a paper entitled "Impact of the Payment of Interest on Demand Deposits." This
study represented a major contribution to the consideration of this subject.
Because of some reservations we had about the study, the American Bankers
Association contracted with Golembe Associates of Washington, D.C., to do
a critical review of it, and some further research in some of the areas about
which we had reservations. This Golembe study agrees with us that the Federal
Reserve study is very well done and is an excellent contribution to your Committee's deliberations. However, it also states that the Fed study seriously
underestimates the probable magnitude of earnings pressures on banks and
fails to devote attention to the differences in probable impacts among individual institutions.
We do not think any of this research indicates that NOW accounts should
be declared illegal, or even prevented from spreading nationwide. However, it
does illustrate the need for a good monitoring system by regulators and a removal of the competitive inequities which would aggrevate the pressures on
banks, if NOW accounts were allowed nationwide.
Knowledge of the experience of New England bankers has caused bankers
nationwide to view the current state of proposals for financial reform with
mixed feelings. These banks are concerned about the earnings of their institutions, and we believe this concern serves the public interest. Our country is just
emerging from a bout with double digit inflation and the worst recession since
the 1930s. Despite some individual mistakes, the banking industry served the
public very well during this difficult and trying period. Many individuals and
businesses were severely hurt by this economic instability and managed to
weather the storm only through the forbearance of their bankers. The result,
for many banks, was a decline in earnings and capital positions. In addition,
as Governor Henry Wallich of the Federal Reserve has recently pointed out,
the double digit inflation drastically overstated the true value of banks' earnings.
Earnings are a particularly crucial element in the programs of many banks to
rebuild their capital positions. The key role that banks play in our economy necessitate that the proposals being considered be structured to enable the banking
industry to continue to grow and prosper.
The monitoring problem is particularly important in the case of credit unions.
There are more credit unions in our country than any other type of depository
institution. A credit union is the easiest kind of depository institution to create.
and since their beginning, Federally chartered credit unions have experienced
considerably higher rates of failure and liquidation than banks. Credit union
regulators have not had substantial experience in examining institutions that
are in the payments business. We urge the Committee to accord careful attention
to this area.
Efficiency of the payments system is one of the goals long put forth by proponents of the payments of interest on checking accounts. Efficiency is a goal
we heartily endorse. Although the precise effect of the proposed legislation on
the efficiency of the payments system is not completely known, the direction
seems clear. Interest on consumer transactions balances will probably prompt
higher service charges and encourage people to cut down on the use of checks.
This in turn will spur a more rapid development of electronic funds transfer
systems, which many consider to be more efficient. It should be remembered,
however, that consumers are familiar with our system of paper check-writing,
and like it. Some might reject a trade-off that involved higher service charges
in exchange for explicit interest. In some areas of New England a pattern has
developed whereby service charges and balance requirements on NOW accounts
are substantially higher than those on checking accounts. How this will affect total numbers of checks written remains to be seen. It is our view, however,
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that the lifting of restrictions as proposed in S. 1664 and S. 1668 will, in the
what
long run, enhance the efficiency of our payments system. How much, and in
form, is not yet known.
An area of the proposed legislation we have considered very carefully is its
impact on depositors. It seems clear that initially, smaller depositors would not
be helped by the advent of NOW accounts. Almost all bankers tell us that the
ratio of the number of checks written to the average account balance declines
as the average balance increases. This means smaller account holders would
have the least to gain, and probably even lose somewhat, from a system which
pays interest and increases the charge per check. Of course, it is not clear that
higher service charges will be imposed in exactly this manner. Moreover, such
a system would probably spur the development of electronic funds transfer
systems which could become great boon to small depositors. Also, the problem
of small depositors may be alleviated if service charges are structured so that
depositors who write large numbers of checks have an incentive to keep their balances in low-service charge, non-interest bearing accounts.
We suspect some consumers will choose an explicitly priced checking account,
such as a NOW account, even though they might suffer a monetary loss in the
trade off between interest rates and service charges. To some people, more
exact knowledge of the value of the benefits they receive from checking account
services would be useful. Others, we suspect, will continue to choose an implicitly
priced account. The important point is that the lifting of restrictions, as proposed in S. 1664 and S. 1668, will enable banks to offer both types of accounts
to consumers, who will then be able to make a choice.
COMPETITIVE EQUALITY-INTEREST RATE CEILING

Recent legislative and regulatory action at the Federal and States levels has
given thrift institutions many of the same asset and liability powers as commercial banks without requiring parity with respect to interest rate ceilings,
reserve requirements, and treatment of reserves. In some parts of the country,
thrift institutions already have third party payment powers similar to the interest-bearing transaction account being proposed in both S. 1664 and S. 1668.
However, these institutions still retain the interest differential on time and
savings accounts.
We believe the granting of third party payment powers to thrift institutions
blurs the remaining differences between financial institutions to such an extent
that the advantage of the interest rate differential should be removed from all
classes of time and savings accounts at any institution which elects to offer
third party payment accounts. S. 1668 prescribes that any thrift institution
which decides not to offer third party payment accounts would retain the advantage of the differential, despite our continued objection to this form of discrimination against bank customers.
S. 1668 prescribes that, on the effective date of the bill, credit unions offering
share drafts would be subject to the same interest rate ceilings on all accounts.
This is the same treatment prescribed for any other institution offering third
party payment accounts. There is no reason to "grandfather" the interest rate
ceilings on credit union accounts as is done in S. 1664.
Bill paying services, transfers from remote terminals, and other ways of transferring money from savings to checking accounts are already increasing the convenience of keeping transactions balances in thrift institution savings accounts.
And even if third party payment accounts had the same interest rate ceiling
at all institutions, thrifts would have the advantages of both one-stop banking
and higher interest rates on time and savings accounts if they retained their
differential on these accounts.
The decline in commercial banking's share of the time deposit market, excluding regular savings and bank time deposits over $100,000, as shown in table 1,
reflects the interest sensitivity of these deposits. In contrast, regular savings deposits are less sensitive to the interest rate differential since they are often maintained for use in emergencies and must be easily transferable to transaction accounts. For many people, the additional inconvenience of transferring these funds
from thrift institutions without third-party payment powers to a bank with
third-party payment powers outweighs the higher yield available at thrifts. However, if thrifts gain general third-party payment powers, the differential will become more important in competition for regular savings accounts. Without the
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third-party
elimination of the differential at thrift institutions that gain generalregular
savof
payment powers, we will see a decline in the bank market share
market for conings accounts similar to that which has already occurred in the
sumer certificates of deposit.
example
The market for Individual Retirement Accounts (IRA's) is another
disadof how the interest rate differential has placed banks at a competitive same
vantage. In announcing its decision to allow member banks to pay the
the
deposit interest rate as thrift institutions for IRA's, effective July 6, 1977,
banks
Federal Reserve Board cited data from December 1976 showing commercial
with only about 35 percent of the IRA deposit market while accounting for 47
percent of the total household time and savings deposits. When you consider that
savings and loan associations have less than 25 percent of the total savings locations, the importance of the one-quarter percent interest rate advantage on
IRA's as well as all household time and savings deposits becomes even clearer.
Although the regulated differential introduced in the Interest Rate Control Act
of 1966 was established to help maintain the flow of funds to the housing market,
the differential may hurt thrifts more than other institutions during periods of
disintermediation. Since a greater proportion of interest sensitive funds is at
thrifts because of the differential, a greater percentage of thrift deposits may
flow into unregulated money market instruments when interest rates are rising.
Individuals who have an opportunity to save at a thrift institution, but choose
instead to save at a commercial bank by opening a savings account or buying a
certificate of deposit, are being discriminated against.
Bank customers have benefited or will benefit from the elimination of the differential on:
(1) Time deposits of governmental units (1974).
(2) NOW account in Massachusetts and New Hampshire (1974).
(3) Long-term retirement accounts (1977).
(4) Interest-bearing transaction accounts as proposed in both S. 1664 and
S. 1668.
Bankers are well aware of the justification given in many quarters for the interest-rate differential—namely, that thrift institutions specialize in housing
more than banks do. In addition to our feelings about discrimination against
bank customers, we have two objectives to this rationale for the differential.
First, as mentioned above, the interest rate differential has made thrift institutions particularly prone to outflows of funds during periods of rising market
interest rates. This instability in the thrift institution deposit base has been a
disruptive force in the mortgage market.
Second, the implication of many of the arguments in favor of the differential
is that banking is not making a significant contribution to housing finance. This
is not true. As shown in table 2, banks held 883.7 billion in morte.:ages at the end
of the first quarter of 1976, more than any other class of institutions, except savings and loan associations. In addition, banks make a substantial contribution to
housing finance through such means as home improvement loans, the purchase
of Federal housing agency obligations, and similar investments. Some of these
investments are shown in table 3, as of the first quarter of 1976.
Over the longer run, as table 5 shows, the percentage of total assets that thrift
institutions have been holding in the form of mortgages has been trending downward, while that of banks has been going up. Indeed, between 1965 and 1976, the
percentage of total assets of mutual savings banks in the form of mortgages declines from 76.3 to 60.6. Also, as indicated in table 4, in both 1975 and 1976 a
substantial portion of the increase in deposits at thrift institutions was not put
into housing. For mutual savings banks, deposits grew at more than twice the
rate of mortgage investments in both years.
We are proud of the record of our industry in housing finance. From the standpoint of housing finance there is no justification for the discrimination against
bank customers inherent in the interest rate differential.
COMPETITIVE EQUALITY-RESERVE REQUIREMENTS AND TREATMENT OF RESERVES

While parity on reserve requirements and treatment or reserves is also important to the competitive balance between financial institutions, we believe each
State should continue to have the authority to set reserve requirements for statechartered depository institutions that are not members of the Federal Reserve
System, or the Federal Home Loan Bank System.
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The Federal Reserve has pointed to the decline in the percentage of deposits
in member banks (which are therefore subject to reserve requirements) as evidence that its control of the money supply is eroding. In spite of this, there is not
general agreement that the Federal Reserve needs the authority to set reserve
requirements for a certain percentage of deposits in order to control the money
supply. Nevertheless, it is useful to determine whether the introduction of interest-bearing consumer transaction accounts would lead to a significant decline
in the percentage of deposits subject to reserve requirements set by the Federal
Reserve. It is assumed that the Federal Reserve's main concern is with transaction balances, that is, demand deposits and other types of interest-bearing
transaction balances.
A preliminary analysis of this problem is presented in table 6. We simulated
the effect of nationwide NOW accounts with the use of deposit data from December 1975. Even a shift of as much as 40 percent of the funds currently deposited in household checking accounts at commercial banks to NOW accounts at
thrift institutions, would result only in moderate reduction in the percentage
of transaction balances subject to reserve requirements set by the Federal
Reserve nationwide. About half of this reduction could be offset by giving the
Federal Reserve the authority to set reserve requirements on NOW accounts
held at
Fed.rally chartered savings and loans.
Virtually no reduction would occur if the Federal Reserve were given authority
to set reserve requirements on NOW accounts at all thrift institutions
which
were members of the Federal Home Loan Bank System. This results
from the
fact that Federal Home Loan Bank members account for about 98
percent of
the deposits at savings and loan associations and about 20 percent of
the deposits
at mutual savings banks.
We believe S. 1668 will give the Federal Reserve adequate means to control
the nation's money supply. It states that the Federal Reserve should be authorized to set reserve requirements for all Federally-chartered institutions, including Federally-chartered credit unions, State member banks, and Statechartered thrift institutions belonging to the Federal Home Loan Bank System.
The required reserves of these institutions should be held either at the Federal
Reserve or at a depository acceptable to the Fed.
The Federal Reserve should not have the authority to determine reserve requirements for State-chartered institutions that are not members of the Federal
Reserve System or the Federal Home Loan Bank System. Such institutions should
continue to be subject to reserve requirements according to State law or regulation. Basically, we are asking that thrift institutions be regulated with respect
to reserve requirements in the same way as banks.
THE FEDERAL RESERVE'S MEMBERSHIP PROBLEM

In reducing the cost of Federal Reserve membership, we believe certain
principles should be followed. The cost of membership should be reduced by
approximately the same percentage for all sizes of banks. We support this
approach because the factors which have increased the cost of Federal Reserve
membership have resulted in approximately the same percentage increase in
cost for members of all sizes. In fact, even though the increase in cost has been
the same for all sizes of banks, the level of the cost of membership, under current reserve requirements schedules, is substantially higher for larger banks
than smaller ones.
There are two elements to the cost of Federal Reserve membership. The first
element depends on the interest rate a bank could earn if it were allowed to
invest those reserves in earning assets. This rate of sacrified earnings is approximately that same for all banks, and has been the major element in the
rise in Federal Reserve membership costs in recent years. Since the interest
rates on earnings assets are approximately the same for all sizes of banks, the
rate to be paid on reserves should be the same for all sizes of banks.
The second element depends on the amount of reserves which must be held,
and is larger for larger banks. On demand deposits, banks with less than $2
million in this type of deposit have a 7-percent reserve requirement, while
banks with more than $400 million in demand deposits have a 16.25-percent reserve requirement. Thus, in general, the cost of Federal Reserve membership
is larger for larger banks. Also, this graduated structure of reserve requirements
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means the nomal growth in bank deposits will tend to increase the aggregate
cost of Federal Reserve membership.
This member bank reserve requirement structure is an historical accident
dating back more than 110 years to the creation of the national bank system.
It was discriminatory at that time against banks located in money centers
and justified in part by the role of these banks as quasi-central banks. That
justification disappeared with the creation of the Federal Reserve System in
1914, but the geographic reserve structure continued until 1972 and is even
now reflected in the law. The Federal Reserve since 1972 has required progressively higher reserve percentages as the total of demand deposits in each bank
increases. There is no justification for this discrimination among member banks
on the basis of size.
It has been said that payment of interest on reserves held at Federal Reserve
Banks would be a subsidy to banks. This greatly oversimplifies the situation.
The funds which member banks maintain in Federal Reserve Banks are invested primarily in government securities which provide interest income for
the Federal Reserve. This interest income substantially exceeds the costs of
providing services to member banks and a portion of it is paid to the Treasury
each year. The Federal Reserve's investment income was about 5 percent of its
assets in 1975. Thus, the Federal Reserve earned about $1.25 billion on $25
billion of reserves held by member banks.
As estimate of the total cost of Federal Reserve membership can be obtained
by estimating the earnings which reserves kept at Federal Reserve Banks
would produce if they were invested in earning assets. Such funds would likely
be used to purchase Treasury bills or held as correspondent balances. The
market yield on 3-month Treasury bills averaged 5.80 /percent in 1975 and about
5.00 percent in 1976. An August 1975 survey of correspondent banks in the
Kansas City Federal Reserve Bank indicated an average earnings allowance
on correspondent balances of about 6 percent. This was just slightly below the
rate on Treasury bills at that time. Multiplying the $26.7 billion of reserves at
Federal Reserve banks at the end of 1975 by the 5.8 percent average yield on
Treasury bills provides an estimate of the total cost of membership of about
$1.5 billion in 1975. A similar estimate for 1976 indicates a total cost of membership of about $1.3 billion. In other words, member banks could have earned
about $1.5 billion more in 1975 and $1.3 billion in 1976 if they could have invested funds which they held as reserves with Federal Reserve banks.
The earnings that banks sacrifice as a result of sterile reserves held at the
Fed can be viewed as a tax on banks. The amount of this tax has increased as
a result of the increase in the cost of Federal Reserve membership. The increase
in the cost of membership was primarily the result of an inflation induced rise
in market interest rates. The proposals being discussed merely authorize the
Federal Reserve to reduce the amount of this tax to levels which existed before
the inflation induced rise in interest rates.
Federal Reserve membership confers benefits on those who are willing to
pay the price. These include services such as check clearing, provision of coin
and currency, safekeeping for securities, and access to the discount window.
The Federal Reserve has also recently put out for comment a proposed regulation that would allow it to charge explicit fees for the services it offers member banks. The implementation of such a regulation would at 'least partially
offset the reduction in the cost of membership occasioned by the payment of
interest on reserves. Although larger banks use proportionately more of these
services than smaller banks, we suspect the Federal Reserve would not allow
a regime of explicit pricing that allowed volume discounts. Similarly, reserve
requirements and interest paid on reserves held should be nondiscriminatory
with respect to bank size.
Federal Reserve spokesmen have made it clear that the Board desires the
authority to pay interest on reserves as a means of making Federal Reserve
membership more attractive, particularly to smaller banks. There is an implication that if the limitation on total interest payments is such as to produce
a payment believed inadequate for this purpose, the Board will look favorably
upon plans to pay interest to smaller member banks at higher rates or otherwise to discriminate against larger banks. This overlooks the fact that a number of nonmember banks are large (in excess of $1 billion in deposits), but
it has a greater flaw in compounding what is already a discriminatory system
for setting requirements against the deposits of member banks. Unless the
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burden of Federal Reserve membership is eased on a uniform basis across all
sizes of banks, the trend toward larger and larger banks withdrawing from
the system will continue. Thus, the results of discrimination may well be counterproductive, for the loss of one large member bank can easily offset the attraction
of many new smaller members.
The consideration of the payment of interest on reserves simultaneously with
interest bearing transaction accounts is in some ways misleading for it is an
easy conclusion that interest on reserves is required to cover the cost of payments
to consumers. The payment of interest on member bank reserves should be viewed
as a structural change in the banking system which is a long-overdue step to
lessen the cost to member banks of belonging to the Federal Reserve System.
This provides support to the nation's monetary authority, and should be viewed
in this context.
OTHER BILLS BEING CONSIDERED

Although our statement has concentrated on only two of the six bills being
considered during these hearings, we believe the conditions established in S. 1668
with respect to interest rate ceilings, reserve requirements, and treatment of
reserves must be applied to many of the proposed recommendations in the other
four bills. Over the last few years, our Association has had the opportunity to
testify on a number of these issues before this Subcommittee and the House Subcommittee on Financial Institutions, Supervision, Regulation and Insurance.
However, some of the proposals in the other four bills are new and have not
been discussed in detail or acted upon by our Government Relations Council.
For this reason, we can only state our tentative views at this time:
S. 1665
1. Federal chartering of mutual savings banks.—Title I limits Federal status
to only those institutions which are State chartered institutions at the time of
conversion to a Federal charter. When conditions concerning parity on interest
rate ceilings and reserves are adopted, we will be willing to support this title.
2. Management powers of credit unions.—Because these provisions would completely reverse credit unions' traditional service to low- and moderate-income
savers and borrowers, they will make credit unions comparable to other financial
institutions. We see no reason to object to this change so long as it is accompanied
by the provision of S. 1668 equalizing the interest rates and reserve requirements
on credit union deposit, share and other accounts.
3. Central liquidity fund for credit unions.—We have no objection to this
proposal as long as our conditions on interest rate ceilings and reserves are
adopted in connection with the expansion of credit union asset and liability
powers.
4. Restructuring of the National Credit Union Administration.—We have no
objection to this proposal.
S. 1666
1. Extension of the Interest Rate Control Act.—We are opposed to this proposal
because it is inconsistent with the changes recommended in S. 1668.
2. 100 percent insurance of public funds.—We believe this proposal is unnecessary and should not be adopted.
3. Variable rate mortgages.—We support any experiments that may be helpful
in the development of variable rate or other flexible mortgage instruments.
4. Expansion of lending and investment powers under title V of the Home
Owners Loan Act.—We would support the expansion of lending and investment
powers for Federal savings and loan associations as long as it was accompanied
by an equalization of interest rate ceilings, reserve requirements, and treatment
of reserves as proposed in S. 1668.
5. Federal chartering of mutual savings banks.—When our conditions on parity
of interest rate ceilings and reserves are met, we will be willing to support the
Federal chartering of mutual savings banks. However, we oppose this particular
provision because it would allow a converting institution to begin a new line of
investments just prior to conversion rather than being subject to the five year
historical restriction of Title I of S. 1665.
S. 1667
Except for our opposition to the proposed extension of interest rate controls
in Title I, we have no objection to the provisions of S. 1667 if parity on interest
rates and reserves are also accepted.
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S. 1669
We have no objection to this proposal.
The American Bankers Association has attempted to address the issues of
interest-bearing transaction accounts, competitive equality among financial institutions, and the burden of Federal Reserve membership in a constructive wkly.
I believe that S. 1668 deals directly with these major concerns. In general, we
have no objection to any of these additional proposals as long as they are accompanied by parity on interest rate ceilings, reserve requirements, and treatment
of reserves.
TABLE 1.-COMMERCIAL BANK DEPOSIT MARKET SHARES, 1970-76
Percent
growth in
market,
1970-75

Market
1. All deposits
2. Demand deposits
3. All time and savings deposits
4. IPC (individuals, partnerships, and corporations), time and savings
deposits_
5. IPC regular savings deposits
6. IPC time and savings deposits excluding regular savings deposits
and large CD's
7. Household time and savings deposits
8. Household regular savings deposits
9. Household time and savings deposits other than regular savings___.

Commercial banks market
share (percent),
1970

1975

19762

69
31
90

68.8
100
51.7

66.5
99.7
53.9

64.8
99.7
52.5

86
42

48.3
39.4

49.6
45.4

48.7
47.1

147
86
42
152

49.0
46.4
40.3
56.6

40.8
47.6
44.8
50.5

NA
NA
NA
NA

1 Not including credit union shares.
2 Preliminary.
Sources: FDIC, "Assets and Liabilities," selected dates, "Federal Reserve Bulletin," selected dates, "NAMSB Fact
Book," selected dates, "USLSA Fact Book," selected dates, Federal Reserve Board, "Flow of Funds Statistics." All
time and savings deposits at thrifts are assumed to be held by households. Line 6 uses data for insured commercial banks
for Jan. 31,1971, and Jan. 31,197E. Lines 8 and 9 assume that 97 percent regular savings deposits at commercial banks
in 1975 were held by households compared to 100 percent in 1970.
TABLE 2.-MORTGAGE LOANS OUTSTANDING, BY TYPE OF LENDER, 1ST QUARTER 1976
[In billions of dollars]

Lender
Savings and loan associations
Commercial banks
Mutual savings banks
Life insurance companies
All others
Total

1 to 4
family

Multifamily

Total

231.3
78.2
50.3
17.3
126.3

25.9
5.5
31.9
19.7
35.7

257.2
83.7
64.2
37.0
162.0

503.4

100.7

604. I

Source: Federal Reserve Board.

TABLE 3.-THE BANKING INDUSTRY'S CONTRIBUTION TO HOUSING FINANCE,
FIRST QUARTER 1976

Billions

Residential mortgage loans
Mobile home loans
Home improvement loans
Residential construction loans
Residential land loans
Federal housing agencies obligations
Municipal securities supporting housing
Loans to other housing lenders
Total
Source: Federal Reserve Board.

$83.7
8.7
5.9
8.1
2.3
14.5
78.0
20.0
221. 2
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TABLE 4.-PERCENTAGE INCREASE IN TOTAL DEPOSITS AND MORTGAGE LOANS, 1975 AND 1976

Commercial
banks

Mutual
savings
banks

Savings
and loan
associations

4.6
3.4

11.3
3.1

17.7
11.8

6.0
10.7

11.8
5.7

17.5
15.9

1975:
Increase in total deposits
Increase in mortgage loans
1976:
Increase in total deposits
Increase in mortgage loans

Sources: FDIC; National Association of Mutual Savings Banks; United States League of Savings Associations.
TABLE 5.-PERCENTAGE OF TOTAL ASSETS IN MORTGAGE LOANS, SELECTED YEAR-END DATES,
1965-76

Commercial banks
Mutual savings banks
Savings and loan associations_

1965

1975

1976

13.2
76.3
85.1

14.2
63.8
82.4

14.5
60.6
82.4

Sources: FDIC; National Association of Mutual Savings Banks; United States League of Savings Associations.
TABLE 6.-PERCENT OF TRANSACTION BALANCES' SUBJECT TO RESERVE REQUIREMENTS SET BY THE FEDERAL
RESERVE
Percent of household demand deposits
shifted to NOW accounts at thrift institutions
0

Types of deposits subject reserve requirements set by Federal Reserve:
All deposits at member banks
All deposits at member banks, NOW accounts at federally chartered
thrift institutions
All deposits at member banks, NOW accounts at thrift institutions
which are members of Federal Home Loan Bank System

10.0

20.0

40.0

Percent of transaction balances subject to
reserve requirements set by the Federal
Reserve
76.4

74.0

71.6

76.4

75.3

74.2

66.4
72.0

76.4

76.4

76.4

76.3

" Demand deposits held by individuals, partnerships, and corporations plus NOW accounts at all financial institutions.
ASSUMPTIONS

1. The ratio of IPC demand deposits at member commercial banks to IPC
demand deposits at nonmember commercial banks remains constant.
2. All funds in NOW accounts at thrift institutions come from household
checking accounts at commercial banks.
3. Member and nonmember commercial banks lose household demand deposits
to NOW accounts at thrift institutions in proportion to their total volume of
household demand deposits.
4. Different types of thrift institutions attract NOW account funds in proportion to their total time and savings deposits. Credit unions were not included
in the analysis.
5. The ratio of household demand deposits to IPC demand deposits is the same
for member and nonmember commercial banks.
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APPENDIX I
COMPARISON OF ADMINISTRATION AND ABA BILLS
Issue

S. 1664-Administration bill

S. 1668-ABA bill

14 Ownership and use of NOW Owner must be individual or nonprofit Owner must be individual and account
must be used for his personal purposes
association (including credit unions);
accounts. (See note 2
(sec. 1).
no restriction on use(sec. 101).
below.)
2. Fine for violations of NOW Repeals fine (in rewriting 12 U.S.C. 1832, Continues present provision subjecting
institutions that violate restrictions on
sec. 101 omits fine).
account restrictions.
NOW accounts to $1,000 fine for each
violation (12 U.S.C. 1832(c)).
3. Other kinds of savings ac- 2 types of accounts are authorized in sec. All savings accounts from which transfers
to 3d parties may be made are subject
101. Other types would be allowed by
counts used to pay bills.
to the same ceiling, regardless of how
State law or other provisions of Federal
For
transfers are made(secs. 1, 2(c), and 6).
law (such as 12 U.S.C. 1464(bX1)).
instance, an S. &L. may agree to pay
bills from a savings account as the
saver directs over the phone. The account is not a "NOW" account as defined in the bill because no "negotiable
or transferable instrument or other
similar item" is used to withdraw the
money. Apparently, this account would
be subject to a higher ceiling unless
the 4 agencies used their broad authority to treat it as a NOW account. That
could be done only if all 4 agencies
agreed to issue a "similar" regulation
or order.
are uniform for all NOW accounts If institution offers 3d-party-payment
Ceilings
4. Rate ceilings: uniformity
accounts, with or without interest, all
(sec. 104(a)), but statutory rate differits accounts are subject to same ceilings
ential continues for other accounts
as banks (sec. 6); statutory differential
(lower ceilings for commercial banks
repealed (sec. 7(c)).
is
than for thrift institutions) unless
changed with approval of both Houses
of Congress (Public Law 94-200, 12
U.S.C. 461 note).
5. Rate ceilings: Coverage:
apply to all interest-bearing Same (existing law).
Ceilings
by
insured
Institutions
consumer deposits (existing law).
FDIC or FSLIC, and
other FHLB members.
ng
Federal credit unions_ ___ Ceilings apply to NOW accounts only Ceilings apply to all interest-beari
consumer deposits (secs. 2(c), 5(b),
(secs. 104(a), 104(e)).
5(c)).
Do.
Other insured credit No ceilings (see note 3 below)
unions.
Ceilings apply if credit union offers
Uninsured credit unions__ No ceilings
3d-party-payment accounts, with or
without interest(see 3 above, sec. 2(c)).
apply if they offer 3d-partyCeilings
20
Other uninsured, non- Ceilings apply only if they hold over
payment accounts, with or without
State
in
accounts
thrift
of
percent
member institutions.
interest(see 3 above, sec. 2(c)).
where no State ceilings apply (existing
law).
NOW accounts after
6. Rate ceilings: Agency respon- 3 or 4 agencies (FRB, FDIC, FHLB, and FRB sets ceiling on agencies
(sec. 2(c)).
consulting other
NCUA) must agree on NOW account
sible for setting ceilings on
ceiling, except FRB may set initial
NOW accounts.
ceiling if no agreement is reached in 6
mo (sec. 104(a)).
On Dec. 15, 1979, rate ceiling authority re- On Dec. 15, 1980, rate ceiling authority
7. Rate ceilings: Expiration
reverts to pre-1966 law (sec. 7(a)).
verts to pre-1966 law except for NOW
accounts(sec. 301). Ceilings for NOW's
continue for 3 yr(4 yr from enactment),
when they expire unless renewed during the next 3 yr by vote of 3 of 4 agencies (sec. 104(a)).
8. Rate ceilings: grandfather Over-ceiling rates on NOW accounts in No such provision.
existence at enactment may continue
clause.
for 4 yr after enactment (sec. 104b)).
apply to interest9. Extension of reserve require- Reserve requirements apply to NOW ac- Reserve requirements
bearing 3d-party-payment accounts at
counts at all institutions insured by
ments to nonmembers of
Federal credit
and
members
FHLB
memFHLB
all
NCUA;
FDIC, FSLIC, or
FRS.
unions, in addition to Fed member banks
bers; and uninsured savings banks
2(b)).
(sec.
201(a)).
(secs. 102(a),
be held as vault cash at
10. How reserves may be held____ Reserves may be held as vault cash, at Reserves may
FRBank, or (for FHLB members) at,
FRBank, or(for nonmembers)as interFHLBank if it holds them as vault cash
mediary FR member bank, or at
or at FRBank (sec. 2(b)).
FHLBank (sec. 202(a)).
phasein provision.
reNo
required
FRS,
of
nonmembers
For
requirereserve
of
Phasein
11.
serves are reduced by 75 percent in
ments for nonmembers of
25
and
2d,
in
percent
50
year,
1st
FRS.
percent in 3d (sec. 201(b)).
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APPENDIX I—Continued
COMPARISON OF ADMINISTRATION AND ABA BILLS—Continued
Issue

S. 1664—Administration bill

S. 1668—ABA bill

12. Reserves on demand deposits FRB sets requirement at not more than FRB sets requirement at not more than
at FR member banks.
22 percent nor less than 5 percent (7
20 percent nor less than 5 percent(sec.
percent for banks with more than
2(a)).
$15,000,000 of net demand deposits)
(sec. 201(a)).
13. Interest on required reserves_ FRBanks may pay interest on required Same, except rate paid must
be uniform
reserves they hold at rate fixed by
regardless of size of reserve balance or
FRB; payments may not exceed 10
nature of institution, and limit is 5
percent of net earnings of FRBanks in
percent of required reserves held by
previous year (sec. 202(b)).
FRBanks at end of previous fiscal year
(sec. 2(b)).
14. FRBanks as clearing houses__ FRBanks may receive "other items, in- No such provisions.
cluding negotiable orders of withdrawal" as well as checks and drafts
payable on presentation, and accept
deposits from nonmembers on same
terms as FR members. Nonmembers of
FR must maintain clearing balances at
level FRB deems "appropriate"; law
now requires level sufficient to offset
their items in transit. FRB may require
FRBanks to act as clearing house for
nonmembers of FR, and may fix charges
(presumably for collecting items) that
depository institutions impose on their
customers whose items are cleared
through FRBank (sec. 205).
15. Effective date
Bill takes effect 1 yr from enactment(sec. Bill takes effect 1 yr from enactment
206).
except it takes effect 60 days from enactment in New England (sec. 8), and
repeal of statutory differential takes
effect on enactment (see 3 above, sec.
7(c)).
NOTES
1. This table is based upon reading S. 1664 and the section-by-section analysis of it in the Congressional Record. Where
unclear, we have tried to resolve ambiguities by presuming the framers' intent.
2. In this table "NOW account" is used to cover other kinds of interest-bearing 3d-party-payment accounts (such as
share draft accounts at credit unions) as well.
3. The earlier FRB draft bill applied ceilings to all credit unions insured by NCUA, not just Federal credit unions. While
S. 1664 is not entirely clear on that point, the ceiling authority is inserted in a provision that relates solely to Federal
credit unions, and the earlier FRB draft's reference to other insured credit unions is omitted. We assume an intent to
exclude other credit unions from coverage.
APPENDIX II
DEPOSIT POWERS OF BANKS AND THEIR COMPETITORS
What

Where

How

BAN KS
Checking accounts
NOW accounts

Nationwide _
Massachusetts, New Hampshire, Connecticut, State and Federal statutes.
Maine, Rhode Island, Vermont.
Telephone transfers from custom- Nationwide
Federal regulation.
er's savings accounts to
checking account.
Manned remote service units or State chartered banks in: Alabama, Arkansas, State statutes and regulation.
off-premise automated teller
Colorado, Connecticut, Florida, Georgia, Indiana,
machines.
Iowa, Kansas, Kentucky, Louisiana, Maine,
Maryland, Massachusetts, Montana, Nebraska,
New Hampshire, New Jersey, New Mexico,
New York, North Carolina, North Dakota, Oklahoma, Oregon, Rhode Island, South Carolina,
South Dakota, Tennessee, Virginia, Washington,
Wisconsin; national banks providing they comply with branching laws.
SAVINGS AND LOAN
ASSOCIATIONS
NOW accounts

Massachusetts, New Hampshire
Connecticut, Maine, Rhode Island, Vermont

State statutes and interpretations; Federal statute (Federal
savings and loans).
Federal statute.
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APPENDIX II—Continued
DEPOSIT POWERS OF BANKS AND THEIR COMPETITORS—Continued
What

Where

How

Checking accounts, Non-interest- Connecticut, Illinois, Maine, New York, Rhode State statutes and interpretaIsland, Wisconsin.
bearing NOW's.
tions.
Nationwide (Federal savings and loans)
Preauthorized bill paying
Housing Act of 1970; Federal
Home Loan Bank Board
regulations.
Arkansas, California, District of Columbia, Florida, State and Federal regulations.
Bill paying by telephone
Hawaii, Nebraska, Oklahoma, Pennsylvania,
Texas.
Manned remote service units and Nationwide (Federal savings and loans)
Federal Home Loan Bank Board
off-premise automated teller
regulations.
machines.
Alabama, Colorado, Connecticut, Florida, Iowa, State statutes (Kentucky by
Kansas, Kentucky, Maine, Massachusetts,
regulation).
Montana, New Hampshire, New Jersey, New
Mexico, New York, Rhode Island, South Carolina,
South Dakota, Virginia, Washington, Wisconsin.
Telephone transfers from savings Nationwide
Federal Home Loan Bank Board
in Federal savings and loans to
regulations.
demand deposit accounts.
MUTUAL SAVINGS BANKS
NOW accounts

Massachusetts, New Hampshire _

Connecticut, Maine, Rhode Island, Vermont
Checking accounts, Non-interest- Connecticut, Delaware, Indiana, Maine, Maryland,
Minnesota, New Jersey, New York, Oregon,
bearing NOW's.
Pennsylvania, Rhode Island, Vermont.
Connecticut, Maine, Minnesota, New Jersey, New
Bill paying by telephone
York, Pennsylvania, _Rhode Island, Vermont,
Washington.
Manned remote service units and Connecticut, Maine, Massachusetts, Maryland, New
Hampshire, New Jersey, New York, Oregon,
off-premise automated teller
machines.
Rhode Island, Washington.

State statutes and interpretations.
Federal statute.
Charters, bylaws, State statutes,
and interpretations.
State and Federal regulations
State statutes.

CREDIT UNIONS
NOW accounts
Idaho -Checking accounts, non-interest- Nevada, Rhode Island, Utah
bearing NOW's.
Manned remote service units and Nationwide (Federal credit unions)
off-premise automated teller Alabama, Colorado, Florida, Idaho, Iowa, Massachusetts, Montana, New Mexico, Rhode Island,
machines.
South Carolina.
Nationwide (Federal credit unions)
Share drafts

State statute.
State statutes and interpretations. National Credit Union
Administration.
State statutes.

National Credit Union Administration.
Alabama, California, Colorado, Connecticut, State statutes and interpretations.
Florida, Idaho, Illinois, Indiana, Iowa, Kentucky,
Michigan, Minnesota, Missouri, Montana,
Nevada, North Carolina, North Dakota, Ohio,
Oklahoma, Rhode Island, Tennessee, Texas,
Utah, Virginia, Vermont, Washington, Wisconsin.
Federal statute.
Share certificates, lines of credit, Nationwide (Federal credit unions)
mortgage loans to 30 yr, etc.
Alabama, Arizona, California, Colorado, Idaho, State "wild card" statutes.
Kansas, Louisiana, Maine, Minnesota, Montana,
Nebraska, New Mexico, Oregon, Rhode Island,
Tennessee, Texas, Utah, Virginia.
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Senator MCINTYRE. I have a question right now. I would like to get
a quick answer to this if possible. In your statement you say,"Rather,
the solution lies in attacking the cause of this attrition. And that
means reducing the burdens of Fed member banks." I'd like you to illuminate what are the burdens on the Fed member banks.
Mr. MCPETERS. I think the principal burden consists of the sterilizing of sizable portions of the deposit base and nonrevenue producing
reserves. It's the actual cost of foregone income that a member bank
sustains and must pay as a result of keeping these funds in this form.
That's the principal financial burden of membership.
Senator MCINTYRE. And what you receive from that, from the Fed,
is not worth the name of the game?
Mr. MCPETERS. Well, that would be an offset, but certainly not of a
value equal or even close to the value of reserve balances.
Senator MCINTYRE. IS it worth it? Does it measure up to the account of money that's sterilized?
Mr. MCPETERS. Mr. Chairman, my bank is a nonmember bank.
However, over the years, when we considered membership we have
found the burden, in our judgment, simply too costly.
Senator MCINTYRE. All right. Thank you very much.
Now I will ask to hear from Mr. Lloyd Bowles.
STATEMENT OF LLOYD BOWLES, CHAIRMAN, LEGISLATIVE COM- MITTEE, U.S. LEAGUE OF SAVINGS ASSOCIATIONS; CHAIRMAN,
DALLAS FEDERAL SAVINGS & LOAN ASSOCIATION, ACCOMPANIED BY NORMAN STRUNK,EXECUTIVE VICE PRESIDENT, U.S.
LEAGUE OF SAVINGS ASSOCIATIONS
Mr. BOWLES. Thank you, Mr. Chairman.
My name is Lloyd Bowles. I am chairman of the board and president of Dallas Federal Savings and Loan Association, and appear
today in my capacity as chairman of the legislative committee of the
U.S. League of Savings Associations. I am accompanied by Norman
Strunk of Chicago,executive vice president of the league.
In the interest of time, my oral presentation will abbreviate our
written statement distributed to the subcommittee.
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The first 14 pages of our statement are devoted to explaining why
we feel regulation Q and the mandated differential are vital to home
finance.
It is the key to maintaining a reasonable competitive balance between
commercial banks with their broad services on the one hand and thrift
institutions with their specialized range of offerings on the other.
We hear persistent complaints from commercial bankers that the
differential is somehow "unfair." I would like Mr. Strunk to show
an ad which appeared in a paper recently and I think it woulcl be very
interesting.
Mr. STR17NK. This ad appeared in the Fort Lauderdale newspaper
about 3 weeks ago. Note the headline, "Much Ado About Nothing."
It's signed by the Broward County Bankers Association. That's in.
the Fort Lauderdale, Fla., area. I will just read you the copy: "Savings and loans are always proclaiming that they pay 'higher interest
rates than any bank.' The trouble is, this difference they make such
a big deal about only amounts to a quarter of 1 percent. Which
amounts to about $2.50 a year on $1,000. Which really doesn't amount
to much of anything. In fact it probably wouldn't even pay for the
gas you would waste by doing your savings in one place and all the
rest of your banking in the one place that's equipped to handle it.
A bank. So next time you hear a lot of talk about how much better
interest rates are at a S. & L., just remember what it all amounts to."
That again, according to this group of bankers, is much ado about
nothing. It may not be important to them, but it is important to the
savings and loan business.
Mr. BOWLES. Also, Mr. Chairman, as our exhibits A, B and C (see
pages 220-222), demonstrate, banks have increased their market share
of consumer savings since the differential was narrowed to one-fourth
of 1 percent 4 years ago; a significant portion of the banking industry
does not pay the ceiling rates; and thrift institutions are offering the
public the longer term higher earning certificates to a greater degree
than are commercial banks.
We make a special point on pages 4 and 5 of reminding the Congress of the Federal Reserve's recent action to strip the differential
from IRA and Keogh retirement savings. Certainly, if the differential is to be reduced or eliminated, this should be done by Congress.
The U.S. League strongly urges your subcommittee and the Congress to nullify the Fed's action before it takes effect July 6. For the
longer term, we would ask that the present statutory procedure for
review of rate control ceilings be amended to remove any further
possibility of such unwarranted action by the agencies.
Mr. Chairman, we know that you and others are concerned that the
basic regulation Q program has failed to prevent disintermediation
and deprives consumer savings of market rates of interest in tight
money periods.
The rate control law was never intended to prevent disintermediation, though, admittedly, we were deeply worried at the time and
some S. & L.'s were hard hit. Disintermediation never eroded more
than 1.26 percent of our savings base—even in the worse quarter of
the last decade.
Senator MCINTYRE. Mr. Bowles, as we sit on this beautiful first day
of summer, what have you got in your portfolio today to handle the
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hot money situation described by the president of ABA? Members of
this committee went through that time when thrift institutions from
all over the country came to see us telling us about the impossible situation it had. We've thought on this committee—at least I have—that
this would be the time to try to take corrective action so we'd be able
to handle disintermediation better in the years ahead. Do you think
you're better able to handle it? Just a quarter of 1 percent doesn't
make any difference when this desire of the investor for that hot
money is there and he's going to go around looking for things when
Government bonds are 9.4 percent or something like that.
Mr. BowrAs. As indicated here, Mr. Chairman, in the worst period
4 perin the last 10 years our savings base has eroded no more than 11/
cent and, of course, obviously we can't say what's going to happen in
the future. We hope that it will not occur again. We know it will. We
do have long term certificates of deposit now, with their restraints on
early withdrawal. We do have our Federal loan bank system. We do
maintain a pretty good position in our liquidity base. We do have the
opportunity to move loans around by selling whole loans or participations. But, on the other hand, I can only say to you from past
experience, Mr. Chairman,that we have been able to weather it pretty
well.
Senator MCINTYRE. Now I'm no student of banking, but aren't you
a little more timid in making your loans—a little more timid today as
you look at an application for a loan? Don't you think back on those
4-percent
days when you were so concerned with those 6- and 51/
mortgages?
Mr. BOWLES. I certainly hope we do inflationary expectations are
one part of determining rates on long-term mortgage loans.
Senator MCINTYRE. IS that affecting your ability to get that money
out and get it to work for homebuilding and other construction work?
Mr. BOWLES. Right now,as you know, Mr. Chairman,the home loan
demand in this country is quite heavy.
Senator MCINTYRE. Yes; $75,000 homes for the wealthy and for the
middle wealthy. Do you think you've got a good record in your bank
and your association for home mortgages?
Mr.BOWLES. Yes I sure do.
Senator MCINTYRE. IS it increasing?
Mr. BOWLES. Yes, sir. We are making more loans now than we have
ever made, Mr. Chairman.
Senator MCINTYRE. All right. Thank you.
Mr. BOWLES. It's almost unbelievable.
Senator MCINTYRE. That's good. Thank you.
Mr. BOWLES. Mr. Chairman, about 36 percent of our total deposits
are 4 years or longer, which is pretty long—and, as I said, these have
early withdrawal penalties to discourage deposit shifts.
What the rate control program was designed to do was to prevent
ruinous competition between financial institutions, to avoid rate wars,
to prevent the failure of financial institutions, and to preserve our
financial institution structure. We submit that regulation Q has performed these functions extremely well.
Left to the open market, unrestrained bidding for savings could
force financial institutions into risky investments which could precipi-
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services. There is no way in the long run that a financial institution
which specializes in making loans on homes can earn as much as the
commercial bank. Too, large banks finance the top corporations, and
the large corporations can always pay more for borrowed money than
can the American family.
Frankly, we fear that without regulation Q the big .banks will
eventually "gobble up" the smaller banks and the thrift institutions
and we will end up in this country with a dozen or so super banks.
There is no guarantee that the consumer saver will prosper under such
a free savings environment.
Our statement also points out that for the past 2 years the consumer saver has had a much better product in terms of yield, safety
and convenience at his home-town financial institution than is available in the money market. That kind of consistent reward for family
savings ought not to be jeopardized by concern about what the saver
might get without regulation Q ceilings in those infrequent periods
when tight money overtakes our economy.
With these general statements as to the importance of regulation
Q, let me just say that it has been unsettling to have this basic law
extended only for short periods of time. We understand the attitudes
of this committee with respect to the need for broader legislation and,
as our full statement indicates, the savings and loan business is more
reconciled to this approach than it perhaps has been in the past. We
would hope that there can be comprehensive legislation passed by the
Congress this year that would include a significant extension of the
rate control law, with the statutory differential assured. We recommend a 10-year extension.
Senator MCINTYRE. Did you say you wanted a 10-year extension of
regulation Q?
Mr.Bowr.R.s. Yes,sir.
Senator MCINTYRE. Don't you know I said no more easy extensions
of regulations?
Mr. BOWLES. We merely wanted to remind you of our feelings,
Mr. Chairman.
Senator MCINTYRE. Very good.
Mr. BOWLES. At the end of any such extension period, we recommend that the Congress—not the agencies—determine that removal of
rate control "will not adversely affect the availability of mortgage
credit to the public or impair the financial health of thrift
institutions."
Mr. Chairman, there are dozens of additional issues addressed in
our full statement. Let me take this occasion to thank you for your
courtesy in introducing S. 1666, the U.S. League's legislative package
for financial reform. We hope that you will find our suggestions constructive and responsive to your request for changes in the basic
law.
Underlying all of these recommendations is our determination to
remain as the Nation's principal source of home mortgage credit. The
savings and loan business has provided four out of five home loans to
American families for much of the past 2 years and we desire to
maintain this exemplary record and specialization.
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Our statement also responds to the administration's bill to extend
NOW accounts nationwide, and to various features of bills developed
by the banking, mutual saving banks, mortgage banking, and credit
union businesses. We will be delighted to amplify on our remarks
during the question period.
As a final comment, we strongly urge the subcommittee to exercise
care in changing the assignment of the savings and loan business or
its competitors while developing a legislative product from these important hearings. It is vital to our nation that the thrift and home
ownership services traditionally provided by savings and loan associations are preserved in any financial reform program.
We appreciate this opportunity to present our views and look forward to your questions.
[Complete statement follows:]
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STATEMENT OF LLOYD S. BOWLES & NORMAN STRUNK
"ID THE SENATE FINANCIAL INSTITUTIONS
SUBCOMMITTEE
June 21, 1977
Mr. Chairman: My name is Lloyd Bowles of Dallas, Texas. I
am Chairman of the Board and President of Dallas Federal Savings and Loan
Association, and appear today in my capacity as Chairman of the Legislative
Committee of the United States League of Savings Associations*. I am
accompanied by Norman Strunk of Chicago, Illinois, Executive Vice President
of the U. S. League.
As you are aware, Mr. Chairman, we have anticipated for sometime
these hearings to review financial institution structure and reform, and have
conducted a series of policy-level meetings in our organization to develop
what we feel is the best possible consensus from the savings and loan business
on the issues raised by S. 1664 through S. 1669. We particularly appreciated
your courtesy in introducing, by request, S. 1666 -- which represents the
financial institution amendments developed by our Committees and Board
of Directors.
*The United States League of Savings Associations (formerly the United States
Savings and Loan League) has a membership of 4,400 savings and loan associations,
representing over 98% of the assets of the savings and loan business. League
membership includes all types of associations -- Federal and state-chartered,
insured and uninsured, stock and mutual. The principal officers are: John Hardin,
President, Rock Hill, South Carolina; Stuart Davis, Vice President, Beverly Hills,
California; Lloyd Bowles, Legislative Chairman, Dallas, Texas; Norman Strunk
Executive Vice President, Chicago, Illinois, Arthur Edgeworth, DirectorWashington Operations; and Glen Troop, Legislative Director. League
headquarters are at 111 E. Wacker Drive, Chicago, Illinois 60601; and the
Washington Office is located at 1709 New York Avenue, N. W., Washington,
D.C. 20006; Telephone: (202) 785-9150.

Our oral testimony will concentrate on the role of the savings rate
control system and differential and a brief description of other elements
of S. 1666. Our extended written statement explains our recommendations
in greater detail and also comments on selected portions of the remaining
bills which form the subject matter for these important hearings.
APPROACH
At the outset let me say that we are pleased that the Financial Institutions
Subcommittee is proceeding the way it is with the consideration of a rather
broad legislative package dealing with the operations of our financial institutions.
The subject is certainly not a new one, and we are aware of the history of the
efforts of the Congress, and particularly your Committee, to provide
legislation which would modernize our operations. We are aware of the
various competitive issues and problems involved and we think that this may
well be the time that Congress can proceed with this general subject with
far more optimism for a successful conclusion than at any previous time.
Certainly the attitude of the savings and loan business has changed with
respect to financial institution legislation and today we are supporters of
most of the legislative initiatives which are before the Subcommittee. This
does not mean that the savings and loan business is overwhelmingly enthusiastic
about some provisions that might emerge from these hearings and there will
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not be a great deal of mail from our members to the Senate strongly
urging the passage of financial institution legislation; but our business is
generally in support of this legisla tive procedure.
In part we support the concept of broader financial institution
legislation because through such legislation we see the possibility for a
meaningful extension of savings rate control and the statutory differential -the "Regulation Q" issues. We also see in this legislation the possibility
of a basic modernization for scrne of our laws, particularly Section 5(c)
of the Home Owners' Loan Act governing the investments of our Federal
associations, and a number of long-overdue legislative improvements in the
Federal Home Loan Bank Act of 1932, which concerns both state and Federallychartered associations and other members of the FHLBank System. Your
effort also holds promise for updating insurance-of-accounts limits
affecting all Federally-insured financial institutions.
RATE CONTROL AND THE DIFFERENTIAL
Because the Regulation Q issue is so fundamental to our legislative
recommendations, let me first address this question. The position of the
savings and loan business is well known. We think that the Regulation Q law
is vital, and we urge that the Congress not only extend this law for a substantial
number of years, but also maintain the statutory differential pattern your
Committee devised in December, 1975.
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In that connection, the language written two years ago needs to
be strengthened so that there is no possibility of further unilateral action
by the Federal Reserve Boara (or other Coordinating Committee participants)
to eliminate the differential between commercial bank and thrift institution
ceilings on consumer savings accounts.
As you know, Mr. Chairman, the Federal Reserve has attempted to
explore a "loophole" in the 1975 language to strip the differential from IRA
and Keogh retirement savings accounts by supposedly creating a new class
of accounts not in existence on December 10, 1975. Mr. Chairman, we
appreciated your strong statement at the time of the Fed's April announcement
identifying the move as an "end run" around Congressional intent and as an
action which flies in the face of the careful Congressional review procedures
provided by the 1975 language. Certainly if the differentials between the rates
authorized to banks and savings and loan associations are to be reduced or
eliminated, this should be done by Act of Congress, and not by the whim of
the administrative agencies in response to pressure from the institutions they
regulate. We would also point out that the broader trust powers possessed by
commercial banks enable them to fund retirement savings plans with a much
broader range of investments (including corporate stocks, bonds, and mutual
funds) while thrift ins titutions are restricted to savings accounts. Our studies,
moreover, indicate that savings association success in attracting IRA/Keogh
customers is attributable to aggressive marKeting of these plans -- \mien

92-747 0 - 77 - 13
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ts
are particularly appropriate to support our long-term mortgage investmen
for
-- while our commercial bank competitors have been content to wait
their regulatory agencies to change the rules to their liking.
We would strongly urge your Committee -- by sense of Congress
resolution, or amendment to pending legislation -- to nullify the Federal
Reserve's insulting, inappropriate, and perhaps illegal action regarding IRA
we would
aid Keogh accounts before it takes effect July 6. For the longer term,
by the
ask that the statutory differential language (preserved for two years
in the
Administration's bill S. 1664 or for a longer term, as recommended
further possibility
U. S. League bill, S. 1666) be amended to remove any
Reserve.
of unwarranted action such as that attempted recently by the Federal
This recent action by the Federal Reserve underscores the absolute
necessity of Congress maintaining control over this key feature of the
competitive climate as between commercial banks and thrift institutions.
The record of the administrative agencies in the past has been one of constantly
diminishing the differential. From a beginning of 3/4 of 1% differential in 1966,
away to 1/4 of 1%
the "services equalizer" (as we consider it) has been whittled
(generally) -- with no differential at all on public funds held in certificate
l is the key
accounts or the NOW accounts in New England. The differentia
feature for maintaining a reasonable competitive balance between commercial
banks with their broad services on the one hand and thrift institutions with their
specialized range of offerings of consumer services on the other, then Congress
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should keep full control of this important public policy tool for maintaining
an adequate flow of funds to the home mortgage market. We believe that
Congress would be much more sensitive to the needs of the housing
market and the ebb and flow of competition between commercial banking
and thrift institutions than are the banking agencies which, over the years,
have displayed a distinct willingness to accommodate commercial banking
arguments about the differential.
Attached to this testimony are three exhibits which are particularly
instructive in any discussion of the "fairness" of the differential. The first
(Exhibit A) shows that consumer-sized savings deposit growth at commercial
banks has outperformed that of thrift institutions since the last major
narrowing in the differential -- July, 1973. In total consumer-sized savings,
commercial banks last year grew by 24%, while savings and loan associations
grew by 17%, and mutual savings banks grew only by 11%. Secondly, as
Exhibit B shows, a far greater percentage of commercial banks don't pay
the ceiling rates -- as indicated by the weighted cost of savings -- than is
the case with thrift institutions. The third Exhibit C, shows the maturity
schedule of consumer-sized savings deposits at the various classes of
institutions, and demonstrates that thrift institutions offer the
public the longer-term, higher-earning certificates of deposit to a greater
degree than their commercial bank competitors. The data from these three
exhibits, in our view, conclusively refute the persistent cries from the
commercial banking community that they and their customers are somehow
"disadvantaged" by the savings rate differential pattern.
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Turning now to the merits of rate control itself, we were gratified
to see that the Administration's S. 1664 recognizes the fundamental importance
of continuing this system -- though, of course, we advocate an extension of
longer duration to assure stability in home finance and enable savings
associations to compete for savings customers against the well-established
services of the commercial banks and the special competitive advantages of
credit unions.
Mr. Chairman, we know that you and others are concerned that
the Regulation Q program has failed to prevent "disintermediation" -- the
process of withdrawing funds from financial institution intermediaries for
direct purchase of the securities of the Treasury or other market instruments.
We know that you feel that Regulation Q ceilings in the long run arc unfair
to the savers and the small investors since it deprives them of market rates
&interest in tight money periods.
With respect to the matter of disintermediation, we would respectfully
point out that the Regulation Q program was never intended to prevent disintermediation.
What the Regulation Q program was designed to do was to prevent
ruinous competition between financial institutions, and to avoid rate wars among
institutions, and to preserve the structure of our financial institutions in
this country. And we submit that the rate control system has pcformed this
function extremely well.
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The United States has a very unique financial system. We have
14,000 banks. We have 5,000 savings and loan associations. We have 22,000
credit unions. We have 500 mutual savings banks, which are similar to, but
still different from,savings and loan associations. We have finance companies.
We have private institutions in the commercial paper market. We have
small loan companies. We have financial institutions chartered by the state
governments and financial institutions chartered by the Federal Government.
In no country in the world is there the number and the variety of financial
institutions that we have in the United States, and in no country of the world
do the ordinary citizens enjoy low interest rates as they do in this country
or have financial institution services as in this country. We have a financial
system in the United States that is uilique and very precious.
What we have in this country is a result of our heritage, of state and
Federal law, and of the way the United States developed from
the East Coast to the West Coast with an entrepreneurial spirit, and the
desire to have financial institutions locally controlled and responsive to
local needs. We have a great deal of competition in American banking and
we have a great deal of competition in providing savings services to
American families. Commercial banks offer savings accounts as do the
credit unions, savings and loan associations and savings banks.
The Regulation Q program in great part helps maintain our present
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system of financial institutions and helps the smaller institution compete
with the big. It helps the institution that specializes in making loans to
individuals -- whether individual farmers or small businessmen or home buyers
or those who borrow money on an unsecured basis to pay hospital bills or
buy an automobile. Such types of financial institutions inevitably will have
lesser earnings than the big banks which finance America's biggest businesses
and which are engaged in international banking and have opportunities to make
big profits from the business of lending money. There is no way over the
bng run that a financial institution that specializes in making loans on homes
can earn as much as a financial institution which specializes in financing the
500 top corporations in the United States. The large corporation can always
afford to pay more for borrowed money than can the American family.
There are some, no doubt, who believe that the American system
of financial irs titutions is inefficient: that we have too many institutions; and
that they are too closely regulated; or that the structure is too rigid. But
the economic record of the United States and the standard of living of the
American people and the level of interest rates in this country ought
to be ample evidence that we have a system of financial institutions that
deserves to be maintained.
maintaining our diverse
We believe rate control is a key feature for
institutions and big
system of financial institutions -- of keeping small
banks in the smaller
institutions operating side-by -side and permitting unit
savings and loan associations
cities to survive, permitting credit unions and
with financial institutions
and mutual savings banks to exist in competition
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with much greater resources. Frankly, we fear that without the Regulatio
nQ
program the big banks will "gobble up" the smaller banks and thrift institutio
ns
and we will end up in this country with a dozen or so super banks with financial
decisions as to who gets what kind of credit being made in offices
at the tops
of skyscraper buildings in New York, Chicago and San Francisco. (There
is
no assurance, either, that -- once financial institutions are
consolidated
to a smaller number -- the ordinary saver would be treated to premium
rates in a "free market" environment; the big bank might bid for the
big,
"smart" money, instead.) Those who disparage the Regulation Q
program
should take a look at the strengths of our system of financial institutio
ns and
consider what a return to wide-open,unrestrained price competition can
do
to our smaller neighborhoods, smaller city commercial banks and to our
specialized thrift institutions serving American families and businesses.
Mr. Chairman, this Subcommittee remembers I'm sure the brief
experiment with unrestrained price competition for savings in the summer
and
fall of 1973. Fortunately for the financial system and the country, you and your
colleagues stepped in to put a halt to the "wild card" competition for consume
r
savings deposits. The best commentary we have seen on the consequences
of permitting commercial banks to offer whatever they wished on four-year
certificates of deposits is provided in the following quote from a speech
delivered last January by then Chairman Robert Barnett of the Federal Deposit
Insurance Corporation:
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'Last month the FDIC was called in to assist in connection
with the failure of a $160 million deposit bank in New Orleans
-- International City Bank. The problem that led to the bank's
failure can be traced, in part, to its actions during the
summer of 1973. During that period the government agencies
experimented with an elimination of interest rate ceilings on
4-year small denomination CD's. When International City Bank
closed, about one-third of its deposits consisted of CD's paying
interest at 9 percent. This shows what can result in the free
market when managers act unwisely -- the bank fails.“
Left to the open market, it would not be uncommon to see financial
institutions bidding up rates on savings deposits to the point where risky
investments would be undertaken to pay for the savings. These practices
could lead to a wave of defaults which could threaten our financial system
and deprive ordinary savers and borrowers of home-town financial services.
Obviously, the existence of rate ceilings may, at certain points in the
economic cycles, contribute to disintermediation. In August, 1974 three-month
Treasury bills were issued at 9.908% and 30-month notes had a face rate of
9%. There is no way, of course, that our thrift institutions or home-town
commercial banks can afford to pay that kind of interest on everyday, passbook
accounts. (And, certainly, offering such rates to all savers would drive
up rates to loan borrowers well beyond the ability of most families to pay.)
Admittedly, in August, 1974 -- as in 1965-66, 1969, the second half of 1973 -we were deeply concerned about the course of the economy and the net loss
in savings at our institutions as customers invested directly in Government
and corporate securities. But, in retrospect, it is important to understand
the magnitude of those periods of disintermediation. As Exhibit D shows,
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the quarterly percentage loss in savings deposits at FSLIC-insured institutions
never exceeded 1.26% of our savings base at any time during the so-called
"disintermediation periods" in the difficult decade of 1966-76. The ordinary
saver apparently felt that he or she was inconvenienced by having to take his
money out of a passbook or other account and standing in line at his District
Federal Reserve Bank to receive a negotiable Treasury security (and worry
that it would not be stolen). The vast majority of our customers chose instead
to leave their funds on deposit with our institutions -- even though they were
getting a smaller return at the time.
But look at the situation today. While Treasury 90-day bill rates were
5.04% last week the saver can get 5% from his passbook account at a commercial
bank and 5-1/4% from a thrift institution and can get 6% from most credit unions.
Most institutions compound daily, paying interest from day-of-deposit to day-ofwithdrawal. Financial institutions offer a variety of certificates with interest
rates as high as 7-3/4%. Financial institutions today -- and over the past
two years -- have had a much better product in terms of yield and convenience
than is available in the money market. Year-in and year-out the financial
institutions will give the saver a good return and provide all kinds of safety and
convenience. That kind of consistent reward for family savings, with insurance
(to $40,000) and the convenience of 80,000 or more locations, ought not to be
jeopardized by concern about what the saver might get without Q ceilings in those
distressing but infrequent periods when tight money overtakes us.
If we succeed in the United States in minimizing inflation -- as President
Carter predicts -- and we avoid a return to the exceptional double-digit interest
rates of 1974, then the ordinary saver will most certainly be able to
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earn as much or more from financial intermediaries operating under
rate control as he or she does from direct investment in market securities
Instead of blaming Regulation Q, or penalizing the
small saver, the proper blame, in our opinion, should fall upon the forces
that create and nurture inflation. The tax and spending policies of Government
certainly bear some responsibility in this regard. For instance, it is
difficult to expect to encourage capital through savings when small depositors
are taxed on the interest earned on ordinary accounts while, by contrast,
consumption is encouraged.
With these general statements as to the immrtance of the Regulation
Q program to the people in this country, let me just say it has been unsettling
to have this basic law extended only for short periods of time. I understand
the attitudes of this Committee with respect to relating the Regulation Q law
to broader financial institution legislation. We would hope that there can
be comprehensive legislation passed by the Congress this year or early next
year, and we urge that the Congress provide a ten-year extension of this
basic law and that the control of the differential as between commercial banks and
thrift institutions be left with the Congress and not have that major element
of the Q program be surrendered to those who manage the commercial
banking system in this country.
In our bill, S. 1666 we have suggested some new language as to the
procedure to be followed toward the end of whatever period of time Congress
agrees upon for the extension of the Regulation Q law. We think, particularly,
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that Congress should avoid the presumption that Reg Q will automatically
expire at the termination date. Given the fundamental importance of rate
control to housing and home finance, we recommend that your Committee
require review by the Congress prior to expiration and a determination
that removal of rate control "will not adversely affect the availability
of mortgage credit to the public or impair the financial health of thrift
institutions."
INVESTMt: AUTIIORITIES OF FEDERAL S&Ls
Now, let me turn to r iii.a !.)r 3-'c'ion 5 of the Home Owners' Loan
Act. I might remi
,:re4(.: ,1 by
1. -mn

Cornmiiiee that the Federal savings and loan system

rII(Ane Dwners' Loan Act of 1933. The basic savings and

sions are contained in Section 5 of that law and Scion 5(z) provides

the authority for the investment of funds by FedoraIly-chartered
savings and
loan associations (which comprise two-fifths of the business nnmeric
,dly
and :hree-fifths of savings and loan assets). Section 5(c) has been
amended
probably 30 times since 1933 with one section added on to ;another.
While it
works, it is very difficul-,for even the most experienced reader to
comprehend.
Attached as Exhibit E is a "loan chart" provided by the U. S. League to
all of
our Federally-chartered members. It is the tool that the loan
officers use
at their desk in talking to borrowers to determine what loan is
legal and can
be made, and what loan cannot; what percentage of value is needed;
what maturities are
permitted for different categories, and so forth.

As you kmw, there are
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various percentage-of-asset restrictions, some of them overlapping. Every
dollar of home loans in excess of $55,000 is put in a "non-conforming" 20%
basket which may be partially filled already with purchased loans from
outside normal lending territory, loans on combination commercial/residential
properties, loans on farms or churches, etc. Property improvement loans
are limited to 20%; participation interests are limited to 20%, FHA 207(c)(3)
apartment loans are limited to 20%, urban renewal area investments 5%.
Certainly this complex table, if anything, shows the need for a complete
rewrite of Section 5(c). This is what we propose in our Title V of S. 1666.
This draft was developed by a distinguished committee of savings and loan
executives chaired by a formerChairman of the Federal Home Loan Bank Board,
Mr. Robert Rand of California.
This draft was submitted to the Federal Home Loan Bank Board and
to the Treasury and formed the basis for Section 301 of the Financial
Institutions Act of 1975. While the languag,e of S. 1666 may appear to differ
considerably, the substance of what is in our legislative proposal and that
in FIA '75 is about the same -- with two very important distinctions: S. 1666
does not authorize investment by Federal savings and loans in corporate bonds
or in commercial paper; it does not permit the wide-open authorization for the
investment of mortgages on property other than residential property, as did
F1A '75.
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We know that the builders and Realtors and labor unions were upset
by the proposals in FIA '75 and by the proposed Financial Reform Act on the
House side last year. They 'she re apprehensive that our institutions would move
substantially from their specialization in home mortgage loans. We were not
able to convince our housing and labor friends that even with more flexible
investment powers the tax laws dictate our continued devotion to housing
finance.
Basically Title V of S. 1666 modernizes and simplifies and clears up
the present authority for funds provided in the current 5(c) of the Home Owners'
Loan Act. This language is a straight-forward listing of our traditional
Congressional investment assignments. We do not propose to move our business
into the broad categories permitted in the investment of funds by mutual savings
banks. We believe that our institutions should continue to be specialists in
real estate financing, with primary emphasis remaining on residential financing.
But we do think that many of the percentage-of-asset limitations should be
eliminated considering the diverse markets served by Federal associations
across our great country. Thus; we substitute one basic limitation; namely,
at least 70% of the investments by these institutions must be for loans on
residential property (or routine investments needed to operate -- liquidity
and the institution's own offices and equipment).
As an exercise inarithmetic, it is possible under the existing 5(c) today
for a Federal association to put 20% of its assets in property improvement and
equipping loans, another 20% in secondary market participation purchases,
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another 20% in commercial property, the next 5% in business development
corporations, another 5% in urban renewal investments, another 1% in service
corporations, an additional 1% in AID foreign assistance loans and 1% in the
Inter-American Development Bank. Allowing for liquidity investments
necessary to function as a financial institution, a Federal association could
theoretically exhaust its entire investment authority without making a single
residential loan. But, of course, they do not. Looked at in this fashion, you
can see that the basic approach of Title V of S. 1666 -- to require at least
a 70% investment in residentialfinancing plus necessary operating matters -- assures
an even greater specialization towards housing and home finance than the
authority of present law. And, as noted above, the Internal Revenue Code
requires an 82% or greater commitment to "qualifying real property loans"
to qualify for the Section 593 "bad debt reserve" tax treatment afforded savings
and loan associations.
Title V of S. 1666 may not completely satisfy those who depend upon
our institutions for housing credit, but we are responding to the desires of
the Chairman for our best judgment as to the appropriate new language for
Section 5(c). If the Congress prefers to continue to use .Thore "piecemeal approach"
to broaden investment powers for Federally-chartered associations -- as
contrasted with the rewrite approach -- then we would make the following
suggestions, included with our letter to each Senator on your Committee on
May 13:
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a) Authority to make consumer loans (including overdraft services)
to 5%-of-assets;
b) "Leeway" authority to 3%-of-assets (comparable to investment leeway
recently granted Federal credit unions) under rules to be set by the
FHLBB;
c) Permission for whole loan purchases to be categorized in an existing
20%-of-assets basket devoted to participation interests (of up to 90%)
in real estate loans;
d) Clarify authority for farm property loans to be categori
zed in the
present "2% to 5%" real estate "spiliQuer"
colloquy with Sen. Burdick, June o, 19/I); basket (as discussed in floor
e) Expand the "2% to 5%' real estate "spillover" basket (used
primarily
at present for second mortgages) to a maximum l0%-of-assets;
f) Expand the general 20%-of-assets non-conforming loan basket
to 25%;
g) Encourage rehabilitation or energy retrofitting of apartment properti
es
by providing a new "project improvement" category to 5%-of-assets;
h) Permit lending on collateral secured by real property and investme
nts
otherwise authorized Federal associations;
i) Expansion of existing 1%-of-assets service corporation investme
nt
authority to 2% -- provided that the additional authority be used
for multi-owned service corporations devoted to urban rehabilit
ation
activities under FHLBB rules.
Free-up a Federal association's
ability to invest in FHA apartme
nt
loans by striking the words "subject
to all the provisions of this
paragraph except the area restrict
ion" found in the next to the
last sentence of the first paragrap
h of Section 5(c) of the Home
Owners' Loan Act.
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Of course, the Chairman and the Committee are familiar with
most immediate problem presented by Section 5(c) -- the $55,000 limitation
on single-family home loans. Our witness Junius Baxter of Denver, Colorado
testified on this at hearings of the full Banking Committee April 22, 1977,
and your Committee discussed the matter at great length during markup
sessions on May 6 and 9. Your interim change to $65,000 is now pending
in Conference, with a combination approach advocated by du House. During
your discussions last month you indicated that a more permanent solution
would be sought in this broader financial reform effort, and we are
most anxious that the Subcommittee pursue that goal.
Finally, on the subject of investment authorities for Federal savings
associations, we would direct your attention to Title IV of S. 1666. This
portion of the U. S. League bill repeats verbatim the provisions of S. Con. Res. 9
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introduced by Senators Cranston and Tower of this Committee in early
February. It provides, as a competitive matter, that the Federal Home Loan
Bank Board should adopt flexible mortgage instrument rules in States where
State-chartered S&Ls are offering such mortgages to the public. This provision,
of course, relates primarily to the California situation where variable rate
loans from State-chartered S&Ls and state and national banks have gained
public acceptability but the Federally-chartered savings and loan associations
are effectively precluded from offering similar choices to their customers.
The language of Title IV goes on to

icourage the FHLBB to experiment with

a "wide variety of flexible mortgage instruments" in other States, and the
Bank Board is instructed to "take into account appropriate consumer safeguards"
in its rule-making.
In addition to the initiative of Senators Cranston and Tower, you,
Mr. Chairman, have expressed considerable understanding of the need for
greater flexibility in mortgage finance. Senator Brooke's graduated payment
mortgage proposal also recognizes the rigidities of the present system. Sole
reliance on the fixed-rate, fully-amortized, long-term mortgage loan has
been a centralproblem for our business through the last decade, with its
economic ups and downs. Our investment portfolios of long-term mortgage
loans adjust at a glacial rate to inflation; it took five years (from 1971 to 1976)
for the overall portforio yield to increase one percent. The "turnover
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rate" on our loan portfolios averages around eight years at the present, but
it exceeded 10 years in the tight money periods of '69-'70 and '73-'74.
With incomes rising rapidly and the progressive nature of the tax system,
families are discouraged from paying off their home loans prior to maturity
unless they move. In short, the "borrow short, lend long" description which
characterizes our liabilities and assets places all the risks of inflation on
our specialized home-lending institutions. We could serve the public better
-- both the consumer saver and particularly the new borrower -- if the
FHLBB could experiment with a greater variety of loan arrangements than the
fixed rate, long-term, fully-amortized instrument which dominates home finance.
HIGHER INSURANCE OF ACCOUNTS COVERAGE
In Title III of H.R. 1666, we have proposed that Congress provide 100%
insurance on deposits in financial institutions by state and local governments -the so-called public funds -- and also 100% insurance for IRA and Keogh
accounts.
Committee members will recall that Congress discussed full, 100%
insurance of public funds for a number of years and provided in 1974 that
public funds would be fully-insured up to a $100,000 ceiling. This limit was a
compromise and, frankly, we were disappointed at the fact that the compromise
figure was so low. Since then we have been in the learning process and at

S.
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the direction of your Committee, the Advisory Commission on Intergovernmental
Relations has thoroughly studied the rre rits of full insurance for public funds.
We were gratified to see the ACIR affirm in its findings many of the
points we had made in support of 100% insurance prior to 1974. We repeat here
the Commission's conclusion:
The ACIR recommends that the appropriate Federal
agency insure the full amount of public deposits in
commercial banks, savings and loan associations,
mutual savings banks, and credit unions. Such
Federally-insured deposits must not be the subject
of any State pledging requirements and the total
amount of public deposits in a single financial
institution should be limited to a reasonable percentage
of total deposits and/or total capital.
Our bill provides further for extending the 100% insurance coverage to
the stable, long-term retirement savings area -- IRA and Keogh accounts.
Some of the accounts under the IRA, and particularly the older Keogh program
are approaching or are substantially in excess of the $40,000 coverage limit
on accounts of individuals. We believe that Congress wanted to make certain
that there is no possibility of loss of the depositor's funds under these retirement
savings programs. It would seem to be entirely consistent with the Congressional
interest in the IRA and Keogh program to provide 100% insurance for these
kinds of deposits. We would suggest that the 100% insurance be provided by the
FDIC, the National Credit Union Administration and the FSLIC.
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FEDERAL CHARTERS FOR SAVINGS BANKS
The proposed Federal charter alternative for mutual savings banks
has been a subject before the Congress for some 25 years, if not longer,
and is contained in both Title VII of our bill, S. 1666 and in Title I of S. 1665.
There is no point in reviewing this history except to say that the legislative
objectives of the National Association of Mutual Savings Banks have been
considerably narrowed over the years and the attitudes of savings and loan
associations on this subject have also come a long way. As the savings and
loan business has modernized and become more nearly like that of the savings
banks, there is no need to provide for the de novo chartering of new savings
banks and, no need for creation of a new system of financial
institutions in states where the state legislature up to now has not reen
the need to create an institution separate from, but similar, to savings and
loan associations. W do sympathize, however, with the desire of existing
savings banks for what they call a Federal charter alternative and we accept
their legislative proposals and would welcome savings banks into the Federal Ss tem
under the supervision of the Federal Home Loan Bank Board, with FSLIC
insurance, and subject to the same basic laws as savings and loan associations
-- with the exception that savings banks would be "grandfathered" as to their
investment powers, and certain other authorities at the time of conversion.
Title VII includes a minor nomenclature change to permit Federal associations
officially and legally to drop the words "and loan."
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We also suggest that capital stock savings and loan associations
organized under state law be given this same "Federal alternative." Today
some of the largest savings and loan associations are capital stock associations
under state charter. They, like the savings banks, are "locked in" to a state
system. Whatever is said with respect to the desirability of a Federal
alternative for savings banks can and should be said with respect to a Federal
alternative for our stock -type savings and loan associations operating under
state charter. We do not propose the authorization of de novo stock associations
under Federal charters but we do suggest that since there are now 10 Federal
associations in 8 states operating as Federal stock associations,(as permitted
on an experimental basis under P.L. 93-495), that existing stock institutions
should be permitted to switch to Federal charter, subject, of rouse, to all
of the laws and rules of F

al assoCiatic.ns.
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FEDERAL HOME LOAN BANK ACT MODERNIZATION
Title VII of S. 1666 makes a number of long overdue changes in the
Federal Home Loan Bank Act of 1932. The most significant change
removes an archaic section which specifies in great detail the
types of collateral to be posted by member savings and loan associations
when they take down advances from their regional FHLB-nks. This
collateralization language in Section it) ot the Federal Home Loan Bank
Act, while understandable in the context of the fledgling building and
loan businest of the 30's, simply imposes a significant paperwork
burden on the modern savings and loan association and the FHLB System of the 70's.
The language in the U. S. League bill replaces the present Section 10
with the simple instruction that "each FHLBank is authorized to make
secured advances to its members upon such security as the Board may
prescribe".
Another portion of Title VIII of S. 1666 which bears special mention
is the provision for minimum initial membership term. This relates
to a problem with non-savings and loan membership in the FHLBank
System. By the terms of the original Federal Home Loan Bank Act
passed in 1932, savings bank and insurance companies were permitted
membership in the Federal Home Loan Banks. The problem is that savings
banks can get in and out of the Bank System essentially on their own
initiative and without it costing them anything. They can come in when
they need it and withdraw when they don't need it. This is quite
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different from the savings and loan members whose accounts are insured
by the FSLIC and, therefore, must belong to the System. They have to
stay in year-in and year-out. Bank membership does cost something the
stock requirement is 1% on mortgage loans andearnings on this investment
are always quite low -- averaging-about 3-1/2%. The same money could be
invested in a bond or mortgages at quite a bit more. Liquidity requirements
are imposed on FHLBank members. The in-and-out flexibility of non-S&L
members is disruptive to orderly System growth and management. Thus, this
section mandates a minimum initial membership term of five years and
assesses a special "readmission" premium to former members of 1/10th of
1% of stock subscription otherwise requircd.
PREFERRED STOCK
On a number of occasions during the past few years we have
testified before this Committee on the narrowing spread between
portfolio yield and rates paid to savers at savings and loan associations.
The difference between average cost of money and average return on investments
has been little more than 1% in recent years. Out of this
margin the savings associations must meet mandatory allocation to
reserves, pay their taxes (which have been rising under a schedule
provided in the 1969 tax reform act), and meet all of their operating
expenses. The growth in savings over the past two years has placed
particular pressure on associations to meet their reserve requirements.
If taxes on savings associations are to be increased, if mortgages which
can adjust somewhat to inflation continue to be restricted, if
rate ceilings are placed on loans eligible for special government
mortgage programs, and if the option for a mutual association to alter
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its form of ownership and raise additional funds through capital
stock subscription continues to be restrained--then, additional
means must be found to help associations raise the capital needed
to sustain growth. In this regard, we made particular note of the
recent General Accounting Office report to this Committee on the subject of
savings and loan conversions under PL 93-495. We quote from
the following discussion on subordinated debentures as a means
of raising capital on page 22:
"Although the Federal Deposit Insurance Corporation
regulations permit banks to include subordinated debentures
in the capital structure as part of net worth, this is not
permissible under current (Federal Home Loan Bank) Board
regulations. Thus, if subordinated debentures are to be a viable
method of obtaining equity capital to meet net worth requirements. Board regulations must be revised to allow the recording
of debentures as part of equity. In addition, to allow wider
participation in the marketplace, regulations must be revised
to allow debentures to be sold in denominations smaller than
$50,000."
We would encourage the Committee to express its interest in this
subject and instruct the FIILB13 to permit subordinated debentures
to count toward reserve requirements.
Another option for raising capital would be to authorize issues
of preferred stock by mutual institutions. Title VI of the bill
provides for such an alternative.
HOLDING COMPANY AND CONTINUITY OF FEILBT1 SEC 'IONS
The remaining sections of the U.S. League bill, S. 1666, deal
with the continuity of the FIILBB and some technical amendments to the
Savings and Loan Ilolding Company Sections of the National Housing Act.
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On a number of occasions in recent yeaTs, the FHLBB has approached
the situation where it would virtually cease to function because of the
expiration of the term of one of its members. This Committee, of
course, is well acquainted with the situation which prevails at the
time this testimony is being written; one of the three Board positions
is vacant and the second member's term is due to expire on June 30.
Though fortunately it has not been the case in the past, this problem
could also be created by the death or disability of one of the FHIBB
members while in office. Therefore, we suggest that a provision be
made in the law to permit a member to continue to serve beyond his
term until a successor has been nominated by the President and confirmed
by the Senate, and,further,that flexible language be provided to permit
the Board to function if a majority of members are unable to hold office
due to death or disability. We urge your immediate attention to this
situation because of the importance of the FIILBB as an independent
regulatory agency to the savings' public and housing finance in
America. We understand that Chairman Proxmire has introduced S. J. Res. 63
in this regard.
The final section of S. 1666 represents a number of perfecting
and technical amendments to the law governing savings and loan
holding companies. These are described in some detail in the
section-by-section analysis. These recommendations are the
product of a committee from the savings and loan business
and were submitted to the FIILBB for review over two years ago.
We have previously mentioned this effort in testimony to the
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Committee in the 94th Congress. However, due perhaps in part to
the situation at the FHI BB, a Board position has not been ffnalized
and we deemed it important to offer these technical amendments
as a part of our financial institutions' legislative package.
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NATIONWIDE NOW ACCOUNTS
The savings and loan business has been very interested, of course,
in the discussion relative to NOW accounts -- and concerned. We are
concerned primarily that as a result of having the opportunity to offer NOW
accounts, that the savings and loan business vo uld lose the differential under
Regulation O. We have been hearing the cry from commercial banking that if thrift
institutions get a type of checking account that they should not continue to have
the differential. Commercial banks raised this cry in New
England. They raised the cry in the State of New York when the savings banks
received authority to offer non-interest bearing checking accounts and S. 1668,
introduced by request for the American Bankers Association, makes loss
of the differential one of its six or seven conditions for accepting NOW accounts.
Our own situation is quite the opposite. In effect, we say that if
Congress thinks we should offer NOW accounts to the American people, and
particularly if the commercial banks are given the authority to issue checkable
savings, then we will certainly provide this service -- but we insist that the
differential be maintained. We do not believe that the NOW account service
should be considered an offset or a trade-off for the differential. Our
institutions are in business to attract savings for home ownership. For
much of the past two years savings and loan associations provided four out of
five home loans made by the private sector. If we cannot successfully compete
in the savings market, we cannot finance homes. We do not believe that
commercial banks will compensate for what we do not put into housing.
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If the savings and loan business cannot attract a significant portion
of the savings of the American families, then we believe the Federal or
State Governments, directly through Government lending agencies or indirectly
through quasi-agencies like the Federal National Mortgage Association, will
have to make up the difference. The result would be further federalization
of the mor tgage market and further strains on the budgets of the national and
state governments.
As a means of staying active in the savings market, we know that the
'Tarter of a point differential is far more effective in attracting savings than
the offering of checking account services to American families. If commercial
banks get authority to issue checkable savings or NOW accounts, then we want
the same authority -- but if we arc given a choice of maintaining the differential
or being able to offer NOW accounts, then we want to maintain the differential.
Actually, if commercial banks receive the authority to have checkable savings
and if the credit unions move forward with their share draft program as we
expect they will, then the savings and loan business must have both. We
must be able to offer NOW accounts and retain the differential on our regular
savings accounts an

certificates.

As you know, the U. S. League has not been actively seeking the
authority to offer NOW accounts. Essentially this is because we have been
afraid of what this would mean in terms of the differential. We are willing
to offer this service to the American people. We think the American people
deserve the option of having a checkable savings account at a commercial bank
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or a thrift institution or a credit union, but do not take away from us at the
same time the principal tool that we have for the attraction of savings in
competition with others who seek the family savings dollar.
The record is quite clear that in New England and in New York
State that the offering of checking or NOW accounts by thrift institutions
while retaining the differential on savings generally has not altered
the relative market shares among commercial banks and thrift
institutions. Commercial banks have not been hurt in those "test
areas". We believe that this will continue to be the case year after
year. Commercial banks will continue to have many advantages over
our institutions in competition for the family savings dollar.
We have reviewed the provisions of the Administration's bill,
S. 1664, with its various details for implementation of NOW accounts
nationwide. Our institutions, of course, are willing and expect to
maintain reserves against any transaction accounts they might undertake.
As we understand the language of section 203, savings and loan associations
will be permitted to maintain their reserves with their District Federal
Home Loan Bank--which in turn would be placing NOW reserves with
the Federal Reserve System. We have no objection to this "pass-through"
type of arrangement provided that any interest earned on the reserve
deposits in the Fed's system are "passed-back" to the savings and loan
associations offering the NOW accounts to the public. We also under-
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stand from section 203(c) that the NOW account reserves of savings
associations could be permitted to (tent towards the already existing
liquidity requirements imposed by the F01.BR. This arrangement with
the reserves against NOW accounts, we believe, 4+111 maintain the
objectives of the Federal Reserve for the conduct of monetary policy
in an orderly fashion, while preserving the integrity
of savings and
loan associations and their independentregulatory
system'.
We object, however, to the prescribed removal of rate
ceilings
on NOW accounts. Since a NOW account will resembl
e an ordinary passbook
savings account, it would be inappropriate to remove the
ceilings on these
"checkable" savings accounts as long as there is a
ceiling pattern for
ordinary passbook savings. Therefore, we would recomme
nd that the provisions
for determining interest limits on NOW accounts coincide
with the rate control
law. We recommend a 10-year extension. We support
the provision in the
Treasury's bill setting the initial NOW account rate
below that of
passbook accounts, provided that the New England
institutions
with established markets in these accounts are permitte
d to continue
to serve their customers for a transition period. We
would note that
the language of section 104 of S. 1664 concerning the
functioning
,of the Coordinating Committee appears to vest extra authority in
the Chairman of the Federal Reserve Boarcl by authoriz
ing the Fed
Chairman to determine the rates within six months
of enactment if
a majority decision cannot he reached by the other
Coordinating Committee participantL
This provision is unnecessary.
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We would also suggest that the Committee take cognizance
of the differences in computing interest at credit unions using share
drafts, where interest accrues on a modified minimum balance
system rather than the day-of-deposit to day-of-withdrawal
customary at other supervised financial institutions. Thus, the
advertised rate on share drafts may differ considerably from the
return received by credit union members.
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CREDIT UNION OBJECTIVES
Our legislativ,2 draft includes language which would bring the credit
unions which are insured by the National Credit Union Administration under
the Regulation Q program. The credit unions are now a big business. Some
credit unions are large, much larger than commercial banks or savings and
loan associations in the same community. They are very aggressive competitors
for savings and are now authorized to make home loans (under P.L. 95-22). They
'have rnany,Ox and operational advantages over savings and loan associations.
This Committee should bring these institutions under the Regulation Q program
The authorization for share certificates in P.L. 95-22 makes it particularly
important to bring credit unions under the rate control umbrella. They have the
potential for creating competitive problems in the savings market in a
number of areas, and we think it is time that they be brought under the program
of interest rate controls.
We are particularly concerned about language appearing in Section 201(a)
of S. 1665 which provides further expansion of the common bond concept for
credit unions by permitting membership to extend to "the member's family".
"Family" could be very broadly defined and certainly encompass many individuals
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not affiliated with a common place of ervioyment, industrial plant or
labor union. Extending m....mbership could strain the resources of many
of the smaller credit unions and we urge the Committee to look very carefully
at this concept. Though no change is suggested at this time, Congress
may
also wish to look carefully at the reserves of credit unions relative to
their
rapid rate of growth; capital adequacy is as important for the public's
protection with credit unions as it is with other supervised financial institutio
ns.
The U. S. League does hot oppose the proposal for a central fund
for credit unions which would serve them as the Federal Reserve Banks
serve
commercial banks and as the Federal Home Loan Banks serve savings
and
loan associations.
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MORTGAGE BANKER OBJECTIVE
Regarding S. 1669, a proposal which would amend the Federal
Home Loan Mortgage Corporation Act to eliminate differentation between
types of institutions that can service mortgages for that Corporation, there
is little additional comment that can be provided beyond that which is found
in the legislative history of the 1974 housing legislation. The Congress,
and specific members of the Senate Banking Comm ittcc, detc rmined in
1974 that HUD-approved mortgagees should be permitted to service mortgages
purchased by the Federal Home Loan Mortgage Corporation under the
same conditions as insured depository institutions. Certain precautions
regarding potential "conduiting" were urged by the Congress and, as we
understand it,the FHLMC has observed these precautions.
The U. S. League is aware that the issue of FHLMC servicing by HUDapproved mortgagees such as mortgage bankers continues to be an irritant
to some lenders. Frankly, we are unaware of any limitations placed on nondepository institutions regarding their servicing of mortgages for the F1-ILMC
which are not also imposed on other types of institutions.
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CONCLUSION
This completes the written testimony of the United States League
of Savings Associations. Our specialized savings and loan associations
have evolved through the years to become the predominant source of
home financing for the American public. The savings rate control
system and the differential mandated by statute are fundamental to
our continued ability to meet this important social and economic
objective. Despite our proven record, there are a number of long
overdue changes needed in the Home Owners' Loan Act, the National
Housing Act, and the Federal Home Loan Bank Act to enable us to
compete and serve the public in the modern environment.
As a final comment, we strongly urge the Subcommittee to
exercise care in changing the assignment of the savings and loan
business or its competitors while developing a legislative product
from these important hearings. It is vital to our nation that the
thrift and home ownership services traditionally provided by savings
and loan associations are preserved in any financial reform program.
We appreciate this opportunity to present our views and look
forward to your questions.
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EXHIBIT D
Percentage Change in Savings Deposits
at FSLIC Insured Savings Associations
During Periods of Disintermediation
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QUARTER 2

1966

0.64%

-0.60%

-1.26%

0.72%

1967

1.66%

1.79%

1.00%

0.99%

1969

0.72%

-0.04%

-0.96%

-0.46%

1970

-0.54%

0.89%

1.17%

2.38%

1973

3.25%

1.61%

-0.84%

1.11%

1974

2.47%

0.04%

-1.24%

0.85%

Note:

QUARTER 3

Deposit changes do not include interest credited
to accounts
during the period (i.e., changes represent only
new deposits
less withdrawals).

SOURCE: FEDERAL HOME LOAN BANK BOARD

QUARTER 4
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Senator MCINTYRE. I just wanted to ask a question. On page 16 at
the top of the page,you say:
We know that the builders and realtors and labor unions were upset by the
proposals in FIA 1975 and by the proposed Financial Reform Act on the House
side last year. They were apprehensive that our institutions would move substantially from their specialization in home mortgage loans. We were not able
to convince our housing and labor friends that even with more flexible investment powers the tax laws dictate our continued devotion to housing finance.

Now you left out the Independent Bankers Association in that list
because they certainly don't want to see you do anything but specialize. The more you specialize, the better they are going to like it; and
it seems to me, as a neophyte in the banking world, but picking up the
Nixon administration bill which was an outcome of the Hunt Commission report,that all that report was trying to do was to tell you fellows
you've got to start looking to the 1980's and 1990's and not cling to the
1930's and 1940's.
Did you attempt in any way to tell the independent bankers you
were not going to ruin all of their nice,loans and their nice soft living?
Mr. BOWLES. Mr. Chairman, we certainly don't ignore the opinions
of the independent bankers. Speaking in jest, our staff is back here and
I'm sure that had they thought about it they would have inserted that,
too.
Senator MCINTYRE. It certainly should be in there. If you haven't
read their statement you ought to take the time to read it. They've
got a 44-page thesis here on what's wrong with NOW accounts and the
rest of the world, especially the big banks and the big S. & L.'s. I just
wanted to make that point. They will be up later,I believe.
Mr.BOWLES.Thank you,Mr.Chairman.
Senator MCINTYRE.Thank you very much,Mr. Bowles.
Now we call on Mr. D. D. McClatchy, president, National Savings
& Loan League, and president of the Olney Savings Association in
that great little city of Olney,Tex.Is it little?
Senator TOWER.It's not a big city.
Senator MCINTYRE. Well, I come from Laconia, N.H., which has a
population of 15,000. How big is Olney?
Mr.McCLATcHr. About 5,000.
Senator MCINTYRE. Well, we're bigger than you. Go right ahead.
STATEMENT OF D. D. MeCLATCHY, PRESIDENT, NATIONAL SAVINGS & LOAN LEAGUE; PRESIDENT, OLNEY SAVINGS ASSOCIATION, OLNEY, TEX., ACCOMPANIED BY HARDING WILLIAMS
AND WILLIAM HALLAHAN
Mr. MCCLATCHY. Thank you, Mr. Chairman. Our greetings to
Senator Tower from Wichita Falls.
Members of the subcommittee, my name is D. D. McClatchy. I am
president of Olney Savings Association, Olney, Tex., and president of
the National Savings & Loan League on whose behalf I appear here
today. I am accompanied by the league's general counsel, Harding
Williams, and by Mr. William Hallahan, our consultant on monetary
and economic policies.
Mr. Chairman, let me state at the outset of my testimony that these
hearings, in our view, involve legislative proposals that will determine
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the structure of the savings and loan industry for the next several decades and will have a direct bearing on how well this industry is able
to perform its role as the principal provider of home financing in this
country.
I wish to emphasize that the members of the national league have
repeatedly reaffirmed their desire to remain specialists in housing finance for the families of America. We do not wish to become secondrate banks or commercial banks in any form. It is in this spirit and in
response to Senator McIntyre's call for a list of basic priorities at our
annual meeting last year that we prepared our bill,S.1667.
We supported the Financial Institutions Act as passed by the Senate in 1975 and Senator McIntyre's call for a list of basic priorities
prompted us to rethink and to reaffirm the approach taken in S. 1667.
Mr. Chairman, the savings and loan industry is currently meeting
over two-thirds of the mortgage demand in this country. Savings flows
continue to increase, which can be a mixed blessing if we cannot add to
reserves, and our assets are secured by the soundest investment I can
think of—residential housing.
Yet, this industry, for all its sound investments and solvent condition, faces a crisis—not a crisis of confidence or solvency, but what I
would call a "crisis of structure."
Outmoded lending ceilings and asset investment limits are hampering our ability to perform our basic role, that of housing finance, and
an inequitable tax formula is contributing to an erosion of our capital
base.
The $55,000 loan limit is forcing many federally chartered associations out of the housing market in their communities and is leading
many managers of these institutions to consider conversion to State
charter.
Senator MCINTYRE. Just a minute,there. We have heard about that
and we want to help, but by the time we want to help we find there's a
lot of speculating going around and these are people buying up these
properties and speculating on the market with these inflation prices.
What are you doing about that? We don't think that's going to help
housing or help you.
Mr. MCCLATCHY. The best example that we have heard of has been
speculation in California. The Federal Home Loan Bank of San Francisco took immediate action, controversial among some of the speculators, of course, by raising significantly, by 1 percent, the rates due
to members to try to put a stop to money being furnished by the bank
to those who were engaging in speculation. And most of the associations who are in a speculative market are requiring strict adherence to
an owner-occupancy affidavit, which effectively stops the speculation.
Senator MCINTYRE. What's your advice on 5(c)? What do you
want us to do?
Mr. MCCLATCHY. On 5(c), I have the full answer here. Is that
enough on the other?
Senator MCINTYRE. Yes, sir.
Mr. MCCLATCHY. Our net worth and capital base is being eroded
by an effective tax twice that of commercial banks.
Our bill, S. 1667, is addressed to the structural roadblocks as we
see them. We are calling for immediate action on these problems. There
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are, of course, other aspects of our business, which are also important—and we are calling on this subcommittee to deal with these as
soon as possible after these hearings are completed.
In brief, our bill calls for:
First: A 51/2-year extension of regulation Q authority.
Second: Relief from outmoded loan limits through a rewriting and
simplification of section 5(c) of the HLA.
Third: Expression of the intent of Congress that the Federal Home
Loan Bank Board develop regulations permitting alternative mortgage instruments, including variable rate mortgages.
Fourth: A provision for up to 5 percent of assets to be utilized for
consumer lending consistent with our goals of becoming family financial centers—this type of lending was approved by the Senate in 1975
as part of the FIA.
Fifth: Nationwide NOW accounts for federally chartered
associations.
A sixth proposal, which we regard as a crucial priority, calls for
the enactment of a mortgage interest tax credit to provide a more
equitable means of taxation of S.& L.'s.
We realize that any tax provisions must be approved by the Senate
Finance Committee, but we are including in our formal statement a
discussion of this proposal and its relationship to the capital adequacy problem faced by the industry to enlist the reaffirmation by
this subcommittee of its support in 1975 for the tax credit and to call
on this panel to initiate joint hearings with a subcommittee of the
Senate Finance Committee so that the relationship between tax policy
and capital formation can be explored jointly by those who must legislate in each area.
As this subcommittee knows, each dollar added to net worth supports $20 of housing credit, and this should be brought home to the
tax writing committees.
Our prepared statement contains a detailed discussion of the harm
to the housing market that occurs when regulation Q is tampered with.
We have an example—and time is quite short—but the Nation's
savings and loan associations paid $854 million last year in Federal
income taxes. If these principal housing credit lenders had paid Federal income taxes at the rate of 17 percent average, which was paid
by commercial banks, we would have been able to accept more than
$6.5 billion in additional savings, which means that we could have
financed an additional 150,000 homes for housing-starved Americans,
as an aside. I have further information on that.
Senator MCINTYRE. You're probably aware—I know you all are—
that one of the inherent weaknesses in this committee is that we lose
all jurisdiction in tax matters to the Finance Committee which is a
complete other committee—and I say complete other committee in
every sense of the word.
Mr. MCCLATCHY. Yes; Senator.
Senator TOWER. Mr. Chairman, however,I think he has a constructive suggestion here and perhaps the idea of initiation of joint hearings between this Subcommittee of Finance and this subcommittee
would be good.
Senator MCINTYRE. Do you want to get Hon. Russell Long to agree?
Senator TOWER. You have all the influence.

227
Senator MCINTYRE. You're from Texas and he's from Louisiana.
You talk together all the time. You understand each other.
Senator TOWER. Well, I'll tell you what; you talk to Russell Long
and I'll be glad to serve as translator.
Senator MCINTYRE. Fair enough.
Mr. MCCLATCIIY. At the risk of taking sides, Mr. Chairman, it's
a long way from Wichita Falls to Louisana.
I'd just also like to call your attention to two dramatic examples
in our prepared statement on regulation Q—following the Fed's actions in 1967 providing for a rise in interest rates paid by commercial
banks, S. & L.'s had a savings outflow of $2.4 billion while commercial
banks had a deposit increase of $4.5 billion. In the 7 months following this action, housing starts declined 40 percent. After the "wild
card" experiment in 1973, S. & L.'s lost $1.3 billion in savings in the
following 40 days, which meant 45,000 houses were not built.
Let me just say here that we regard a 51/2 year extension as a minimum and are strongly opposed to a repeal of the statutory differential. In drafting our bill, we accepted the proposition that "easy"
extensions of regulation Q are a thing of the past. We hope, however,
that with the enactment of financial restructuring legislation that
"short" extensions of regulation Q are also a thing of the past. We
would vigorously oppose any new extension of less than 51/2 years.
The need for a stable flow of funds into the housing market can no
longer be subject to the "brinkmanship" of short-term extensions.
We are also critical of the recent action by the Federal Reserve
Board abolishing the differential on IRA and Keogh accounts. This
clearly flies in the face of the intent of Congress in enacting the statutory differential in 1975 and we wish that the Congress would make
it plain by amending the statute, Public Law 92, 200, to make it clear
that the differential is in effect on all categories of accounts unless,
of course, a change is approved by the Congress.
Our proposed rewrite of section 5(c) of the Home Owners' Loan
Act contained in title II, S. 1667, follows closely the corresponding
provisions of section 301 of the Financial Institutions Act which the
Senate passed in 1975.
We have concluded that this "70-30" approach is a sound and workable way to provide for the much-needed revision of section 5(c) and
that it strikes a reasonable balance between specific statutory authority and the regulatory function of the Federal Home Loan Bank
Board.
Our bill provides for unlimited investments in residential mortgages,
residentially related loans, and certain other government obligations,
and a 30 percent category for other types of investments, including a
limited amount for consumer loans.
Mr. Chairman, it makes so much sense for a family, when it needs a
consumer loan, to come to the savings and loan association where it has
financed its home. Families, nationwide, have established their credit
at S. & L.'s; they are known; and in most cases they have their savings
there. As it is now,in most States, the choice available to a family now
who needs a consumer loan is either a commercial bank or a small loan
company. Savings and loan associations, because they have served the
family for 150 years,can serve the families'consumer lending needs far
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better than commercial banks or small loan companies. This is why we
have long believed that savings and loan associations should be family
financial centers.
The experience in my own State of Texas shows that associations
which have authority to make consumer loans do not abandon the mortgage market, and I would like to reassure our colleagues in the housing
community on that score. Olney Savings Association, being a Statechartered mutual institution in Texas, has possessed consumer lending powers since 1968, and I can assure you, Mr. Chairman, that our
experience in meeting the consumer lending requirements of families
has been very good, both for the family and for the savings and loan
association. Statistical information in Texas, which has had consumer
lending powers for many years, will verify that the housing lending
market has not suffered at all. Consumer lending actually rounds out
ability to serve the prospective home loaner and provides a much
quicker cash flow for savings and loans which is badly needed so we can
recover cash during periods of tight money for meeting mortgage loan
demand. Clearly, action on section 5(c) is long overdue.
I would like to turn now to the proposals relating to NOW accounts.
We endorse the provisions contained in S. 1664, that would authorize
savings and loan associations nationwide to offer negotiable order of
withdrawal accounts, commonly referred to as NOW accounts.
While we endorse nationwide authorization of NOW account issuance and agree that one interest rate ceiling on these accounts should
be applicable to all depository institutions, we are vigorously opposed
to those provisions which would require our associations to maintain
NOW account reserves with the Federal Reserve System. We are also
opposed to section 202(b) of the bill which would authorize the annual
payment of $600 million, or more, to commercial banks from monies
which now are paid into the U.S. Treasury.
Mr. Chairman, expanding NOW account authority is a very simple
process. There is no need to burden it with unneeded controls and
costs which would result if the proposed reserve requirements were
enacted into law.
As indicated in our prepared statement, we have problems with the
ABA bill, S.1668. It imposes the reserve requirements on NOW accounts which can be called the "money creation" process. These are not
needed for NOW accounts at thrift institutions which merely involve
transfer of existing savings to others for payment of existing debts.
We recommend that when ceilings on NOW accounts become effective under the proposed legislation, they be applicable to the entire
country rather than having a special rate for New England.
There is no reason for changing the manner in which associations
currently maintain liquidity, that is, in liquidity instruments determined by the Federal Home Loan Bank Board.
Savings and loan associations are thoroughly experienced in, and
well equipped to, handling the volume of cash transactions that might
be associated with expanded NOW account activity. It may be of
interest to note that cash transactions of savings and loan associations,
including the management of liquidity portfolios, now total more than
$400 billion per year, or just about $2 billion on the average business
day. The addition of NOW accounts to these existing financial transactions would involve no problem.
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We have no objections to Federal chartering of mutual savings
banks as provided in S. 1665. We do, however,strongly oppose S.1669,
which would, in effect, permit direct sales of mortgages to the Federal
Home. Loan Mortgage Corporation by sellers other than regulated
financial institutions. The Mortgage Corpofation is capitalized, as you
know, by the Federal home loan banks, and is designed for the specific purpose of providing a secondary market for federally regulated
and supervised lenders, such as savings and loan associations and
banks. S.1669 proposes a radical change in the nature of the corporation, and would result in its becoming a primary market facility rather
than a secondary market facility and we oppose it for that reason.
Finally, Mr. Chairman, we support the proposal contained in S.1666
to bring credit unions within the provisions of regulation Q. We also
believe that, with the expended investment powers which have recently been conferred on credit unions that they should be taxed on
a parity with other financial institutions. This should be on the agenda
of the joint hearings on tax policy and capital formation which I
suggested earlier.
Mr. Chairman,that concludes my statement.
[Complete statement follows:]
STATEMENT OF D. D. MCCLATCHY, ON BEHALF OF THE NATIONAL SAVINGS AND
LOAN LEAGUE
Mr. Chairman and members of the Subcommittee, my name is D. D. McClatchy.
I am President of Olney Savings Association, Olney, Texas, and President of
the National Savings and Loan League on whose behalf I appear here today. The
National League is a nationwide trade association for savings and loan
associations.
Mr. Chairman, let me state at the outset of my testimony, that these hearings,
in our view, are considering legislative proposals that will determine the structure of the savings and loan industry for the next several decades and will have
a direct bearing on how well this industry is able to perform its role as the principal provider of home financing in this country.
I wish to emphasize that the members of the National League have repeatedly
reaffirmed their desire to remain specialists in housing finance, and do not wish
to become second-rate commercial banks.
I would also like to commend Senator McIntyre and the Subcommittee for
bringing to these hearings the bills developed by the various industry groups
for analysis and comparison. These bills can be taken as the fundamental policies of the various groups regarding the future structure of the institutions
which they represent, and it has been helpful to us, and, we believe, helpful to
the Subcommittee to have them before us at this hearing.
Our bill, S. 1667, embodies five of the National League's six principles which
might be labeled a "Blueprint for Survival" in the coming years. It by no
means contains all of the subjects relating to the S. & L. industry which need
Congressional attention.
What we have attempted to do in our bill is respond to the challenge provided by Senator McIntyre in his address at our Annual Meeting last October.
While we had supported the Financial Institutions Act as reported by the
full Committee and passed by the Senate in the last Congress, and had the
strong belief that Congress should again consider financial institution restructuring within the context of an omnibus bill applicable to all depository institutions
rather than on a "piecemeal" basis, our policy development was crystallized by
Senator McIntyre's call for a list of basic priorities which we believe are
essential.
Following that address, the League membership adopted a resolution outlining six basic priorities that were considered essential to the survival of the
industry in the years ahead. These six principles were:
(1) A five and a half-year extension of interest rate control authority and
the differential;
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the current formula
(2) A mortgage interest tax credit (MITC) to replace
for taxation of S. & Ls;
rewriting and sim(3) Relief from the $55,000 loan limitation through a
plification of Section 5(c) of the HOLA ;
Home Loan Bank
(4) Expression of the intent of Congress that the Federal instruments, inBoard develop regulations permitting alternative mortgage
cluding variable rate mortgages;
for consumer
(5) A provision for up to 5 percent of assets to be utilized
Centers, and
lending consistent with our goal of becoming Family Financial
(6) Nationwide NOW accounts for Federally-chartered associations.
relating
Our bill contains provisions for all of the principles except item (2) Senate
to the MITC. We realize that any tax provisions must be approved by theand its
Finance Committee, but are including a discussion of this proposal
enlist
relationship to the capital adequacy problem faced by the industry to
it in
the support of this Subcommittee for the MITC this year as it supported
1975 by including it in the FIA.
In the same address, Senator McIntyre alluded to an apparent lack of unity
within the industry on basic practices. We have not shared the view that the
savings and loan industry is split on fundamental issues. There are, however,
within the broader group of organizations related to housing construction and
finance, some differences of opinion as to our priorities as we see them.
In response to a number of criticisms of lack of agreement and to the realization of a need for an effective dialogue with other housing-related groups, the
National League has met with representatives of these organizations to explore
and discuss differences of policy and priority.
Our purpose was to reassure the housing community that the new invegtment
powers proposed by the savings and loan industry would enhance rather than
diminish our ability to serve the mortgage market effectively.
We have accepted the premise that "easy" extensions of Regulation Q are a
thing of the past. We hope, however, that with the enactment of financial restructuring legislation that z*short" extensions of Regulation Q are also a thing
of the past. We did not take issue with the current extension to December 15th
on the assumption that this would give Congress a chance to enact an omnibus
financial institutions bill, but we would vigorously oppose any new extension
of less than five and a half years. The need for a stable flow of funds into the
housing market can no longer be subject to the "brinkmanship" of short-term
extensions.
Revision of limits on the asset structure of this industry is also needed. Our
capital base and net worth is being eroded by a tax rate which is twice that of
commercial banks. An outmoded maximum lending limit on single-family homes
has effectively eliminated many Federally-chartered associations from the housing market in their communities and has caused others to consider changing
to a State charter.
The importance of these hearings cannot be overstated.
REGULATION Q

Any discussion of comprehensive legislative proposals affecting our industry
should begin with an understanding of the purpose of Regulation Q and its
relationship to the housing market as well as to financial institutional stability.
Economists and others can debate whether Regulation Q rate controls work
or not, but they cannot deny the fact that they have served to assure credit
flows to the housing market in all but the most stringent money markets.
It is also a fact that money flows into the housing market have been most
drastically curtailed during periods when substantial changes were made in
Regulation Q ceilings.
One need only look at two recent years-1973 and 1974—as proof positive of
the effects an end to rate control and the interest differential will have on
housing.
As the members of this Committee know, the authority to control interest
rates on depository institutions that are members of the Federal Home Loan
Bank System, the Federal Reserve System, or the Federal Deposit Insurance
Corporation, was authorized in 1966, although the authority to control such
rates for most commercial banks was contained in the Banking Act of 1933 in
order to "put a stop to the competition between banks in payment of interest
which frequently induces banks to pay excessive interest on time deposits and
has many times over again brought banks into serious trouble."
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The words in quotation marks above, are those of Senator Glass, the author
of the Banking Act of 1933.
For three decades, reasonable ceilings were authorized by the Federal Reserve Board under authority of the Banking Act. During almost all of that
period, market restraints induced by the depression and World War II ni!tde
the actual ceilings of almost negligible importance. In the eight yew': period,
1957-1964, the Federal Reserve Board made several modest upward adjustments
in the ceilings in keeping with rising demands for credit generally.
However, on December 6, 1963, the Federal Reserve Board departed 180 degrees from the intent and spirit of the remedial banking legislation and disregarded the experience which formulated its enactment. On that day, the
Federal Reserve Board, supposedly the repository of maximum knowledge of
and expertise in (1) money, savings, and capital markets, (2) the purpose and
competitive interrelationships of financial institutions in the American economy,
and (3) the necessity for the avoidance of policies that would weaken or
destabilize our financial institutional structure of the detriment of major sectors of the economy, authorized a dramatic upward adjustment in the interest
rates that commercial banks could pay on time deposits of over 30 days regardless of the size of the account.
It was this action of the Federal Reserve Board that resulted in the 1966
legislation authorizing interest rate ceilings on accounts in all depository institutions, the extension of which you are now considering.
Just what did the Board do on December 6, 1965, and why?
It is difficult to find logical and prudent reasons to support the Board's action,
but this is what they did and the financial and competitive climate in whIch
they did it1. The Board authorized the payment of interest of 5.5 percent on any time
deposit of 30 days or more regardless of the size of the account. The prior
ceiling had been 4 percent and 4.5 percent for sixteen months and prior thereto
had ranged from 1 percent to 4 percent.
2. The savings and loan dividend rate to savers was 4.26 percent.
3. The interest yield on the mortgage portfolio of savings and loan associations averaged 5.94 percent.
4. Savings and loan associations were making mortgage loans at rates averaging less than 6.5 percent.
5. The prime rate was 5 percent.
The results of the Federal Reserve Board's action on thrift institutions and
the housing market were readily predictable. Undesirable shifts in savings
balances from thrift institutions to banks would ensue and the home mortgage
market and the home building industry would be faced with serious shortages
of funds. And that is just what happened.
In the three months of January, April and July 1966, savings and lopn associations had net savings outflows of $2.358 billion, while in the same three months
commercial bank time deposits increased by $4.500 billion. Moreover, housing
starts declined precipitately. In the seven months following the Fed's action,
housing starts dropped 40 percent from 1,769,000 units to 1,088,000 units.
A bill authorizing the present interest rate controls was enacted into law in
September and the Federal Reserve Board substantially reduced its ceilings. A
dangerous and totally undesirable financial and economic trauma was avoided.
For the next seven years, there was an absence of bureaucratic induced instability in savings flows between savings and loan associations and commercial
banks. In the tight money period of 1969, savings flows into all financial institutions were severely moderated but this was due to the general conduct of
monetary policy and not the administrative manipulation of depository interest
rate ceilings. Moreover, for all of this period a one-half point differential in passbook ceiling rates in favor of thrift institutions was maintained in recognition
of the limited and long-term nature of thrift institution investments.
But then on July 5, 1973, the Federal Reserve Board decided to just about
bury regulation Q administratively by a new and unbelievable set of upward adjustments on rate ceilings and the complete elimination of one. The regulatory
agencies removed the ceiling from one category of accounts—the so-called "wild
card" certificate, many of which are beginning to reach maturity. The ceilings
on all other categories of accounts were raised, and the historical differential of
50 basis points for passbook accounts was carved in half.
Again, the results were completely predictable but the reasons and wisdom
supporting the actions remained a mystery. The Board must have felt
that it
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would be followed
had to follow the biblical prophecy that seven years of plenty
by seven years of famine.
housing. In the
At any rate, we all know what happened. It was a disaster for
loan associations
and
savings
changes,
5th
July
the
following
days
business
40
housing
lost $1.371 billion of savings accounts. In this short period of time, y, the
credit for 45,000 home seekers was diverted to other purposes. Undoubtedl
longer period
severe impacts caused by these actions would have continued over a
had not
market
housing
the
upon
impacts
depressive
increased
with
of time
the
the full Committee and the Congress quickly mandated by legislation that
"wild card" certificate—with no ceiling limit—be eliminated.
Again in 1974 the experience with the so-called floating rate notes substantiated what happens to savings account flows and housing credit when the restraints of Q are removed or sidestepped. During the months of July and August
to
1974, when the floating notes appeared, savings account losses amounted
in
$1.632 billion. While all these savings account reductions did not wind up
the floating notes, a substantial portion did. Whatever did not go to the floating
notes went to the Treasury with its unheard of offering 9 percent notes in its
August refunding.
The consequences of the dilution of Regulation Q ceilings and controls to the
housing market during 1973 and 1974 are a matter of record not idle speculation. Moreover, these consequences could have been easily foreseen by anyone
capable of understanding that water runs downhill while money usually seeks
rewards in ascending altitudes.
We would do violence to the record of our experiences in the last three periods
of monetary restraint to advocate the termination or further dilution of Regulation Q. We know that it is not the housing sector that is augmenting its demands upon the credit and capital markets in those periods and consequently
driving up interest rates. It is the non-housing corporate sector including banks
and their holding companies that have been the dominant claimant for the dwindling supply of credit during such periods.
Let me now address my remarks to several specific questions which have been
raised from time to time regarding Regulation Q.
First, has Regulation Q helped the housing market? Let's deal directly with
the myth that Q does nothing to help housing finance and home building. What
has been the record of savings and loan association mortgage lending in the
decade since Regulation Q was originally authorized? In periods of tight money
as well as easy monetary policy. In periods of economic activity troughs as
well as peaks.
The following table speaks more eloquently than words.
INSURED SAVINGS AND LOAN ASSOCIATIONS
[Dollar amounts in millions]

Mortgage
loans made
Year:
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976

$16,322
19,446
21,298
21,169
20,760
38,341
50024
48,193
38,050
53,800
77, 103

Percentage of
Net savings loans made to
gains savings gains

Increase
(decrease)
borrowings

466
186
294
545
191
140
156
242
244
127
155

$966
(2,645)
907
4,017
1,233
(1,932)
843
7,296
7,566
(4,043)
(1, 559)

$3,533
10,467
7,256
3,884
10,843
27,332
31,956
19,943
15,595
42,052
49, 729

The savings and loan mortgage lending volume through all kinds of economic
weather and the bureaucratic mishandling of Q, which fortunately was quickly
corrected each time by emergency action by the Congress, is impressive and
needs no apologies. We are proud of our record.
And in the turbulent fluctuations in economic activity and monetary policy
during the last decade Regulation Q made a major contribution.
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Regulation Q was never intended to assure a continuously increasing flow of
funds into the home financing market under all kinds of economic weather. It
was intended to moderate upward interest pressures on mortgage interest rates,
avoid wanton and undesirable shifts in the volume and flow of savings in meeting credit demands, and give the financial regulatory agencies the tools to
prevent interest rate wars among financial institutions which could only result
in further rateheting of interest rates and greater havoc not only to the housing
and home finance sectors but to the entire economy.
A very cogent observation in this regard was made in the Senate Report on
H.R. 14026, the original bill authorizing Regulation Q controls over depository
institutions, dated September 14, 1966 (S. Rept. 1601, 89th Cong.) The Report
said that the powers given to the regulatory agencies: "—will not cure the
basic imbalance between demands for credit and the supply of credit. However,
judicious and discrete exercise of these powers will do much to prevent the
pressures on interest rates from producing harmful results in the economy.
In addition, the powers given in H.R. 14026 will enable the regulating agencies
to moderate the "interest rate war" between various finaacial institutions which
has itself served to stimulate interest rate increases beyond those called for by
economic factors." (emphasis supplied)
Except for the misguided regulatory actions of the Federal Reserve to dilute
or eliminate the objectives of Regulation Q, the Regulation has made a significant contribution to the flow of funds into the housing market. As the previous
table shows, except for 1974, the fluctuations in lending volume were relatively
minor during tight money periods although substantial recourse was made to
borrowings in order to honor outstanding commitments.
I can assure you that savings and loan associations would never have made
the volume of mortgage commitments or borrowing trips to the Federal Home
Loan Bank System in tight money periods in 1969, 1973, and 1974, unless they
had some assurance that the demise of Regulation Q would not be added to the
market strains effecting savings flows which those periods produced. I might
also add that this assurance was badly shaken in both 1973 and 1974. This contributed to the substantially lower lending volume in 1974 although the reduced
volume was due primarily to the century high market level of interest rates
and to the marked slowdown in mortgage portfolio runoff.
The dilemma posed by high interest rates which have plagued the nation's
economy and especially the housing sector in recent years and the basic forces
responsible for the interest rate escalations were expertly pinpointed by former
Secretary of the Treasury Simon in the summer of 1973 when he said: "Low
interest rates, or moderate interest rates, are a function of the way Government
handles its monetary and fiscal business. When we are running our business properly and, consequently, have a low rate of inflation, we are going to have moderate interest rates. If interest rates are too high, that signals a malaise in our
economy, and that malaise today, as we all know, is inflation that we are all
working terribly to bring down."
There is no need to set out in detail bank loan expansion during the June 1973—
December 1974 period. It is important to point out, however, that it was financed
principally by the use of large CDs and Federal funds. These sources of bank
funds had no cost limitations, and when mixed with virulent domestic and
worldwide inflation, a $12 billion increase in foreign loans, and unreasonable
inventory accumulations, were of material significance in producing the problems
we face today. They are known as net worth erosion, massive REIT loan losses,
unnecessary speculation in foreign currencies, large bank failures, and other
economic and financial malaise.
Whenever market pressures drive up the level of interest rates, or change the
normal rate structures, to threaten the ability of financial institutions to attract
or retain funds, it has historically signaled a need for the curtailment of credit
expansion. Those conditions should not give rise, as they have with Q, with a
regulatory desire to eliminate restraints and fuel a further upward ratcheting
of market rates.
Claimants for housing credit cannot compete in tight money periods with
corporate and other credit seekers who desire to borrow for the purpose of making profits out of the proceeds by acquiring income producing assets.
Second, just what is the housing and home financing market and why are
savings and loan associations the major suppliers of its funds?

.17 0 - 0 - 16
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Savings and loan associations finance almost 60 percent of the annual increases
in residential mortgage debt which the following table shows:
SELECTED NONFEDERAL DEMAND AND SUPPLY LONG-TERM CREDIT DATA
[Dollar amounts in billions]

Net increase
Residential mortgages
Percent of residential mortgages to total_
Percent of mortgages by S. & L.s

1971

1972

1973

1974

1975

1976

Total

$87.6
$36.5
42.0
65.0

$91.6
$47.5
54.0
67.0

$88.2
$49.8
56.0
51.0

$77.8
$33.3
43.0
53.0

$85.0
$41.0
48.0
70.5

$129.0
$64.0
50.0
69.0

$559. 2
$272. 1
1 48.6
1 62.9

1 Average.

The above figures only relate to the net new supply of residential mortgage
credit and do not include the $18 billion to $25 billion of home mortgage credit
which savings and loan associations annually channel into the housing finance
market from the repayments on its outstanding mortgage loans.
The housing market is the largest claimant for long-term funds and it has and
needs a specialized financial institution to provide its main support. Any dilution or elimination of Regulation Q would require a new type of institution to
meet this need. Certainly no other part of the private financial sector has indicated any desire to increase the percentage of residential mortgages in their
portfolios.
The only alternative, of course, would be to turn the job over to the Federal
government, and I do not believe that this is what this Subcommittee or the
Congress really wants.
Our present financial institutional structure with its specialized savings and
loan lender is not the reason for the weakness of housing now or at any time in
this century. The cause lies elsewhere it was clearly and succinctly expounded
by the eminent economist, Dr. Albert M. Wojnilower, Senior Vice President,
Economist and Director of The First Boston Corporation, and former economist
for the Federal Reserve Bank of New York, in an address on April 18, 1975, at
the Annual Stockholders Meeting of the Federal Home Loan Bank of Topeka in
Topeka, Kansas.
Dr. Wojnilower said:
"The boom-bust roller coaster in homebuilding is often attributed to the special
problems of the mortgage markets. But if structural defects of the mortgage
market were the predominant source of the fluctuations in housing, the dozens
upon dozens of special measures taken over the last decade in support of mortgage finance should long ago have solved the problem. And why do other countries have similar difficulties?
"In point of fact the weakness of housing, and of its associated financial institutions, reflects an underlying economic reality: the rate of return on new
homes, and especially owner-occupied homes, is not normally competitive with
the return from machines and other industrial investments, and is completely
overshadowed when industry is booming. Thrift institutions have problems because housing has a problem, and not the other way around. It isn't the crutches
that make people lame; it is because they are lame that they need crutches."
"The home owner earns no cash /row from his investment; to the contrary, he
becomes hostage to myriad unforeseen expenses and taxes. * * * " (Emphasis
supplied.)
In 1975, Congress wisely provided that the then prevailing interest rate differential of one-quarter of one percent could not be changed by the regulatory
agencies involved except by express approval of the Senate and the House. The
relevant portion of Section 102(a) of Public Law 94-200 provides as follows:
"An interest rate differential for any category of accounts which is in effect
on December 10, 1975 between [banks and S. & L.'s1 may not be eliminated or reduced unless (a) written notification is given by the Board of Governors of the
Federal Reserve System to the Congress; and (b) the House of Representatives
and the Senate approve, by concurrent resolution, the proposed elimination or
reduction of the interest rate differential."
Last April, the Fed unilaterally abolished the differential on Individual Retirement Accounts and "Keogh Plan" accounts, effective July 6, 1977. As to the
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constraints of Public Law 94-200, the Fed state that since it is creating new
"categories of deposit" not in existence on December 10, 1975, these constraints
do not apply.
We believe this action flies in the face of the clear intent of Congress that it is
the differential in effect on December 10, 1975, which was "frozen" not the
differential on specific accounts which happened to be in existence on that date.
To read section 102(a) otherwise would render it a nullity. The Fed could simply
create new accounts at will and hereby eventually abolish the differential
completely.
The House Report on H.R. 10024, the bill which became Public Law 94-200,
(H. Rept. 94-561) discusses the two-year extension of Reg Q as then provided
in the bill as providing Congress with an uninterrupted period for consideration
of "comprehensive financial reform measures" and goes on to state (at page
3):
"During this two-year period, a consumer safeguard provision of Title III
prevents further erosion in the statutory differential by specifying that the
present differential of 1/
4 of 1 percent shall be maintained." (Emphasis supplied.)
On page 7 of the Report, it is stated: "Your Committee concluded that in the
interest of certainty and stability that an interest rate of at least [one quarter
of one percent] shall be maintained.". (Emphasis supplied.)
The Conference Report on H.R. 10024 which was approved just before the bill
was signed (H. Rept. 94-726) states at pages 7-8:
"The House amendment provided that there could be no lessening or eliminating of the differential by the regulatory agencies upon a finding of competitive
disadvantage unless 45-days prior notification be given by the Board of Governors of the Federal Reserve System to the respective Banking Committees of
both the House and the Senate and that neither Committee, within such 45day period, disapprove by resolution the proposed elimination or lessening of
the differential.
"The Senate bill contained no provision. The Senate receded to the House
with an amendment that any lessening or elimination of the differential proposed
by the Federal financial regulatory agencies could take effect only upon the
adoption of a concurrent resolution by both the Senate and the House of Representatives approving such proposal." (Emphasis supplied.)
We strongly believe that this Subcommittee should adopt an amendment to
clarify the intent of Congress concerning the elimination of the differential;
and we have provided a proposed amendment to Public Law 94-200 for this
purpose. We cannot afford to have the differential tampered with in this manner.
Nor can we afford further short-term extension of Regulation Q authority. It
should no longer be held "hostage", as some have charged, to comprehensive
financial legislation. A five and a half-year extension is a minimum term to provide the "certainty and stability" which Congress intended Reg Q to have.
SECTION 5(0) OF THE HOME OWNERS' LOAN ACT

The proposed rewrite of Section 5(c) of the Home Owners' Loan Act which is
contained in Title II of the League's bill, S. 1667, is largely self-explanatory.
In 1973 the National League began work on a basic "70-30" approach to the
statutory provisions governing our asset structure. We were pleased to see this
approach adopted by the previous Administration in the financial institution bill
of 1975. The extensive hearings during the 94th Congress, on that bill before this
Subcommittee and on the FINE Study draft and Financial Reform Act on the
House side, provided us with an opportunity to reevaluate our policies and compare them to alternative proposals.
We have concluded that the language of Title III of S. 1267, as passed the
Senate in 1975, is a sound and workable way to provide for the much-needed
revision of Section 5(c). We believe that it strikes a reasonable balance between
specific statutory authority and the regulatory discretion of the Federal Home
Loan Bank Board.
Title II of S. 1667 differs from the corresponding provisions of Section 301 of
last year's FIA in some respects. The principal difference is found in revised
Section 5(c)(A)(2) of HOLA which expresses the intent of Congress that the
Bank Board develop regulations permitting Federally-chartered S&Ls to offer
a variety of alternative mortgage instruments to meet the specific needs of
individual home buyers.
On March 31, 1977, Dr. David Smith, Senior Vice President and Chief Economist, Glendale Federal Savings and Loan Association, Glendale, California, pre-
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sented testimony before the full Committee on graduated payment mortgages,
one of the alternative instruments referred to in our bill. The Board itself is conducting a thorough study on this and other alternative instruments and probably
as to other technical aspects. We believe that the time has come for a recognition
that the present standard mortgage instruments are outdated and do not adequately meet the needs of many home buyers today.
In other respects Title II of S. 1667 is closely patterned after the corresponding provisions of Section 301 of the FIA with the following exceptions:
(1) A five percent of assets limit is placed on consumer loans.
(2) Loans to business development credit corporation are listed in the 30
percent category to avoid possible repeal of these loans which are now authorized
by the ninth undesignated paragraph of Section 5(c).
(3) S. 1667 retains the present seventeenth undesignated paragraph of Section 5(c) relating the authority for associations to act as trustees for Keogh and
IRA plans.
(4) Investments in commercial paper and other corporate securities, as proposed in the 30 percent category of FIA, are eliminated.
(5) Investments in the Inter-American Savings and Loan Bank (with a one
percent of assets limit) are added.
This conforms the draft bill to reflect these investments as authorized by
Section 22 of the Housing Authorization Act of 1976 (Public Law 94-375).
We believe that a conclusive record has been made demonstrating the need
for a revision of the complex and confusing percentage-of-assets restrictions on
Section 5(c). We know that the members of this Subcommittee are aware of the
need for relief from the $55,000 loan limit on single-family houses. I would like
to incorporate by reference in this statement the statement of Mr. Louis P. Bell,
President, Hamilton-Reliance Savings Association, Norristown, Pennsylvania, on
behalf of the National League before the full Committee on April 22, 1977
on the 1977 housing bill.
In that statement, we pointed out the fact that average new and existing home
prices in many communities are approaching or exceeding $55,000. We also stated
that there is little correlation between the loan limit and involvement in 'inner
city" housing in low- and moderate-income housing.
Revision of Section 5(c) along the lines proposed by S. 1667 will enable S&Ls
to become truly Family Financial Centers, a goal long sought by the National
League.
TAXATION AND NET WORTH

If these hearings are for the purpose of charting a course for the savings and
loan industry for the future, they must come to grips with the effects on the
industry of the current formula under which it is taxed, and the impact of that
formula on the continuing erosion of net worth in the industry.
The adoption in 1975 of the Administration's mortgage interest tax credit
proposal by this Subcommittee and the full Committee was a recognition of the
inequity of the current bad debt allowance which has resulted in S&Ls being
taxed at twice the effective rate of commercial banks. We are not just talking
about an inconvenient "tax bite", we are talking about a tax formula which
directly affects our ability to meet statutory and regulatory reserve requirements,
which in turn—and I don't believe this point is fully understood by the tax writing committees of Congress—directly affect the amount of funds we can lend on
home mortgages.
Members of this Subcommittee are familiar with the rough formula that one
dollar of net worth supports twenty dollars of mortgage lending. The increasing
tax rate we are subject to, coupled with a scheduled increase next year in the
extra minimum tax, are eroding the net worth position of the industry as a whole
and will, if savings flows Increase, require a lowering of return on savings to
the depositor, or the "closing of the savings window"—a drastic remedy which
no one desires.
The separation of tax writing and financial regulatory functions of Congress
is unfortunate because there is no single forum in which to reconcile conflicting
policy considerations and priorities relating to housing finance.
Last month hearings were held by the Senate Finance Committee which went
beyond tax writing and examined the broader subject of capital formation in the
economy and its relation to tax policy.
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The National League testimony at these hearings, prepared and delivered by
Dr. Kenneth R. Biederman, Senior Vice President and Chief Economist, City
Federal Savings and Loan Association, Elizabeth, New Jersey, is an excellent
discussion of the interrelationship of regulatory and tax policy in the savings
and loan industry. It also demonstrates that a fundamental change is needed in
the tax formula for S & L's if we are to maintain the growth necessary to meet
the housing finance needs of the nineteen eighties and nineties.
We have submitted Dr. Biederman's statement as an attachment to copies of
our statement filed with the Subcommittee and commend it to your attention.
Dr. Biederman points out that between the end of 1975 and 1976, the percentage
of FSLIC-insured associations with net worth-to-savings capital ratios of less
than 5 percent increased from 21 percent to 24 percent, representing 15 percent
and 20 percent, respectively, of total savings capital in the industry. It is obvious
that tax burdens of the industry are scheduled to increase, as the bad debt
allowance is reduced to 40 percent by 1979. Clearly, this subject deserves the
highest priority by the Congress.
NOW ACCOUNTS—S. 1664 AND S. 1668

The National Savings and Loan League endorses the provisions contained in
S. 1664 that would authorized savings and loan associations nationwide to offer
negotiatble order of withdrawal accounts, commonly referred to as NOW accounts. The League believes there is no justification for the statutory proscription which now limits the issuance of NOW accounts to depository institutions
located in the six New England states. The monetary benefits and convenience to
those using these special interest paying checking accounts are certainly as desirable to the citizenry of the rest of the country as they are to the restricted
geographical area in which they are now authorized.
We have consistently supported legislation which would enable savings and
loan associations to better serve the consuming, saving and home seeking public.
We have and do urge enactment of legislation enabling associations to become
family financial centers. We are firmly convinced that it will lead to better family
financial planning, foster increased savings, and augment the flow of funds into
the housing credit markets.
The days of experimentation and confinement of NOW account activity to a
small section of the country are obviously over. We commend the Chairman for
his sponsorship of legislation expanding NOW account authority to financial
depositaries throughout the nation. We are in agreement with him that consumers and savers alike will benefit from the proposed expanded authorization.
The National League also wishes to commend the Chairman for his wisdom
in introducing S. 1664 by request signaling his desire to put before the Subcommittee, the Senate, and the Congress, a vehicle for expanding NOW account
authority without endorsing all of its provisions. While we endorse nationwide
authorization for NOW account issuance and agree that one interest rate ceiling
on these accounts should be applicable to all depository institutions we are
vigorously opposed to those provisions which would require our associations to
maintain NOW account reserves with the Federal Reserve System. We are also
opposed to Section 202(b) of the bill which would authorize the annual payments of $600 million, or more, to commercial banks from monies which now are
paid into the United States Treasury.
Mr. Chairman, expanding NOW account authority is a very simple process.
There is no need to burden it with unneeded bureaucratic controls and costs
which would result if the proposed reserve requirements were enacted into law.
If NOW account transactions in the New England states have operated successfully without the imposition of the controls and costs now proposed in S.
1664, we ask why the extension of this transactional authority to the rest of the
public should be encumbered with unnecessary controls and costs that have been
proposed by the Federal Reserve Board?
It is obvious that this question cannot be answered satisfactorily, especially
by impartial observers of the monetary and financial scenes. The proposed mandatory placement of reserves in Federal Reserve banks is but another attempt
by the Fed to gain control over and impose its will upon more and more of the
nation's financial institutions. This Committee, in particular, is no stranger to
the Federal Reserve Board's constant attempts to enlarge its control over the
nation's financial transactions.
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In previous hearings by both the Senate and House Banking Committees, the
Federal Reserve Board has proposed that all commercial banks be required to
be members of the System. The Congress has never endorsed these proposals.
During Senate and House Banking Committee hearings on the Financial Institutions Act and the Financial Reform Act, the Federal Reserve Board urged
that reserves be maintained by thrift institutions with the System on certain new
account authority contained in those bills. The Congress did not adopt those
recommendations.
Now the Fed is coming back with yet another reserve proposal that would be
applicable to all depository financial institutions, including credit unions, on a
limited NOW-type of account. We urge you to respond to this recommendation
as you have on the prior occasions.
The Fed has conveniently omitted from its current proposal its prior legislative recommendation requiring all commercial banks to be System members and
maintain reserves with it. Rather than going after the institution, it now proposes to go after the account. Moreover, it also proposes to "sweeten the reserve
kitty" by handing over, primarily to its current members, some $600 million, or
more, annually which belongs to the Federal Treasury.
Mr. Chairman, it may not seem possible but what is proposed by the American
Bankers Association in S. 1668 regarding the maintenance of reserve by thrift
institutions and the payment of interest on Federal Reserve maintained reserve
balance of any kind (including balances maintained prior to the enactment of
S. 1668) makes the Federal Reserve proposals pale into insignificance.
First, the ABA would exempt State-chartered nonmember banks from maintaining any reserves against NOW accounts, and at the same time preserve the
options of those banks not to become members of the Federal Reserve System
and not to be subject to the existing reserve requirements required of member
banks of the System.
Second, the American Bankers' bill exempts mutual savings banks from maintaining reserves with the Federal Reserve System against NOW accounts or any
other deposit account.
Third, notwithstanding the foregoing exemptions the American Bankers Association would require State as well as Federally chartered savings and loan
associations and Federal credit unions to maintain reserves with the Federal
Reserve System on all NOW accounts.
Fourth, the existing Congressionally-mandated interest rate differential designed to assist the flow of funds into the housing market would be repealed.
Last but not least, the ABA bill would authorize annual payments on existing
reserve balances maintained at the Fed (and including newly proposed reserve
requirements on NOW accounts) to the banks concerned of from $1.33 billion to
$2.66 billion, or more, from funds now paid to the Federal Treasury. The reason for the unbelievable range of Treasury revenue which would be affected,
Mr. Chairman, is that on page S. 9337 of the Congressional Record of June 9,
1977 on which the payment authorization of S. 1668 appears in Section 2 thereof,
the ceiling would be set for calendar 1977 at $1.33 billion, while on the following
page, S. 9338, of the same Record the section-by-section analysis of S. 1668 states
that the upper limit for this calendar year would be $2.66 billion. We find this
difficult to understand.
The payments just cited which the banks propose should be made to their
members are based upon the $26.6 billion of reserves required to be held at
Federal Reserve banks at the beginning of this year. Of course, as reserves increase so would the payments, both of which would occur in any expanding
economy.
Mr. Chairman, the ABA appears to us to be highly discriminatory by imposing the same type of reserve requirements on financial institutions which vary
significantly in their structure and chartering authority. Banks, after all, also
enjoy access to leveraged credit, of which the fractional reserve system is a necessary part. Thrift institutions do not have this privilege, nor do they want it.
Before this Subcommittee and the Congress change the revenue treatment of
reserves maintained with the Federal Reserve System, it should conduct a
thorough and objective study and analysis of the treatment of reserves in a fractional banking system and whether, in fact, the current options open to State-
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chartered banks regarding Federal Reserve bank membership do impair the conduct of monetary policy to the nation's detriment. There have been many unsubstantiated statements of fact on this subject, mostly emanating from the Federal
Reserve Board, but not many impartial, thorough, and objective studies. From
our observations of the effects of the conduct of monetary policy in the several
recent periods of monetary restraint, we certainly would have to conclude that
there is nothing which impedes the Federal Reserve in carrying out its policies.
As this Subcommittee well knows, the Federal Home Loan Bank System is
well equipped to determine the additional reserves, if any, which savings and
loan associations might be required to maintain against NOW accounts. There is
no reason for changing the manner in which associations currently maintain
liquidity, i.e., in liquidity instruments determined by the Federal Home Loan
Bank Board.
Savings and loan associations are thoroughly experienced in, and well equipped
to, handling the volume of cash transactions that might be associated with expanded NOW account activity. It may be of interest to this Subcommittee to
know that cash transactions of savings and loan associations, including the management of liquidity portfolios, now total more than $400 billion per year, or
just about $2 billion on the average business day. The addition of NOW accounts
to these existing financial transactions would involve no problem.
It should be remembered that NOW accounts authority does not involve the
money creation process, as does the fractional reserve commercial banking system, and consequently does not require the maintenance of monetary reserves
as does membership in the Federal Reserve System. NOW account settlements
do not involve new loans and new deposits as does the commercial bank money
creation process. NOW account transactions merely involve the transfer of
existing savings (Not created by the fiat of the money printing press) to others
for the payments of existing debts. Reserves required to support NOW transactional authority are strictly liquidity holdings in the institution involved, and
not funds sheltered for monetary purposes in some distant Federal Reserve
bank.
The financial acumen of individual associations and the faciilties of their Federal Home Loan Bank System is more than adequate to assure competent management and operational competency of NOW account authority.
Mr. Chairman, we believe that there is no longer any justifiable basis for the
special treatment of NOW account transactions by financial institutions located
in the New sEngland states of the kind proposed in S. 1664. If there is to be a
nationwide interest rate ceiling upon NOW accounts, it should be applicable
to the entire country. As a consequence, we recommend that when ceilings on
NOW accounts become effective under the proposed legislation, they are applicable to all depository institutions, wherever located.
There are some obvious inconsistencies in the provisions of S. 1664, relating
to the effective date of its provisions and the time interval involved in setting the
ceiling interest rate by the proposed four-man committee. The bill would provide
that the committee must decide upon the maximum rate within six months after
enactment, otherwise the Federal Reserve Board will set the rate, even though
the provisions of the Act do not become effective until twelve months after enactment. Obviously, the committee should be allowed the full twelve months to decide
the ceiling rate.
The proposed maintenance of ceiling rates on NOW accounts pursuant to the
provisions of S. 1664, could be maintained for a period extending to 1984. The
League supports this period of regulatory surveillance of maximum NOW account interest payments. It would also make sense for Regulation Q, and its
mandated interest rate differential, to be extended for a similar period of time
beyond the five and a half-year period provided in S. 1667.
For the benefit of the Committee we have included the following table which
shows the earnings, dividend payments to Federal Reserve member banks, and
payments of excess earnings to the Federal Treasury of the twelve Federal
Reserve banks for the past decade. This table is brought to your attention so
that you may adequately assess the budget impact of the interest payment proposals on Federal reserve balances contained in S. 1664 and S. 1668.

(
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TABLE I.-SELECTED INCOME DATA OF FEDERAL RESERVE BANKS
[In millions of dollars]

Year:
1975
1974
1973
1972
1971
1970
1969
1968
1967
1966

Net
earnings

Dividends
paid to
members I

Payments to
U.S. Treasury

5, 470, 501
5, 654,062
4, 440, 998
3,328, 112
3, 440, 451
3, 567, 287
3, 097,830
2, 530, 615
1,992, 377
1, 702,095

54,610
52, 580
49, 140
46, 184
43, 488
41, 136
39, 236
36, 959
35, 027
33,696

5, 382, 064
5, 549, 999
4, 340, 680
3, 231, 268
3, 356, 560
3, 493, 571
3, 019, 161
2, 463, 629
1,907, 491
1, 649, 455

I By statute, a common stock dividend which is cumulative of 6 percent must be paid annually to member banks.
Source: Annual Reports of Board of Governors of Federal Reserve System.

As I said at the outset of my statement, Mr. Chairman, there are many problems facing the savings and loan industry which should be high on the agenda
of this subcommittee. We look forward to working with you in the coming
months on problems and proposals relating to housing finance.

Senator MCINTYRE. I wanted to ask a question. The S. & L.'s in
Texas are the principal thrift institutions in that great State, is that
right?
Mr. MCCLATCHY. Yes, sir.
Senator MCINTYRE. And from your testimony here this morning, I
take it in the last 10 to 15 years the-S. & L.'s in their experiences have
gained more and more acumen in various fields that deal with cash
transactions so the NOW account move would be a very easy one. You
would be able to move into NOW accounts without very much difficulty in the checking account process?
Mr. MCCLATCHY. Based on our conversations with people with experience in New England, we think that we can move into NOW
accounts. We think it is extremely important that the reserves be
handled as liquidity and we not be required to put our reserves in
the Fed. But, yes, we think we can.
Senator MCINTYRE. Now you represent the thrift industry in part
and I'd like to ask you, are you prepared to handle the "hot" money
issue if it occurs again? Are you able to stand up to the corporate
CD's and Citicorp's notes and the money market mutual funds and
the State and local and Federal borrowers? Do you think if rates go
to 81/2 and 9 percent again you would be better off and better able to
handle it than you were, or the thrift industry, as a whole, as you know
it, was able to handle it when it hit back there in 1974?
Mr. MCCLATCHY. Now, as then, we can't handle it without regulation Q.
Senator MCINTYRE. You've got to have the differential? It's your
lifeblood?
Mr. MCCLATCHY. Yes. We desperately need the regulation Q and the
differential, yes,sir.
Senator MCINTYRE.I don't know how we ever got into this mess with
regulation Q.I wasn't here.
Mr. BOWLES. Mr. Chairman, may I make a comment?
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Senator MCINTYRE. Yes, sir.
Mr. BOWLES. Senator Tower and Senator Cranston introduced a
resolution recommending that the Home Loan Bank Board be permitted to experiment with the variable rate mortgage or renegotiable
instrument or a flexible type of mortgage. If that were permitted,
Mr. Chairman, then I'm saying to you—as an individual savings and
loan operator—and you give us 7 or 8 years with some protection,then
I will assure you that our outlook on regulation Q would be entirely
different.
Senator MCINTYRE. Do I understand your assertion to mean that
if you could get some experience with the variable rate mortgages—
and as I understand it, there are all sorts of approaches to it
Mr. BOWLES. That's right.
Senator MCINTYRE. And that you think this may be the answer to
this disintermediation problem?
Mr. BOWLES. Mr. Chairman, in my personal opinion, after over
30 years in this business, it is the only answer.
Mr. MCCLATCHY. We have, as you know, Mr. Chairman, been constantly faced with the problem of the old phrase of borrowing short
and lending long. This is one of the reasons we feel that the differential is so important because even though we have 4 year certificates and
6 year certificates, we are still essentially borrowing short and we are
lending still primarily in the housing market which requires longterm loans our people can't afford to loan. So until we can come up with
a mortgage instrument, regardless of what the nature of it is—there
are many different variables and types which people could choose
from—but until we come up with this kind of instrument, then we
are still at the mercy of the borrowing short and lending long problem.
Mr. KLA1VIAN. Mr. Chairman, if I may have a chance to speak as an
economist, I think we ought to lay on the record that if we get back
to a time when 9 percent rates are available on Treasury instruments,
then it's possible for no institution to avoid disintermediation. The
problem there is that there is no substitute for soundly managed
monetary and fiscal policy. That remains the overall requirement
and I think it would be folly for us to sit here and tell you that
we can avoid disintermediation in high-interest-rate periods. We will
do a better job because our liability management has improved
considerably.
Mr. Bowles pointed out that nearly 40 percent of our deposit structure is in longer term instruments so that the hot money situation is
not as critical. Nonetheless, I would suggest to you that an environment of 9 and 10 percent interest rates is an environment that's disastrous for the entire economy and that thrift institutions, commercial
banks and nonfinancial institutions face serious problems in such an
environment. Controlling inflation and soundly managed monetary
and fiscal policy remains our No.1 issue.
Senator TOWER. You are so right, but don't hold your breath, pal.
Senator MCINTYRE. I think that the reason I keep raising that this
morning with such a distinguished group of witnesses is that actually
that has been the thrust of what we are trying to do. What can we
do to make ourselves stronger—I'm talking about the banking fraternity now as a whole—to handle these possible threats that could
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occur through mismanagement of the monetary and fiscal policy
whatever you want to call it? Because that was a very trying time or
for
the thrift institutions. I think that was one of the purposes behind
the FIA bill, to try to strengthen them and as you know it got shot
down and I might say on the variable rate mortgages, I'm fairly openminded about it.
The labor unions as a whole have been much against it but I think
we've got Mr. Biermiller coming tomorrow and we could try to find
if he's weakening at all because I think under certain circumstanceout
not where you have some cashier who's trying to become a presides—
nt
of a bank starts shoving these things out every day to please the directors—but with very careful policy these things are put out, a lot
of
people are going to be able to own their homes where they don't seem
able to today. We see nothing but hardening on that issue over in the
House.
Well, thank you.
Now we will go to our good friend, the Independent Bankers Association of America, represented by Mr. Edward Trautz, president
of the East Lansing State Bank,East Lansing, Mich. Go right ahead.
STATEMENT OF EDWARD A. TRAUTZ, PRESIDENT, INDEPENDEN
T
BANKERS ASSOCIATION OF AMERICA (PRESIDENT,EAST LANSING
STATE BANK, EAST LANSING, MICH.), ACCOMPANIED BY LEWIS
MARKUS AND RICHARD P:FITERSON
Mr. TRAUTZ. Mr. Chairman, I am Edward A. Trautz, preside
the Independent Bankers Association of America and of the nt of
East
Lansing State Bank, East Lansing, Mich. I'm pleased to see
Senato
r
Riegle here. I am accompanied today by the association's
economist,
Lewis Markus, and its legislative counsel, Richard Peterson.
We appreciate the opportunity to appear on behalf of the trade
organization comprised of 7,300 State and national banks, better than
half of the total such institutions in the country, with respect to
the
six bills which you introduced on June 9,1977. Our oral statement will
deal almost exclusively with S. 1664, the so-called "Fed-Adminis
tration" bill. Our written statement, which is being submitted
the
for
record,'discusses all six bills.
Our principal objections to the bill are:
One,it will not likely benefit some 58.5 million holders of individual
checking accounts with average monthly balances under $1,000,
the principal beneficiaries are likely to be 16.5 million holdersbut
of
checking accounts with average monthly balances in excess of $1,000.
Two, it would be premature to expand NOW's nationally on the
basis of the limited experience with NOW's in New Englan since
there is strong evidence that NOW's have had an adverse effectd,on
the
stability of banks under $25 million.
Three,the proposal to pay interest on reserves held by the Fed would
provide little incentive for the Nation's small banks to join or remain
in the System and would be more likely to provide a windfall for the
Nation's largest banks.
The New England experience has yielded mostly negative conclusions concerning NOW account impact on the earnings, capital reten-
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tion, and stability of commercial banks. No public clamor has arisen
for interest payment on demand deposits. No overnight success story
has decreed NOW's the wave of the future.
The fact is that the real losers in this so-called "something-fornothing plan" are precisely those whom the legislation purports to
reward—the average consumer."NOW accounts should not be viewed
as a vehicle to help the small consumer," a Keefe, Bruyette & Woods
study warns. IBAA believes it is time the mask of "consumer legislation" is lifted from the NOW account proposal.
According to Fortune magazine, the most likely beneficiaries of
the payment of interest on demand accounts are the high income consumers, leaving the low- to middle-income consumers to pay the bill.
Fortune's prediction is based on the view that banks would begin
charging the full costs of servicing consumer checking accounts so
that the earned interest would be more than offset by service charges.
Fortune concludes that the payment of interest on personal checking
accounts is likely to result in the redistribution of income in a perverse
fashion—from lower to higher income customers. Furthermore, it
predicts that as soon as the average consumer realizes what is happening he will hotly demand an explanation as to why he is worse off
than when he wasn't earning any interest at all.
Senator MCINTYRE. Does Fortune have a good record on its predictions, do you know.
Mr. TRAUTZ. I think there are many other studies that also predict
the same problems. We have alluded to those in this oral testimony
and, in more detail, in our written statement.
We agree with Fortune V's prediction of consumer reaction, and we
hope these hearings will present all of the facts so that consumers are
aware at the outset what the effects of the nationwide expansion of
NOW accounts are likely to be and how the legislation is likely to
affect them.
Toward this end we have pursued our own analysis to measure the
potential impact on individuals holding checking accounts today. We
have found that the net annual cost of servicing checking accounts for
banks with deposits of $50 million or less is $31.56 after allowing for
service charge income, as revealed by cost studies conducted by the
Federal Reserve Bank of Boston. In effect, these banks, by absorbing
$31.56 of the cost of servicing personal checking accounts, are paying
implicit interest on these accounts.
Senator RIEGLE. Might I just ask if you would suspend for a moment
and, with the chairman's indulgence, is that figure of $31 a monthly
or annual figure?
Mr. TRAUTZ. That's an annual figure, sir, and it is the base for computing the implicit interest rate that banks pay on the average account
or on an account according to the study by the Boston Fed.
The rate of implicit interest earned on these accounts ranges from
31.56 percent on accounts with average monthly balances of $100 to
6.31 percent on accounts with average monthly balances of $500. Of
course, under the present system, it is the high balance accounts which
receive the lowest rates of interest. Accounts with average balances of
$1,000 earn the equivalent interest rate of 3.16 percent while the $5,000
account earns only .63 percent.
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The principal beneficiaries of these relatively high rates of implici
interest are an estimated 31 million holders of individual checkingt
accounts whose average monthly balances are under $200; 17 million
individuals with accounts averaging $200 to $500 per month; and
10.5 million holders of accounts with average monthly balances of
$500 to $1,000. Thus, the holders of 58.5 million personal checking
accounts are presently earning from 3 to 31.5 percent in implicit interest represented by the servicing costs which commercial banks presently absorb.
If the banking industry seeks to unbundle its service charges based
upon account activity, depositors with small accounts will be penalized
by conversion to NOW's. The clear beneficiaries of the institution of
NOW accounts nationwide will be about 19 percent of all personal demand account depositors who maintain relatively high average balances. The plan smacks of Robin Hood gone wrong.
Senator MCINTYRE. Robbing the poor to feed the rich, huh? I've got
to tell my friends in New England right away. They won't like that
idea.
Mr. TRAITTZ. IBAA is concerned because we are the segment of the
banking community most likely to be hurt by NOW accounts. The
vast majority of our members are small and medium sized banks, located in rural and suburban communities and locally controlled.
Senator MCINTYRE. You say the vast majority of your members are
small and medium sized banks. What is the average size, $50 million
?
Mr.TRAITTZ.$13 million is the median size,sir.
Senator MCINTYRE.$13 million?
Mr.TRAUTZ. That's in my testimony.
Senator MCINTYRE.I think most of my banks in New Hampshire are
about $13 million, about that size. I was in Plymouth, N.H. the
other
day, a little town of 5,000, which houses a branch of the University
of New Hampshire of some 2,000 or 3,000 students and I walked
into a bank and I found they didn't even have NOW accounts. The
difficulty there was they didn't have NOW accounts because they have
the commercial bank on one side of the building and the savings on
the other side. So there was no competition actually. They were doing
a very good job and always have done a good job for their community.
They didn't need NOW accounts.
Mr. TRAUTZ. I would say New Hampshire and Massachusetts are
very atypical of most of the States of the Union because
they
these strange animals in both lobbies—I mean in the same lobby.have
Senator MCINTYRE. They point that out to you in the studies you've
had done for them?
Mr. TRAUTZ. Well, we have talked to a lot of bankers up in New
Hampshire.
Senator TOWER. You didn't realize you were unique, did you?
Senator MCINTYRE. No. Well,I think New Hampshire is unique,
yes.
Mr. TRAUTZ. All right. Nearly 76 percent of our member banks have
deposits under $25 million, with the median bank in our membership coming in at $13 million. Many have a high percentage of demand deposits to total deposits, with household accounts comprising
a major share of our demand deposit holdings.
Analyses emerging from various sectors of the financial and business communities corroborate our fears.

I
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A recent study by the Fed's Board of Governors staff
that very small banks face the most difficult adjustme concludes
nt problems,
with a few large banks with extensive branch systems also vulnerabl
e
because of their commitment to the market for consumer
househol
d
demand deposits. Since cost increases due to the payment of interest
on
demand deposits will probably be greatest for household
study.predicted that the small banks, on average, can beaccounts, the
expected to
experience relatively larger earnings reductions than their
very large
counterparts.
A study of 91 of the Nation's largest banks conducted by Keefe,
Bruyette & Woods found that a majority of these banks
weather the advent of nationwide NOW's well. That favorablwould
e
look doesn't hold for small banks, the report continues, where outthe
typical increased ratio of personal demand deposit accounts to total
deposits would compound the earnings problems.
If the expansion of NOW accounts nationwide would produce the
same effects on bank profits as has occurred in New England, the
projected decline in earnings would come at a time when bank regulators are pressing small to medium sized banks to improve their capital position. Most of the more than 10,000 small banks in the United
States can improve their capital position only by the retention of
earnings.
The administration's proposal to pay interest on reserves would
be of little benefit to the small banks and do little to stanch the flow
of Fed members from the System. Since large banks have more reserves than smaller banks, the larger banks would recover the bulk
of the interest paid in reserves by the Fed. Whatever rate of interest
the Fed elects to pay on reserves, the lion's share would go to the
920 largest banks—representing a scant 6.3 percent of the Nation's
commercial banks.
IBAA has been studying an alternative to full membership in an
effort to give the System more flexibility. The alternative might be
an "affiliate membership." The details of an affiliate membership are
set forth in our statement for the record.
IBAA strongly supports the kind of specialization of depositories
which has constructed a resilient financial apparatus tailored to the
needs of the American people. The dismantling of this delicate balance
would, we believe, threaten the structural soundness of and public
confidence in the country's financial system.
We also favor those provisions of the packet of June 9, 1977, which
would strengthen the internal management structure of credit unions,
permit Federal savings and loans to offer variable rate mortgages,
and continue the Interest Rate Control Act, given abrogation of the
rate differential in New England and New York.
In conclusion, we are pleased that this committee is pursuing an
exhaustive inquiry into NOW accounts and their probable effects
upon the consumer and depository institutions. We believe that the
committee will find that the concerns we have expressed here are
well founded and deserve your critical analysis.
[Complete statement follows:]
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STATEMENT OF THE INDEPENDENT BANKERS ASSOCIAT
ION OF AMERICA BEFORE THE
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
OF THE SENATE COMMITTEE
ON BANKING, HOUSING AND URBAN AFFAIRS

CONCERNING:

S. 1664 -- PAYMENT OF INTEREST ON DEPOSITS
OR
ACCOUNTS/RESERVE REQUIREMENTS AND
EXPANDED
DEPOSIT POWERS;
S. 1665 -- THE FINANCIAL INSTITUTIONS ACT
AMENDMENTS
OF 1977;
S. 1666 -- THE FINANCIAL INSTITUTION AMENDMEN
TS OF 1977;
S. 1667 -- THE SAVINGS AND LOAN FINANCIAL CENTERS
ACT
OF 1977;
S. 1668 -- A BILL TO PROVIDE FOR EQUITABLE REGULATI
ON
OF SAVINGS ACCOUNTS USED TO MAKE PAYMENTS
TO THIRD PARTIES;
S. 1669 -- A BILL TO AMEND THE FEDERAL HOME LOAN
MORTGAGE CORPORATION ACT; and

June 21, 1977

247
TABLE OF CONTENTS

Introduction

1

IBAA's General Perspectives on S. 1665 - S. 1669

2

S. 1664--Fed-Administration Bill

11

1.

S. 1664--Impact on the Consumer of the
Payment of Interest on Personal Checking
Accounts

12

2.

S. 1664--Evidence of the Trend toward
Explicit Pricing--The New England Experience

16

3.

S. 1664--Impact of NOW Accounts on
Commercial Banks

20

4.

S. 1664--Impact of the Payment of Interest --on Reserves

26

Conclusion

Appendixes

Footnotes

31

248
Introduction
Mr. Chairman, I am Edward A. Trautz, President of the
Independent Bankers Association of America (IBAA) and of the East
Lansing State Bank, East Lansing, Michigan.

I am accompanied

today by our group's Economist, Lewis Markus, and its Legislative
Counsel, Richard Peterson.
We appreciate the opportunity to appear on behalf of our
trade organization, comprised of 7,300 state and national banks,
better than 50% of the total of such institutions in the country,
with respect to the

six

above captioned bills, introduced by

you on June 9, 1977.
In main, IBAA is composed of small to medium sized firms
in suburban and rural areas that are locally controlled. However,
we also have numerous constituents in urban settings.

None of us

is owned by multi-bank holding companies.
I would like to comment first on the organization of
this testimony so as to make it easier to follow our approach
to this lengthy and complex set of issues.

Even though we have

striven to be as brief as possible and to "get to the heart of
matters", I must apologize for the length.

I would also like to

make plain that our oral statement will deal almost exclusively with
S. 1664, the so-called "Fed-Administration" bill, that is the
flagship of the June 9 fleet.

Nevertheless, one main purpose of

this statement is to get our general views on the other bills into
the record.

Our comments on S. 1664 are, of course, also set out

in detail below.
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IBAA's General Perspectives on S. 1665 -- S. 1669

First, this Association stands firmly in favor of specialized depository institutions and in opposition to policies which
would destroy the unique characters of the four major species of
such businesses:

commercial banks, credit unions, savings and

loan associations (S&Ls), and mutual savings banks.

Each has

evolved in response to specific needs in the pluralistic fabric of
the American economy.

Thus, the Home Owners' Loan Act at 12 U.S.C.

1464 provides:
"(a)

In order to provide local mutual thrift

institutions in which people may invest their funds
and in order to provide for the financing of homes,
the Board is authorized. . ., to provide for the
organization. . . of associations to be known as
"Federal Savings and Loan Associations. .
[Emphasis added].
Similarly, the Federal Credit Union Act at 12 U.S.C. 1752
provides:
"(1)

the term "Federal Credit Union" means a

cooperative association organized in accordance with
the provisions of this chapter for the purpose of
promoting thrift among its members and creating a source
of credit for provident and ?roductive
[Emphasis added].
2
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purposes."
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We favor a set of firms, each concentrating on specialized
functions dictated by restrictive legislation which grants them
certain premiums and benefits to encourage or compel them to carry
out the essential tasks assigned to them.

For example, we have not

objected to savings and loans having the advantage of the one
quarter percent interest rate "differential"--which, incidentally,
stretches to 1/2 percent on the extremely popular one year to
thirty month S&L certificates of deposit--as long as they did not
enter the third party payments business and focused primarily on
housing finance.

Likewise, we have found little fault with credit

unions, which alone among depositories do not have to work with a
tax factor in computing their income, as long as they stay in their
bailiwick.

We note the scope of their activities can and have

been expanded without the need for transaction accounts or "share
drafts".
Second, this favorable attitude toward specialized institutions is grounded not only in our estimate of the system's present,
generally robust condition but also in its demonstrated resilience.
In other words, there seems little justification to assume the
risks of opting for a better "mouse trap" when the Nation seems to
be so well served by the current model.

The present model may not

be symmetrical and may resemble the architecture of a maze, but it
works well, even under extreme pressure.

Moreover, it has built

into it enough trade-offs of benefits and liabilities between
different kinds of depositories to permit both equity and mutual
forms of ownership to survive and, indeed, to prosper, many New York
3
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and New England commercial banks excepted, as we will discuss
shortly.
This is not to say IBAA thinks the structure is perfect and
needs no repairs.

We will touch on some remedies we believe to

be desirable but must oppose most of the June 9 proposals which
threaten to demolish the present structure.
Third, we disagree with those who urge that the specialized
system is dying and that we should join the throng clamoring for
something they call "competition" -- a term most often used to
mean,

"What's mine is mine, but what's your's is negotiable."
Proponents of the demise of the specialized system point to

many innovations of the last several years, e.g., telephone payments systems; remote service units; direct deposit of Federal
payments such as social security obligations; the commercial paper
market; and severe disintermediation allegedly caused by Regulation
Q, as symptoms of expiration.

IBAA is not convinced that these

novelties innately require homogenization and believes that, in
terms of general policy, they should be adapted to support specialization rather than destroy it.

Parenthetically, the dangers

attendant on tinkering toward broader similarities were finally
demonstrated to the satisfaction of the House last year when the
AFL-CIO took a position supporting the specialization of savings
and loans and mutuals in housing finance.
Moreover, many of the examples boding for extensive changes
and the "inevitability" of a homotaxic depository industry are
simply bogus.

For instance, the advent of bill payment-by-phone

is obviously a marketing gimmick which is in no way a sound reason
for concluding that those firms which engage in it are even going
4
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to impact the funds transfer market materially through it.

The

idea of remote service units (RSUs) deployed by savings and loans
in manners unavailable to commercial banks is also falling upon
hard times as thrifts realize that absent much more planning, not
to speak of overcoming antitrust hurdles and consumer acceptance
problems, these terminals will not work for them.

The recent

shutdown of a large RSU system by Glendale Federal Savings and
Loan in California is illustrative.

Further, many of these ploys

to "revolutionize" by slight of hand are under intense litigation
and

it is our appraisal that the statutory outline of the rights

and duties of different varieties of depositories will hold up
in the courts.

For one case, the legality of share drafts as

mandatory cash items has already received a blow in the Federal
1
District Court for Wyoming.
Obviously in New England, the introduction of negotiable
orders of withdrawals (NOWs) have dealt a severe blow to the strategy
of trade-offs among depository institutions.

So too has been the

effect of Albany's granting of checking account powers to New York
chartered thrifts.

However, IBAA fails to see why these develop-

ments should cause us to abandon what is working well for most of
the U.S.

This is especially so since it is demonstrably clear

that the well-to-do consumer is going to benefit from NOWs, not
the average person in search of financial services, and that
commerical bank earnings, especially at small to medium sized
operations, are suffering very badly in New England.
5
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the thrift organizations in New England-New York have shown
absolutely no inclination even to consider modifying their advantages over commercial banks which have lost the foundation of
their competitive ability--the lone right to offer third party
payment accounts.
I hasten to mention these developments in the northeast are
much more serious than is normally noted for the following reasons.
There has been a concerted effort by proponents of homogenization
to artifically segregate--in the analyses they present before legislatures, though not in their actual merchandising--markets for
checking accounts, NOW accounts, savings passbooks, share draft
accounts, and certificates of deposit.

Quite to the contrary,

the vast majority of persons who use financial intermediaries
will gravitate toward those establishments which are legally
empowered to give them the best deal as to their composite depository
activities.

Differently stated and for example, the New York

mutuals are in a position similar to where a zoning commission
permits some parties to build clearly better "supermarkets" than
others.

Thus, at one time in New York, commercial banks could

attract deposits by packaging "free" checking accounts with requirements for a savings account or certificate of deposit and vie
with mutuals which were equipped with the differential but no
checking powers.

Since the advent of NINOWs, this is not so because

New York mutuals can offer checking accounts and the differential.
In New England, mutuals and savings and loan can tender a NOW
account, which can take care of the funds transfer needs of many
wealthier depositors, at a 5% rate, as can commercial banks, while
6
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also offering savings and certificates of deposit at 1/4 to 1/2
point more.
Plainly, something will have to be done to reassert the
equilibrium in New England-New York.

Preferrably, this would be

to phase-out the NOW experiment over a period of three years
since, as we will argue later, it is not helping the average consumer
and is having a continuing, severe, and adverse impact on bank earnings which is erroding the capital structure of banks in that
region.

However, should this prove unfeasible, the other route to

counter-poise is elimination of the differential in that area.
To a certain degree, this runs against the IBAA's strong feelings
for the retention of specialization, but a least allows homogenization to be localized by a cordon sanitaire at the southern
borders of the Empire State.
As we conclude on the general principles which have guided
us in our analysis of the June 9 packet, I would like to respond
to those many who have argued that proposals in this legislation
will lead to further "competition".

Perhaps no word in the common

lexicon of financial testimony and lobbying has been more misused
and abused in the last decade.

Nearly every despository interest

group has routinely paraded through the halls of Congress and the
Federal depository regulators claiming it was for "competitiion"
while pitching regularly for statutorily enforced "leg-ups" on
other elements of the industry.

Indeed, it is quite feasible to

assert the real "competition" has been for perquisites among
lobbying groups.
7
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Be all that as it may, some members of Congress have condemned interest group activity as being irresponsible and noncooperative.

IBAA thinks not.

If anything, it underscores our

notion that specialization, which assumes a high degree of regulation to enforce it, realistically reflects the depository world
and that the goal of increased "competition", at least in the sort
of "neo-Adam Smith" sense many play with the phrase, is simply off
the mark.

For example, depository interest rate controls have been

in effect to one degree or another since 1936 and have taken various
forms--sometimes with primary reliance on Regulation Q and at
others with dependence on such mechanisms as the Federal Reserve's
pegging of the Treasury bill rate.

IBAA accepts this fact of Ameri-

can economic life and abjures any attempt to return to the "good
old days" of Herbert Hoover and before.

Consequently, we too

believe "competition" has its benefits, if its basic premise-survival of the fittest --is greatly tempered by policies directed
toward the stability of individual financial institutions and the
"checks and balances" now incorporated in the depository system
as a whole to allow different kinds of depositories to carry out
their separate functions as they have evolved since the New Deal.
In summary, IBAA supports those few provisions of the June
9 fleet of bills which strengthen specialization and do not tear
down the fundamentals of the current system of trade-offs of
advantages and disadvantages between different kinds of depositories.
Our views on S. 1664, the "Fed-Administration" are reserved until
the next section and we now address only our particular opinions
on

S. 1665-1670.
8
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1.

S. 1665--The Financial Institutions Amendments of 1977.

In some respects there are many admirable provisions in this legislation, especially those which would strengthen the internal
management structure of Federal Credit Unions.

However, in main,

it is obvious that much is a residue of the Financial Institutions
Act which passed the Senate last year and which was the primier
vehicle to homogenize the depository industry.

Consequently,

IBAA opposes this bill.
2.

S. 1666--The Financial Institutions Amendments of 1977.

S. 1666 suffers from the same general objections as S. 1665, and
the Association is generally opposed.

However, we do support the

concept of a long continuation of the Interest Rate Control Act
although we do believe

that the statutority mandated differential

which is now part of that Act should be subject to a somewhat
easier form of amendment by the Federal regulators than is now
possible and that the differential in New England and New York
should be phased out, absent a

retraction of NOW accounts in New

England and a roll back on thrift checking accounts in New York.
We also strongly support the concept of variable rate mortgages
embodied in Title IV of the bill which greatly enhances the ability
of

FS&Ls organizations to do what they were set up for—providing

for American housing.
3.
1977.

S. 1667--The Savings and Loan Financial Centers Act of

Off all the June 9 proposals, this probably has the least

redeeming value since not only would it allow Federal savings and
9
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loans to divert substantial investments from housing but would
also squarely place them in the funds transmission business.
do, however, support

again

We

the concept of variable rate mortgages

which appears in Title II.
4.

S. 1668--A Bill to Provide for Equitable Regulation of

Savings Accounts Used to Make Payments to Third Parties.

Since

this legislation would condone the entry of non-commercial bank
depositories into the funds transmission business and would allow
for nationwide NOW accounts, which we believe are not pro-consumer
and certainly detrimental to bank earnings, IBAA must oppose it.
However, it is superior to the other bills in the June 9 group
insofar as it does tacitly recognize that the differential constitutes a basic cause of disequilibrium if thrift institutions
and, in the event credit union share drafts are sanctioned by
Congress or the courts, credit unions can enter the transaction
business.

It also contains a more realistic version of the for-

mula under which the Federal Reserve System could pay interest on
reserves to defray the expenses of NOW accounts as far as mitigating
effects against bank earnings.
5.

S. 1669--A Bill to Amend the Federal Home Loan Mortgage

Corporation Act.

We support this legislation since it will allow

freer development of the secondary market on mortgages for any
institution qualified to service the loans, including small to
medium sized banks.
10

S. 1664--The Fed-Administration Bill
IBAA opposes this legislation since it strongly trends
toward the transfiguration of credit unions, savings and loans,
and mutual savings banks from their current roles as savings intermediaries into funds transaction merchandisers.

Above we have

already noted the IBAA does not at all regard this as an
"inevitable" course and have indicated why we believe the ruction
which it would cause in the depository industry is imprudent.
In short, it does not comport with the general principles of the
Association.

Further, since this bill is the most prominent

element in the legislation of June 9, the Association thinks it
is apropos to present a critique of the three major public benefits
which proponents claim for it;
consumer of NOW accounts;

2)

1)

The advantages to the

The improvements in efficiency

which allegedly will flow to depositories from explicit pricing,
or at least, the lack of harm intendent on such pricing, and 3)
The ability of the Federal Reserve to retain and attract members
and participants in its operations through the capacity to pay
interest to members and other depository institutions on reserves.
11
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1)

S. 1664 -- Impact on the Consumer of the Payment of Interest
on Personal Checking Accounts

Perhaps the most troublesome aspect of the propsal to
extend NOW accounts nationwide, is the liklihood that most of the 58
million holders of personal checking accounts, those with
average monthly balances of $1,000 or less, are not likely
to benefit from this legislation.

The probability

that most of these account holders will, in the end, be disadvantaged will erode their confidence in the nation's financial
institutions as well as the Congress if it is not made clear
at the outset who the most likely beneficiaries of the legislation will be.

The indications are, as a Fed staff study notes,

"It is possible that some small depositors who write a large
3/
number of checks may be worse off then they are now."
According to Fortune magazine, the most likely beneficiaries
of the payment of interest on demand accounts are the highincome consumers while the losers will be those in the low-tomiddle-income category.

In support of this conclusion Fortune

explained that it costs a typical $200 million deposit bank
$63 a year to service an average retail account with a balance
of $1,000, which is partially offset by service charge income
of about $15 a year, leaving a net servicing cost of $48 per
year per account.

Assuming banks were required to pay 3 per-

cent interest, the consumer with a $1,000 average balance in his
account would receive $30 in interest income per year. However,
12
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Fortune predicts that it is almost a certainty that banks
would begin charging the full costs of servicing consumer
checking accounts so that the $30 earned in interest would
4/
be more than offset by service charges of $48.
In other
words, the individual with an average of $1,000 in his checking
account would be worse off by $18 under these circumstances.

The high income consumer, on the other hand, with an average
balance of $5,000 would according to Fortune receive $150
in interest income and, since the number of checks drawn on
a $5,000 account is not much greater than the number drawn on
a $1,000 account, the service fees would not be much above those
of the $1,000 account.
offset the service fees.

His interest income would more than
Fortune concludes that the payment

of interest on personal checking accounts is likely to result in
the redistribution of income in a perverse fashion -- from lowerto-higher-income customers.

Furthermore, it predicts that as

soon as the average consumer realizes what is happening he
will obviously become greatly incensed and demand an explanation
as to why he is worse off than when he wasn't earning interest
5/
at all.
We agree with Fortune's prediction of consumer reaction,
and we hope these hearings will present all of the facts so that
consumers are aware, at the outset, what the potential effects
of the nationwide expansion of NOW accounts are likely to be
and how the legislation is likely to affect them.
13
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Toward this end we have pursued our own analysis to measure
the potential impact on individuals holding checking accounts
today.

We have found that the net annual cost of servicing

checking accounts for banks with deposits of $50 million or less,
is $31.56 after allowing for service charge income, as revealed

6/

by cost studies conducted by the Federal Reserve Bank of Boston.
In effect these banks, by absorbing $31.56 of the cost of servicing
personal checking accounts, are paying implicit interest on
these accounts.

The rate of implicit interest earned on these

accounts ranges from 31.56 percent on accounts with average
monthly balances of $100 to 6.31 percent on accounts with aver6A/
Of course, under the present
age monthly balances of $500.
system, it is the high balance accounts which receive the lowest
rates of implicit interest.

Accounts with average balances of

$1,000 earn the equivalent interest rate of 3.16 percent while
the $5,000 account earns only 0.63 percent.

(See Appendix Table

1).

The principle beneficiaries of these relatively high rates
of implicit interest are an estimated 31 million holders of
individual checking accounts whose average monthly balances are
under $200; 17 million individuals with accounts averaging
$200 to $500 per month; and 10.5 million holders of accounts
7/
Thus
with average monthly balances of $500 to $1,000.
the holders of 58.5 million personal checking accounts are
presently earning from 3 to 31.5 percent in implicit interest
represented by the servicing costs which commercial banks absorb.
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To sum up, if the banking industry seeks to unbundle its
service charge based upon account activity, depositors with
small accounts may actually be penalized by conversion to NOWs.
The clear beneficiaries to the institution of NOW accounts nationwide will be about 19 percent of all personal demand account
depositors who maintain relatively high average balances.

"NOW

accounts should not be viewed as a vechicle to help the smaller
As bizarre as it may sound, NOW accounts will not
8/
likely be much benefit to the average consumer.'
depositor.

We would be less than candid if we failed to point out that
banks recover a part of the costs of servicing personal checking
accounts from income earned through the investment of these funds
in selected assets.

Approximately $16.32 of the $31.56 annual

servicing costs is recovered from portfolio earnings of banks
9/
with deposits up to $50 million.
Of course, the failure of
banks to recover the fully allocated costs of servicing personal
checking accounts is, in effect, a policy of selling their
services below cost. [Failure of banks and other depository institutions, which may be authorized to offer NOW accounts, to make
explicit charges for servicing these accounts would perpetuate
the practice of selling services below fully allocated costs.]
The practice would open the door to anticompetitive tactics
designated to eliminate competitors, a practice which the antitrust laws construe to be illegal.

Small banks which cannot

afford expensive antitrust litigation would be the most
vulnerable targets of large institutions capable of subsidizing
15
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the selling of NOW accounts below cost for substantial periods.
of time in order to overwhelm their smaller competition and capture a larger share of the market.

It seems apparent that unless

the proposed NOW account legislation provides adequate protection for small banks against the predatory use of this
potential weapon, small competitors will be driven out of the
market and the trend toward concentration of banking in fewer
and fewer hands will be accelerated.

2) S. 1664 -- Evidence of the Trend toward Explicit Pricina -The New England Experience

Obviously all individuals holding interest bearing checking
accounts regardless of their size would benefit equally if banks
would not offset the payment of interest by explicit charges
for services.

However, reliable sources predict that it is almost

a certainty banks will begin charging their customers the full
cost of servicing consumer checking accounts as a consequence
of shifts to NOWs.

A recent Federal Reserve Board staff study

concluded that: "Payment of explicit interest on demand deposits
is likely to be accompanied by pricing of banks'o checking and
other services more nearly in line with costs."--

The study

points out that: "If banks and other institutions were permitted to pay explicit interest on demand deposits, they would
be likely, over the long run, to raise service charges on
checking accounts and other services presently offered below
11/
cost in order to offset the the explicit interest payment."
16
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A recent Business Week article also predicted that: "The
first thing banks will do if they pay interest on demand is to
raise charges for checks up to what checks really cost the
12/
banks."

That banks will begin charging customers the full costs of
of servicing consumer checking accounts as a consequence of the
requirement to pay interest on NOW accounts is supported by the
experience in New England.

Depository institutions offering NOW

accounts in Vermont, Rhode Island, Connecticut and Maine are
pricing NOWs more in accordance with long-run profit maximizing
criteria.

Only about one-quarter of the issuing institutions
U/
in these states are offering free NOWs.
The percentage of

thrift institutions in Connecticut offering NOWs on a free
basis without service charge declined from 43 percent in
March 1976 to 37 percent in August.

The two largest Connecticut

commercial banks offering NOWs require a minimum balance of
$1,000 and/or 15 cents per draft.

In Maine only 4 of the 17 issuing thrift institutions and
3 of the 19 issuing commercial banks offered free NOW accounts
as of August 1976.

In both Vermont and Rhode Island none of

the depository institutions offered free NOW accounts.

Most re-

quired minimum balances of $500 and some imposed a service charge
14/
of 25 cents per draft if the balances fell below the minimum.
The trend toward explicit pricing of NOW account services
has also been observed in Massachusettes and New Hampshire, which
17
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have had the longest experience with these accounts.

Between

August 1975 and August 1976 the percentage of commercial banks
in Massachusettes offering free NOWs declined from 36 percent
to 21 percent.

Some banks no longer offer free NOWs while

others offer them on a more conservative basis.

However, the

share of thrift institutions in Massachusettes offering free NOW
accounts declined from 82 percent in August 1975 to 76 percent

15
/
in August 1976, reflecting only a modest shift to explicit pricing.
The NOW experiment in New Hampshire has also entered a
more conservative stage with respect to the pricing of NOW
accounts.

The percentage of commercial banks offering free

NOWs declined from 54 percent in May 1975 to 16 percent in
August of 1976 while the percentage of S&Ls offering free NOWs
declined slightly form 68 percent in December 1975 to 62
16/
percent in August 1976.

The New England experience reveals that as the NOW account
market stabilizes, total rates of return to consumers will decline
through the elimination of such nonpecuniary returns as free
checking, free drafts and free account maintenance.

In Connecticut the advent of NOW accounts is causing many
banks to reinstate minimum balances and service charges on
personal demand checking accounts.

The heavy movement of funds

to NOW accounts with balances approximately four times that of
personal checking accounts has removed the source of funds used
18
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to cross-subsidize the large volume of free, low balances, high
activity accounts which are highly unprofitable.

The loss of

income from higher balance personal checking accounts as
consumers transfer to NOW accounts no longer permits banks to absorb higher operating losses on personal accounts and consequently
many banks have decided to reinstate service charges and min17/
imum balance requirements.

And finally a recent study of NOW account implications found
that the key to determing the income impact of the conversion
to NOW accounts is the ability to alter the existing fee structure.
The incremental interest cost can only be offset by increases in
per item charges, flat monthly fees and return item charges.
Pricing is clearly the key.

The study pointed out that "if

uniform price increases are sought by the banking industry
based upon account activity, depsositors with smaller accounts may
actually be penalized in conversion to NOWs."

The clear ben-

eficiaries to the institutions of NOW accounts are the small
percentage of depositors who maintain relatively high balances,
"NOW accounts will not likely be much benefit to the average
18/
consumer."

#
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3)

S. 1664 -- Impact of NOW Accounts on Commercial Banks
Although NOW accounts were introduced in Massachusetts and

New Hampshire in late 1972 and extended to the remaining New
England states in 1976, experience to date has not been adequate
to permit firm conclusions to be drawn as to their effect on the
earnings, capital and stability of commercial banks.

There are

positive indications that the earnings and capital of small banks
with deposits under $50 million serving household accounts in
many communities are likely to be adversely affected at least
during a four or five year transition period.

In addition, a

number of very large billion dollar deposit banks with heavy
dependence on demand deposits of individuals and a consistent
record of poor earnings are also vulnerable to nationwide NOW
accounts.

In view of the potentially adverse effects that the

extension of NOWs nationwide could have on the soundness of important segments of the nation's commercial banking system, we
believe
it is premature and unwise to enact such legislation at this time.
We find support for this view in a number of studies which are summarized below.
A Federal Reserve Board staff study of the effects of NOW
accounts on costs and earnings of commercial banks in Massachusetts
and New Hampshire in 1974-75 found:

that the earnings perfor-

mance of the so-called "marginal" banks deteriorated significantly relative to that of other banks in the two states;
that
the earnings prospects for many "marginal" banks in Massachusett
s
and New Hampshire which tend, on average, to be relatively small,
20

(
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may worsen as conversion and outflow of demand deposits continue
and some weaker banks could eventually experience serious financial difficulties if NOW pressures on costs and revenue continue.
The study, while recognizing that such difficulties could disrupt
19/
financial markets, optimistically views the liklihood as small.
The "marginal" banks, those offering NOWs in mid-1975 with 1974
pre-tax earnings to total deposits in the lowest 20 percentile
in Massachusetts and New Hampshire, were relatively small banks,
the median bank having deposits of $17.5 million.

Banks of this

size constitute more than 70 percent of the membership of IBAA
in 41 states.

The study classified 40 of the 186 banks in Massa-

chusetts as marginal banks.
found:

With respect to these banks the study

"It does not appear that NOWs have as yet had a signifi-

cant adverse effect on the soundness of the Massachusetts and New
Hampshire marginal banks.

However, NOW related problems could

increase for some of these banks in the future, particularly those
that are experiencing difficulties unrelated to NOWs.

Reduced

revenues from demand deposit outflows or higher costs associated
with conversions of demand balances to NOWs could threaten the
already weakened condition of these banks.

In the short run, the

NOW experiment appears to have exacerbated more basic probems faced
by several of the 40 banks and present the most difficult problem
for the banking system in adjusting to financial innovations and
20/
regulatory. changes."
A more recent study by the staff of the Board of Governors of
the Federal Reserve System on the impact of the payment of interest
on demand deposits estimated that a total of 371 banks or 2 1/2
percent of all U.S. banks could experience severe difficulties in
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adjusting to the removal of the prohibition
interest on demand deposits.

of the payment of

The most vulnerable banks would

be those with before tax income under 0.5 percent of total
deposits and demand deposits representing 50 percent of total
deposits.

The largest share of the vulnerable banks, 328 of

371 or 88 percent would be the small banks with deposits of $50
million or less.

The study concluded that very small banks face

the most difficult adjustment problems but a few large banks with
extensive branch systems could also experience transitional difficulties.

Further evidence that small banks might suffer the

largest relative earnings reduction is their commitment to the
market for consumer household demand deposits.

Although a little

over 10 percent of bank deposits are held by consumers in demand
accounts, a larger percentage of these accounts comprise the deposits of small banks.

Since cost increases due to the payment

of interest on demand deposits will probably be greater for household accounts, the study predicted that the smaller banks, on
average, can be expected to experience relatively larger earnings
21/
reductions than the very large banks.-A study of the impact of NOW accounts on selected small commercial banks in Massachusetts and New Hampshire in 1974-75 by a
member of the staff of the Federal Reserve Bank of Boston focused
on two groups of banks (a) 16 banks with low earnings that also
offered NOW accounts, classified the "low-earning" banks; and (b)
15 banks that had substantial losses of demand deposits that did
not offer NOW accounts -- the so-called "runoff" banks.

In 1974

both the runoff and low earning banks showed substantial percentage decreases in pretax earnings, equal to approximately 9 per-
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cent at runoff banks and 19 percent at low-earning banks.

In

1975 NOW-related impacts reduced pretax earnings by 12 percent
at runoff banks and 24 percent at the low-earning banks.

NOW

accounts are estimated to have reduced pretax earnings at all
commercial banks in Massachusetts and New Hampshire by 3.4 percent in 1974, and 11.3 percent in 1975.

During the same two

years the runoff banks showed NOW-related reductions in earnings
of 8.6 percent in 1974, and 12.0 percent in 1975.

The low

earnings banks showed reductions in earnings due to NOWs of 19.0
22/
percent in 1974 and 24.3 percent in 1975.
According to a study conducted by Smith Barney Harris Upham
& Company, if NOW accounts were to be authorized nationwide on
the same

general basis as in New England, the potential

adverse impact on bank earnings could be quite severe, ranging
from about 5 percent in the first year of a 4 to 5 year transition period to around 15 percent in the worst year, the year of
greatest rate of demand deposit conversion.

Return on investment

and the ability of banks to attract new capital or even to hold
existing equity could be harmed as return on investment dropped.
Banks with a record of poor earnings in recent years could find
their stability endangered in the eyes of Federal bank regulators
even with a slight reduction of earnings attributable
accounts.

to NOW

The study found that the large, multi-national U.S.

banks with diversified liability mixes comprised of a relatively
small portion of personal checking deposits were most eligible for
conversion to NOW accounts and would be the least affected.

On

the other hand, multi-national banks with extensive statewide
domestic branch networks, located in states where thrifts are
strong, would be likely to suffer a loss of just under 5 percent
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of after tax earnings, depending upon how aggressively NOW accounts are solicited.

Large regional banks, with greater

dependence on demand deposits of individuals and a consistent
record of poor earnings are more vulnerable as a group to nationwide NOWs than are the multi-nationals.

Their after tax earnings

might be restricted as much as a third during the worst of the
transitional years.

Several billion dollar banks in major banking

states fit this profile, making them potentially vulnerable in the
eyes of regulators.

But most succeptible of all are some 300 banks

with weak earnings, a high proportion of individual demand deposits,
thin management, and total deposits of less than $50 million.
23/
Candidates are located in most of the 50 states.
A study of 91 of the nation's largest banks conducted by a
Wall Street firm specializing in bank securities found that a
majority of these banks would show virtually no impact from the
extension of NOW accounts nationwide.

This conclusion was based

on the assumption that (a) 50 percent of all existing personal
demand deposits would convert to NOWs, (b) 5 percent interest would
be paid on average outstanding balances; (c) there would be no
offset from either increased fee income or payment of interest on
reserve requirements; and that additional income would be obtained
from funds released by lowering reserve requirements to 3 percent.
Using this so called "worst-case" scenario the study predicted
that the earnings for all 91 banks would be reduced by 12.1 percent if 5 percent interest were paid on NOWs, and 5.1 percent
if
24/
interest of 2 1/2 percent were paid.
And finally, it is reported that the introduction of NOW
accounts in New England banks and thrifts has pinched bank profits to the point where 15 New England banks, with $2 billion in

272.
deposits, have already left the Federal Reserve System in the
25/
In January 1977 Multibank Financial Corp., a
past year.
Boston bank holding company, announced its intention to withdraw
three banks with deposits totaling $470 million from Fed membership this year.

Bay Banks, Inc., another Massachusetts holding

company announced plans last September to withdraw five of its
affiliates with deposits totaling $1.1 billion.
The adverse effects on bank earnings of the New England NOW
account experience comes at a time when bank regulators are
pressing banks to improve their capital portion which for most
of the more than 10,000 small banks in the U.S. can be accomplished only by the plowing back of earnings.
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4)

S. 1664 2-- Impact of the Payment of Interest on. Reserves
Title II of S. 1664 provides for the payment of interest

on all reserves of member banks and on the reserves held against
NOW accounts by non-member banks, savings and loans, mutual
savings banks, and credit unions either directly by them or
through their agents.

It also, apparently, gives all depository

institutions access to the clearing facilities of the Federal
Reserve System.

This arrangement is allegedly geared to induce

commercial banks to remain or join the Federal Reserve because
they could earn interest on their reserves.

IBAA fails to see

how this result will occur, despite the considerable expense,
initially somewhere in the vicinity of $600 million to the Treasury.
Moreover, the proposal is likely to provide a profits windfall
for the nation's largest banks while failing to offset the costs
of NOW accounts of small banks.
According to at least one highly qualified analyst the proposal to allow the Fed to pay interest on required reserves will
not reverse the trend among banks to leave the Fed, which is the
primary purpose of the proposal, but will be a relative bonanza
for some banks.

A few large banks will make substantial profits

from the interest payments on all required reserves.

Some large

banks which keep high levels of reserves but have relatively few
consumer demand deposits that would convert to NOW account status
would post multi-million dollar gains from the excess of interest
26/
on required reserves over the costs of NOW accounts.
At the
end of 1975 only 87 banks with deposits of a billion dollars or
more accounted for $15.5 billion or 55.5 percent of the reserves
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held by Federal Reserve Banks and 910 banks with deposits of $100
million or more accounted for $22 billion or 82 percent of all
reserves held by the Fed.

Assuming uniform rates on categories

of reserves, which the Fed might pay, the lion's share of this income would go to the 920 largest banks, representing only 6.3 percent of the nation's commercial banks.

By far the major benefic-

iaries would be the 87 billion-dollar banks which would receive
more than half of the interest paid on all reserves.

(See

Appendix, Table 2.)
The banks most likely to be hurt by NOW accounts will be
the smaller banks with high levels of consumer deposits which may
These banks will, obviously, recover
27/
less, relatively, from interest on reserves.
be converted to NOW accounts.

We agree that the Federal Reserve has a substantial membership problem which must be solved.

A number of interesting and

conflicting studies have been published during the last year on
28/
why this attrition is occurring to an unacceptable degree.
However, it seems clear that membership is just less and less worth
the price for many banks which have made judgments based on their
individual and selective circumstances to leave the System.

This,

the Fed is maintaining, is deteriorating its ability to control
monetary policy.

Some interested parties deny this argument by

saying that the Governors and Federal Reserve Bank presidents have
perfectly adequate means of controlling monetary policy through
the Federal Open Makret Committee which is not really dependent
on membership reserves to function.

Regardless of one's point of

view on the monetary issue, it is IBAA's opinion that the central
bank can only remain strong and independent if it works on a day-
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to-day basis in tandem with the commercial banking structure as
that structure's principal, though not exclusive, funds transmission depository and national service center.
IBAA's problem, in light of our opposition to installation
or a repriced national financial system, which is basically what
"interest checking" is going to cause, and our feeling that this
will lead to unnecessary and dangerous disruptions in the banking
structure, leads us to suggest an alternative for the Fed and
others who are concerned about membership erosion and who are
attempting to stem it by making membership more attractive through
interest on reserves.
The following option of "affiliate membership" looks realistic
although the Association is not yet ready to endorse it.
the specifics that appear here cast in stone.

Nor are

Nevertheless, its

rough outline should be of interest to the Subcommittee.
1.

A new type of Fed membership entitled "affiliate member"

would be authorized by amending the Federal Reserve Act and would
be available only to commercial banks, at least initially.

"Affil-

iated membership" could conceivably be expanded to enbrace thrifts
authorized to offer transaction accounts, such as those in New
Jersey where mutuals have long had the power, the New England areas
where NOWs are in effect and, Illinois, where state savings and
loans have NINOW powers.

However, the first step should be to get

commercial banks interested in "affiliating" with the Fed fold.
2.

The affiliation would be entirely voluntary, and its

acceptability and ultimate success would depend on the Fed's capacity to deploy the new form in such a manner as to be competitive
with existing correspondent relations among private sector banks
without being overwhelming.
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3.

"Affiliate members" would not be permitted to subscribe

to Federal Reserve Bank stock.

The Federal Reserve Banks do not

need more capital, and the current insistence on it is merely an
added irritant to any bank which has to buy it to join the Fed
"club".
4.

Affiliates would have access to the discount window at

prices determined by the Federal Reserve Board and not the
Federal Reserve District Banks.

However, by statute, it would be

required that the rates on discounts and advances be considerably
higher, for "affiliate members" on all categories of credit
extensions, as per their collateralization, than for members.

An

exception here would be that the Federal Reserve System's ability
to intervene under emergency circumstances would not be infringed.
5.

"Affiliate members" would have to maintain reserve ac-

counts at the appropriate Federal Reserve District Banks which
would not be as high as those for full members and would be calculated against a dollar-volume-of-clearings formula which the
Board could alter according to its discretion as long as it did not
cause the reserves of "affiliate members" to exceed the reserves
required for full members.

However, the Board would be able to

make adjustments, at its discretion, with respect to the administration of reserves of "affiliate members" through regulations
separate from those for full members, e.g., lagging, statement
weeks, etc.

Since the reserves would be held on a clearing basis

only, they would not encompass either passbook savings or time
accounts which would be reserved according to the laws of the
affiliates' states and outside the Fed.

It might be possible, in

view of the evolving fluidity of passbook balances, however, to
give the Board reserve setting and holding authority over such
balances while time funds would remain completely out of its scope.
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6.

All reserves of "affiliate members", regardless of

whether the passbook option mentioned in the last sentence gives
the Fed authority over these balances, would remain sterile as,
incidentally, would all reserves of full members.
7.

An "affiliate member" could only leave the System after

three months' notice to the Fed and, having left, would not be
eligible to return for two years, absent a special finding by the
Board that the condition of a bank required reaffiliation.
8.

Any bank which was a member of the Fed one year prior

to the enactment of the law could not become an "affiliate member"
for three years after the enactment of the law.

Any bank char-

tered between that time and chartering could elect as to its relaIt would remain mandatory for all nationally

tions to the Fed.

chartered banks to remain Fed memb'ers.
9.

Fed services available to "affiliate members" would be

limited to access to the discount window and clearings.

Other

services could be offered "affiliate members" on the same terms as
they might be available to commercial banks which have no association at all with the Fed.
10.

"Affiliate membership" would entail no other relations

with the System.

For instance, affiliates would continue to be

examined by state and FDIC authorities.
In summary, IBAA in suggesting "affiliate membership" is
searching for a formula to give the Board more flexibility in attracting banks to participate in the operations of the central bank
though on a more limited footing and with less cost than is entailed
by full membership.
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Conslusion
On June 16, 1977, Millicent Fenwick, a member of the
House Committee on Banking, Housing and Urban Affairs expressed the
view to IBAA that:

"Before undertaking comprehensive financial

reform, we must decide whether a homogenous or heterogeneous one
is more in the public interest".

The above testimony opts

strongly in favor of retention of a heterogeneous approach.
It also finds in those provisions of the bills introduced on
June 9, 1977, which would permit nationwide admission of thrifts
and credit unions into the funds transmission market on a massive
basis a crucial threat to the retention of unique characteristics
by credit unions, commercial banks, savings and loan associations
and mutual savings banks.

Moreover, we could not find the three

major benefits claimed for S. 1664, the flagship of the June 9
packet, from our examination of the facts:
to the consumer of NOW accounts;

2)

1)

The advantages

The improvements in

efficiency which allegedly will flow to depositories from explicit
pricing, or at least, the lack of harm intendent on such pricing;
and

3)

The ability of the Federal Reserve System to retain or

attract members and participants in its operations through the
ability to pay interest to members and other depository institutions
on reserves.
However, the Association does support two concepts which
are found in several of the bills, variable rate mortgages and
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a long extension of the Interest Rate Control Act.

As to the

latter, however, we also believe that the differential must be
abrogated in the New England-New York area, absent a roll back
of the entry of non-commercial banks into the funds transmission
field.
The Association appreciates this opportunity to present
its views.
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APPENDIX TABLE 1

VALUE OF IMPLICIT INTEREST EARNED
ON CHECKING ACCOUNTS BASED ON
THE NET COST OF BANK SERVICES (1975)

AVERAGE MONTHLY
BALANCE PER ACCOUNT

AVERAGE NET
COST TO SERVICE
THE ACCOUNT
(Banks with Deposits*
of $50 Million or Less)
$31.56
31.56
31.56
31.56
31.56
31.56
31.56
31.56
31.56
31.56

$ 100
200
300
400
500
1000
2000
3000
4000
5000

SOURCE:

IMPLICIT
INTEREST
RATE
0/0

31.56
15.78
10.52
7.89
6.31
3.16
1.58
1.05
0.79
0.63

Functional Cost Analysis 1975, Federal Reserve Bank of Boston.

*Monthly Expenses Per Account: 15.32 Home Debits $1.36;
2.52 Deposits $.40; 4.89 Transit Checks $.19; Account
Maintenance $1.91, Total Expenses $3.86; Monthly Income
Per Account: Service Charge $.77; Penalty Charge $.46,
Total Income $1.23. Net Expense Per Account $2.63 x 12 =
$31.56 per year.
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APPENDIX TABLE 2

SHARE OF RESERVES HELD BY
FEDERAL RESERVE BANKS BY
SIZE OF COMMERCIAL BANKS

BANK DEPOSIT
SIZE

RESERVES HELD
BY FEDERAL RESERVE
BANKS 12-31-15
(Thousands)

NUMBER OF
BANKS
12-31-75

(Millions)
Number
Under $1
$1 to $2
$2 to $5
$5 to $10
$10 to $25
$25 to $50
$50 to $100
$100 to $500
$500 to $1,000
$1,000 Plus
TOTAL

PERCENT OF
TOTAL RESERVES

%Total

194
289
2,023
3,155
4,840
2,190
1,046
728
105
87

1.32
1.97
13.80
21.53
33.02
14.94
7.14
4.97
0.72
0.59

14,657

100.00

$

247
2,980
48,559
221,604
1,188,114
1,550,331
1,731,857
4,068,691
2,433,338
15,534,254

$26,779,975

*
0.1
0.2
0.8
4.4
5.8
6.4
15.2
9.1
58.0
100.00

*0.001 percent.

SOURCE:
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Assets and Liabilities, Commercial and Mutual
Savinvs Banks, December 31, 1975, Federal
Deposit Insurance Corp., Table 9, pp. 112-113.
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sented or approved by our association, but we think it's a viable
alternative. We tried it on Dr. Burns, and at that time when we talked
to him he thought it had some merit. Now, apparently, he must have
changed his mind in the meantime.
Senator MCINTYRE. Thank you, Mr. Trautz. How big is East
Lansing, Mich.
Mr. TRAUTZ. We have 43,000 students on one side of the street and
about 28,000 people on the other side.
Senator MCINTYRE. Well, my experience has been that there's
nothing nicer than to live in a community where you have a college
or university.
Senator TOWER. Have you ever lived in Berkeley?
Senator MCINTYRE. No.
Mr. TRAUTZ. It was a real pleasure until the Vietnam war excited all
those students.
Senator MCINTYRE. Haven't they calmed down yet?
Mr. TRAUTZ. They have.
Senator MCINTYRE. I think probably I was leaning, Senator Tower,
on my own impressions up in Hanover, N.H. Of course, Hanover, N.H.,
and Dartmouth is very strong in my heart and my memories. I was
just up at my 40th reunion—not my high school reunion but college.
What do you offer your subscribers or your customers to your bank
in the way of, say, a consumer-oriented account? Do you still have
checking accounts with 20 cents a check, or what do you charge on an
account? Do you pick up most of your money on service charges?
Mr. TRAUTZ. No. Our service-charge income represents a very small
portion of our total income. I would say it's about 1 percent of our
total income. We have the full gamut of services, just like Mr. McPeter's bank. We pay the full and the highest rate on all of the
different types of deposits, including consolidated bank savings, and
we have the full gamut of checking services.
Senator MCINTYRE. Does your bank show a good rate of growth over
the last 10 years?
Mr: TRAUTZ. It grew rather rapidly, as a result of the growth of
Michigan State University primarily. The burgeoning of that university rubbed off on us.
Senator MCINTYRE. I see in your major statement you would like
to see NOW accounts abolished. Is that right?
. urrz. We feel that they have no real public benefit, sir that
Mr..TRA
58.5 million holders of individual checking accounts will be the ones
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who pay for the 16.5 million when you go to an explicit mode of
charging for the service.
In New England you have a most unusual experience, as you know,
Mr. Chairman. The mutuals and the cooperative banks had got into
the business of NOW acounts first, and the banks came 2 years after
that. The mutuals and the cooperatives, unfortunately, didn't and
don't know bow to price transactional account services. Banks are
much more astute at this. And so, when the banks entered that field
they were faced with a competitive situation that required that they
pay not only the implicit rate but also the explicit rate, which compounded the problem.
In my own bank, for example, our own cost studies reveal that our
cost of demand-deposit funds—because we are a high-volume and
relatively low-balance type of bank—the cost of demand-deposit
funds in my bank are 5.5 percent and if I were to add E percent to that
it would be 10.5, and I don't know of any investment I could make to
recover that kind of cost.
Senator MCINTYRE. Well, you are aware, Mr.Trautz,that the NOW
accounts have been successful in Massachusetts and New Hampshire
and continue to be successful and are being successful I believe—we'll
have witnesses later on—in Connecticut, Maine, Vermont,and all New
England.I think that I can make the statement, and you can challenge
it, that competition in the banking world for the consumer dollar is
no more keen in any part of the country than it is New England.
Mr. TRAurz. When you say "successful," sir, do you mean so far as
consumer acceptance?
Senator MCINTYRE. Well, I haven't heard of any banks closing and
I think—when we originally looked at this thing way back, we asked
the regulators to keep a close tab on the small bank, the bank of $6 or
$7 million, to be sure they weren't hurt, and to inform us when they
found that they were being injured, and we have never yet, to my
knowledge, received a single word that any one of these banks are
hurt to the extent that they would mean that NOW accounts were the
cause or the NOW accounts should be done away with.
Mr. TRAUTZ. They certaininly did impact the earnings of banks in
New England, because according to the BAT bank performance index
of 1976, which are the 1975 figures, the median rate of return in a
bank in Massachusetts on net worth was 7.3 percent and one could
have put a certificate of deposit in that bank for 6 years at 7/
1
2
percent at no risk. The 1976 figures are not yet in and I would imagine
that they would show—unless they charged explicitly for these services—they would show even greater impact on their earnings.
Senator MCINTYRE. Yesterday, the FDIC testified very much to the
contrary of your statement.
Mr. TRAUTZ. Well, the tapes that the FDIC produces are put together by the Bank Administration Institute into a book called
bank performance index, State by State, and you can take the lowest percentile and the highest percentile,if you wish, in the State of
Massachusetts, and you will find the rate of return on net worth and
the rate of return on total assets in those banks was well below the
national average.
Senator RIEGLE. Would you yield at that point, Mr. Chairman.
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Senator MCINTYRE. Yes, I yield.
Senator RIEGLE. Just on that issue, has that been true historically
for banks either in Massachusetts or in that region of the country, or
is that a brandnew phenomenon?
Mr. TRAUTZ. Well, I believe from what I saw of prior indices that
it was having an impact that
Senator RIEGLE. That's a different point. I'm saying, was the 10or 12- or 20-year history of banks in that area—have they historically
had low rates of return?
Mr. TRAUTZ. No, they have not. In fact, Senator Riegle, Michigan
has one of the lowest rates of return on assets of most of the States
in the Union. We have an intense competition.
Senator RIEGLE. So your testimony would be that the pattern of
rates of return in Massachusetts specifically has been altered
dramatically?
Mr. TRAUTZ. Yes,it did.
Senator RIEGLE. Of late, and you attribute that to NOW accounts?
Mr. TRAUTZ.I attribute it to that,sir.
Senator RIEGLE. I thank the chairman.
Senator MCINTYRE. Well,I fail to understand your analysis regarding the impact of NOW accounts on depositors in New England. I
want to call to your attention the testimony of Secretary Blumenthal
yesterday. He said, and I quote:
There may be consumers, of course, who will not find these new accounts sufficiently attractive to switch from conventional accounts. Some consumers keep
small checking account balances and write a large number of checks. The low
balance, high turnover customers will probably not choose NOW accounts unless
they are willing to economize on check usage. Otherwise, service costs will outweigh the interest earned. In a broad economic sense, however, these service
charges reflect a healthy development. As institutions begin to price services to
reflect true costs an efficient allocation of resources is promoted. In this way
customers are able to weigh the personal value of a service against its actual
price and make a more informed choice.

Now isn't the Secretary correct?
Mr. TRAUTZ. The Secretary is entirely correct.
Senator MCINTYRE. And isn't the ABA correct in stating that NOW
accounts will simply provide an alternative to traditional checking
accounts and that those who write a large number of checks will have
the option of keeping their balances in low service charge noninterest
bearing accounts?
Mr. TRATJTZ. I would say that the Secretary is entirely correct, but
I think what will happen is that you will find that those who have
checking with most banks are the ones that are going to pay and the
ones who are the wealthiest are the ones that will be advantaged, as
our study reveals. The disadvantaged gets a higher implicit rate of
return on his account than he would if he were to pay explicit charges.
So you're going to disenfranchise how many poor people from the
checking account business that are presently being subsidized by the
larger account balances today. In short, if NOW's make us go
to explicit charges on them, we will make explicit charges for all demand accounts. So the small account holder will get hurt even if he
just has a regular checking account.
May I give you an example,sir?
Senator MCINTYRE. Certainly.
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Mr. TRAUTZ. All right. Let me take my bank as an example. We are
talking about
Senator MCINTYRE. How long is that going to take?
Mr. TRAUTZ. It's not going to take very long. But my bank is composed of all different types of accounts, not just individual accounts,
but also corporate accounts and accounts from public funds, et cetera.
Now those larger accounts today are subsidizing the poor people in
our bank, the students—the 12,000 students, where they pay $1 every
other month and 10 cents a check. Now, sure, we can make a more
efficient system out of this, but you're going to disenfranchise many
people or foreclose them from getting a checking account. They can't
afford it and you're going to upstream that money to the rich.
Senator MCINTYRE. One thing I ought to remind—I could say to
you, Mr. Trautz, that there are probably other commercial banks in
East Lansing, right?
Mr. TRAUTZ. Yes,sir.
Senator MCINTYRE. If we went nationwide with NOW accounts—
we're not going to mandate that you put the NOW accounts in your
bank. It's simply an option, If your competition across the street puts
in NOW accounts and you find yourself losing customers then you can
judge for yourself because you will be all right because you will be on
sounder basis and you will know in the long run you will be OK.
You won't offer the NOW accounts but the damned fool across the
street will. So I think that's something we must stress. We are not
trying to impose nationwide NOW accounts on every bank. It's an
option they can exercise or not. But competition is interesting and I
have never seen—even though I know that you complain bitterly that
we should never beat you over the head about it—you just don't really
like tough competition.
Mr. TRAUTZ. Under the Fed's proposal where the larger banks get
the lion's share of the interest on these accounts—the interest that
would offset the costs, they could use that as loss leader and they could
consequently, in an antitrust way they could just sort of continue to
offer something at a lesser price than the smaller bank, even though
that smaller bank may be efficient, and drive it out of business.
Senator MCINTYRE. My stock is in the grocery business. So you don't
have to tell me about a loss leader. The Great Atlantic & Pacific Tea
Co. is in New England. We saw what loss leaders were. And in the
last 25 years, people like McIntyre went out of business. So we better
be careful about loss leaders.
Well, we will call our last witness on this panel, Mr. Norwick Goodspeed of the National Association of Mutual Savings Banks and president of the People's Savings Bank of Bridgeport, Conn., accompanied
by Saul Klaman.
Senator RIEGLE. Mr. Chairman, would it be possible to ask a question at this point of this witness before we go to another one?
Senator MCINTYRE. Oh, certainly.
You are so far away down there
Senator RIEGLE. I know. It is the plague of lack of seniority.
Senator MCINTYRE [continuing]. Today, you can make yourself
very senior.
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Senator RIEGLE. Well, I thought about that, but what happens if
Senator Sparkman comes in?
Senator MCINTYRE. He is a very nice man.
Senator RIEGLE. First of all,I appreciate your testimony.I was once
a part of the 43,000 on the other side of the road there in East Lansing,
Michigan State.
I want to develop, just briefly, two lines of inquiry. One relates to
the proposal, the other part of the package, where the Federal Reserve
would begin to pay interest payments on these observer requirements
and how that would impact on banks of the size that you are representing here today.
In other words, it seems to me that I have some skepticism about this
whole package when it is sort of pasted together as it is. And I am
concerned about this continued movement of banks out of the Federal
Reserve System, why that is occurring.
And I am particularly interested in how that affects banks of the
size that you are here in behalf of.
Mr. TRAUTZ. I was in San Francisco at a bank marketing association
meeting last week. And a young man got up and said to the Vice
Chairman of the Federal Reserve Board:
If I have NOW account reserves in your bank and you pay me about $1,000
interest.

He was a relatively small bank:
that is not going to come near offsetting the cost because of what I am going
to pay in interest because we have a larger portion of individual accounts to
total demand deposits than a very large bank does.

There are some banks in New York that start at $3,000. You can't
get a checking account in it with a lesser balance. So your smaller
banks,community banks, that feel obligated to serve their community,
yes,they have a very high proportion of individual accounts. And they
are going to get just a pittance of an affect to offset their cost. The real
windfall will go to about 90-some banks.
Senator RIEGLE. That is what has concerned me. What are the reasons in your judgment why banks are finding affiliation with the Fed
less attractive? I am interested in it.
By the way, let me say parenthetically about the proposal you are
making about this associate membership,I think you called it. In your
judgment from the banking side of this discussion, why are banks
trending away from an affiliation with the Fed?
Mr. TRAUTZ. Well, for an example, I think that a good portion of
them got hurt earning-wise in New England with NOW accounts.
And they had to find some way, as Mr. Liddon pointed out, to get the
assets in there. So they had to desterilize reserves to offset that cost.
That is the New England story.
Senator REIGLE. Let me interrupt you just to say, of course, there
is a dispute about that. The FDIC argues otherwise. So there is a controversy about that.
But let's set New England aside for a minute. I am much more concerned about it to the extent it is a national condition and as to why it
might be occurring separate and apart from NOW accounts.
Mr. TRAUTZ. You weren't here wlmn Mr. Liddon discussed the nonmember banks situation. The nonmember banks do not have to keep
the majority of their reservesterile form. We can invest them. In
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the State of Michigan, for example, we can take 90 percent of the reserves kept for our time deposits and put it into U.S. Government bills.
We figured this out. And there is no way that we are going to trade
off for a 2-percent payment of interest on total reserves at the Federal
Reserve Bank.It isn't attractive enough for us.
And I think you will find most of these States do have such more
attractive reserve requirements. We wish the Fed were as liberal as
the Federal Home Loan Bank Board and this proposed National
Credit Union Central Bank where they allow savings and loans and,
given a central liquidity facility to even arbitrage their money during
tight money situations. But the Fed can't apparently do that.
Senator RIEGLE. Well,I think Arthur Burns is sort of tightfisted by
nature, you know.
Are there any other reasons beside the inactivity of that money and
the fact that you have got more attractive earning alternatives that
would tend to prompt people to shy away from the Fed affiliation.
Mr. TRAUTZ. I think we have a correspondence system that works
very well where we can get close help from our correspondence on
many, many different kinds of problems, including operational problems if necessary,overload problems.
We do get across to liquidity that way. And they provide a great
many services for us.
Senator RIEGLE. With respect to NOW accounts, you come out the
door quite clearly that at best, this is going to be a wash for consumers.
All you are going to do is you are going to give the money at one end
and take it away at the other in terms of starting to price for services
before you have averaged out between your high customers and your
low customers in terms of the balances they maintain. And therefore,it
has been a bargain for the middle guys. But that is about to change if
we go to NOW accounts.
That is really the thrust of your point,isn't it.
Mr. TRAUTZ. It is a wash for the bank as far as the income/expense
is concerned.If we go to an explicit modes of service
Senator RIEGLE. You are going to get it back, you are saying. In effect, if you are going to give it away over here, you are going to start
charging for service and tend to recruit.
Mr. TRAUTZ. It is the little guy that is going to pay for it. The man
with the small balance, the high activity, is better off today with implicit interest.
Senator RIEGLE. But if that is the case, then NOW accounts don't
really offer that great a threat to your profits and your capital accumulation because, in effect, what you have just said is that if you have got
to start paying money out that you are going to start charging for
services that you are now rendering,in effect.
Mr. TRAUTZ. In the long run, that will happen. The issue is that the
"bridge period" of low, maybe negative earnings will impair small
banks'abilities to serve their communities.
Senator RIEGLE. You are going to protect your income at the same
time in that fashion.
Mr. TRAUTZ. It is going to be the public policy of Congress whether
or not it wants to rob from the poor and give to the rich, not the bank.
Senator RIEGLE. Leaving that aside, that really casts it in pretty
stark terms. I am more concerned for the moment about the profit im-
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pact on banks themselves. And I understand your testimony to be
basically the banks cover themselves and this will wash-out over a
period of time so you are not going to impair the financial health of
banks if they were to go to NOW accounts.
Mr. TRAUTZ.It would hurt us,I think,the smaller banks for a longer
period of time, anywhere from 4 to 5 years. Because we have a higher
proportion of individual accounts as total accounts.
Senator RIEGLE. In other words,for 3 or 4 years, there is going to be
some damage, but then you think the thing smooths out?
Mr.TRAUTZ. Hopefully.
Senator RIEGLE. The proposal Burns was arguing for yesterday is
designed to bring this in at a lower interest rate figure outside of New
England with the idea that it would ease the pain of that transition
period. But you are not persuaded that that is sufficient?
Mr. TRAUTZ. No; not for small banks.
Senator RIEGLE. Isn't the figure something on the order of 2, 21/2
percent for the first 2 or 3 years? Hasn't this sort of scaled down the
amount of payment that could be made on a NOW account? Isn't
that the proposal outside of New England?
Senator MCINTYRE. Well, the suggestion has been made to start off
with 21/2 or 3 percent.
Senator RIEGLE. That's what I thought.
Senator MCINTYRE. There was also a suggestion that you will hear
from the people that have gone with the NOW account, they start
with 5 percent. That sends shivers right through all the audience
right now.
Senator RIEGIX. It is interesting because I really hear a lot of different things at once. What I also hear is the fact that you are safer
to live with the downturn and that you may see some temporary 2- to
3-year impact on these smaller banks, but that that will iron itself
out and that the banks, because they will start pricing out, charging
for services, in effect will protect their income statements and will
protect their own financial strength.
I think you have been very clear on that point, and I think it is
important that that be on the record.
That's all for me this time, Mr. Chairman.
Senator MCINTYRE. Thank you.
I might just add that this distinguished gentleman over here from
Olney, Tex., if the NOW accounts go nationwide, he wants New
Hampshire, Massachusetts, to go back to whatever the rate is going
to be--21/2 to 3 percent. Can you imagine what that will do to me?
Well, I am sorry that I started that. We tried to let all the witnesses testify before we jump in and ask questions. But I get a little
bit bored after four or five witnesses.
So now, you go ahead and tell us your story, and then we will ask
some questions.
STATEMENT OF NORWICK R. GOODSPEED, CHAIRMAN, NATIONAL
ASSOCIATION OF MUTUAL SAVINGS BANKS, ACCOMPANIED BY
SAUL B. KLAMAN, PRESIDENT, NAMSB
Mr. GOODSPEED. Mr. Chairman.
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My name is Norwick R. Goodspeed.I am president of People's Savings Bank, Bridgeport, Conn., and chairman of the National Association of Mutual Savings Banks. I am accompanied by Dr. Saul B.
Klaman, president of the National Association of Mutual Savings
Banks. We appreciate this opportunity to present the views of the savings bank industry on the subject of financial institutions legislation.
We have submitted a written statement addressing the issues of
major concern to the savings bank industry raised by the bills being
considered by the subcommittee at these hearings. I will abbreviate
that statement this morning in the interest of time.
[The complete statement follows:]
STATEMENT OF THE NATIONAL ASSOCIATION OF MUTUAL SAVINGS BANKS
My name is Norwiek R. Goodspeed. I am President of People's Savings BankBridgeport in Bridgeport, Connecticut, and Chairman of the National Association of Mutual Savings Banks. I am accompanied by Dr. Saul B. Klaman, President of the National Association of Mutual Savings Banks. We appreciate this
opportunity to present the views of the mutual savings bank industry on the
subject of financial institutions legislation.
This statement addresses broad issues of major concern to the savings bank
industry raised by the several bills being considered by the Subcommittee on
Financial Institutions at these hearings. We are also studying in detail specific
provisions of these bills and respectfully request the opportunity to file at a
later date a supplementary statement for the record.
Under the leadership of Senator McIntyre, this Subcommittee has been in
the forefront of efforts to develop financial restructuring legislation in recent
years. The mutual savings bank industry has strongly supported legislation with
this objective, including the Financial Institutions Act of 1975 passed by the
Senate in the 94th Congress. Our industry continues to support federal legislation to strengthen and modernize the nation's financial system generally and
mortgage-oriented thrift institutions in particular. These hearings are an important and encouraging step toward realizing this goal in the 95th Congress.
SUMMARY OF SAVINGS BANK INDUSTRY POSITION ON FINANCIAL RESTRUCTURING
At the outset, we would like to summarize the overall position of the savings
bank industry on financial institutions legislation before considering some of
the specific issues raised by the various bills before the Subcommittee. In brief,
it is our industry's basic position that the long effort to develop financial institutions legislation should ultimately result in:
(1) A longer-term extension of federal authority to establish deposit interest
rate ceilings ("Regulation Q") with stautory protection for the differential
available to mortgage-oriented thrift institutions;
(2) A federal charter alternative for state-chartered mutual savings banks
in states where they are authorized;
(3) Modernized consumer service powers for thrift institutions, including the
ability to offer third party funds transfer accounts; and
(4) More flexible lending and investment powers for federal savings and loan
associations, consistent with the home mortgage lending orientation of these
institutions.
We are pleased to see that provisions in a number of the bills being considered at these hearings would help accomplish all of these objectives.
A FEDERAL ALTERNATIVE FOR MUTUAL SAVINGS BANKS
We are especially gratified that S. 1665, introduced by Senator McIntyre, would
authorize a federal charter alternative for state-chartered savings banks. This
would be accomplished primarily through a few simple amendments to the federal savings and loan law. It is important to recognize two aspects of the federal chartering provisions in Title I of S. 1665:
(1) First, S. 1665 would authorize a federal charter alternative only for
mutual savings banks which are located in those states which authorize state-
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chartered savings banks. At present, state-chartered savings banks operate in
17 states.' The bill would not authorize federal savings banks in states which do
not authorize savings banks under state law.
(2) Second, S. 1665 would confer no new powers on savings banks. As provided
in Section 102 of this bill, those state-chartered savings banks which might
choose to convert to a federal charter would be allowed to continue to carry
on any activities engaged in on December 31, 1976, and, in general to retain
or make any investments of a type held on that date. Such a "grandfathering"
provision is necessary to make federal chartering a real alternative for statechartered savings banks. Under S. 1665, federal savings banks would be chartered and supervised by the Federal Home Loan Bank Board and would receive any powers that may be authorized for federal savings and loan associations in the future.
In short, the federal charter option included in S. 1665 is a very modest
provision. It would merely extend to state-chartered mutual savings banks the
dual state-federal system that has long been available to all other types of depository institutions. Dual chartering has been available to commercial banks
for more than a century and to savings and loan associations and credit unions
for more than four decades.
The benefits to the public of such dual chartering systems in promoting competition, financial innovation and -a. progressive approach to financial legislation
and regulation—at both the state and federal levels—are widely recognized. Our
state-chartered savings bank industry has sought a federal alternative for almost twenty years in order to gain entry into the dual banking system.
The economic, financial and competitive climate has changed dramatically
over the past two decades and the pace of change affecting savings banks and
other institutions is likely to accelerate further in the years ahead. The availability of a dual system will give savings banks the same opportunity that other
types of depository institutions have to seek the changes in legislation and
regulation required to permit savings banks to adjust to a rapidly changing
environment. As we will indicate in a moment, this will be especially critical
with regard to the nationwide extension of NOW accounts.
A federal alternative for state-chartered savings banks in states where they
are authorized is probably the least controversial major issue in the entire area
of financial institutions legislation. There is no known opposition to such an
alternative. The bipartisan, public-private record of support generated over a
period of almost twenty years for a federal savings bank alternative, on the other
hand, is extensive.
A federal alternative for savings banks has been supported by the Kennedy,
Johnson, Nixon, and Ford Administrations, by the House Banking Committee
and, in 1975, by the United States Senate. It has been supported by the federal
financial regulatory agencies, by the Conference of State Bank Supervisors, and
by individual state banking regulators. It has been supported by the Commission
on Money and Credit in 1961, by President Kennedy's Committee on Financial
Institutions in 1963, and by the Hunt Commission in 1971. It has been supported
by the savings and loan, homebuilding, mortgage banking and real estate industries. And in December 1975, the American Bankers Association, on behalf
of the nation's commercial banks, testified before the House Financial Institutions Subcommittee that:
"The Association does not oppose Federal chartering of mutual savings banks
but would limit the availability of Federal charters to states which specifically
authorized the formation of mutual savings banks."'
Given this record of support, there is no reason to delay any longer in extending a federal alternative and the benefits of a dual system to state-chartered
savings banks and to the depositors and communities they serve. Therefore,
our industry strongly supports S. 1665, which would provide a federal charter
alternative for savings banks. Our industry also supports the establishment
of a central liquidity fund for credit unions included in S. 1665.
1 State-chartered savings banks operate in Alaska, Connecticut, Delaware, Indiana,
Maine, Maryland, Massachusetts, Minnesota, New Hampshire. New Jersey, New York,
Oregon, Pennsylvania, Rhode Island, Vermont, Washington, and Wisconsin.
2 Testimony of the American Bankers Association, in Financial Institutions and the
Nation's Economy (FINE) "Discussion Principles," Hearings before the Subcommittee on
Financial Institutions Supervision, Regulation and Insurance of the Committee on Banking, Currency and Housing, House of Representatives, 94th Congress, 1st and 2d Sessions,
Part II, December 17, 1975, page 1502.
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NATIONWIDE NOW ACCOUNTS

We would now like to turn to another major issue under consideration at these
hearings: the proposal to lift the ban on nationwide NOW accounts, as contained
in S. 1664.
No industry is more closely identified with NOW accounts than the ...savings
bank industry. This innovative service originated in our industry and at one
time we were the sole defenders of this consumer service. There can be no
doubt today about the popularity or the success of NOW accounts. The mutual
savings banks industry therefore supports the concept of nationwide NOW
accounts.
It is important to recognize, at the same time, that our 17-state industry finds
itself in a position where the lifting of the federal ban against NOW accounts
could place savings banks in some states at a serious competitive disadvantage. In
this regard, it also bears reemphasis that all savings banks are state-chartered
institutions subject to state law and regulation. Federal legislation lifting
the ban on nationwide NOW accounts would have to be followed by state legislation in a number of states before state-chartered savings banks in those states
could offer NOW accounts.
The situation in New York, where 55 percent of our industry's resources are
located, is particularly difficult. The highest court in the State of New York
has ruled that savings banks do not have authority to offer NOW accounts under
state law. If the prohibition against nationwide NOW accounts were lifted,
therefore, savings banks in New York and some other states would be seriously
disadvantaged. Even more important, the consumer depositors of savings hanks
in these states would be deprived of the benefits of the innovative NOW account
service,
For these reasons, it is essential that the authorization of nationwide NOW
accounts be accompanied by a federal charter alternative for state-chartered
savings banks in states where they are'authorized, as part of the same legislation
to extend NOW accounts nationwide. We would strongly support such legislation, which would be the most effective way to implement nationwide NOW accounts within the savings bank industry.
Nationwide NOW accounts and a federal alternative are integrally related.
Indeed, only by including a federal savings bank alternative in nationwide NOW
account legislation can nationwide NOW accounts become a practical reality in
the savings bank industry.
Turning from this critical issue, we would like at this time to state briefly OUT
industry's position on some specific aspects of financial institutions legislation
relating to nationwide NOW 'accounts:
(1) The lifting of the federal prohibition on NOW accounts should not become
effective until at least two years following enactment, in order to give state
legislatures sufficient time to enact needed changes in state laws and time for
savings banks and other institutions to gear up to offer NOW accounts. We do
not believe that the one-year delay in S.1665 provides enough time to accomplish
these objectives.
(2) There should be no rollback in the maximum rate that may be paid on
NOW accounts by the institutions which are presently authorized to offer
NOW
accounts, and this should apply for the entire period that NOW accounts
are
subject to federal deposit rate controls.
(3) Section 104(a) of S. 1664 departs from present inter-agency procedure
since it would 'authorize the Federal Reserve Board to impose its decision on
rate ceilings for NOW 'accounts on the other regulatory agencies if the consultative committee failed to reach a majority decision. This, and other provisions of
S.1664, would invest excessive authority in the Federal Reserve Board.
(4) With regard to reserve requirements on NOW or other types of transactions accounts, it is our industry's long-standing position that state-charte
red
savings hanks which are not members of the Federal Reserve System should be
treated in the same way as state-chartered non-member commercial banks.
Further, we believe that required reserves on transactions accounts for statechartered non-member institutions should be set, and held, as determined by the
appropriate state authorities.
(5) We would have no objection to a provision authorizing the Federal
Reserve to pay interest on the required reserve balances of member commercial
banks.
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(6) Finally, we see no need for the wide authority granted by Section 103
of S. 1664 to the federal regulatory agencies to define NOW accounts. NOW
accounts should be defined by statute, not by regulation. The possibility for
abuse in the regulatory definition of accounts is underscored by the recent
action of the Federal Reserve Board, when it defined a so-called "new type"
of deposit in justifying its action to eliminate the differential on IRA and
Keogh plan accounts. The question must arise as to whether broad discretionary
authority over the definition of "NOW" accounts could be to produce further
erosion of the differential without recourse to the present statutory procedure
of prior Congressional approval. We are presently working on a definition of
NOW accounts, which will be included in the supplementary statement that
we have requested to submit for the record.
NOW AO0OUNTS AND THE "REGULATION Q" DIFFEZENTIAL

We would like to conclude by expressing the strong opposition of the savings
bank industry to S. 1668, a bill introduced by request for the American Bankers
Association. Section 6 of the ABA bill would eliminate the deposit interest
rate ceiling differential available to a thrift institution—on all of its accounts—
if the thrift institution provides any type of third party funds transfer account, Whether interest bearing or not. One effect of this provision would be
to make nationwide NOW accounts contingent on eliminating the differential
for thrift institutions.
The public interest would not be served by holding the availability of the
NOW account service to consumers throughout the nation hostage to the self
interest of the commercial banking industry. And this is precisely what S. 1668
would do. The public interest would be served best by actions to make the
goal of nationwide NOW accounts a practical reality, and not by interjecting
obstacles to its realization which the provisions of the ABA bill would clearly
do.
Lifting th& ban on nationwide NOW accounts would hardly establish anything near full competitive equality between thrift institutions and full-service
commercial banks—the so-called "justification" for this latest commercial bank
attempt to eliminate the differential. Compared with thrift institutions, commercial banks would still enjoy a much wider range of banking and service
powers, stronger basic earning power and much greater upward flexibility in
earnings, significantly greater locational advantages in most states and the advantages of the holding company form of organization, which is not available
to mutual thrift institutions.
At some future date, it may be possible to place differential deposit interest
rate controls on a standby basis. However, deposit rate controls and the differential will continue to be needed: (1) until all thrift institutions have been
granted modernized consumer service powers and have had sufficient time to
establish themselves in new markets; (2) until other measures to provide
greater operational and earnings flexibility for thrift institutions—including variable rate and other types of flexible mortgage contracts—have been authorized
and implemented; and (3) until there is clear evidence that basic economic
and financial stability has been restored.
In the meantime, it is the position of our industry that the Congress should
enact a long-term extension of "Regulation Q," with statutory protection for the
differential so long as "Regulation Q" remains in effect. Otherwise, as we have
previously noted in reference to the recent Federal Reserve action on IRA and
Keogh plan accounts, the possibility of further erosion of the differential through
regulatory action would exist. The two-year extension of exising federal deposit
interest rate control authority proposed in Section 301 of S. 1664 falls considerably short of what is needed. Our industry supported the Financial Institutions
2 year extension of "Regulation Q," and we beAct of 1975, which provided a 51/
lieve that at least a similar extension of existing federal deposit interest rate
control authority is reasonable. The Congress, moreover, should have the opportunity to review the need for continued differential deposit rate control authority before such authority expires.
We would again like to thank you, Mr. Chairman, for this opportunity to present our industry's views. You deserve great credit for your leadership and perseverance in developing financial institutions legislation and you can count on
our industry's continued support in this important undertaking.

295
Mr. GOODSPEED. We are also studying in detail specific provisions of
these bills and respectfully request the opportunity to file a supplemental statement for the record at a later date.
In summary, it is our industry's basic position that the long effort
to develop financial institutions legislation should ultimately result in
four major actions.
First, a longer term extension of Federal authority to establish deposit interest rate ceilings with statutory protection for the differential
available to mortgage-oriented thrift institutions;
Second, a Federal charter alternative for State-chartered mutual
savings banks in States where they are authorized;
Third, modernized consumer service powers for thrift institutions,
including the ability to offer third party funds transfer accounts; and
Fourth, more flexible lending and investment powers for Federal
savings and loan associations, consistent with the home mortgage lending orientation of these institutions.
And we are, of course, pleased to see that provisions lin a number
of the bills being considered at these hearings would help accomplish
all of these objectives.
We are especially gratified that S. 1665, introduced by Senator McIntyre, would authorize a Federal charter alternative for Statechartered savings banks. This would be accomplished primarily
through a few simple amendments to the Federal savings and loan law.
It is important to recognize two aspects of the Federal chartering
provisions in title I of S. 1665:
First, S. 1665 would authorize a Federal charter alternative only for
mutual savings banks which are located in those States which authorize State-chartered savings banks. And as you know, State-chartered savings banks are only operating in 17 States of the country.
Second, S. 1665 would confer no new powers on savings banks. As
provided in section 102 of the bill, those State-chartered savings banks
which might choose to convert to a Federal charter would be allowed
to continue to carry on any activities engaged in on December 31, 1976,
and, in general, to retain or make any investments of a type held on
that date. Such a "grandfathering" provision is necessary to make Federal chartering a real alternative for State-chartered savings banks.
In this regard, we would respectfully commend to the subcommittee
for its consideration an alternative approach,in which the date December 31, 1976, would be changed to the date of conversion and the 5year average investment provision adjusted accordingly. We think this
approach would give really more substance to the Federal charter
alternative.
In short, the Federal charter option included in S. 1665 is a very
modest provision. It would merely extend to the State-chartered mutual savings banks the dual State-Federal system that has long been
available to all other types of depository institutions.
The 'availability of a dual system would give savings banks the
same opportunities that other types of deposit institutions have to seek
the changes in legislation and regulation required to permit our institutions to adjust to a rapidly changing environment. And as I will
indicate in a moment, this would be especially critical with regard to
the nationwide extension of NOW accounts.
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A Federal charter alternative for savings banks in States where
they are authorized is probably the least controversial major issues in
the entire area of financial institutions legislation. A Federal alternative for savings banks has been supported by the Kennedy, Johnson, Nixon, and Ford administrations, by the House Banking Committee and,in 1975,by the U.S. Senate.
Senator MCINTYRE. Is there any opposition in the State legislatures
to allowing the 17 States where Federal mutual savings banks exist to
have
Mr. GOODSPEED. To have this option? None than I am aware of.
Senator MCINTYRE. I think they tried it in New Hampshire. I
think they tried to put a bill through—I don't know whether it went
through or not—which would not allow a State mutual savings bank
to switch to a Federal charter. I don't know.
Mr. GOODSPEED. Of course, I suppose it is possible that some State
regulators, and some State legislators as well, might have that kind of
concern. But from a national and public policy point of view, we
think that the dual system that works so effectively for all other types
of financial institutions makes the same kind of sense for savings banks.
And this is widely recognized.
A Federal charter alternative has been supported by the Federal
financial regulatory agencies, by the conference of state bank supervisors, and by individual state banking regulators. It has been supported by the Commission on Money and Credit in 1961, by President
Kennedy's Committee on Financial Institutions in 1963, and by the
Hunt Commission in 1971. It has been supported by the savings and
loan, home building, mortgage banking, and real estate industries.
And in December 1975, the American Bankers Association, on behalf
of the Nation's commercial banks, testified before the House Financial
Institutions Subcommittee as follows, and I quote:
The Association does not oppose Federal chartering of mutual savings banks
but would limit the availability of Federal charters to States which specifically authorize the formation of mutual savings banks.

That is exactly what S. 1665 would do.
. Given this record of support, there is no reason to delay any longer
in extending a Federal alternative and the benefits af a dual system
to State-chartered savings banks and to the depositors and communities they serve. Therefore, our industry strongly supports •S. 1665,
which would provide a Federal charter alternative for savings banks.
'Our industry also supports the establishment of a control liquidity
fund for credit unions included in S. 1665.
Turning now to S. 1664, the NOW accounts bill, no industry is
more closely identified with NOW accounts than the savings bank
industry. This innovative service originated in our industry and at
one time we were the only defenders of this consumer service. There
can be no doubt today about the popularity or the success of NOW
accounts.
I might mention that in Connecticut we have the not-totally unique,
but rather unique,situation where we can offer both checking accounts
and. NOW accounts. And as Senator McIntyre has indicated, the
ability to offer this kind of alternative, this kind of option to the
consumer, is obviously highly desirable.
The prevailing trend in Connecticut is that checking accounts, personal checking accounts, are offered free, no charge is imposed. But, of
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course, no interest is paid either. Whereas,the NOW account typically
is being offered at the full 5 percent interest allowable. And the banks
are pricing their NOW account services in a variety of ways. So the
consumer decides for himself, based on the size of the account that he
maintains and the volume of NOW drafts or checks that he writes,
which type of account would be the most advantageous for him.
Senator MCINTYRE. What is the average size in your own bank?
Can you give me the average size of the NOW accounts?
Mr. GOODSPEED. The average size of our NOW accounts is around
$2,000,and relatively few drafts are written.
Senator MCINTYRE. Is that in the rich man's class, $2,000?
Mr. GOODSPEED. No; I don't think so. Our average savings account
is $3,000, whereas our average checking account is $300. So you can
see that the consumer finds where it is to his advantage to place his
money.
Senator MCINTYRE. Thank you.
Mr. GOODSPEED. So the mutual savings bank industry obviously
supports the concept of nationwide NOW accounts. At the same time,
it is necessary to recognize that our 17-State industry finds itself in
a position where the lifting of the Federal ban on NOW accounts
could place savings banks in some States at a serious competitive disadvantage. Federal legislation lifting the ban on nationwide NOW
accounts would have to be followed by State legislation in a number
of States before State-chartered savings banks in those States could
offer NOW accounts.
The situation in New York State, where 55 percent of our industry's resources are located, is particularly difficult. The highest court
in the State of New York has ruled that savings banks do not have
the authority to offer NOW accounts under State law. If the prohibition against nationwide NOW accounts were lifted, therefor, saviro;s
banks and their depositors in New York and in some other States
would be seriously disadvantaged.
For these reasons, it is essential that the authorization of nationwide
NOW accounts be accompanied by a Federal charter alternative for
State-chartered savings banks in those States where they are authorized, as part of the same legislation to extend NOW accounts
nationwide.
We would strongly support such legislation, which would be the
most effective way to implement nationwide NOW accounts within the
savings bank industry. Indeed, only by including a Federal savings
bank alternative in nationwide NOW account legislation can nationwide NOW accounts become a practical reality throughout the savings
bank industry.
. Turning from this critical issue. I would like to state briefly our
industry's position on some specific aspects of financial institutions
legislation relating to nationwide NOW accounts.
First, the lifting of the Federal prohibition on NOW accounts
should not become effective until at least 2 years following enactment,
in order. to give State legislatures sufficient time to enact needed
changes in State laws, as well as time for savings banks and other
institutions to gear up to offer NOW accounts.
Second,.there should be no rollback in the maximum rate that
may be paid on NOW accounts by the institutions which are presently
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authorized to offer NOW accounts. And we feel this should apply
for the entire period that NOW accounts are subject to Federal deposit interest rate controls.
Third, Section 104(a) of S. 1664 departs from present inter-agency
procedure, since it would authorize the Federal Reserve Board to impose its decision on rate ceilings for NOW accounts on the other regulatory agencies if the consultative committee failed to reach a majority
decision. This, and other provisions of S. 1664, would invest excessive
authority in the Federal Reserve Board.
Fourth, with regard to reserve requirements on NOW or other
types of transactions accounts, it is our industry's long-standing position that State-chartered savings banks which are not members of
the Federal Reserve System should be treated in the same way as
State-chartered nonmember commercial banks. Further, we believe
that required reserves on transactions accounts for State-chartered
nonmember institutions should be set, and held, as determined by the
appropriate State authorities.
Fifth, we would have no objection to a provision authorizing the
Federal Reserve to pay interest on the required reserve balances of
member commercial banks.
And finally, we see no need for the wide authority granted by section 103 of S. 1664 to the Federal regulatory agencies to define NOW
accounts. NOW accounts should be defined by statute, not by regulation, to avoid possible future confusion or misunderstanding of the
intent of the Congress. We are presently working on a definition of
NOW accounts which will be included in the supplementary statement that we have requested to submit for the record.
[Supplemental statement for the record.]
NATIONAL ASSOCIATION OF MUTUAL SAVINGS BANKS,
New York, N.Y., July 6, 1977.
Hon. THOMAS J. MCINTYRE,
Chairman, Subcommittee on Financial Institutions, Committee on Banking,
Housing, and Urban Affairs, U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MCINTYRE: You will recall that on June 21, 1977, Mr. Norwick
R. Goodspeed, Chairman of the National Association of Mutual Savings Banks,
in testifying before the Subcommittee on Financial Institutions, requested an
opportunity to file a supplemental statement for the record of the hearings at a
later date.
I am enclosing the supplemental statement of NAMSB, and respectfully request that it is included in the record of the hearings. I have also sent a copy
to Mr. Edward C. Dicks of the Committee staff.
Sincerely yours,
SAUL B. KLAMAN,
President.
Enclosure.
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S. 1664 provides, among other things, for reserve requirements against
NOW accounts and interest rate ceilings at a lower rate than the rate prescribed
for savings deposits at Federal Reserve member banks.

An appropriate and

accurate definition of the NOW account therefore becomes most important.
The bill, in Section 101, contains a definition of a NOW account which
is not entirely accurate.

Further, Section 103 of the bill states,

"In order to prevent evasions of the interest rate limitations and reserve
requirements imposed by this Act," the federal regulatory agencies, after
consultation, are authorized to define by regulation as a NOW account any
account on which interest or dividends may be paid, provided such accountmay be used, directly or indirectly, for the purpose of third party transfers.
NAMSB, in its earlier testimony, opposed granting this discretionary authority
to the federal regulatory agencies and urged that any definition of a NOW
account be a matter of statute rather than left to regulation.
NAMSB submits that the definition of a NOW aacount which follows is
accurate and should be adopted as a statutory provision:
"The term 'negotiable order of withdrawal account' means a savings
deposit or account (1) on which payment of interest or dividends may be
made, (2) with respect to which the depository institution may require the
depositor to give notice of intended withdrawal, and (3) from which the
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- 2depositor may make withdrawals by a method or methods agreed to by the
depository institution and the depositor, which method or methods must
include the option of withdrawal by negotiable instrument."
The language employed in Section 104(b) of S.

1664,

which is designed

to provide a three year "grandfather" period for institutions offering NOW
accounts on the date of enactment, could be interpreted to mean that these
institutions may only continue to offer these accounts to "the same depositors"
having accounts at the date of enactment.
NAMSB urges that the "grandfather" provision for NOW accounts in S.

1664

provide that: (1) no reduction be made in maximum rate ceilings existing on
the date of enactment; (2) no change be made with regard to eligible depositors;
and (3) the "grandfather" provision remain in effect as long as NOW accounts
are subject to "Regulation Q."

S. 1666

is a bill introduced by request of the U. S. League of Savings

Associations.
Sec. 301 of this bill would provide full

deposit insurance coverage

for "public funds" at all federally insured depository institutions.

Section

302 would provide full deposit insurance coverage for IRA and Keogh Plan
accounts, but only at savings and loans insured by FSLIC.

NAMSB urges that

full federal deposit insurance coverage be provided both for deposits of
"public funds" and for IRA and Keogh Plan deposits at all depository
institutions.
Section 401(b) of S.

1666

provides for a "sense of the Congress"

resolution that the Federal Home Loan Bank Board should adopt regulations
permitting federal savings and loan associations to offer a wide variety of
flexible mortgage instruments.

Section 201(a) of S. 1667 also supports a

variety of flexible mortgage instruments for federal savings and loans.
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-3NAMSB supports flexible mortgage instruments for federal savings and
loan associations and other depository institutions.
Section 601 of S. 1666 provides for the issuance of debentures and
other securities, including preferred stock, by mutual savings and loans.
NAMSB supports liberalization of the authority of mutual savings and
loan associations to issue subordinated debt obligations.

This industry must

defer taking a position on preferred stock pending further study of the
issues involved, including the question of the compatibility of preferred
stock with the mutual form.
Section 102 of S. 1665 provides, inter alia, for federal charters for
mutual savings banks with a "grandfather" clause for "activities" and
"investments" of mutual savings banks converting to a federal charter.
The provision in S. 1665 would (1) allow converting mutual savings
banks to continue "activities" and'Investments" engaged in on December 31, 1976,
except that, (2) equity, corporate bond, and consumer loan investments could
not exceed the average ratio of such investments to total assets for the fiveyear period beginning January 1, 1972.
The S. 1666 "grandfather" provision, Section 701(b), is in some respects
preferable.

It would restrict converting mutual savings banks to "activities"

engaged in as of December 31, 1976, but it would allow all "investments"
which were authorized as of the time of conversion to be maintained at the same
ratios of such investments to total assets as existed at the time of conversion,
but such investment ratios could not be increased.

Allowing permissible ratios

as of conversion date would seem more appropriate in permanent legislation
than a formula freezing ratios as of the five-year period beginning
January 1, 1972.
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The federal charter provision of S. 1666, however, would also restrict
the use of the word "bank" to a converting mutual savings bank, the legal name
of which formerly included the word "bank."

This would deny the use of the

work "bank" to many mutual savings banks which do not have "bank" in their
legal name at present.
NAMSB reaffirms its strong support for S. 1665, but we repeat the
suggestion in our June 21 testimony that an alternative "grandfather" provision
be considered for S. 1665, in which the date December 31, 1976 would be
changed to the date of conversion and the five-year average investment in
equities, corporate bonds, and consumer loans, adjusted accordingly.
Further, NAMSB believes that Section 701(b) of S

1666 should be

amended to read ".... except that an association which was converted from
a mutual savings bank pursuant to Section 5(i) shall have the option to
substitute the word 'bank' in its title, or such other word or words, such
as 'saving fund society,'

institution for savings,' or 'society' as may

have been contained in the title of such mutual savings bank prior to
conversion."
Section 807(a) of S.

1666 provides that, in order to discourage asserted

"in" and "out" membership in the Federal Home Loan Bank System by eligible
institutions, a minimum mew,ership period of five years should be prescribed
and a premium penalty of 1/10 of 1 percent of its required stock subscription
be levied for any institution which has resigned and subsequently seeks
readmission.
NAMSB opposes any provision requiring a member of a Federal Home Loan
Bank to remain a member for at least five years or imposing a readmission
penalty premium of any type as a condition for readmission.

If the asserted

"in" and "out" problem actually exists, NAMSB submits that it might be
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-5approached as part of a general review of FHLB System membership restructuring, including provision for proportional membership for mutual savings banks
on the boards of directors of regional Federal Borne. Loan Banks.

Mr. GOODSPEED. We would like to conclude by expressing the strong
opposition of the savings bank industry to S. 1668,a bill introduced by
request for the American Bankers Association. One effect of this bill
would be to make nationwide NOW accounts contingent upon eliminating the differential for thrift institutions. The public interest would
not be served by holding the availability of the NOW account service
to consumers throughout the Nation hostage to the self-interest of the
commercial banking industry. And that is precisely what S.1668 would
do.
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Lifting the ban on nationwide NOW accounts would hardly establish anything near full competitive equality between thrift institutions
and full-service commerical banks—which is the so-called "justification" for this latest commercial bank attempt to eliminate the
differential.
At some future date, it might be possible to place differential deposit interest rate controls on a standby basis. In the meantime however, it is the position of our industry that the Congress should
'enact
a long-term extension of "regulation Q," with statutory protection
for the differential so long as regulation Q" remains in effect.
Our industry supported the Financial Institutions Act of 1975,
which provided for a 51/2-year extension of "regulation Q," and we
believe that at least a similar extension of existing Federal deposit interest rate control authority is reasonable. The Congress, moreover,
should have the opportunity to review the need for continued differential deposit rate control authority before such authority expires.
I would again like to thank you, Mr. Chairman,for the opportunity
to present our industry's views. You deserve great credit for your
leadership and perseverence in developing financial institutions legislation and you can count on our industry's continued support in this
important
' undertaking.
Senator MCINTYRE. Senator Tower?
Senator TOWER.Thank you,Mr.Chairman.
I want to see if I can resolve what appears to be a difference between
the two savings and loan witnesses, and also with respect to NOW
accounts.
Mr. Bowles stated that if Congress authorizes NOW accounts, they
will provide the service.
Mr. McClatchy, you state that the National League endorses NOW
accounts.Is there a difference between you on this?
Mr. MCCLATCHY. Yes, Senator Tower, there is a difference. There
is some difference in philosophy on it.
Senator TOWER. You must understand what a difficult position that
puts me in,if Texans disagree.
Mr. MCCLATCHY. Yes, indeed, we regret it very much, Senator
Tower.
Philosophically, we see the problems in NOW accounts. We certainly see the dangers of them in some respect.
The National League takes the position, however, that NOW accounts which have been operating effectively in the New England
area do have a history. We feel that probably it is an inevitable situation that our philosophy more is to accept that and to try to make it
advantageous to the prospective consumer, and then also create a
NOW account situation in our industry that we can live with, provide
that service and remain profitable.
Senator TOWER. Mr.Bowles would you comment?
Mr. BOWLES. Senator, the
League position, the reason that we
have not been positive on NOW accounts, is because we are fearful
that it would have an effect on the differential. We feel that the differential is so important, and that if the NOW accounts are going to result in the elimination of this differential, we think that is a foot in the
door which leads to a lot of problems.

-eT.S.
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Let me say this, Senator, the U.S. League, our testimony states: If
the bill is passed, that NOW accounts are going to be available at
banks and mutual savings banks and at credit unions, that we want
them,and we want them nationwide. But I must be honest with you in
saying that the U.S. League has a membership of over 4,400 members.
If a poll was made,I can assure you that 95 percent would vote against
NOW accounts. We are confident of that.
And I was out of the room yesterday, but I heard that you made the
statement that you knew no one in Texas that wanted NOW accounts.
And I have got to agree with you.I don't either.
Senator TOWER. Well, I see that I haven't gotten any very positive
manifestations of support for NOW accounts. Of course, now I have
with Mr. McClatchy.
Now, I understand that the ABA's position is that you want the
elimination of the differential on time and savings deposits, and the
payment of interest on reserve requirements as a precondition for
NOW accounts.
In the absence of those two things, would you still favor NOW accounts, or would you oppose them? In other words, to maintain the
differential and not pay interest on reserve requirements, would you
still favor NOW accounts?
Mr. MCPETERS. No, Senator, the ABA would not. Our position is
based on a consensus established within our leadership group. This
position reflects the very strong sentiment expressed by this group.
The elements on which our consensus position is based are embodied
in S. 1668 and that bill reflects the position of the ABA on the issues
before the committee.
We feel that we have a very strong basis for supporting S. 1668.
And, may I say too that, as I visited with bankers across the country
and at State bankers association meetings and with other groups, repeatedly, they have expressed their serious and grave concern about
the continuing legislated inequity of the interest rate differential.
I find myself at odds, I must say, with several of my colleagues
here at this table testifying before you this morning. It seems to me
that they are, to a great degree, concerned about establishing this protective device on a permanent basis. And I find repeated cause for
concern.
I just say that bankers across the country are not cowering in the
corner concerned about the competition which is coming their way.
I think that given the right, too, bankers can compete very effectively.
I would like to encourage my colleagues in the savings and loan industry and mutual savings bank to take the same attitude.
I think they, too, can survive in a competitive, unprotected market.
Our Nation's bankers simply want equity and equality and insofar as
the conditions of competition.
Senator TOWER. Then, you would not support NOW accounts if
this
Mr. MCPETERS. No,sir. We must have equality. I am in no position
to say that bankers in the American Bankers Association would take
any other position on this issue.
Senator TOWER. I still don't quite get the response, I think, to what,
I am trying to ask you here. You tie NOW accounts into the elimina-
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tion of differentials and the payment of interest on reserve
requirements.
Mr. MarrERs. Yes,sir, absolutely.
Senator TOWER. You bring up the package. You would have to look
at the thing again. You would not necessarily support nationwide
NOW accounts standing out all by themselves.
Mr. MCPETERS. That's right.
Senator TOWER.Without these other conditions.
Mr. MCPETERS. That's correct.
Senator TOWER.I see. Thank you very much.
Who is going to pay for NOW accounts? Somebody has got to pay,
in the final analysis. I would like for any or all of you to respond to
this. Who is going to pay? The customers, the depository institutions,
the Treasury? Who is going to pay for them?
Mr. GOODSPEED. Senator Tower, if I might try to answer that, as I
indicated, in Connecticut, we have both checking accounts and NOW
accounts. At our institution, we are offering both. And it is simply a
matter of prudent pricing, pricing that makes the service attractive,
obviously, to the customer, but pricing that also makes sense from
the point of view of the stability of the institution.
We are able to offer checking accounts free simply because we are
not paying interest on the balances. And when we in Connecticut
first got the checking account power on January 1, 1976, the prevailing market that commercial banks were at that point offering personal
checking accounts free. So, that was the competition. That is what
we did,and we are still doing it.
NOW accounts came along in March 1976, and a large number of
institutions in Connecticut immediately started offering NOW accounts. Almost all of them, I think, pay the full 5 percent interest,
and a large number of institutions charge a service fee based on transactions, under a variety of plans.
And certainly, speaking for myself and our bank, we feel that this
is reasonable and perfectly justifiable. And we think that it's at least
a break-even proposition.
Mr. KLAMAN. It didn't affect, Senator Tower, the pricing of the
demand balances to rob the poor to pay the rich, as Mr. Trautz suggests. This is not conjecture; nothing has changed.
Mr. GOODSPEED. Obviously, any consumer who knows he is going to
have a relatively small balance, but who also writes a lot of checks,
is going to like the checking accounts.
On the other hand,if he writes relatively few checks and maintains
a comfortable balance, or almost any kind of a balance, he will see an
advantage in getting the interest on the NOW account.
In our case, there is even, you might say, a third alternative, because attached to our checking account, we have a complete what we
call "People's plus" package, where there is a special savings account
with the ability to transfer funds within the accounts by telephone. We
have a pay-by-phone service where the depositor can pick up the phone
and make payments to merchants, or instruct us to make payments
to merchants, directly 'by phone out of his checking account to pay
utility bills, department store bills, et cetera. And we have a line of
credit attached to the checking account. And all of these things free
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except the line of credit. There is obviously an interest charge if there
is an extension of credit.
But the pay-by-phone service and telephone transfer service are
free. So there is an interesting variety of options available to the
consumer. And,of course, that is what competition is all about.
Senator TOWER. Mr.Trautz,do you want to comment?
Mr. TRAUTZ. There is a difference in the type of corporate structure
that we are dealing with here. As commercial banks, we have a great
deal more accountability to our shareholders for profits than a mutual
does.
It would be most imprudent. I believe, for banks to offer free checking accounts as apparently they are doing in Connecticut, and NOW
accounts and pay interest on it.
have to get into explicit pricing, we have got to charge for
If we'
the service that we are going to provide accounts. And it is the consumer who is going to pay for it if we are going to survive as a stockoriented, profit-oriented, and pay reasonable dividends to our
shareholders.
So, we are in a different position from a mutual bank, and a much
different position than, say, a credit union where there is no bonus for
profit whatsoever.
I say that there is a tremendous difference in corporate structure that
will price these things differently and that the banking industry as a
whole will be disadvantaged in that regard.
Senator TOWER. Does any other gentleman want to comment on that?
Mr. MCPETERS. Senator, may I comment on that? I would simply
like to remind, again, this whole proposal really only establishes one
more option for a financial institution it is not mandatory. It simply
establishes another option for consumers.
It seems to me that the pricing of checking account services, indeed
the whole system of explicit pricing, explicit return on balance, if
there is an income-producing balance in an account, is part of a fair
and equitable way to make such a charge or to reward and benefit those
who maintain a balance. This is part of the American system.
I have always found, in banking as well as most other segments of
business, that if people are receiving a valuable service for a commodity and the price is fair, they really don't mind paying for it. And
I think implicit pricing has a great deal of merit.
Mr. KLAMAN. Senator, may I put my congressional hat on for a
moment and make an objective, statesmanlike observation?
Senator TOWER. That is the only kind that is ever heard here.
Mr. KLAMAN. It seems to me to be almost folly to suggest to hold
back the tide and oppose the payment of interest on transactions balances. We are already at that point. One does not have to be a prophet
to look ahead and see that interest will be paid on transactions balances, whether they are of the NOW account variety, or, if that is not
passed,than on the regular demand deposit variety.
Indeed, this is now happening. Telephone transfers from savings
accounts to checking accounts, instantaneous transfers, is nothing
other than paying interest on a transactions account. Because you can
keep all your funds at interest in a regular savings account until the
moment you pay bills and then indicate that such a transfer is desired.
This is what Mr. Goodspeed's bank does.
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We are at that point. The barring of interest payments on transactions balances2 which occurred after the devastating bank failures in the thirties was an attempt to forestall further bank failures.
This was assumed to be part of the basic reason for the banking
collapse.
It has since not been so viewed. And most economists don't view it
that way today. So,I think to sit here and suggest a disaster, that is
simply folly. To suggest that the rich are going to be benefited at the
expense of the poor is just not really facing up to what is happening
in banking,to what is happening in finance right now.
Interest will be paid and is being paid on transactions accounts,
and it is going to continue to spread.
The only question is what form it will take. And the Fed proposal
tc do it through NOW accounts is simply a substitute for the pressure
they have had to do it on regular demand balances, which everybody
agrees would cost the commercial banks a lot more money, because
these balances are all on the books right now.
Thank you.
Senator TOWER. Any further comment on that?
Mr. MCCLATCHY. I would hesitate, of course, to agree 100 percent
with any economist,Senator,but I do agree with what he said in
essense.
The NOW account movement is in New England. It has been operating there and has been operating successfully where people have
been realistic about it.
The National League views it as a consumer service. We do acknowledge we have to operate at a profit. The savings and loan industry
must operate at a profit, and we certainly would not be foolish to
invite something that would not be profitable.
But the transfer of funds from one account to another account by the
negotiable, orderly withdrawal mechanisms is already, in essence, being done, now as was just pointed out by telephone transfer.
We think that it is probably a consumer-accepted service.
And we simply feel that we should embrace it realistically. There is
no such thing as a free lunch. We know that. Someone must pay for it,
but we think it is a service that the consumer is enjoying and is doing
them good in the New England area.
We would like to say, if NOW accounts are allowed to go nationwide, we are adamant about our position that no reserves be paid to
the Federal Reserve.
We think our reserves should be in the form of liquidity with our
own Federal home loan bank, because of the difference in their nature.
NOW accounts in the savings and loans involve the simple transfer of funds from one savings accounts which is already there to another account for the payment of a debt, for instance.
We do not think there is any special reserve which should be carried
with the Fed, but our own Federal home loan bank could handle
the liquidity requirement if any extra liquidity requirement is there.
Senator TOWER. I think I have expired my time.
Let me ask you one final question, Mr. McClatchy. Would you be
willing to accept the elimination of the differential in exchange for
authorization for NOW accounts?
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Mr. MCCLATCFIY. No, sir, we would not.
Senator TOWER. SO, it comes down to that kind of hard choice.
Mr. MCCLATCIIY. It comes to that, we feel very definitely.
Senator TOWER. You can understand, perhaps, the difficulties we
face here in trying to put together a comprehensive financial institutions act, take everybody's interests into consideration.
This is what we are honestly trying to do. I don't think Tom McIntyre, or I, either one, are wedded to it. We want to do what is best
for everybody.
If the financial community could get together, it sure would help us.
What we are afraid of is, if you don't get together, our financial institutions legislation is going to be piecemeal to the extent that inaccuracies and distortions and anomalies are going to surface.
So, if I had any comment, it would be just,"I wish you all would
get together."
Mr. MCPETERS. Senator, can I make one further comment?
Senator TOWER. Yes.
Mr. MCPETERS. Mr. Goodspeed made the observation that the
American Bankers Association wanted to hold nationwide NOW
accounts hostage to the rate differential in the self-interest of the commercial banks. It appears to me that the other industries represented
at this table wish to hold nationwide NOW accounts hostage to the
retention of an artificial market advantage, namely, the interest-rate
gap. It just depends on which end of the horn you are blowing.
Mr. KLAMAN. Senator, when full equality is achieved, then deposit
rate ceiling differentials can be put on a standby basis.
But I don't think any objective observer viewing the financial
scene would say that competitive equality in terms of service and investment powers, balance sheet and earning flexibility, and number of
locations, exists between commercial banking and thrift institutions..
We have never postulated any other position. We are totally in
favor of full equality, and full deposit interest rate equality along with
it.
When that is achieved, we, of course, will not be up here asking for
a differential. But to say that we have achieved equality just because
we can offer an interest-bearing transactions balance is just not facing
facts.
Mr. MCPETERS. I think Mr. Klaman has said, for all practical purposes, increased transferability out of savings to checking was virtually the same thing as an interest-bearing checking account.
I would say that, for all practical purposes, the thrift institutions
are acquiring very nearly full banking powers. And I would think
that we should and indeed must go ahead and accept the fact that they
no longer need nor require this differential to remain viable institutions in this country.
Mr.KLAMAN. We are just getting warmed up here.
Mr. BOWLES. May I give a figure on that, please, Senator?
Senator TOWER. Generally, I think we understand there are some
differences.
Mr. BOWLES.I think I have got a statistic, Senator.
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Senator TOWER. If everybody keeps on trying to get the last word,
I am afraid we won't get through the next panel. So, Mr. Chairman,I
yield at this point.
Senator MCINTYRE. Thank you.
I don't want to drag this out, either, but it is like you are in a
courtroom.
This question that Senator Tower asked yesterday and which was,I
think somebody told me, on TV last night—it is an impossible question. He said:"What is this going to cost?"
The complexities of the situation are beyond coming to grips with
that answer, but let me just say, the Secretary of the Treasury tried
to answer that.
He said in reply to the question by Senator Tower:"Somebody is
going to have to pay. There is no such thing as a free lunch anymore."
The Secretary replied: "I wish I could give you a precise answer,
but I am not smart enough to do so."
Unfortunately that was the answer that the American people heard
last night. I didn't happen to catch it."I wish I could give you a precise answer.I am just not smart enough to do so."
Then he goes on:
I think—I am convinced if this legislation were passed, that in the first place
there would be some net gain, because there would be greater competition. And
so those who pay at least partially would be those who are now reaping monopoly
profits.

Now, that is the kind of payment I would like. And that would be
part of it. You can say to some extent that the Federal Government
pays, because what the Federal Reserve turns over to the Treasury is
going to be reduced by some amount. That particular payment has to,
however, be qualified with the famous "compared-to-what" question.
Paid compared to if nobody left the system or compared to if people,
if banks, kept leaving the system. We might not pay anymore.
Third,I think some of the large companies and others who now have
hidden benefits that are not clearly spelled out, which would now be
spelled out and costed out properly, might pay, because they would be
out in the open and for all the American people as well as for the Congress to see. And if they are unfair, to do something about it.
So you have here a possible way in which the payment is met in
part, which I think is a beneficial one. So I really don't think that it
is logical to conclude that there is some net cost to the economy of instituting NOW accounts. If that were the case, we wouldn't be recommending it.
We believe that there is not a net cost. If anything, there is a net
decrease by having greater competition,and that the payment comes at
least from some of the sources I have indicated. There may be some
others that I have left out.
That is the end of the quote. That is the answer that, of course, the
American people should have gotten on the TV last night instead of
"I wish I were smart enough to tell you," but Mr. Levine,I am going
to write him a nice letter and ask him if he would come by and have
a look at the other -side. He might be willing to, because he is a very
distinguished commentator.
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Senator TOWER. Now, you understand the frustrations I feel all the
time.
Senator MCINTYRE. Mr. McPeters, you suggest that savings
loans who offer NOW accounts lose the differential. Exactly and
how
would you administer this? If one savings and loan in a communi
offered a NOW account, would all commercial banks in the ty
community raise their rates one-quarter percent?
Mr. MdPETERs. That would be one approach, Senator.
In S. 1068,
then, any thrift choosing not to offer third-party payment
accounts
could be given an added differential.
Senator MCINTYRE.That would be one approach?
Mr. McPETERs. That's right.
Senator MCINTYRE. Any comments on that? The suggesti
is,
S. & L.'s who offer NOW accounts lose the differential. So, ifonone
S. & L. in a community offered a NOW account, all the banks
the community would raise their rates one-quarter percent? Does in
that
sound fair?
Mr. GOODSPEED. No.
Senator MCINTYRE. You don't like that?
Gentlemen, the Bank of America has suggested that interest be
paid only on reserves against NOW accounts, that the payments be
mandatory—not discretionary, and that these reserves take the form
of special Treasury securities which would earn a market rate of return. How do you view this proposal?
Mr. McClatchy ?
Mr. MCCLATCHY. If NOW accounts were set up, our view is that
we would not carry a reserve with the Federal Reserve. Apparently,
the history in New England is that additional reserves, which we
would prefer to call "liquidity," have not been required because of
the NOW-account privileges in New England. So 'we are saying
that the probability is no additional reserve would be required.
But if, after history was built on the nationwide basis, it appeared
necessary, we would recommend that the additional liquidity that
may or may not be required for the NOW account nationwide be
carried with out Federal home loan bank; that is administer it,
and we carry that liquidity, additional liquidity, in the same manner we are now carrying our liquidity.
Senator Marl-TYRE. Mr. McPeters, would you comment on the Bank
of America's suggestion that interest be paid only on reserves against
NOW accounts, but the payments be mandatory, not discretionary,
and these reserves take the form of special Treasury securities which
would earn a market rate of return? How do you view that'proposal?
Mr. MCPETERS. I think the ,first part of your question—that interest
be paid only on the'NOW-accounts reserve—really does not adequately
address or respond to the broad 'problem of the decrease of Federal
Reserve membership. This would be a very small part of the total
reserves held, and not sufficient enough of a base to base the payment
of interest on.
I don't think that the income that would be produced from NOWaccount reserves alone would be sufficient to stop the attrition in Federal Reserve membership.
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So far as the investment in a special security later to bear the market
rate, this would certainly be one more alternative, but it.seems to me
that across-the-board paymont of interest on all required reserves
would be preferable.
Senator MCINTYRE. All right.
Mr. Bowles and Mr. McClatchy, both the home builders and the
realtors seem to support a limited expansion of the powers of Federal
savings and loans to make consumer loans with an overall authorization to invest 20 percent of their assets in nonresidential investments.
This would seem to call for general 80-percent and 20-percent baskets,
with a slight additional restriction on consumer loans. What is your
response to this proposal?
Mr. Bowles?
Mr. BOWLES. Mr. Chairman, obviously, we are aware of the home
builders' attitude. And we have had many, many meetings with them.
And we continue to do so.
And I must say that I believe that they are not quite as stiff-backed
as they were in this connection.
Obviously, as a home builder, they would like us to put 100 percent
of all of our available money into home loans. That we cannot do.
But I do think that they are amenable now to considering the variable
rate and renegotiable instrument. And I think that is what we have
to do.
But I think the answer, Senator, is the fact they want to put all
of our money into home loans.
Mr. STRUNK. Let me answer that. If we were to be an increasingly
viable institution, more modern form, and maybe in the years ahead
less dependent upon "regulation Q,"then we have got to be given more
asset flexibility. We have got to be able to manage our assets in a more
flexible and broader manner, rather than in the one narrow field of
home loan.
Mr. MCCLATCHY. May I comment on that, Senator?
Senator MCINTYRE. Yes; certainly.
Mr. MCCLATCHY. Trying to be brief, the American home now includes a lot of things other than just four walls and a roof. The
American family includes in that home many such things which fall
into the category of "consumer items," and which are financed by consumer lending.
We still feel very strongly, based on our own record, that the
natural place for a family to come for family-type consumer loans is
to a savings and loan association where that family has been financing
its house/home for a long, long time. And we think it makes a great
amount of sense.
Senator MCINTYRE. Thank you.
Mr. McClatchy and Mr. Bowles, the committee recently engaged
considerable debate over the so-called Cranston amendment and other
limitations contained in section 5(c) of the Home Owners' Loan Act.
What is the opinion of your associations on this matter?
Mr. BOWLES. Mr. Chairman, I think you have reference to the increase on $55,000.
Senator MCINTYRE. Right.
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Mr. BOWLES. Our position is, and our testimony is, that it must be
increased. Our recommendation, is CIA we favor the House's proposal
of $60,000 with everything above that going into the 20-percent basket.
This is not a real serious problem to a smaller institution in a rural
area. But I can assure you, Mr. Chairman, that in the cities and the
larger communities, it is becoming a very serious problem.
It would accommodate the cost of the housing that is going up every
day. The average cost of the house is $46,000 in this country. And we
don't know what it is going to finally come to. But we recognize this
is a very serious problem and that it must be dealt with or else we are
going to be strapped and won't be able to invest a lot of our savings
funds.
Mr. MCCLATCHY. I agree with what Mr. Bowles is saying. The
$55,000 limit is a simply unrealistic one based on the inflation of the
last several years.
So when we ask for increasing that limit, we are simply saying to
ourselves and to others that we must face the fact the cost of housing
has gone up significantly. The increase in that $55,000 limit would not
affect the FIA in anyway,let alone scuttle it.
Also, the overage that goes into the basket is very, very important
to us. We think asking for an increase from $55,000 simply faces up
to the fact that our inflationary cost of housing has gone up tremendously which we all know. And for them to stay in the market, we
must get that increased.
Senator MCINTYRE. Both of you, what figure do you have in mind—
$60,000,$65,000,$70,000,$75,000?
Mr.MCCLATCHY. We would go with the House version.
Senator MCINTYRE. What is that?
Mr. MCCLATCHY. $65,000.
Mr. STRUNK. The proposal we are most anxious to have the Congress adopt would be that offered by Senator Cranston which would
increase the limit,I think, to $65,000 and then put only that excess over
that figure in the 20-percent basket.
Senator MCINTYRE. Now, as students of long-time savings and loan
and thrift industry, you don't feel a change in this basket from the
whole thing, if it would go over the limit, the whole thing in the
basket, in moving away from that, you are not doing anything that
is detrimental to your real foundation of the savings and loan.
Mr. STRUNK. No, sir, I don't think so. There are institutions in the
smaller cities. Our institutions are serving that market as they see it.
And that market happens to be a market of more modest income houses
than the market in the big cities, Los Angeles, Washington, D.C.,
Dallas, where the typical home for the typical home-buying family
is a much higher-priced home.
Our problem with this is that everything over the amount goes in
the basket. Today the ceiling is $55,000. For a $56,000 home loan, all
has to be in the 20-percent basket; for a $54,000 loan, none of it is
put in the restricted category.
We think the better way to do it, and to avoid having to increase
the dollar limit again next year, would be to increase the dollar limit,
and adopt the Cranston proposal that provided only the excess in
that 20 percent.
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And I think legislative history goes back on this thing a long way.
We think that is what Congress initially intended, but they didn't
write it that way. And the home loan bank attorneys didn't interpret it
that way.
Senator MCINTYRE. Well,I have so many questions here.
Of course, for one thing, you have four or five high-cost regions
suffering inflation. If we go to $65,000 or $70,000, are S.& L.'s going to
be looking for the higher priced loans?
To consider the proposals for California, we are going to hit all.
This is so general, you are just going to put the overage in the basket?
Are you thinking in narrow terms or national?
Mr. BOWLES. We are thinking in national terms. I don't think we
have any data here with us today on that subject, but I think you will
find that in California, Texas, and other areas that 20-percent basket
is in many cases already filled, while maybe in the New England area,
they are only 10 or 12 percent filled.
But the day is going to come where they are going to be faced with
the same problem because just a few years ago, none of us were faced
with it.
Mr. STRUNK. I think it would be hard to define high-cost areas and
non-high-cost areas, it would be hard for the writer of a law to say
institutions in California can do one thing, but institutions in Arkansas
cannot do the same thing. I think the facts show our business serves
the market as it is there. And that is how the 20 percent today is now
used. If the smaller institutions in the small cities do not have
crowded-up baskets, it merely means they are not trying to take advantage of the high-cost lending opportunities that do exist elsewhere, but
are lending on the cheaper homes in their particular market.
The institutions in the smaller cities are not reaching out to the bigger cities to get loans, the higher loans. They are serving their market
or else all Federal associations would be crowded, and all Federal
associations are not crowded.
The way to handle this, I think, is pass one law for the business
across the Nation, one that would be reasonable in terms of lending
opportunities for the institutions in those higher-cost cities.
I don't think you can say that the business is going to run away
from the smaller home and the smaller family. It hasn't, and I don't
think it will.
Senator MCINTYRE. Thank you.
One last question and quick answer from Mr. Bowles and Mr.
McClatchy.
Both Dr. Burns and Dr. Mann suggest that NOW accounts would
have a positive impact on housing finance in the sense that transaction accounts are subject to less disintermediation generally than are
passbook accounts. Dr. Mann argues further that in order to continue
to serve the Nation's housing needs the competitive viability of the
savings and loan industry must be maintained and improved. NOW
accounts, he argues, would permit associations to compete effectively
for the consumer's dollar with commercial banks, credit unions, and
savings banks. What is your opinion on this?
Mr. Bowles?
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Mr. BOWLES. As we testified, Mr. Chairman, we would accept NOW
accounts if they are nationwide. In relation to Dr. Burns' statements,
I think he is right.
Senator MCINTYRE. How do you feel, Mr. McClatchy ?
Mr. MCCLATCHY. We agree with Mr. Mann's position: We.recognize
him as a leader. And we think that NOW accounts nationwide would
in fact give us access to a certain type of account that would make
us more viable.
Senator MCINTYRE. Fine, gentlemen. I want to thank all of you.
I thank Mr. Trautz especially, and Mr. Goodspeed, Mr. McClatchy,
Mr. Bowles, Mr. McPeters,and your associates.
One thing,I just wonder if you would stick around for a little while
while we call a panel consisting of executives from New England with
experience with NOW accounts to see what they say about NOW
accounts.
Our next witness will be a panel consisting of Ronald W. Haselton,
president of Consumers Savings Banks, Worcester, Mass.; James J.
Preble, president, United Bank & Trust Co., Hartford, Conn.;
George Campbell, vice president/secretary, Union Federal Savings
& Loan Association, Pittsfield, Mass.; and John Donovan, vice president, Casco Bank & Trust Co.,Portland,Maine.
I want to recognize right now, my distinguished colleague from the
great State of Maine, Senator Hathaway.
. Senator HATHAWAY. Thank you very much, Mr. Chairman. I will
lust take a few brief moments to introduce my good friend, John
Donovan, who is vice president of the Casco Bank & Trust Co., in
Portland.
John is a graduate of Xavier College in Cincinnati, and a graduate
of the Banking School of Rutgers. He served 13 years with the Comptroller of the Currency,ending his Government career in 1973. He went
with Casco. At that time he was regional administrator in Boston.
He has had, as you can well imagine, some experience with NOW
accounts in Maine. And I think the committee will benefit considerably
from his testimony.
Senator MCINTYRE. Thank you very much,Senator.
I welcome all.of you here, Mr. Hazelton, Mr. Preble, Mr. Campbell,
Mr. Donovan. 1 hope you have been paying clear and good attention
to the previous witnesses in their various and sundry proposals and
their difficulty in coming to any sort of a consensus.
. I am going to call on you. You have to keep it kind of short because
time is running out. We have got at least another hour, it seems to me,
to hear your side of the story.
I call on Mr. Halselton, president of Consumers Savings Bank,
Worcester, Mass., who really is the father or "granddaddy" of the
NOW accounts.
So, Ron, will you go right ahead?
STATEMENT OF RONALD W. HASELTON, PRESIDENT, CONSUMERS
SAVINGS BANK, WORCESTER, MASS.
Mr. HASELTON. Thank you, Senator.
I am president of the Consumers Savings Bank, a bank that in fact
introduced the negotiable order to withdraw in 1972, after litigation
sent it forth.
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I think perhaps I would like to make an observation, if.I may,that
there seems to have been some obfuscation of the orignal intent of the
NOW account. And I believe it does not serve the public well to continue that obfuscation.
In this sense,I mean that all we ever intended was a more convenient
form of withdrawal vehicle from the individual savings account..I
think that in a number of instances, others have suggested that m
some dire plot, we intended to provide a backdoor facility for the
payment of interest on demand deposits, which is not the case.
For over 100 years our savings depositors were required to present
themselves in person or by mail to withdraw funds from their accounts.
It seemed clear to us that this method resulted in accounts being maintained only by depositors who were willing to inconvenience themselves in emergencies or those who planned withdrawals. Such accounts
were obviously ill-suited as repositories for spending funds.
As businesses and individuals became more sophisticated in the uses
and value of funds, such accounts became more volatile in periods of
disintermediation. In addition, in our own case our depositor mix
showed that the passbook accounts, having such limitations, were
deemed worth the inconvenience to a group in which 63 percent were
over age 50.
Against this background, our bank believed that an account on
which withdrawals could be made at any time and for any purpose at
the convenience of the customer would be a more stable account and,
therefore, less sensitive to open market competition. We further believed that such an account would be used more prudently since the
funds on deposit would be earning interest and the NOW account concept, we felt would be attractive to a younger, better educated, and
more sophisticated market.
After a favorable decision from the Massachusetts Supreme Judicial
Court, Consumers began offering the account in June 1972.
The proposal to extend NOW accounts nationwide raises many questions. Among some of the more important are the following:(1) What
explicit interest rate should be established on such accounts? (2) Does
the consumer pay a higher price for banking services in a matured
NOW account environment? (3) Does the capacity suggested for
Federal regulatory agencies to classify accounts as NOW accounts
stifle further innovation? (4) Should the accounts be restricted to
natural persons only? (5) What is the role of reserve requirements
on NOW account balances?
As the subcommittee will recall, the NOW account was originally,
a no-passbook savings account, against which negotiable orders to
withdraw were allowed.
This meant that the institutions paid the same explicit interest rate
on these accounts that they paid on passbook savings accounts. It is
the conclusion of the consumers that this situation provided the most
useful vehicle to both the customer and the bank and, therefore, that
the explicit allowable rate on NOW accounts should be the same as it
is presently on passbook savings.
As evidence of this contention, we would point out that NOW account average balances in our bank dropped from a high of $1,500 to
an average of $1,000 as the result of the imposition of a lower interest
rate on such accounts after January 1, 1974.
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We would also point out that the average number of drafts per
account per month increased from 3.5 to 5.0 as the advantage of earnings became less evident. It is the contention of my bank that a lower
explicit rate will encourage: A multiplicity of account relationships
from individual customers; a proliferation of devices for intrabank
transfers to cover drafts and replenish the account; a continuation of
the "bundling" of services
Senator MCINTYRE. I would like to ask you what do you mean by
"bundling"? I see that appears, and the staff says it is "various services," but I don't know. What is "bundling"?
Mr. HASELTON. I think, Senator, I am reminded of the story of the
fellow down in Maine who ran the little store and had piled up to the
ceiling in all corners boxes of matches,the wooden match variety.
One day, he was asked by a customer from down in Boston, if it
weren't a fact that he sold a lot of matches, obviously, with such a
supply.
And he said,"I don't, but the fellow that sells to me does."
Well,it seems to me that what has happened in the banking business
is that a variety of omnicient individuals have decided what the
customer really wants. In this case, free uses of a very large number of
paper items called "checks," that the statement which contains the
30, 40, 50 items and costs $3,$4 to mail, let alone what is costs to prepare, is somehow a benefit to the wide variety of potential users of
such accounts.
Oversimplified, that is "bundling." In "unbundling," I am giving
you a variety of services, a great number of which you may not want.
may not use, and giving explicit prices of different services and specific
offerings of those services. You choose the ores von want. and don't take
the ones you don't want, and you don't implicitly pay for the ones you
don't want.
Senator McINTyRE. What I don't know are what are those things
I am not taking?
Mr. HASELTON. If you write 5 checks, and I write 300, and we both
have demand deposit accounts in a bank who offers us a "free" checking account, then clearly a part of your balance is paying for my 300
checks.
Senator McINTyRE. I understand that. Go on. What else?
Mr. HASELTON. What other things?
Well, if I want to have an overdraft on that account and you don't,
you are paying a part of the cost of making that facility available,
because your moneys are being used to support that facility.
Senator MCINTYRE. When I have an overdraft up in Laconia, they
usually fine me.
Mr. HASELTON. In the old days, you couldn't even have that, as you
know.
SenatOr.MCINTYRE. All right, I can't pursue this much longer, but I
have had in the back of my mind, you walking through a bank, and
you have a nice deposit there and are looking for some advice on what
should I put my money in, or what should a person do about a will?
I don't mean to get into legal services, but all kinds of advice—trustee
advice. Banks charged very little for trustee services, if I remember
correctly, back in the days when I practiced law. I thought it was a
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variety of services that they gave to individuals coming through the
door they make no charge for.
Mr. HASELTON.I suspect that could be included in "bundled services,"
so called.
Senator MCINTYRE. I wish I could get a whole list of what those
things are.
Mr. HASELTON. I think back in the days when I was with the First
National Bank in Boston, we used to put out a brochure which said we
had 86 services. That was 1951.
Senator MCINTYRE. We will see if we can get hold of that list. It is
one of the things I could throw in the face of fellows who say: Who is
going to pay for this? Who is going to pay for the borrowing? Why
don't you start charging for some of the things you are giving away
free, is the answer, but I don't know what the things are yet.
Mr. HASELTON. One other thing that is very evident as part of that
bundle is the bricks and mortar branches. If you can withdraw your
funds yhen you want to use those funds,then my question of you might
be: Why do you need the bank to have so many branches? If you can
make your deposit directly by reason of having your pay credited in
an automatic payroll, then why do you need me to man an office, provide furnishings, very imposing surroundings? All of those things
are being paid for right now.
And I think my problem is in understanding why it is that all of a
sudden people are saying: Who is going to pay for it? Those are the
very same people that have not talked a great deal about who is already paying for what exists today that might not be necessary.
Senator MCINTYRE. Go ahead.
Mr. HASELTON. I think the next item I would like to touch on is: Do
higher prices result from NOW accounts?
In 1974 Mr. Lester Goldberg, of Booz, Allen & Hamilton, reported
to the American Banking Association that from 1963 to 1973 the personal account customers were the only net provider of funds to the
banking system. Collectively, individuals provided $167 billion net of
their borrowings, whereas businesses and governments were net borrowers of $146 billion. It is our contention that business and Government have demonstrably benefited from the collective effect of "bundling" by banks and by the availability of funds secured from individuals. It is my further contention that all publics would be better served
by the separation of the value of funds from the cost of services.
In the absence of interest on deposited funds and in the presence of
"bundling" techniques, the customer has been encouraged to use more
checks. The obvious result is that statement preparations, money costs,
check processing costs, and staff expenses—a variety of those types of
costs—have grown dramatically. It is our experience that individuals
can and .do write fewer checks when they are paid for their funds,
are required to maintain a minimum balance, and are charged for
withdrawals.
In the specific environment of my bank, the customer receives the
maximum allowable return on his funds—currently 5 percent—and is
no longer required to pay a check charge if he maintains a $100 minimum balance.
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Senator MCINTYRE. There is one thing I kind of wish we had here
today to pass out—the list and name of every bank in Massachusetts
that has a NOW account, whether it pays 5 percent or whether it pays
41/2 percent,or whether it gives you five free checks,and thereafter it is
10 cents a check, 25 cents. Is there any way we can get that
information?
Mr. HASELTON. The Fed has that facility, the Boston Fed. They
prepare such a report.
Mr. Campbell brought it with him. I will let him give you some of
the statistics.
Senator MCINTYRE. Go ahead.
Mr. HASELTON. We think it is important to point out that as a result
of correspondent bank competition, our out-of-pocket expenses for
check.processing has gone from 8 cents per item to 1.5 to 2 cents per
item. in the last 2 years. Our correspondent banks have priced their
services to us on a marginal costing basis. This has resulted in lower
cost to us, as mentioned, and lower costs therefore to our customers.
In summary, it is our contention that the customer can and will use
his funds more intelligently if he is paid for them and that those funds
will be more stable and, therefore, more available to borrowers.
Finally, we believe that substantial savings to the banking business,
and,therefore, to the customer are a direct result of exporting the withdrawal function from the bank premises to the point of sale. Staffing,
bookkeeping, and overhead costs are dramatically reduced in such an
environment and the better utilization of check processing facilities
reduces the potential for proliferation and replication of those costs.
We would respectfully demur from the proposed changes to section
103, section 19(a) as written in title I of S. 1664. While we can appreciate the concerns which gave rise to this section, we believe that
it can stifle the development of point of sale and so-called pay-byphone systems if the section remains as written.
Senator MCINTYRE. Do you think the pay-by-phone systems are
a good idea?
Mr. HASELTON. Yes;Ido.
Senator MCINTYRE. Perpetual, one of the biggest S. & L.'s in this
city, has one. There is a big ad; I saw it in the newspaper last night.
I wanted to bring it in, because I am just thinking it is another form
of a NOW account, although an elaboration of what you originally
had in mind.
Mr. HASELTON. Without question, it is another form of a NOW account. The only essential difference in all of these, as pointed out by
Dr. Klaman,is the presence of a draft in the case of the NOW account.
Everything else is essentially the same, whether it be transfer intrabank, whether it be pay-by-phone, or whether it be some point of sale
facility, it is still a NOW account by another name.
Senator MCINTYRE. All over the country, are these little things
popping up?
Mr. HASELTON. No question about it.
Senator MCINTYRE. Popping up, as the marketplace is demanding
convenience?
Mr. HASELTON. Yes, sir. As Professor Phillips pointed out some 3
or 4 years ago, I believe, at the time he was involved with Hunt Commission, all of this began when the banks began to pay interest from
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day of deposit to day of withdrawal, and blurred finally once and for
all the distinction between the so-called demand balances and passbook
and nonnegotiable type of balances.
We would point out that the negotiable order retains all the characteristics of negotiability until there has been a conditional endorsement
or final payment. In the GIRO type of environment, a credit to the
ultimate payee is effected simultaneously with a debit to the payor.
With GIRO there is no negotiability. We do not feel that this type
of service, which could be more cost effective and, therefore, more appropriate to many banking transactions, should be simultaneously
limited by classification into an account on which it is suggested that
a lower rate of interest be paid than on passbook savings.
In Massachusetts, as the Senator knows,the NOW account has been
available since its inception, to not-for-profit institutions and to fiduciaries. We see no justification for removing these categories from any
nationwide offering.
Senator MCINTYRE.I have seen some names of fiduciaries, nonprofit,
that are kind of weak around the knees.
By "individuals," do you mean supposing that Tom McIntyre is
doing this as the Causwell Grocery Store. I am an individual, d/b/a,
"doing business as."
Mr. HASELTON. You may not, now, under the present restrictions,
take that account.
Senator MCINTYRE. Have a NOW account?
Mr. HASELTON. YOU may not.
Senator MCINTYRE. But Tom McIntyre, as an individual, Tom
and Myrtle?
Mr. HASELTON. Yes, sir, Tom McIntyre as trustee for a grandchild
or a godchild may also.
Senator MCINTYRE. What is their objection to that?
Mr. HASELTON. It is the Fed's objection, sir. And I cannot answer
for them.
Senator MCINTYRE. Just because the Fed objects to it, you don't
have to bow down to it.
Mr. HASELTON. We don't agree. We are not bowing down to it.
Senator MCINTYRE. The Fed doesn't like NOW accounts, that is the
truth.
Mr. HASELTON. The proposed legislation would require that reserves
be maintained against NOW accounts with the Federal Reserve bank,
or in similar restricted accounts. My bank has consistently supported
the theory of reserve balances on these transaction accounts. We do,
however, strongly believe that equity should exist among types ot
financial institutions.
Specifically, the Federal Reserve banks should be required to unbundle their services so that institutions choosing to maintain reserves
with the Fed should not be required to support facilities which are
either not available to them—that is, discount windows—or which they
do not use—like clearing.
In the case of those institutions choosing to maintain reserves at
the Fed, however, such facilities should be available even in those jurisdictions, specifically referring to Massachusetts, where current law
prohibits the banking institutions from membership in the Fed.
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My bank is deeply concerned with equal access to automated clearinghouses for future payments systems. We believe that passthrough
access is cumbersome, expensive, and inappropriate in our competitive
environment and, therefore, we are strongly in favor of Fed Reserve
facilities but with equality and price related to need and availability.
For those institutions not choosing to maintain reserves at the Fed,
we believe that they should be afforded the same reserve requirement
capacity that is available to State-chartered, nonmember commercial
banks. There should be no exception created by the availability of the
NOW service.
In summary, Consumers Savings Bank believes that it is critically
important to retain in Massachusetts and New England all of the
present attributes of NOW accounts.
We do not believe that the Congress will want to be a party to
withdrawing from our customers their current rights with respect to
interest rate and types of accounts. That this is of such importance is
underscored by the fact that as of February 1977, there was 1,397,740
NOW accounts in New England with $2,128,649,000 in balances. Of
the 957 banking institutions in New England,653 were offering NOW
accounts. Credit unions would be empowered to offer the accounts
under the proposed legislation, and they should be able to offer the
service on an equal basis with banking institutions in their trading
area—which is to say, if they received the facility for NOW accounts
under a nationwide program they should not be disadvantaged in
New England.
Many bankers contend that the NOW account will endanger their
earnings and even their very existence. We do not see any evidence
to support those contentions save for the reports of poorly managed
institutions.
Bankers have tended to blame the NOW account, or its effects, for
a negative result which occurred because of bad management decisions such as: Gaining market share at any cost; encouraging peoplto write growing numbers of checks with no penalty; unwillingness
to impose realistic minimum balances, loan losses, and a variety of
everything except scurvy and plague—and I think I heard "scurvy"
mentioned here this morning. It seemed to me the IBA suggested it
might even be responsible for scurvy, if not the plague.
And by the way, I cannot help but observe, we may not know our
costs, but I would like to find the way to compute them so that I get
a 31.56 percent result from a $31.56 charge on an account, who has a
monthly average balance of $100. That is interesting, mathematically.
Respectfully, we suggest that the consumer is demonstrably the only
net provider of funds to the banking system. Of all the publics he is
the only one not getting explicit value for his funds, and we do not
see why this should be continued to protect imprudent management
of some institutions.
Thank you, Senator.
Senator MCINTYRE. Very good.
In addition to "scurvy," I want to read from the Business Week
article appearing on page 96 of the June 27 of this year, the top of
the page. This statement is made by an "anonymous."
"The spread of NOW accounts could eventually eliminate 13,000 of
the country's 14,000 banks, contends a New York bank stock analyst.
Who is demagoging here?"
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[Complete statement of Mr. Haselton follows:]
STATEMENT OF RONALD W. HASELTON, PRESIDENT, CONSUMERS SAVINGS
BANK, WORCESTER, MASS.
My name is Ronald W. Haselton. I am President of Consumers Savings Bank
in Worcester, Massachusetts. I appreciate this opportunity to present the
views
of my bank on the subject issue considered by the Subcommittee on financial
institutions at these hearings.
Consumers Savings Bank was the originator of the negotiable order to withdraw, or NOW account, as we named it, and as the world has come to understand the term. It may be useful to review those circumstances which prompted
our bank to engage in the original litigation and subsequent defense of the service. For over 100 years our savings depositors were required to present themselves in person or by mail to withdraw funds from their accounts. It seemed
clear to us that this method resulted in accounts being maintained only by depositors who were willing to inconvenience themselves in emergencies or those
who planned withdrawals. Such accounts were obviously ill-suited as repositoriet;
for spending funds.
As businesses and individuals became more sophisticated in the
uses and
values of funds, such accounts became more volatile in periods of
disintermediation. In addition, a study of our own depositor mix showed that the passbook
accounts, having such limitations, were deemed worth the inconvenience to a
group in which 03% were over age 50.
Against this background, our bank believed that an account on which withdrawals could be made at any time and for any purpose at the convenience of
the customer would be a more stable account and, therefore, less sensitive to
open market competition. We further believed that such an account would be
used more prudently since the funds on deposit would be earning interest and
the NOW account concept, we felt, would be attractive to a younger, better
educated, and more sophisticated market.
After a favorable decision from the Massachusetts Supreme Judicial Court,
Consumers began offering the account in June, 1972.
PROPOSED NATIONWIDE NOW ACOOUNTS
The proposal to extend NOW accounts nationwide raises many questions.
Among some of the more important are the following:
1. What explicit interest rate should be established on such accounts?
2. Does the consumer pay a higher price for banking services in a matured
NOW account environment?
3. Does the capacity suggested for federal regulatory agencies to classify accounts as NOW accounts stifle further innovation?
4. Should the accounts be restricted to natural persons only?
5. What is the role of reserve requirements on NOW account balances?
INTEREST RATE ON NOW ACCOUNTS
As the subcommittee will recall, the NOW account was originally a nopassbook savings account against which negotiable orders to withdraw were
allowed. This meant that the institutions paid the same explicit interest rate
on these accounts that they paid on passbook savings accounts. It is the conclusion of the Consumers Savings Bank that this situation provided the most
useful vehicle to both the customer and the 'bank and, therefore, that the explicit allowable rate on NOW accounts should be the same as the passbook
interest rate. As evidence of this contention, we would point out that NOW
account average balances in our bank dropped from a high of $1,500 to an
average of $1,000 as the result of the imposition of a lower interest rate on
such accounts after January 1, 1974. We would also point out that the average
number of drafts per account per month increased from 3.5 to 5.0 as the advantage of earnings became less evident. It is the contention of my bank that
a lower explicit rate Will encourage: a multiplicity of account relationships
from individual customers; a proliferation of devices for intrabank transfers
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to cover drafts and replenish the account; a continuation of the "bungling" of
services, many not necessary or appropriate to the individual customer; a
variety of offerings of free services which are, in fact, not properly cost evaluated; and finally, the imposition of higher than necessary or appropriate costs
for needed services to make up losses which the institution may suffer as the
result of the above.
DO HIGHER PRICES RESULT FROM NOW ACCOUNTS?

In 1974 Mr. Lester Goldberg, of Booz, Allen & Hamilton, reported to the
American Banking Association that from 1963 to 1973 the personal account
customer was the only net provider of funds to the banking system. Collectively,
individuals provided 167 Billion Dollars net of their borrowings, whereas businesses and governments were net borrowers of 146 Billion. It is my contention
that business and government have demonstrably benefited from the collective
effect of "bundling" by banks and by the availability of funds secured from
individuals. It is my further contention that all publics would be better served by
the separation of the value of funds from the cost of services.
In the absence of interest on deposited funds and in the presence of "bundling"
techniques, the customer has been encouraged to use more checks. The obvious
result is that statement preparations, money costs, check processing costs, and
staff expenses have grown dramatically. It is our experience that individuals
can and do write fewer checks when they are paid for their funds, are required
to maintain a minimum balance, and are charged for withdrawals.
In the specific environment of my bank, the customer receives the maximum
allowable return for his funds and is no longer required to pay a check charge
if he maintains a $100 minimum balance. Coincidentally, mortgage and personal
loan interest rates have declined 150 basis points in the past year. We think
it is important to point out that as a result of correspondent bank competition,
our cost-of-pocket expenses for check processing has gone from 8¢ per item to
1.5-2¢ per item in the last two years. Our correspondent banks have priced their
services to us on a marginal costing basis. This has resulted in lower cost to us,
as mentioned, and lower costs to our customers. In summary, it is our contention
that the customer can and will use his funds more intelligently if he is paid for
them and that those funds will be more stable and, therefore, more available to
borrowers. Finally, we believe that substantial savings to the banking business,
and, therefore, to the customer are a direct result of exporting the withdrawal
funcion from the bank premises to the point-of-sale. Staffing, bookkeeping, and
overhead costs are dramatically reduced in such an environment and the better
utilization of check processing facilities reduces the potential for proliferation
and replication of costs.
CLASSIFICATION OF ACCOUNTS AS NOW ACCOUNTS

We would respectfully demur from the proposed changes to Section 103,
Section 19 (a) as written in Title I of S 1664. While we.can appreciate the
concerns which gave rise to this section, we believe that it can stifle the development of point-of-sale and so-called pay-by-phone systems if the section remains
as written. We believe that it is important that a distinction be drawn between
negotiable orders and GIRO types of payments. The Negotiable Order retains
all the characteristics of negotiability until there has been a conditional endorsement or final payment. In the GIRO type of environment, a credit to the ultimate
payee is effected simultaneously with a debit to the payor. With GIRO there
is no negotiability. We do not feel that this type of service, which could be more
cost effective and, therefore, more appropriate to many banking transactions,
should be simultaneously limited by classification into an account on which it is
suggested that a lower rate of interest be paid.
RESTRICTION TO NATURAL PERSONS

In Massachusetts the NOW account has been available since its inception, to
not-for-profit institutions and to fiduciaries. We see no justification for removing
these categories from any nationwide offering. Approximately 25% of our
accounts are held by such entities and there is no evidence of any abuse.
All of us are aware that charitable organizations, social organizations and
community organizations collect funds for disbursement to various suppliers of
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goods and services at a later date. We see no reason why these organizations
should not be allowed the use of this type of account. Similarly, parents, grandparents, uncles and aunts, friends and other relatives open accounts for minors
and place such accounts in the care of an adult until such time as the minor
is "competent." We can see no reason why these types of accounts, which have
been traditionally included in definitions of appropriate savings accounts, should
be excluded from the NOW account service.
RESERVE REQUIREMENTS

The proposed legislation would require that reserves be maintained against
NOW accounts with the Federal Reserve Bank, or in similar restricted accounts.
My bank has consistently supported the theory of reserve balances on these
"transaction" accounts. We do, however, strongly believe that equity should
exist among types of financial institutions.
Specifically, the Federal Reserve Banks should be required to "unbundle" their
services so that institutions choosing to maintain reserves with the Fed should
not be required to support facilities which are either not available to them (discount window, etc.) or which they do not use (clearing, etc.). In the case of those
institutions choosing to maintain reserves at the Fed, however, such facilities
should be available even in those jurisdictions, specifically Massachusetts, where
current law prohibits the banking institutions from membership in the Fed.
My bank is deeply concerned with equal access to automated clearing houses for
future payments systems. We believe that pass-through access is cumbersome,
expensive and inappropriate in our competitive environment and, therefore, we
are strongly in favor of Fed Reserve facilities but with equality and price related
to need and availability.
For those institutions not choosing to maintain reserves at the Fed, we believe
that they should be afforded the same reserve requirement capacity that is available to state-chartered, non-member commercial banks. There should be no exception created by the availability of the NOW service.
SUMMARY

Consumers Savings Bank believes that it is critically important to retain in
Massachusetts and New England all of the present attributes of NOW accounts.
We do not believe that the Congress will want to be party to withdrawing from
our customers their current rights with respect to interest rate and types of
accounts. That this is of such importance is underscored by the fact that as of
February, 1977 there were 1,397,740 NOW accounts in New England with
$2,128,649,000.00 in balances. Of the 957 banking institutions, 653 were offering
NOW accounts at that time. Credit Unions would be empowered to offer these
accounts under the proposed legislation and they should be able to offer the
service on an equal basis with banking institutions in their trading area.
At Consumers Savings Bank the NOW account has been a profitable service
since its inception. It has allowed commercial and thrift institutions to develop
further mutually satisfactory relationships to the ultimate advantage of the
customer. Even in the worst periods of disintermediation of 1975, account
balances remained stable thus providing funds for consumer loans. The account
encourages thrift, better money management and gives the customer a reasonable
"break" against businesses and government in the banking system.
Many bankers contend that the NOW account will endanger their earnings
and even their very existence. We do not see any evidence to support those
contentions save for the reports of poorly managed institutions. Bankers have
tended to blame the NOW account or its effects for a negative result which
occurred because of bad management decisions such as: gaining market share at
any cost, encouraging people to write innumerable checks with no penalty, unwillingness to impose realistic minimum balances, loan losses and a variety of
everything except scurvy and plague. Respectfully, we suggest that,the consumer
is demonstrably the only net provider of funds to the banking system. Of all the
publics he is the only one not getting explicit value for his funds and we do
not see why this should be continued to protect imprudent management of some
institutions.

Senator MCINTYRE. Our next witness is Mr. Preble.
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STATEMENT OF JAMES J. PREBLE, PRESIDENT, UNITED BANK &
TRUST CO., HARTFORD, CONN.
Mr. PREBLE. Thank you, Senator McIntyre.
There are two specific sections of Senate bill 1664 which I believe
should be amended.
The first of these is section 102(a) and title I, which deals with
the definition of a NOW account customer. I'm under the impression
that the legislative intent of this bill is to restrict NOW accounts to
the consumer market.
Although the language in the bill does spell out that NOW accounts
can only be held by one or more individuals, it doesn't preclude these
individuals from using these accounts for business purposes.
In our bank, as in other banks, a large number of our businness accounts are unincorporated proprietorships or, as you mentioned, socalled "doing-business-as, or d/b/a" accounts. For example, John
Jones, doing business as John Jones Tire Store. For that reason, we
suggest that the language in that section of the bill be amended to provide that NOW accounts may not be used for business purposes.
Senator MCINTYRE. You take that away from that.
Mr. PREBLE. I would tighten up the language, because I think that
both this bill and the ABA bill were set up for the consumer, and not
for business purposes.
Senator MCINTYRE. That's right, because we ran into this thing.
At first, I remember arguing for the side saying that we think this
would be a very good thing for mother and dad, Mr. and Mrs. Smith,
who maybe never had a checkbook. But they would now be able,
from their savings book, to pay their utility bill, to pay their rent,
they are able to get their automatic receipt, and maybe send $10 to
Uncle Joe who is dying out in New Mexico, something like that.
So I agree that individuals is the name of the game. That is the way
it started, and that's the way it should be.
Go ahead.
Mr. PREBLE. The other part of the bill which I'd like to comment on
is section 104(b) Of title I, which deals with the "grandfathering" of
NOW accounts for New England banks. We feel that New England
must be exempted from the lower rate in any nationwide NOW account bill.
As previously stated by Mr. Haselton, at yearend New England
financial institutions had 1,347,000 consumers who owned NOW accounts with balances in excess of $2 billion. If New England banks
were forced to reduce their rate from 5 percent to say 21/2 percent,
that would amount to a staggering loss of $50 million for New England consumers. And, Senator, $50 million is a lot of purchasing
power to be lost.
The New England bank public should not be forced to suffer this
economic loss through legislation designed to accommodate other parts
of our country.
We do support that portion of the bill that provides that if a New
England bank reduces its rate on NOW accounts,it won't be permitted
to later increase its rate to a level higher than the rate established
for the rest of the country.
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Senator MCINTYRE. We will try to take care of that. I don't know
how that one crept in there.
Mr. PREBLE. It is imperative that we have uniform treatment of
all our NOW account customers in our bank. As I read this particular
section, the "grandfathering" is only going to apply to our customers who have NOW accounts at the time that the bill is enacted.
I strongly believe that "the bank," not the "customer," should be
"grandfathered." For example,if a customer of ours in Hartford moves
to New Haven, where we don't have any branches, or for that matter
decides to move his account to another bank across the street, he won't
be "grandfathered" and would have to accept a lower interest rate on
his NOW account. I think that's pretty shabby treatment for the
customer.
You could also have a situation where two members of the same
household could receive different rates on their NOW accounts. If my
wife has a NOW account with us today,she receives 5 percent interest.
If my daughter opens a NOW account next year, she may be getting
only 21/2 percent. I recommend that this section of the bill be amended
so that New England banks offering NOW accounts could continue to
offer them to all of their customers on the same terms.
I'd now like to focus on a serious problem affecting United Bank
and a good number of other commercial banks in Connecticut. As I
pointed out in my written statement, United Bank is primarily a
consumer-oriented bank. 62 percent of our deposit base is made up
of what you would call household-type accounts. Half our loans are
made to individuals for residential mortgage and other consumer
purposes. Our raw material, or deposits, therefore, is heavily dependent on the consumer market.
As in any business, in order to compete effectively, you have to be
able to buy your raw materials at the same price as your competitors.
Senator, we aren't allowed to do this. As you know, the Interest Rate
Control Act requires that the bank regulatory agencies have to maintain a rate differential giving the thrift instiutions a rate advantage on
what they can pay for consumer deposits. In Connecticut, although
we didn't like operating under that competitive disadvantage, we were
able to live with it because only the commercial banks were allowed to
offer personal checking accounts, which after all is the key to "onestop banking." We had pretty good growth in savings and consumer
time deposits over the years because many of our customers were willing to give up the quarter of a point interest on their savings in order
to do all their banking under one roof. All that changed very dramatically on January 1, 1976, when the thrift institutions in Connecticut
were granted personal checking account powers.
The one and only argument we had in the consumer market,"onestop-banking" suddenly disappeared. As I pointed out in my written
statement, the results on United and other commercial banks has been
painful. We've had a net reduction every month in our number of
checking and savings account customers, and new account openings
are down to a fraction of what they used to be before the thrifts got
checking account powers. We've tried several different marketing approaches to attack our problems, but, Senator, I can assure you that
it's more than an uphill fight trying to overcome the rate differential.
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I think many of us are under the impression that the commercial
banks are "the giants"—as being much larger than the thrifts. This
is certainly not the case in Connecticut. As a matter of fact, thrift
institutions have $13.3 billion in deposits versus the commercial banks
of $7.6 billion. In other words, they are 75 percent larger than commercial banks, and their growth in deposits over the past 5 years is
more than double the growth of commercial banks. Therefore, the
"protection" that the rate differential affords the thrifts is no longer
valid in Connecticut.
Finally, I would like to be on record as a bank that favors NOW accounts as an attractive alternative to checking and savings accounts,
but urge that you recognize our need for proper "grandfathering"
to New England so that we will not wind up with etiher reduced or
split rates. I also hope that you understand the importance of interest
rate equality which is necessary if commercial banks such as ours are
to continue to serve all the needs of the consumer.
Thank you.
Senator MCINTYRE. Thank you, Mr. Preble.
[The following letter from Mr. Preble was ordered inserted in the
record:]
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nited Bald &Trast Company
101 Pearl Street, Hartford, Connecticut 06103

June 15, 1977

The Honorable Thomas J. McIntyre, U.S.S.
Chairman, Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510
Dear Senator McIntyre:
In connection with my scheduled appearance before the Subcommittee
on Financial Institutions on June 21, 1977, I would like to comment on
S. 1664 with particular reference to provisions of Title I of the draft
bill providing for the extension of negotiable order of withdrawal
accounts NOW Accounts) on a nationwide basis.
At December 31, 1976, United Bank & Trust Company's deposits of
$146 million ranked it as the tenth largest of Connecticut's 69 commercial
banks. We are essentially a retail-oriented bank with consumer deposits
representing over 60% of our deposit base. Loans for residential mortgages and for other consumer purposes amount to 50% of total loans. In
addition, we have a strong commitment to meeting the financial needs of
local governmentsin the communities in which we operate with 14% of deposits invested in obligations of Connecticut municipalities.
From 1970 to 1975, consumer deposits in our bank grew at an average
annual rate of 10%, principally in the categories of passbook savings and
other consumer time deposits on which we pay the maximum interest rates
allowed under Regulation Q. During that same time period, consumer demand
deposits grew at a slower rate of 5%, primarily as a result of changes in
our service charge pricing structure reducing minimum balance requirements.
Effective January 1, 1976, state-chartered thrift institutions in
Connecticut were granted the power to offer personal checking accounts.
They previously had received broad personal lending powers equal in every
respect to commercial banks. The net effect of these legislative changes
enabled the thrift institutions to become "full-service" family banks with
powers to meet all the financial needs of consumers.
At the time that the thrift institutions received these powers, however, they continued to maintain the interest-rate differential of at
least 1/4% on passbook savings and consumer time deposits as allowed under
Federal law and regulation. As previously mentioned, we, as well as other
cortmercial banks in Connecticut, had been able to achieve satisfactory
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growth in consumer time deposits as a result of our ability to offer personal
checking accounts, the key to "one-stop banking". This consumer deposit
growth came to an abrupt halt, however, when the thrift institutions received
personal checking account powers.
In each month since January, 1976, our bank has experienced a net reduction in both the number of personal checking account as well as savings
account customers. Throughout that time period, we continued to pay the
maximum rates allowed on savings and consumer time deposits. We attribute
this declining trend of share of market for us and other Connecticut
commercial banks primarily to the strong competitive advantage which the
interest rate differential, coupled with personal checking account powers,
offers the thrift institutions.
Unlike other sections of the country, the thrift institutions in New
England, and more particularly in Connecticut, represent a dominant banking
force. On March 31, 1977, total deposits of Connecticut thrift institutions
were $13.3 billion, or 75% greater than the $7.6 billion of deposits held
by Connecticut commercial banks. As a result of their broadened powers and
successful exploitation of the interest rate differential, the thrifts have
increased their deposits $6.6 billion, or 99% since 1970 compared with an
increase of $2.4 billion, or 46%, for the commercial banks.
This competitive imbalance has been particularly harmful to consumeroriented banks such as ourselves and other smaller Connecticut commercial
banks who rely upon household-type accounts as their principal source of
funds. Only 19% of commercial banks in Connecticut have deposits in excess
of $100 million while 39% of the thrift institutions exceed that deposit
level.
In March, 1976, United Bank introduced NOW Accounts as a result of
legislation extending these accounts to all New England States. We currently
have $9 million in NOW Accounts, representing 10% of our consumer deposit
base. The average balance in these accounts is almost $6,000, substantially
higher than our average balance in other consumer-type deposits.
As expected, the impact on our earnings as a result of the introduction
of NOW Accounts was unfavorable since the bulk of NOW balances represented
transfers from existing consumer demand deposits. We did experience, however,
a growth of new funds from those NOW Account customers who tended to utilize
NOWS as a savings alternative as well as a checking account alternative.
In fact, our average NOW balance of $6,000 is influenced significantly by a
relatively small base of customers who maintain substantial balances in their
NOW Accounts.
It is particularly important to note that our experience with NOW
Accounts has been limited to a relatively low interest rate cycle period.
We have considerable concern that a large portion of these funds would be
subject to an unusually high level of disintermediation in a rising interest
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rate environment as a result of many large-balance accounts. Consequently,
prudent asset and liability management has caused us to alter the normal
investment strategy that we employ in utilizing consumer savings and time
deposits. As a result, we are hesitant to lend NOW Account funds in longterm residential mortgages to the same degree that we would invest regular
savings and consumer time deposits in the housing market.
In order for us and other commercial banks in Connecticut to continue
to maintain our active role in the consumer lending and mortgage markets,
it is essential that we have access to the same consumer source of funds,
and on the same terms, as is currently available to the dominant thrift
industry in Connecticut. In effect, commercial banks need a much broader
consumer base of deposits than NOW Accounts provide in order to accommodate
the borrowing requirements of their retail customers. This consumer
customer base can only be broadened through the elimination of the interest
rate differential on consumer time deposits.
As a consumer issue, we find it difficult to accept the logic of a
statutory rate differential which currently prevents Connecticut cammercial
bank depositors fram receiving an additional $10 million per year in interest.
It is interesting to note that although the mutual savings banks in
Connecticut had $10.1 billion in deposits at the end of 1976 compared with
$7.7 billion in deposits at oulutercial banks, NOW Account balances at the
savings banks amounted to only $20.6 million compared with $140.4 million
in NOW's held by commercial banks.
The market positioning of the Connecticut thrift institutions obviously
has been to maintain a relatively low profile in promoting NOW Accounts as
an attractive consumer service. Their strategy, therefore, has been to
provide personal checking accounts coupled with aggressive marketing of the
interest rate deposit advantage which they enjoy.
The effect of that strategy on United Bank & Trust Campany, and I
suspect on most other commercial banks in Connecticut, has been shattering
with respect to loss of share of the consumer market. Until the statutory
interest rate differential is removed and our custamers can receive the
same interest benefits as thrift customers, our future ability to continue
our historic level of active consumer financing will be under considerable
pressure.
In summary, we believe that NOW Accounts provide consumers with an
attractive alternative to checking and savings accounts. Our own experience
indicates, however, that we must have access to a broader base of consumer
deposits that can only be achieved through the elimination of the inequity
of the interest rate differential between ourselves and thrift institutions.
I should also like to comment on Section 102 (a) of Title I with
respect to the definition of a NOW Account as "such deposit or account shall
consist solely of funds in which the entire beneficial interest is held by
one or more individuals." Our interpretation of that language indicates that
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business firms operated in the name of an individual (d/b/a accounts) would
be entitled to have NOW Accounts. We suggest that the language of that
section be amended to provide that "the account is owned by one or more
natural persons and transfers from the account to third parties are made
for personal purposes of the owner and not to make payments on behalf of
any business or other organization."

My final comment is with respect to Section 104 (b) of Title I relative
to the special treatment for New England institutions currently offering
NOW Accounts. The provisions of this section provide that United Bank could
continue to pay interest on NOW Accounts at our interest rate in effect prior
to enactment of the Act "to the same depositors having accounts at the date
of enactment," but, consequently, not to new depositors.
We are strongly opposed to any arrangement that provides for different
interest rates to be paid on NOW Accounts within the same institution solely
as a function of when the account was opened. Under this provision, a NOW
Account customer who relocates his domicile within Connecticut would be
treated as a new depositor at the bank to which he relocates and would be
subject to the interest rate ceiling, presumably lower, established by the
committee as described in Section 104 (a). This same inequity would also
apply to any customer who desired to move his account from one financial
institution to another within the same community. II:would obviously be
grossly unfair to deny New England consumers the right to move their accounts
from one financial institution to another without penalty.
We recommend that the language of this section be amended as follows:
"However, for a period of three years after the effective date of this Act,
depository institutions which are offering negotiable order of withdrawal
accounts and share draft accounts prior to the date of enactment of this
Act may pay interest on such accounts at the rate the institutions paid on
these accounts at that time and may continue to offer these accounts at
that rate to its depositors."
We support that portion of Section 104 (b) which provides that, after
the effective date of the Act, any institution which lowers its rate of
payment on NOW Accounts may not thereafter increase its rate to a higher
rate than the uniform rate set by the regulatory agencies.
Very truly yours,

eftlik
games J.J Preble
resident
JJP/r
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Senator MCINTYRE. Mr. Campbell?
STATEMENT OF GEORGE CAMPBELL, VICE PRESIDENT/SECRETARY,
UNION FEDERAL SAVINGS & LOAN ASSOCIATION, PITTSFIELD,
MASS.
Mr. CAMPBELL. Thank you, Mr. Chairman.
I am a late edition to the panel, and I apologize for not having any
written statement. But I will try to be brief.
I wrote an article for the Federal Home Loan Bank Board Journal on NOW accounts. The article is in the September 1977 issue,
and you may wish to consider the article as part of my testimony. If
you want to take a look at the article, it will give you our experience
with NOW accounts at Union Federal Savings. For the record, you
may wish to include the article as part of my oral testimony.
I am with the Union Federal Savings & Loan, located in Pittsfield,
Mass. We have assets of about $210 million and 7,000 NOW accounts
with outstanding balances of about $5.7 million.
First,allow me to be candid about the testimony this morning.I have
to sympathize for these commercial bankers that are really agonizing
over what is going to happen. If NOW accounts are allowed nationwide, their concerns expressed this morning were precisely our feeling
4 years ago when NOW accounts were first allowed in Massachusetts
and New Hampshire. We agonized over the same issues and types of
concerns the commercial banking industry testified to this morning.
My testimony will, in my opinion, show their fears are unfounded. I
think we have licked the fears and concerns regarding the NOW account concept and we at Union Federal have what we consider to be
a successful NOW account.
Our basic concern initially with the introduction of the NOW account was the cost. We had no reason to disbelieve the commercial
banking industry's cost analysis that the traditional statement checking accounts were expensive. We have licked the comparatively high
cost of administrative expense associated with statement checking accounts by the use of the traditional passbook format.
If I might, Senator, I had a NOW account made out for you before I came down here to testify. And I would like to present it to
you. There has been a lot of testimony here this morning,and it might
be of some assistance to your committee if they could have a firsthand look at a NOW account. You may keep that account, and I do
hope you use it.
I hope I am not violating any spirit or intent of Congress here by
opening up a $5 NOW account. I had my staff indicate a few sample
transactions with a remaining balance of $4.
Senator MCINTYRE.$4 out?
Mr. CAMPBELL. We wanted to show how a NOW passbook account
works in the event someone is a little apprehensive in not knowing
what they look like.
To us, a NOW account is nothing more than a regular savings account in passbook format. And we give the customer a book of withdrawals in the form of checks. And he uses it just like a regular savings account, no difference. We think it is the most efficient method
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for both the NOW account customer and financial institution to utilize
a NOW account.
Senator MCINTYRE. I would get in trouble with our friend from the
Independent Bankers Association and others. Because I would like to
have one of these down here. I have got one in New Hampshire, but
you know, where I could put away the little money that might be
there. If I want to buy a car, which I don't, or buy some new furniture,
which Mrs. McIntyre is always buying, this would be kind of nice to
draw this out of the darn savings account instead of taking what I
consider capital expenditures out of my checking account which always means toward the end of the month, I have nothing left.
So I don't understand why these people resist this. It looks so good.
Mr. CAMPBELL. I don't know. In fact, our original thought was that
the intent of Congress to have these as a convenience type of savings
account. They weren't meant to be the typical checking account where
you had high volume. We weren't looking to be the biggest fish in the
pond by trying to get all these checking accounts from the commercial
banks.
As a matter of fact, Mr. Chairman,the people who we sold our new
accounts to were, for the most part, our existing customers. We didn't
draw off or there wasn't any great amount of erosion from customers
of commercial banks to come in and open up a NOW account.
The strange part that we found out in a survey that we conducted
about our customers' financial habits is that approximately 20 percent
of the families in the Pittsfield area did not have a statement type of
checking account. We were really surprised at this figure, couldn't
understand it.
When we asked them why they didn't have a checking account,
many indicated they didn't want to go through the hassles of balancing an account.
Also, in many instances the head of the household, who today might
be either a lady or a gentleman, could write out a check and wouldn't
keep track of the balance. And the check would bounce, and they
would be embarrassed. So, customers would come to the local thrift
institution or even the commercial bank and buy a fist full of money
orders every month to pay the telephone, electric, and clothing store,
and gas bill, et cetera, and avoid the attendant problems the traditional statement checking account has.
In fact, Mr. Chairman,the financial writer for the Berkshire Eagle,
our local newspaper, does just that.
You are familiar, I am sure Senator, with individuals who continue
to use the cash in the envelope system. Families using this system
have $20 a month put in the envelope for telephone, another $35 or $10
for electricity, so much for the rent or mortgage, or whatever the case
might be.
Senator MCINTYRE. And also $2 for the church. You have to keep
the church going.
Mr. CAMPBELL. That was the customer we had been able to sell the
NOW account to. Our own existing customer. We didn't go out and
heavily advertise for other financial institutions checking accounts.
Of course, when someone new came in and wanted to open a checking account, that part of the market, yes, we are able to take care of.
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Senator MCINTYRE. What would you do—suggest
type of checking account? It might interest you, Mr. we have another
out it does have weaknesses. If you are going to Jones, and point
30 checks a
month, forget it. But if you are only going to writewrite
a few, this might
be helpful.
Mr. CAMPBELL. Exactly, but there are some people with
that write 40, 50 checks a month. But it still doesn't our account
inhibit him
from using this type of an account.
All I am saying is that we found a different way to
skin a cat.
Andinstead of following the traditional way of offering
a statement
type of account, we used our existing passbook type of
account. And
it has been successful in that we have over 7,000 passbook
NOW accounts.

But just as important, from the standpoint of our instituti
on, our
direct incremental costs for our passbook NOW accounts amount
to
'approximately 6.3 percent. This figure also includes the cost of interest.
We didn't do much of anything different from offering a regular
passbook account, other than just give the customer a book of checks.
And we have added that cost, plus the charges from our local commercial bank to handle the NOW drafts as they clear each day, and
as I mentioned, the cost of the interest. So, that is how we arrive at
6.3 percent what our actual costs are for a NOW account passbook.
The rate of interest, I know, has been knocked around this morning. The rate of interest paid on NOW accounts is very important to
us. Strange as it might seem, the higher the rate of interest, the less
costly these NOW accounts are to institutions.
I shudder to think of the increased cost on NOW accounts if Congress is considering something less than 5 percent.
As Mr. Haselton has already pointed out, when he paid 51/
4 percent, the average balances were—what did you say, Ron, around
$1,800.
Mr. HASELTON.$15.
Mr. CAMPBELL. $1,500. Now, since that rate has been reduced to
5 percent, the balances 'have correspondingly run down. We have
found out in our own particular portfolio, our NOW account balances
average around $800. But if we could pay 51/
4 percent and have that
extra differential, the customer would respond by keeping a higher
balance and, consequently, a lower cost would result.
Senator Mei/cm-RE. What do you consider the average account of
the ordinary guy? I mean by that, the fellow who has a little bit in
the bank somewhere but he works everyday and has two kids. What
is the average account?
Mr. CAMPBELL. About $3,100.
Senator MCINTYRE. $3,100?
Mr. CAMPBELL. Right, staggering as it might seem. I am taking the
average savings account.
Senator MCINTYRE. I mentioned Irving Levine. Last night, it was
on TV. And I didn't see his program. He flashed to Boston after
they asked Secretary Blumenthal and the Secretary said, "I would
be a very wise man if I could tell you." And I have gone and read the
whole rest of the answer which is probably a very good answer.
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He flashed to Boston and said, "These NOW accounts are for the
rich. It is only the rich that can enjoy. The poor are being taken."
You heard the same long quote here today.
Mr. CAMPBELL. That hasn't been our experience. And certainly, our
NOW account profile is not much different than our regular account
mix. For example, where you have a family that is just starting, certainly, on the average, they don't have as much on deposit as a family
that has matured. So the same argument is there, that the career
account subsidizes the comparatively smaller account.
So the same argument holds true here. Sure,there are some accounts
that are initially opened that might have $100 or $200 balance. But
on the other side of that coin, there is the more mature depositor that
has the $1,400,$1,500 balance in the NOW account.
We don't deny that person is subsidizing the smaller one, but that
has been historically true ever since financial institutions have been
founded,at least thrift institutions.
Senator MCINTYRE. If you paid a higher rate, too, that means there
are more opportunities for the gentleman or lady to merge their
accounts.
Mr. CAMPBELL. That's right.
Senator MCINTYRE. If they had a checking account and they had a
savings account, you are going to get 5 and put them both together.
And this is less expensive for you,too.
Mr. CAMPBELL. That's right. So I think, again, the rate of interest
is the key here. We wouldn't like to see anything less than the current
5-percent rate of interest on NOW accounts because the lower the rate
of interest the higher the cost on these accounts.
And I think it is only appropriate to observe that the balances on
personal checking accounts in commercial banks are in the $200 and
$300 average balances range because the customer is responding. In
effect, he is saying. "If you are not going to pay me any interest, I
am not going to keep a comparatively high balance with you."
So, if you pay a rate of interest on a transaction account, it has
been our experience that the customer will respond and keep a higher
balance. So, anything less than 5 percent, we would feel we would be
in a losing game. As the cost of NOW accounts would increase exponentially as the rate of interest is reduced.
On the subject of reserves, here again, there is a legal distinction,
Mr. Chairman, between a NOW account and a demand deposit account. On a NOW account, we do have the ability to put that individual on notice. On demand accounts, as I understand it, you cannot.
Senator MCINTYRE. Say that again, please.
Mr. CAMPBELL. On a NOW account or any type of transaction account, we can put that customer on notice. It doesn't happen but that
it is a distinct legal difference between a NOW account and a demand
account.
Senator MCINTYRE. Right. A NOW account is not a true demand
deposit.
Mr. CAMPBELL. That's right. So, when the Fed talks about reserves
on these accounts, he is talking about a different animal.
As far as we are concerned, we do maintain reserves with our regional Federal home loan bank in the form of liquidity. So, we cer-

336
tainly wouldn't like to set up another tier of reserves with the Federal
Reserve. NOW account funds, as you are probably aware, are very
stable. We have found the NOW account balances have grown, and
the nature of our charter requires us to put these funds into housing.
So,I think that,from the standpoint, across the Nation, where there
might be some consternation or some thought that they might go into
other than home loans,I would like to put that notion to bed.
In conclusion, Mr. Chairman,I would like to thank you for inviting
me here to give our side of the story on what we perceive to be a successful NOW account.
We think the experiment is now complete in New England, and I
don't think we should discriminate any longer between New England
and the rest of the country. And I would just like to emphasize the
rate should be at 5 percent.
Senator MCINTYRE. Thank you, Mr. Campbell.
Mr. John Donovan, vice president, Casco Bank & Trust Co.
STATEMENT OF JOHN L. DONOVAN, VICE PRESIDENT, CASCO
BANK & TRUST CO., PORTLAND, MAINE
Mr. DONOVAN. Senator McIntyre,I am John L. Donovan, vice president of Casco Bank & Trust Co., Portland, Maine.
I wish to thank the committee for accepting Senator Hathaway's
request that allows me to testify on S. 1664.
I request that my full written statement, previously submitted to the
committee, be placed in the record.
Senator MCINTYRE. Without objection,it is so ordered.
[The complete statement follows:]
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PREPARED REMARKS BY
JOHN L. DONOVAN
VICE PRESIDENT
CASCO BANK & TRUST COMPANY
PORTLAND, MAINE
RE:

S. 1664

A draft bill, To provide improved consumer deposit
services; to promote competitive balance among
financial institutions; and to enhance the effectiveness
of the Federal Reserve System."

The Subcommittee is aware that what S. 1664 proposes is to
(1) extend NOW accounts nationwide; (2) authorize the Federal Reserve
System to pay interest on reserve balances maintained at the Federal
Reserve Banks; and (3) extend the interest rate control act (Public
Law 89-597) to December 15, 1979.
During the past five months, Casco Bank and Trust Company, over
the signature of its President, John M. Daigle, has corresponded with
members of the Maine Congressional Delegation, the various Federal
banking regulators and other Senators and Representatives on each of
these major issues. Copies of this correspondence is attached and
made a part of these remarks for your edification. As a consumer and
a banker, I an gratified by the action of the Carter Administration
in addressing these major issues and I look forward to early resolution.
I am also encouraged by the stated purposes of the draft bill. I
hope that these remarks will produce legislation that will deliver on
those promises. However, I feel that S. 1664 in its present form,
and the additional bills introduced by the Chairman of the Subcommittee
on June 9th, will detract from those purposes. Furthermore, it is my
opinion, that the Subcommittee can gain valuable insight into these
issues from the experience of Casco Bank which for the past 16 months
has been living with NOW accounts as it constantly struggles to be
an effective competitor.
NOW accounts are savings accounts which earn interest, yet can
be transferred to third parties through the use of a negotiable
order of withdrawal. In brief, it is a means by which a depositor
can earn interest on his idle transaction balances yet use them with
the convenience and ease of a checking account. Our bank is greatly
concerned that legislation will be enacted which will be harmful to
the New England and especially the Maine consumer-depositor in his
use of this valuable banking service. S. 1664 will force Casco Bank,
along with other New England banks, to reduce interest on NOW accounts
from the present level of 5% to some other lower level. Sec. 104(a)
of the bill mandates that the Inter-Agency Committee set the rate on
NOW accounts at a lower rate than the rate set for regular savings
accounts. Why? This is patently unfair to the thousands of New
England bank customers who have chosen to utilize the NOW account
service in addition to the millions of potential consumers who will
never get the higher rate if Section 104(a) is enacted in its
present form.
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Since the NOW legislation became effective in March, 1976
Casco Bank has opened over 7,750 accounts. As of June 15th, these
customers were maintaining balances of almost $27.3 million. We
are continuing to open new accounts at the rate of about 50 per week
and the dollar balances are growing commensurately. If we are forced
to drop our interest rates, every percentage point reduction will
result in an aggregate annual loss of $273,000 or nearly $35.23 per
customer per year. At January 31, 1977, according to the enclosed
report of the Federal Reserve Bank of Boston, 46 financial institutions
were offering NOW accounts in Maine. These accounts were owned by
24,066 customers who held aggregate balances of $78.4 million. Each
one point reduction in interest rate would cost these customers
over $784,000 or an average of $32.58 per account per year.
The report provides similar data for all Nev England NOW account
holders. At January 31, 1977 there were 652 financial institutions
in New England with 1,376,009 NOW customers with aggregate balances
of $2.073 billion. These balances are 2.3 times larger than in
January, 1976 which indicates their enormous popularity with the
consumer public. Furthermore, what these statistics do not show is
the number of credit union share draft accounts and balances in
New England. Regrettably, this data is not available but I know that
at least 11 Maine credit unions are offering share draft accounts
right now. The interest rate reduction would effect them also.
It is difficult to grasp where there is any redeeming public
interest or "improved consumer service" in requiring 1,376,009 New
England citizens to accept a reduction in the interest rate they
receive on approximately $2.1 billion of their deposits just to placate
financial institutions who might like the idea of a legislated reduction
in one of their costs. I strongly urge that the Subcommittee amend
the sentence in Sec. 104(a) which reads "The rate ceiling established
shall be uniform for all depository institutions and shall be at a
lower rate than the rate prescribed for savings deposits at member
banks" by inserting a period after "institutions" and striking the
remainder of the sentence. By doing so, the Subcommittee will truly
"strike a blow for the consumer...nationwide".
This logically leads us to Sec. 104(b) the purported "grandfathering" of New England NOW accounts. I hope that this section
will not serve as a precedent for the grandfathers of America to
abandon their grandchildren three years after some magic date and
thereafter totally ignore any future offspring of their children.
How tragic: Sec. 104(b) should be summarily rejected by the Subcommittee.
Its only redeeming virtue is that it provides for an aggressive
advertising campaign by financial institutions for NOW accounts in
the twelve months preceeding the effective date of the legislation.
In practice, it will be unworkable to have the split rates in effect
during the three year psuedo grandfather period as financial
institutions are forced to discriminate between customers because of
timing differences or circumstances beyond the control of either the
customer or the financial institution. It is grossly unfair to foist
this kind of pointless inconvenience on the New England public and
their financial institutions to accommodate the purported needs of
financial institutions in other regions of our geographically and
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economically diverse nation.
It is obvious that the drafters of Title I of S. 1664 listened
to all special interest groups connected with the NOW account issue
save one. That is the American Public and specifically the New
England NOW account user. To my knowledge, no one asked them if
they liked the service; did they like getting the saving interest
rate on their transaction balances; and would they like to see that
rate legislatively reduced one, three or five years down the road.
I respectfully suggest to the Subcommittee that if it enacts
legislation that mandates that the maximum interest rate allowed
to be paid on NOW accounts shall be the same as the minimum rate
allowed to be paid on regular savings accounts at member banks,
then Sec. 104(b) is superflous and can be eliminated in its entirety
without harmful effects to the consumers, the financial institutions
or the prospects for enactment of S. 1664.
I firmly believe that the purpose of Title I of S. 1664 is one
of the most beneficial pieces of consumer legislation to be considered
in recent years. I recognize the controversy that it has engendered
among and between the various types of financial institutions that
serve the American public. This controversy has been fueled by
doomsayers, worst case prognosticators, special interest groups, and
the good old fashion Yankee desire to avoid incurring a cost on an
item that was formerly free. At the risk of seeming to be presumptuous,
I suggest to the Subcommittee that it can enact legislation on NOW
accounts that if it is prudently applied by the financial institutions
can answer the fears and reservations of the doomsayers, prognosticators
and old Yankees. Such legislation will result in improved consumer
deposit services, promote competitive balance among financial
institutions, and cause many of those financial institutions to
adequately value their own public service. It will not cause Congress
to be a price fixer. Prices will still be set by local market conditions and the institution's own desire to be competitive and profitable.
The validity for this position has been demonstrated by Phase II of
the New England experiment.
I would strongly urge you to consider legislation which would
establish a minimum balance requirement to be phased down over time,
rather than a low interest rate as set in Sec. 104(a). The reason
for this is related to the economics inherent in "pricing" NOW accounts.
Obviously, the basic economics of such pricing involves the
development of a price structure which produces a total "cost of funds"
which is lower than the investment rate by an adequate spread. In the
case of NOW accounts, there are two elements of cost. One is totally
variable with the size of the deposit in a given account; namely, the
amount of interest. The other is relatively fixed regardless of the
size of the account; namely, the activity cost. If anything, the latter
cost varies inversely with the size of the account since larger deposit
accounts have less check activity than smaller accounts.
For example, at Casco Bank we have found that a "personal
transaction balance" account averages about 14 items a month. Assuming
the cost to the bank is 15 per item paid ($2.10 for activity) and a
maintenance cost is $1.25 a month, this activity results in monthly
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costs of $3.35, or $40.00 per year. The following chart shows
"true annual cost of funds" for a $1,000 average balance with such
average activity, based on varying interest rates.

Rate

Interest
Cost

Activity
Cost

2.5%
3.0
4.0
5.0

$25.00
30.00
40.00
50.00

$25.00
25.00
25.00
25.00

Maintenance
Cost
$15.00
15.00
15.00
15.00

Total
Cost
$65.00
70.00
80.00
90.00

Effective
Cost
6.50%
7.00
8.00
9.00

However, if the average balance is $3,500, the true cost of the
funds is 3.64% at a 2.5% annual interest rate and 6.14% at a 5% annual
interest rate. Thus, legislation which fixes a low initial interest
rate for NOW's introduces another very challenging variable to the
pricing process. Not only will the interest cost component vary
depending on the average balance, it would also vary as banks increase
their rate in the future as permitted by legislation or regulation.
As a result, a bank wishing to make a wise initial pricing decision is
faced with a dilemma, given the power to establish activity charges
and minimum balance requirements: Does it establish a pricing structure
that results in a cost of funds it can live with today, or one that it
can live with when the authorized interest rate is at some higher
level in the future? Does a bank opt for an initial cost of 6.50%,
even though future competitive pressures could force it to become 9%;
or does it opt for an ultimate cost of 6.14%, resulting in an initial
cost of 3.64% which may be uncompetitive in the marketplace? If banks
generally opt for the former strategy, a likely possibility, then
pressure on bank porfits is transferred away from today but will
inevitably occur when the legal interest rate reaches its ultimate level.
In short, I believe that a low initial interest rate mandate would
result in underpricing of item costs and the establishment of unduly
low minimum balance requirements, an error made by the banks in
Massachusetts even with the authority to pay 5% interest.
If anything has been learned from the New England NOW experiment,
it is that the key pressures on bank profitability from NOW accounts
comes from the absence of activity charges and/or the lack of minimum
balance requirements. For example, in Massachusetts, which was Step I
of the NOW experiment, the banks and thrifts were pricing NOW's
without any experience. Thus, the average NOW account balance in
January 1976, when very few banks and thrifts had minimum requirements,
was $1,092. With probably annual fixed costs of $40 per year
attributable to activity, which represent 3.66% of this average balance,
the total funds cost before reserve requirements was 8.66%. This is
obviously a highly unprofitable level. In the case of Massachusetts
mutual savings banks, which were even more inclined to promote "totally
free" NOW's, the average balance per account was $893, producing an
activity cost component of 4.48% and a total of 9.48%.
However, Maine banks, which were part of Step II of the experiment,
were mindful of the pricing errors by Massachusetts banks, and more
typically established a minimum requirement. In our case, a minimum
requirement of $250 has produced an awrage NOW account balance of
$3,500 which I believe is similar to other Maine banks and thrifts.
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The same $40 sum as assumed above produces a cost component of 1.14%,
or more than 21
/
2 percentage points below Massachusetts.
Returning to the earlier example, and assuming that the only
difference is that a service charge is applied to an account when
the balance. falls below a minimum during any month, the bank can
recapture some, all or more than its fixed costs depending on how the
service charges are priced. Thus, if the account went below the
minimum balance in all 12 months and the activity charges were priced
at the break even level, the effective cost of the funds would be the
interest cost.
There are numerous benefits to including a minimum balance
provision which would phase out in time, in the proposed legislation, and
not including an artifically low initial interest rate level for
NOW's. First, Congress and the bank regulators do not have to
wrestle with the "different interest rates in different parts of the
country" question. Secondly, the consumer benefits from obtaining
an interest rate nearer the market rather than being forced to accept
an artificially mandated lower rate to protect bank profitability.
Thirdly, the consumer pays for his use of the service in a fair manner.
Fourthly, the minimum balance requirement is analagous to existing
minimum balance requirements on certain time accounts. Fifthly, banks
will be required to price the service at its highest true effective
cost rather than an artificially lower cost which will increase when
protective wraps are removed at a later date. Sixthly, this proposal
is procompetitive because banks may set their own charges in a free
market dependent upon individual circumstances, may set higher minimum
balances, and may if desired pay lower interest rates than the ceiling.
Finally, the banks will be able to control their costs and thus protect
their profits while offering the public a needed and desired service.
I would like to make one final point which is inferred from the
above information. There is a tendency to lean on the Massachusetts
data as a means of drawing conclusions from the so-called "New England
Experiment." However, as noted, the Massachusetts experience was
only "Step I" in that experiment. The banks in-that state priced NOW
accounts without any benefit of experience since it was a brand new
activity. Their experience was highly visible by the time the
experiement was extended to other New England states, and this resulted
in more rational pricing decisions in those states as is evident from
the Maine situation. There is considerable reason to expect this to
happen in other parts of the United States because I know from many
conversations with bankers outside New England that there is a great
"fear syndrome" surrounding NOW's. This in itself should lead to a
more rational pricing approach. However, that rationality could well
be skewed if the interest rate is initially limited to a level well
below the current market since it leads to a false security in pricing
decisions and a tendency to pay less attention to the all-important
item charges and minimum balance requirement than would otherwise be
the case.
If S. 1664 were amended to require a minimum balance provision in
addition to maintaining a uniform rate on NOW accounts at the member
bank savings rate, it would obviate the need of Sec. 104(b), and could
even assist New England banks in improving their profitability.
In regards to Title II of S. 1664 I have only one suggestion.
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Undoubtedly the Committee will be subjected to seemingly endless
harangues concerning the carrot and stick offer of uniform reserve
requirements, Sec. 201(a) and the permissive provision for maintaining
interest earning reserves on NOW accounts at the District Federal
Reserve Bank (Sec. 202(b).).
I can appreciate the desirability of permitting the payment of
interest on reserve balances. While it would be inappropriate to
force membership by a state-chartered bank in The Federal Reserve
System, it is clearly desirable that the number of such banks which
become or remain a Fed member be maximized to permit the most effective
implementation of monetary policy.
This bank, from its inception in 1933, has never been a member
of the Federal Reserve System. However, there would be a very strong
motivation for us to do so if interest were paid on reserve balances.
I believe similar motivations would apply to many other banks either
to join, rejoin, or remain a member of the System, if the legislation
were approved.
In order to quiet the critics of the potential for mandatory Fed
membership and defenders of the status quo, I suggest that you amend
Sec. 202(a)(2) to permit both the member bank and the District Federal
Home Loan Bank to pass through to its depositing financial institution
the interest it earns on these segregated accounts at the District
Federal Reserve Bank. Perhaps they could be held in a special NOW
account for financial institutions.
Turning to Title III of S. 1664 I must confessto total frustration
as commercial banks are again stalled on rate equality in the consumer
market. Before you vote on this legislation, I would like you to
consider several facets of the contemporary banking scene that make the
interest rate differential issue of present urgent concern to thousands
of Maine citizens and to the commercial banks which seek to serve them.
Furthermore, since the major import of S. 1664 is to extend to
the nation's thrift industry what are effectively checking powers, it is
timely that the Congress seriously address the elimination of the
grossly inequitable interest rate differential presently contained in
P. L. 89-597.
Summary of Issues
In the paragraphs which follow, we will attempt to address the
key issues which we believe should lead to the conclusion that rate
inequality is inconsistent with the broad public interest, that its
impact is especially obtrusive within the State of Maine, and that
it should be eliminated. A summary of these issues is as follows:
1) Rate inequality has a harmful effect on financial consumers
in that it deprives them of options and reduces their interest income
substantially. In Maine, the potential income lost by savings and time
deposits aggregates $3,143,000.
2)- Rate inequality is damaging to the ability of commercial banks
to retain their market share of deposits, especially where thrift
institutions have checking account powers, since they (commercial banks)
are forced by law to offer their services at a 5% price disadvantage.
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deposit service
3) Rate inequality has brought about an array of
demands for
variations which have created public confusion and led to
more new regulations in the area of "Truth-In-Savings."
4) The Maine Legislature has concluded that rate inequality
is inconsistent with the public interest in this State.
5) S. 1664 offers an excellent vehicle for the elimination of
the interest rate differential, at least in Maine, if not in all of
New England. In fact, I would suggest that the bill be amended to
require interest rate equality in all states and adjacent markets
in which thrift insitutions control more than 50% of the total deposits
in the state at December 31, 1976.
Harmful Effect on Consumers
Given the condition of Maine's economy, I suppose that any
Legislator would be willing to foster a program which results in public
benefit at no expense to the government. In this case, because of
the interest rate differential, depositors at Maine's commercial banks
are being deprived of 1/4 of 1% interest on consumer deposits amounting
to $1.26 billion at December 31, 1976. That quarter of a point is
worth almost $3,143,000 to Maine depositors.
Furthermore, there are sixty-eight towns in Maine (list attached)
that do not have thrifts but do have commercial banks, and the citizens
of these towns and the abutting rural areas have no choice at all,
except at the inconvenience of doing their banking out of town. Surely
these people are entitled to receive as high an interest rate on their
savings dollars as that available in other communities. Only two
communities in Maine, Harrison and Cumberland, have a thrift institution
but no commercial bank.
While it could be argued that not all commercial banks would have
paid the highest legal rate, the point is that commercial banks could
not pay it even if they were so inclined, and only Congress can
remedy that. I believe that the majority of the banks in Maine would
pay the higher rate, and competitive pressures would be on them to do so.
This bank alone services over 72,000 consumer savings deposit
customers, a great many of whom are not conveniently located near a
thrift institution. Even within the more metropolitan areas, commercial
bank branches are located more conveniently to certain neighborhoods
than are thrift institutions. In Portland, for instance, our Woodfords,
Deering, Commercial St., and West End offices are located more
advantageously to certain workers and neighborhoods than the thrifts.
I am certain that if these people were polled, they would massively
support Congresstional action to permit us to pay them the 5% increase
in their interest income which the 1/4% addition would represent.
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The traditional argument that thrift institutions need protection
in order to support the residential mortgage market has no bearing
in Maine. There is substantial evidence that Maine's commercial
banks have supported the residential mortgage markets in the State.
This bank alone has expanded its residential mortgage portfolio
substantially in the past several years and has been a leader in
reducing residential mortgage rates. Our residential portfolio has
increased by 57% in the past two years. Our lending rate was reduced
last summer and the previous summer well before similar action by
thrift institutions, and we have been deeply involved in the "Freddy
Mac" program as well as in rendering support to the Maine Housing
Authority. It is our intention to continue to serve this market need,
and our capacity to do so is governed largely by our ability to win
a fair share of Maine's consumer time deposit market.
Damage to Commercial Banks
At today's rates, the 1/4 of 1% differential between 5% and 51
/
2%
means a 5% advantage in price which the thrift institutions can pay
in the market place for their investment in raw materials, namely,
deposits. This is analogous to Congress passing a law restricting one
potato processor to a raw product price that is only 95% of what its
competitor in the same geographic market can pay. You can readily
assume that the farmer who is earnings conscious and has access to
either processor will sell at the higher price. The disadvantaged
processor will eventually lose, as will the farmer who does not have
easy access to the advantaged processor.
I suggest that this is what is happening in the Maine deposit
market. For myriad reasons, the user of deposit services understandably
has become earnings conscious and will continue to be in the forseeable
future. Not only that, but he also has demonstrated an eagerness
to move his deposit dollars for rates. For the thrifty Maine citizen,
especially one living on a fixed income, a 5% increase in income is not
inconsiderable.
Enclosed are three tables showing the history of total, demand
and time deposits in the State of Maine for the last 10 years. These
charts were prepared by this bank from the official condition reports
that all banks and savings and loans filed with the banking regulatory
agencies.
The demand and time deposits tables are components of total deposits,
and are provided to show that the major change in this period was in the
time deposits which earn a return for the depositor. In fact, if
commercial banks during most of this time had not had exclusive checking
account privileges, the story would be a disaster. As you know, in
Maine since October 1, 1975, both commercial and thrift banks are
competing for personal checking accounts, so now commercials are at a
greater disadvantage.
On the Total Deposit Table, the first observation is the over
twofold growth in the total market from $1,874 million to $4,367 million in
the period. The second point is that in 1967 commercial banks had
52.86% of the total deposits. By December 31, 1976, that share had
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t market
declined to 49.39%, a loss of 3.47% i markeL share.
share decline means that commercial banks lost $150 million of the
total deposit market during that period. Clearly, the lost market
share occurred solely because commercial banks cannot pay the same
price for deposits and this conclusion is especially evident when you
consider that Maine commercial banks have significantly more banking
offices than do the thrifts. Now that the thrift industry has demand
deposit privileges, the rate at which commercial banks lose market
share in Maine will increase. Moreover, the thrifts are opening new
branches rapidly in the State as a result of the new statewide branching
laws, and this will exacerbate the problem.
r•

If a $150 million deposit bank was lost, there would be great
consternation. Stated differently, this sum of lost deposits is about
equal to the combined total deposits of the ten smallest of the
eighteen unaffiliated banks in the State. In addition, that lost
deposit base means approximately $100 million of loans were not
available theoretically to finance Maine businesses, farmers and
individuals to stimulate the State's economy. Also another $35 million
was not available theoretically for investment in securities, including
the issues of the State of Maine and its municipalities. These lost
opportunities cannot be recovered, but the erosion in market share can
be arrested with rate equality.
Confusing Array of Services
Rate inequality has spawned another series of problems which we
understand have been a focus of Congressional investigation under the
headline "Truth-In-Savings." Understandably, certain Congressional
leaders are concerned about the confusion being inflicted on financial
consumers by the great array of savings interest calculation systems
and promotional devices being presented to the public by the various
elements of the banking industry. In rapid-fire succession over the
past several years commercial banks have attempted to invent new
methods of calculating interest or offering premiums that are consistent
with increasingly complex regulations, and yet which give an individual
bank even a temporary marketing advantage over a competing thrift
institution. Ultimately, of course, these new methods have been matched
by thrift institutions, but the original offeror gains a temporary
advantage. This propensity on the part of individual commercial banks
is consistent with the time-honored American enterprise desire to
"invent a better mouse trap," and has helped the commercial banks to
avoid even larger market share losses. But the result, where "better"
services must be consistent with highly restrictive and complex
regulations, has been to produce a "pricing" system on bank savings
and time deposits which defies the ability of financial consumers to
assimilate. Daily or "continuous" compounding, interest prepayment
terms, television sets, or even automobiles, in return for long-term
deposit commitments, premium inducements, and a deluge of other service
offerings have abetted the problem which stimulates Congressional
concern for "Truth-In-Savings."
The root cause of the problem, however, is not the tendency of
banks toward dishonesty, and it will not be resolved by new regulations
which create additional costs for society to bear; regulations which
would undoubtedly serve to create further confusion. Rather, I believe,
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the root cause is the basic rate inequality inherent in current
legislation which has forced commercial banks to employ all legal
devices in order to defend their own market position; and their
key motive, even though confusion has resulted, has been to maximize
the equivalent interest return available to their depositors, not
to obfuscate. Elimination of rate inequality in Maine or New England
is a preferred step toward eliminating this confusion, rather than a
new series of "Truth-In-Savings" regulations which would in the final
analysis create more Federal bureaucracy and serve further to thwart
the ability of individual banks to be competitive.
More importantly, if "Truth-In-Savings" concerns are to be directed
at the integrity of bank advertising practices, they must with even
greater vigor be directed at the inherent integrity of legislation
mandating rate inequality. Both issues relate to the fair and honorable
treatment of consumers.
Maine Legislature
In enacting an Omnibus Banking Bill in its last session, which
gave checking account powers to thrifts, the Maine Legislature was
mindful of and concerned about the rate inequality issue. When the
revised code was enacted, the 107th Legislature recognized this and
recognized what changes they had brought to the Maine banking scene.
Therefore, in a joint resolution, they petitioned the Federal Banking
Agencies and Congress to permit rate equality in Maine. This position
was earnestly supported by State Bank Regulatory Authorities, and no
opposition was expressed by the thrift industry in Maine. Unfortunately,
the Resolve was lost in the debate over P. L. 93-501 and the transferral
to the Congress of veto power over deposit interest rates. However,
your fellow citizens, through their Legislature, have assessed this
situation in Maine and concluded that the public interest here would
be served by eliminating the rate differential.
I can only urge Congress to take the initiative in this bill and
eliminate the rate differential and thus truly respond to the promises
in the preamble: "To provide improved Consumer deposit services; to
promote competitive balance among financial institutions; and to enhance
the effectiveness of the Federal Reserve System".
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February 7, 1977

The Honorable David F. Emery
House of Representatives
Washington, D. C. 20515
Dear Congressman Emery:
On March 1, 1977, the Interest Rate Control Act, P. L. 93-501,
will expire. That law, among other things, requires the Federal
Banking Agencies to maintain a 1/4 of 1% interest rate
differential between the rates that commercial bank depositors
are allowed to receive as opposed to those of thrift institutions.
Recently, Representatives St. Germain and Reuss introduced
H. R. 1901 to extend the rate control law and make certain other
changes in the banking laws. Before you vote on this legislation,
I would like you to consider several facets of the contemporary
banking scene that make the interest rate differential issue of
present urgent concern to thousands of Maine citizens and to the
commercial banks which seek to serve them.
Summary of Issues
In the paragraphs which follow, we will attempt to address the key
issues which we believe should lead to the conclusion that rate
inequality is inconsistent with the broad public interest, that its
impact is especially obtrusive within the State of Maine, and that
it should be eliminated. A summary of these issues is as follows:
1) Rate inequality has a harmful effect on financial consumers
in that it deprives them of options and reduces their interest income
substantially. In Maine, the potential income lost by savings and
time depositors aggregates $2,750,000.
2) Rate inequality is damaging to the ability of commercial
banks to retain their market share of deposits, especially where
thrift institutions have checking account powers, since they
(commercial banks) are forced by law to offer their services at a
5% price disadvantage.
3) Rate inequality has brought about an array of deposit
service variations which have created public confusion and led to
demands for more new regulations in the area of "Truth-In-Savings."
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4) The Maine Legislature has concluded that rate inequality
is inconsistent with the public interest in this State.
5) The 1973 "wild card" regulations permitting equal rate
competition on longer term deposits, subsequently repealed, built
deposits into the base of commercial banks which will mature in
1977 and produce a sudden outflow of deposits as these depositors
seek higher rates now available at thrift institutions.
6) The St. Germain-Reuss Bill, H. R. 1901, offers an excellent
vehicle for the elimination of the interest rate differential, at
least in Maine, if not in all of New England.
Harmful Effect on Consumers
Given the condition of Maine's economy, I suppose that any Legislator
would be willing to foster a program which results in public benefit
at no expense to the government. In this case, betause of the
interest rate differential, depositors at Maine's commercial banks
are being deprived of 1/4 of 1% interest on consumer deposits
amounting to $1.1 billion at March 30, 1976. That quarter of a
point is worth almost $2,750,000 to Maine depositors.
Furthermore, there are sixty-eight towns in Maine (list attached)
that do not have thrifts but do have commercial banks, and the
citizens of these towns and the abutting rural areas have no
choice
at all, except at the inconvenience of doing their banking out
of
town. Surely these people are entitled to receive as high
an interest
rate on their savings dollars as that available in other communitie
s.
Only two communities in Maine, Harrison and Cumberland
, have a thrift
institution but no commercial bank.
While it could be argued that not all commercial banks would
have
paid the highest legal rate, the point is that commercial
banks
could not pay it even if they were so inclined, and only Congress
can remedy that. I believe that the majority of the banks
in Maine
would pay the higher rate, and competitive pressures would
be on
them to do so.
This bank alone services 71,819 consumer savings deposit
customers,
a great many of whom are not conveniently located near
a thrift
institution. Even within the more metropolitan areas,
commercial
bank branches are located more conveniently to certain
neighborhoods
than are thrift institutions. Here in Portland, for
instance, our
Woodfords, Deering, Commercial St., and West End offices
are located
more advantageously to certain workers and neighborho
ods than the
thrifts. I am certain that if these people were polled,
they would
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massively support Congressional action to permit us to pay them
the 5% increase in their interest income which the 1/4% addition
would represent.
The traditional argument that thrift institutions need protection
in order to support the residential mortgage market has no bearing
in Maine. There is substantial evidence that Maine's commercial
banks have supported the residential mortgage markets in the State.
This bank alone has expanded its residential mortgage portfolio
substantially in the past several years and has been a leader in
reducing residential mortgage rates. Our residential portfolio
has increased by 57% in the past two years. Our lending rate was
reduced last summer and the previous summer well before similar
action by thrift institutions, and we have been deeply involved
in the "Freddy Mac" program as well as in rendering support to the
Maine Housing Authority. It is our intention to continue to serve
this market need, and our capacity to do so is governed largely by
our ability to win a fair share of Maine's consumer time deposit
market.
Damage to Commercial Banks
At today's rates, the 1/4 of 1% differential between 5% and 54%
means a 5% advantage in price which the thrift institutions can
pay in the market place for their investment in raw materials,
namely, deposits. This is analogous to Congress passing a law
restricting one potato processor to a raw product price that is
only 95% of what its competitor in the same geographic market can
pay. You can readily assume that the farmer who is earnings
conscious and has access to either processor will sell at the
higher price. The disadvantaged processor will eventually lose,
as will the farmer who does not have easy access to the advantaged
processor.
I suggest that this is what is happening in the Maine deposit market.
For myriad reasons, the user of deposit services understandably has
become earnings conscious and will continue to be in the foreseeable
future. Not only that, but he also has demonstrated an eagerness
to move his deposit dollars for rates. For the thrifty Maine
citizen, especially one living on a fixed income, a 5% increase in
income is not inconsiderable.
Enclosed are three tables showing the history of total, demand and
time deposits in the State of Maine for the last 91
/
2 years. These
charts were prepared by this bank from the official condition reports
that all banks and savings and loans file with the banking regulatory
agencies.
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The demand and time deposits tables are components of total
deposits, and are provided to show that the major change in this
period was in the time deposits which earn a return for the
depositor. In fact, if commercial banks during most of this time
had not had exclusive checking account privileges, the story would
be a disaster. As you know, in Maine since October 1, 1975, both
commercial and thrift banks are competing for personal checking
accounts, so now commercials are at a greater disadvantage.
On the Total Deposit Table, the first observation is the over twofold growth in the total market from $1,874 million to $4,153
million in the period. The second point is that in 1967 commercial
banks had 52.86% of the total deposits. By June 30, 1976, that
share had declined to 49.58%, a loss of 3.28% in market share.
That market share decline means that commercial banks lost $136
million of the total deposit market during that period. Clearly,
the lost market share occurred solely because commercial banks
cannot pay the same price for deposits and this conclusion is
especially evident when you consider that Maine commercial banks
have significantly more banking offices than do the thrifts. Now
that the thrift industry has demand deposit privileges, the rate
at which commercial banks lose market share in Maine will increase.
Moreover, the thrifts are opening new branches rapidly in the State
as a result of the new statewide branching laws, and this will
exacerbate the problem.
If a $136 million deposit bank, which is the approximate size of
Northern National Bank in Presque Isle, was lost, there would be
great consternation. Stated differently, this sum of lost deposits
is about equal to the combined total deposits of the ten smallest
of the eighteen unaffiliated banks in the State. In addition, that
lost deposit base means approximately $95 million of loans were not
available theoretically to finance Maine businesses, farmers and
individuals to stimulate the State's economy. Also another $37
million was not available theoretically for investment in securities,
including the issues of the State of Maine and its municipalities.
These lost opportunities cannot be recovered, but the erosion in
market share can be arrested with rate equality.
Confusing Array of Services
Rate inequality has spawned another series of problems which we understand have been a focus of Congressional investigation under the
headline "Truth-In-Savings." Understandably, certain Congressional
leaders are concerned about the confusion being inflicted on financial
consumers by the great array of savings interest calculation systems
and promotional devices being presented to the public by the various
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elements of the banking industry. In rapid-fire succession over
the past several years commercial banks have attempted to invent
new methods of calculating interest or offering premiums that are
consistent with increasingly complex regulations, and yet which
give an individual bank even a temporary marketing advantage over
a competing thrift institution. Ultimately, of course, these new
methods have been matched by thrift institutions, but the original
offeror gains a temporary advantage. This propensity on the part
of individual commercial banks is consistent with the time-honored
American enterprise desire to "invent a better mouse trap," and has
helped the commercial banks to avoid even larger market share losses.
But the result, where "better" services must be consistent with
highly restrictive and complex regulations, has been to produce
a "pricing" system on bank savings and time deposits which defies the
ability of financial consumers to assimilate. Daily or "continuous"
compounding, interest prepayment terms, television sets, or even
automobiles, in return for long-term deposit commitments, premium
inducements, and a deluge of other service offerings have abetted the
problem which stimulates Congressional concern for "Truth-In-Savings."
The root cause of the problem, however, is not the tendency of.banks
toward dishonesty, and it will not be resolved by new regulations
which create additional costs for society to bear; regulations which
would undoubtedly serve to create further confusion. Rather, I
believe, the root cause is the basic rate inequality inherent in
current legislation which has forced commercial banks to employ all
legal devices in order to defend their own market position; and their
key motive, even though confusion has resulted, has been to maximize
the equivalent interest return available to their depositors, not
to obfuscate. Elimination of rate inequality in Maine or New England
is a preferred step toward eliminating this confusion, rather than
a new series of "Truth-In-Savings" regulations which would in the
final analysis create more Federal bureaucracy and serve further to
thwart the ability of individual banks to be competitive.
More importantly, if "Truth-In-Savings" concerns are to be directed
at the integrity of bank advertising practices, they must with even
greater vigor be directed at the inherent integrity of legislation
mandating rate inequality. Both issues relate to the fair and
honorable treatment of consumers.
Maine Legislature
In enacting an Omnibus Banking Bill in its last session, which gave
checking account powers to thrifts, the Maine Legislature was mindful
of and concerned about the rate inequality issue. When the revised
code was enacted, the 107th Legislature recognized this and recognized
what changes they had brought to the Maine banking scene. Therefore,
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in a joint resolution, they petitioned the Federal Banking Agencies
and Congress to permit rate equality in Maine. This position was
earnestly supported by State Bank Regulatory Authorities, and no
opposition was expressed by the thrift industry in Maine. Unfortunately,
the Resolve was lost in the debate over P. L. 93-501 and the transferral
to the Congress of veto power over deposit interest rates. However,
your fellow citizens, through their Legislature, have assessed this
situation in Maine and concluded that the public interest here would
be served by eliminating the rate differential.
"Wild Card" Deposits
There is an urgency to this letter. In the summer of 1973, during
a period of rapidly escalating interest rates, the Federal Banking
Agencies eliminated ceilings on interest rates in the four to six
year maturity range. For a brief period, there was equality in the
market place and commercial banks placed long-term deposits on their
books at competitive rates. These so-called "wild card" deposits
begin to mature in August 1977. If commercial banks are not able
to bid competitively (i.e., with equal rates) to retain these deposits,
these depositors, who have already demonstrated their rate consciousness, will move to the thrifts. At the very least, commercial banks
will suffer a disruption in the flow of funds for loans and investments,
and some otherwise worthy credit seekers will be closed out of the
market. In addition, depositors who are impelled to move their
accounts for the higher rate, but would otherwise prefer the service
of their existing commercial bank, will be inconvenienced. At Casco
alone, there are over $5,000,000 of "wild card" deposits.
The St. Germain-Reuss Bill, H.R. 1901
The St. Germain-Reuss Bill, H. R. 1901, proposes to extend the NOW
account "experiment" to New York, New Jersey and Pennsylvania on
the strength of the successful legislative experiment of a year ago
which authorized NOW accounts in Maine, Vermont, Rhode Island and
Connecticut. That experiment of a year ago was clearly the result
of the leadership efforts of the Maine delegation, particularly
Senator Hathaway.
The substantial public response to this imaginative legislative
effort is well documented in the banking statistics of each of those
states and is summarized on the attached.
Focusing on the public response at Casco Bank, we now have over 6,500
NOW accounts at Casco, the majority of which were previously users
of Casco checking and savings services. le% of our present total
time and savings accounts would not have been legal at the end of 1975.
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Insofar as this very large shift represents the results of individual
decisions by consumers, it gives strong evidence of the public support
for innovative action by Congress to permit prudent experimentation
with new banking services.
Finally, as with the case of NOW accounts in New England, the data
accumulated in Maine or New England evidencing the consumer response
to elimination of the interest rate differential and data demonstrating
the impact on the banks of those states, will furnish critical
evidence with which to assess the desirability of extension of this
authority to still larger areas of the country. Such experimentation
with resulting data can contribute much to a more informed evaluation
of the various "Financial Institutions Acts" which are still before
the Congress.
Conclusion
The St. Germain-Reuss Bill as currently written proposes to extend
the successful NOW account experiment authorized for all of New England
only a year ago, with results that can only be assessed as stunningly
successful. Accordingly, the St. Germain-Reuss Bill, H. R. 1901,
properly amended to eliminate the 1/4% interest rate differential in
Maine, if not in all of New England, offers an exceptionally timely
and appropriate vehicle to continue the innovative efforts of the
Maine Congressional delegation to update and upgrade Federal banking
legislation.
I feel certain that if the Maine delegation publicly supported rate
equality for its citizens, the Federal Banking Agencies, which have
the power to set different rates in different geographic markets
(although subject to Congressional approval) would be inclined to
"experiment" in New England, all of which states face similar
competitive practices, or at the least in Maine. Can the Maine
commercial banks and their customers rely on you for support in this
endeavor?
For your information, this identical letter is being sent to the other
members of the Maine delegation. Also, a copy and the enclosures are
being sent to Senators Proxmire and McIntyre, Representatives Reuss
and St. Germain, and the Federal Banking Agencies.
Thank you for the time you have spent on this lengthy letter. I hope
that its contents will assist you when you consider H. R. 1901 and induce
you to take action well before it is put in final form, to make visible
to your colleagues the special situation which exists in the State of
Maine. If you or any member of your staff desires further information
or documentation of the facts we have presented, please call on me.
Very truly yours,

jiVID:rM

John M. Daigle
President
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The Honorable William D. Hathaway
United States Senate
Washington, D. C. 20510
Dear Senator Hathaway:
I did greatly appreciate receiving a copy of Chairman Burns'
letter to you concerning legislation to permit the payment of
interest on reserve balances.
Mr. Burns indicated in his letter that the reserve interest
proposal is part of a balanced package which includes the authority
for nationwide NOW accounts. It is my understanding that the tiein of these two proposals is related to the desirability of
balancing the "cost" to the U. S. Treasury of paying interest on
reserve balances against a return of dollars to the U. S. public
through the payment of interest on NOW accounts. I can understand
the appropriateness of this connection.
I can also appreciate the desirability of permitting the payment of interest on reserve balances. While it would be inappropriate to force membership by a state-chartered bank in The Federal
Reserve System, it is clearly desirable that the number of such
banks which become or remain a Fed member be maximized to permit
the most effective implementation of monetary policy.
While this bank, from its inception in 1933, has never been
a member of the Federal Reserve System, there would be a very
strong motivation for us to do so if interest were paid on
reserve balances. I believe similar motivations would apply to
many other banks either to join, rejoin, or remain a member of
the System, if the legislation were approved.
On the other hand, I am terribly concerned about another
element of Mt. Burns' proposal as it relates to bank customers
and banks in Maine and New England. That is, the interest rate
which will be permitted on NOW accounts in this area of the country.
Mt. Burns' letter to you indicates that in the near future,
he will explain his views on the matter of interest rate ceilings
on nationwide NOW accounts, although he points out that it should
be lower than the prevailing level in New England. My concern is
that the proposed legislation will force this bank, along with
other New England banks, to reduce its interest on NOW accounts
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any other lower level. While many banks in New
this idea of a legislated reduction in their
very unfair to the thousands of bank customers
utilize the NOW account service.

Since the NOW legislation which you sponsored late in 1975,
giving us authority to offer NOW accounts, became effective in
March 1976, we have opened 7,095 such accounts. As of yesterday,
these customers were maintaining total dollar balances amounting
to over $26 million. We are continuing to open new accounts at
the rate of about 50 per week, and the dollars are growing
commensurately.
If we are forced to drop our interest rate from 5% to 211%,
the aggregate annual loss of income to our NOW customers will be
$650,000., or an average of nearly $92 per year per customer.
At the end of December 1976, according to the enclosed report
published by the Federal Reserve Bank of Boston, there were 45
financial institutions offering NOW accounts in Maine, and virtually
all of them were paying the legal maximum 5% rate. On that date,
these banks had 22,166 NOW account customers with aggregate dollar
balances of $72.3 million. Forced reduction of the rate to 2/
1
2%
would reduce the annual total interest being paid to these customers
by $1,807,500., or an average of $81.54 per customer per year.
Similar figures to those quoted above for all New England
states are shown on the attachments. At December 31, 1976, there
were 659 financial institutions in New England with 1,346,774 NOW
customers who had aggregate balances of $2.025 billion. This
latter sum represents an increase of 141% from the $839 million
at the end of 1975, indicating the enormous growing popularity of
this service.
It is very difficult for me to grasp why there is any redeeming
validity to requiring a halving of the interest rate now being paid
to 1,346,774 New England citizens on over $2 billion of their
deposit dollars. While it may be true that some of these customers
would shift these dollars to another interest bearing service or
instrument, a great many of them would not. Moreover, it seems
pointless to foist this kind of inconvenience on the New England
public through legislation designed to accommodate the needs of
other regions of our geographically diverse nation. The problem
would be magnified by the disruption caused individual banks as
a result of such possible dollar shifts.
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I can fully understand and concur with the desirability of
a nationwide NOW account authority for all U. S. banks. The
New England experience demonstrates it to be a highly desired
bank service from the depositors' viewpoints. I can even
appreciate that there are undoubtedly good reasons to approve a
lower initial interest rate in sections of the country other than
New England. But if there is to be a lower rate in the nationwide
NOW legislation, New England should clearly be exempted, and banks
here should not be forced to reduce the interest they are currently
paying thousands of people by the rather massive sum of over
$50 million, or any other amount, annually.
I know of your concern for these issues, which was manifest
in the instrumental role you played in bringing NOW account
powers to Maine banks, and I greatly appreciate this opportunity
for added input to your office.
Very truly yours,

John M. Daigle
President
kb
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TELEPHONE (207) 774-8221

May 18, 1977

Dr. Arthur F. Burns
Chairman. Board of Governors
Federal Reserve System
Washington, D. C. 20551
Dear Chairman Burns:
We have been in touch with Senator Bill Hathaway to express
our concern in connection with Impending proposals for
nationwide NOW account legislation. A copy of our letter
to the Senator is enclosed and, as you can see, we are eager
to retain our authority to pay at least 5% on the NOW
deposits of our customers. I believe there is a strong public
mandate for this, not only from our 7,095 NOW customers, but
also from the 1,346.774 New England citizens who are currently
enjoying the benefits of the 5% rate on over $2 billion in
deposits.
On the other hand. I can understand the concerns you have
with respect to the shape of forthcoming legislative
proposals, and would like to offer some suggestions. In
doing so, I hope not to be presumptuous, but would rather
hope that the view from up here in the 'pucker brush" is not
totally without merit and may provide some helpful input.
First of all, I would strongly urge you to consider legislation
which would establish a minimum balance requirement to be
phased down over time, rather than a law interest rate to be
phased up over time. The reason for this is related to the
economics inherent in *pricing' NOW accounts.
Obviously, the basic economics of such pricing involves the
development of a price structure which produces a total "cost
of funds" which is lower than the investment rate by an adequate
spread. In the case of NOW accounts, there are two elements
of cost. One is totally variable with the size of the deposit
in a given account; namely, the amount of interest. The other
is relatively fixed regardless of the size of the account;
namely, the activity cost. If anything, the latter cost varies
inversely with the size of the account since larger deposit
accounts have less check activity than smaller accounts.
For example, we have found that a "personal transaction balance"
account averages about 14 items a month. Assuming the cost
to the bank is 15C per item paid ($2.10 for activity) and a
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maintenance cost is $1.25 a month, this activity results in
monthly costs of $3.35, or $40.00 per year. The following
chart shows 'true annual cost of funds" for a $1.000 average
balance with such average activity, based on varying interest
rates.
Rate
2.9%
3.0
4.0
5.0

Interest
Cost
$25.00
30.00
40.00
50.00

Activity
Cost
$25.00
25.00
25.00
25.00

Maintenance
Cost
$15.00
15.00
15.00
15.00

Total
Cost
$65.00
70.00
80.00
50.00

Effective
Cost
6.50%
7.00
8.00
9.00

However, if the average balance is $3,500, the true cost of
the funds is 3.64% at a 2.9% annual interest rate and 6.14%
at a 9% annual Interest rate. Thus, legislation which fixes
a low Initial interest rate for NOW's introduces another very
challenging variable to the pricing process. Not only will
the interest cost component vary depending on the average
balance, it would also vary as banks increase their rate in
the future as permitted by the legislation. As a result,
a bank wishing to make a wise initial pricing decision is
faced with a dilemma, given the power to establish activity
charges and minimum balance requirements: Does it establish
a pricing structure that results in a cost of funds it can
live with today, or one that it can live with when the authorized
interest rate is at some higher level in the future? Does a
bank opt for an initial cost of 6.50%, even though future
competitive pressures could force it to become 9%; or does it
opt for an ultimate cost of 6.14%, resulting in an initial
cost of 3.64% which may be uncompetitive in the marketplace?
If banks generally opt for the former strategy, a likely
possibility, then pressure on bank profits is transferred
away from today but will inevitably occur when the legal
interest rate reaches its ultimate level. In short, I believe
that a low initial interest rate mandate would result in
underpricing of item costs and the establishment of unduly
low minimum balance requirements, an error made by the banks
in Massachusetts even with the authority to pay 9% interest.
If anything has been learned from the New England NOW experiment,
it is that the key pressures on bank profitability from NOW
accounts comes from the absence of activity charges and/or the
lack of minimum balance requirements. For example, in Massachusetts,
which was Step I of the NOW experiment, the banks and thrifts were
pricing NOW's without any experience. Thus, the average NOW
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account balance in January 1976, when very few banks and
thrifts had minimum requirements, was $1,092. With probable annual
fixed costs of $40 per year attributable to activity, which
represent 3.66% of this average balance, the total funds cost
before reserve requirements was 8.66%. This is obviously a
*
highly unprofitable level. In the case of Massachusetts mutual
savings banks, which were even more inclined to promote "totally
free" NOW's, the average balance per account was $893, producing
an activity cost component of 4.48% and a total of 9.48%.
However, Maine banks, which were part of Step II of the experiment,
were mindful of the pricing errors by Massachusetts banks, and
more typically established a minimum requirement. In our case,
a minimum requirement of $250 has produced an average NOW
account balance of $3,500 which I believe is similar to other
Maine banks and thrifts. The same $40 sum as assumed above
produces a cost component of 1.14%. or more than 2/
1
2 percentage
points below Massachusetts.
Returning to the earlier example, and assuming that the only
difference is that a service charge is applied to an account
when the balance falls below a minimum during any month, the
bank can recapture some, all or more than its fixed costs
depending on how the service charges are priced. Thus, if the
account went below the minimum balance in all 12 months and the
activity charges were priced at the break even level, the
effective cost of the funds would be the interest cost.
There are numerous benefits to including a minimum balance
provision which would phase out in time, in the proposed
legislation, and not including an artificially low initial
interest rate level for NOW's. First, Congress and the bank
regulators do not have to wrestle with the "different interest
rates in different parts of the country" question. Secondly,
the consumer benefits from obtaining an interest rate nearer
the market rather than being forced to accept an artificially
mandated lower rate to protect bank profitability. Thirdly,
the consumer pays for his use of the service in a fair manner.
Fourthly, the minimum balance requirement is analagous to
existing minimum balance requirements on certain time accounts.
Fifthly, banks will be required to price the service at its
highest true effective cost rather than an artificially lower
cost which will increase when protective wraps are removed
at a later date. Sixthly, this proposal is procompetitive
because banks may set their own charges in a free market
dependent upon individual circumstances, may set higher

:360
Dr. Arthur F. Burns
Chairman, Board of Governors
Federal Reserve System

May 18, 1977
Page 4

minimum balances, and may if desired pay lower interest rates
than the ceiling. Finally, the banks will be able to control
their costs and thus protect their profits while offering
the public a needed and desired service.
I would like to make one final point which is Inferred from
the above information. There is a tendency to lean on the
Massachusetts data as a means of drawing conclusions from
the so-called "New England Experiment." However, as noted,
the Massachusetts experience was only "Step I" in that
experiment- The banks in that state priced NOW accounts
without any benefit of experience since it was a brand new
activity. Their experience was highly visible by the time
the experiment was extended to other New England states, and
this resulted in more rational pricing decisions in those
states as is evident from the Maine situation. There is
considerable reason to expect this to happen in other parts
of the United States because I know from many conversations
with bankers outside New England that there is a great "fear
syndrome" surrounding NOW's. This in itself should lead to
a more rational pricing approach. However, that rationality
could well be skewed if the interest rate is initially limited
to a level well below the current market since it leads to
a false security in pricing decisions and a tendency to pay
less attention to the all-important item charges and minimum
balance requirement than would otherwise be the case.
I hope this lengthy letter will be helpful to you as you
deliberate on these crucial matters. With respect to this
bank's NOW account situation, I am enclosing a copy of a
recent letter to a Kansas banker which might also be helpful.
Very truly yours,

John M. Daigle
President
JMD:rm

Jan.
Feb.
Mar.
Apr.
May.
June
July
Aug.
Sept.
Oct.
Nov.
Dec.
, Jan.

19?6

140,397
148,641
22,067

3,487
6,906
9,569
12,099
15,436
17,223
18,508
21,238
23,207
24,665
25,913
3,631
11,859
20,788
26,479
35,088
46,091
53,417
60,660
65,174
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2,240
4,038
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9,549
12,297
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1,439,559
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75,960
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1,033,198
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942,779
1,091,004
1,206,880
1,324,030
1,415,712
1,541,752
1,646,645
1,738,966
1,851,072
1,924.812
2,025,480
2,073,202
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358,509
373,699
397,042
412,572
409,887
420,952
440,746
455,542
466,230
487,752
492,136
497,071
502,689

356,319

200,083

312,576

Dec.

143,274

Dec.

14

11,094
44,522

Massachusetts
Commercial
Mutual
Banks
Savings

302,029

Total

742,516

SE.La

138,028

Maine
CoNmercial
Mutual
lank.
Savings

56,989

Total

286,819

S&Ls
11,094
44,522
--......138,028

Total

Connecticut
Commercial
Mutual
Unita
Savings

11.094
45,272

Total of all
Offering
Institutions

73

1972. Sept.
Dec.

?forth
Ended

TABLE 8A
OUTSTANDING BALANCES-NEGOTIABLE ORDERS OF WITHDRAWAL (BOWS)
(in thousands of dollars)

r

135,211
133,787

124,965
132,103
132,444

86,611
91,368
97,767
104,361
104,380
108,655
114,898
120,384

84,168

29,747

S&Ls

112,790
117,953
117,999
120.090

179,203
186,829
184,037
186,383

Dec.
Jan.

59,959
65,408
73,300
75,894
81,671
88,520
95,208
101,721
105,138

100,957
108,040
119,267
124,630
132,90i
142,906
152,881
163,350
167,981

Jan.
Feb.
Mar.
Apr.
May
June
July
Aug.
Sept.
Oct.
Nov.

976

56,911

96,740

Dec.

8,260

975

5,226

25,757

Dec.

Dec.

50,892
52,907
50,797
51,244

31,080
32,518
35,066
37,344
38,969
41,399
44,243
47,071
48,085

30,241

13,578

5,226

750

New Hampshire
Commercial
Mutual
Banks
Savings

973

750

Total

974

Sept.
Dec.

972

Month
Ended

15,521
15,969
15,241
15,049

9,918
10,114
10,901
11,392
12,263
12,987
13,430
14,558
14,758

9,588

3,919

S&Ls

108,952
116,364
125,880
126,379

27,189
59,622
73,321
81,320
91,500
97,743
101,774

Total

Rhode Island
Commercial
Mutual
Banks
Savings
FALs

TABLE 8B
OUTSTANDING BALANCES-NEGOTIABLE ORDERS OF WITHDRAWAL (WOWS)
(in thousands of dollars)

14,791
16,370
18,019
19,265

256
739,
1,730
4,888
7,776
11,267
12,239

Total

Vermont
Commercial
Mutual
Banks
Savings

Sas
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Androscoaain
1. Lisbon
2. Livermore Falls
Aroostook
3.
4.
5.
6.
7.
8.
9.
10.
il.
12.

Ashland
Easton
Fort Fairfield
Fort Kent'
Island Falls
Limestone
Madawaska
Mars Hill
Van Buren
Washburn

Cumberland
13. Raymond
14. Scarborough
15. Standish
Franklin
16.
17.
18.
19.
20.

Chisholm
Phillips
Stratton
Strong
Wilton

Hancock
21.
22.
23.
24.
25.
26.
27.

Blue Hill
Castine
Deer Isle
Northeast Harbor
Southwest Harbor
Stonington
Winter Harbor

BuCkfield
Canton
Dixfield
Oxford
West Paris

35.
36.
37.
38.
39.

Penobscot
Corinna
East Corinth
East Millinocket
Hamden
Howland
Lincoln
Orono
Patten.

40.
41.
42.
43.
44
45.
46.
47.

Piscatacuis
48. Greenville
49. Guilford
Milo
51. Hartland
52. Jackman
53. Madison
54. Norridgewock
55. North Anson
Waldo
56. Unity
Washinaton
57.
58.
59.
60.
61.

Cherryfield
Jonesport
Lubec
Woodland
Milbridge

Kennebec

York

28. Monmouth
29. Oakland
30. Winslow

62.
63.
64.
65.
66.
67.
68.

Knox
31. Thomaston
32. Union
33. Vinalhaven
Lincoln
34. New Harbor

Kennebunkport
Limerick
Ogunquit
South Berwick
Springvale
West Buxton
York Beach

1967

1963
1969
1970
1971
1972
1971
1974
1975
1076

990,529
1,036,460
],123,888 '
1,254,314
1,378,875
1,551,776
1,741,973
1,826,663
1,978,565
21q&771

Amonnt

Si....0

4.8
8,3

12.2

9.7
3.5
11.6
9.9
12.7

Anonal
Growth

Commercial Banks

49 39

51.-73
50.40

51.47
52.23

52.86
51.41
52.42
52.74
51.52

Market
Share

8.3
13.7

1 ,402,739
1,595,315
1 .7.96135
12.7 41.18 411,866

260,787
282,629

301,556
352,078

11.4
9.0

1,204,252
1 ,3 11,536

38.07 169,957
174,934
1 ,342
"
196,143
235,206

Amount
Amount

1,704,305
1,947,393

6.8
16.8

,210,201
17.0
(9.43)

1,465,039
1,596,963

11.1
8.3

13.5

8.9
6.9
14.3

12.9

7.3
7.7
10.4
15.4

Annual
Growth

50.61

4..366,972

111..i
1.

12.8

10.6
5.0

3,018,815

3,338,936
3,530,973
3,925,958

48.53

47.77
48.27
49.60

8.6
5.4
10.9
12.5

Annual
Growth

1,873,875
2,034,140
2,144,162
2,378,349
2,676,387

Amount

Total Deposits

47.14
46.59
47.58
47.26
48.48

Market
Share

Combined Thrifts

(9.07)883,346
2.9
947,680
3.7
1,020,274
8.2
1,124,035
19.9
1,297,512

Annual
Growth

Savings & Loans

8.3
8.6
10.6
14.5

711,389
771,746
838,932
927,392
1,062,306

Amount

Annual
Growth

Savings Banks

At Deeee,er 31, 1967 thru 1976

STATE OF MAINE DEPOSIT STUDY (000 omitted)

TOTAL DEPOSITS

CAD

4,=.•
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Demand Deposits

Commercial
Banks

Savings
Banks

Savings &
Ln. Assns.

Savings Banks
+ S&Ls Comb.

Total
Banks

State
Money
Supply
(M.)

As of December 31
501,329

501,329

N/A

1968
Annual % Growth

533,360
6.4

533,360
6.4

N/A

1969
Annual % Growth

557,988
4.6

557,988
4.6

N/A

1970
Annual % Growth

600,078
7.5

600,078
7.5

801,692

1971
Annual % Growth

626,749
4.4

626,749
4.4

830,497
3.59

1972
Annual % Growth

684,069
9.1

684,069
9.1

938,196
12.97

1973
Annual % Growth

714,862
4.5

714,862
4.5

953,607
1.64

1974
Annual % Growth

731,756
2.3

731,756
2.3

978,809
2.64

1975
Annual % Growth

771,552
5.4

9,494

1976
Annual % Growth

751,468
(2.6)

15,279
60.9

1967

397
709
98.9

9,891
15,988
61.6

781,443 1,043,047
6.56
5.4
767,456
(1,8)
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6,71v. 2ks,,
s C.c.

focal
20nk5

Commercial
Banks

Savia.Js
Banks

6avings
In. Assocs..

1967

439,300

713,389

169,957

883,346

1,371,646

1968

553,100

772,746

8 3

174,934
2.9

947,680
7.3

1,500,780
9.4

As of December 31

Annual % Growth

13.1

2.3

838,932
8.6

181,342
3.7

1,020,274
7.7

1,586,174

Annual % Growth
1970
Annual % Growth

654,236
15.6

927,892
10.6

196,5;3
8.2

i,1.4,035

1,778,271
12.1

1971
Annual 5 Growth

752,126
15.0

1,062,306
14.5

235.206
19.9

1,297,512
15.4

2.049,638

1972
Annual % Growth

369,707
15.6

1,2C4,252
13.4

260,787
11.1

1,465,039
12.9

2,334,746

1,029,111

1,312,534

282,429

1,594,963

2,624,074
12.4

1969

1973
Annual % Growth

1974
Annual % Growth

1975

Annual % Growth
1976
Annual % Growth

565,900

18.3

9.0

8.3

10.2

8.9

1,094,912
6.4

1,402,739
8.3

301,566
6.3

1,704,305
6.9

1,207,043

1,585,739

351,631

1,937,420

5.7

15.3

13.9

2,799,217

6.7

10.3

13.1

16.6

13.7

3,144,463
12.3

1,405,303
16.4

1,783,056
12.4

411,157

2,194,213
13.3

3,599.516
14.5

16.9
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Mr. DONOVAN. Casco Bank is a State nonmember insured bank,
founded in 1933. Deposits on May 31 were $273 million. And of that
amount, $190 million was in time and savings, and $26 million was in
NOW accounts, among 7,500 depositors.
We operate 38 branches in southern and southwestern Maine. And
we are the second largest bank in this State. However, by national
standards, we are relatively small.
For example, in New England alone, there are at least three banks
with total deposits greater than the aggregate deposits in commercial
banks in the State.
Maine is an economically poor State. It does not have the large com.
mercial and industrial activity of some of the other States.
For this reason, the major market for all financial institutions in
the State is the consumer. Survival requires the Maine bank be able
to compete in that market on an equal basis. Now,that is why S. 1664
is so important to us, and I appreciate the opportunity to share our
observations with you.
Like others, I feel that the purported "grandfather's clause" in
section 104(b) is a sham. It should be summarily rejected by the committee. It is grossly unfair to foist the pointless inconveniences of
split rates, depositor discrimination, and termination on the New
England public and their financial institutions, just to accommodate
the purported needs of banks in other regions of this economically and
geographically diverse country.
If no other action is taken, the committee should amend S. 1664 to
make the "grandfather clause," with a maximum interest rate ceiling
equal to the savings rate permanent for New England. However, if
the committee takes enlightened action on section 104(a), then section
104(b) is not needed at all.
Section 104(a) of the bill mandates that the interagency committee
set the rate on NOW accounts at a rate that is lower than the rate set
for regular savings accounts at member banks.
This is patently unfair to the thousands of New Englanders who
have chosen to use NOW accounts, in addition to the untold millions
of potential customers who will never get the higher rates.
It is difficult to grasp where there is any redeeming public interest
or "improved customer service" in a bill with this language.
.There are solutions to the potential earnings problems of banks
with the higher rates. But the solution is not artificially low interest
rate ceilings.
The committee should require that the NOW account include a
minimum balance requirement, since this is inherent in the economics
of pricing the NOW service.
Obviously this involves the development by banks of a price structure which produces a cost of funds that is lower than the investment
rate of return on those funds.
One of the costs of those funds is the interest cost which is totally
variable with the size of the average balance and the interest rate.
The other is totally fixed and that is the activity cost.
With a minimum balance, financial institutions will be persuaded
to price the fixed costs fairly, which will tend to produce a total cost
that is profitable.
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Otherwise, the tendency is to understate costs. With a proper cost
basis, banks will be able to recover some or all of their fixed costs, and
the effective cost would be the interest cost.
Finally, the user would pay the true cost of the service, which is
only fair.
I strongly urge the committee to report out a bill that in title I
retains, one, the requirement for uniformity of interest rates on NOW
accounts among all financial institutions; two, requires an interest
rate ceiling that is the savings rate; and,three, has an equitable grandfather clause for New England.
I would like to make one comment on title II of the bill. Although
not a member bank, Casco would have strong motivation to join the
Federal Reserve System if interest was paid on required reserves
maintained at the Fed.
I think that similar motivations would apply to other nonmember
banks. Undoubtedly, this will cause critics to challenge the bill as
forcing Fed membership on all banks.
In order to silence the critics,I suggest you amend section 202(a)(2)
to permit both member banks and the district Federal home loan
bank to pass through to financial institutions choosing to deposit with
them the interest they earn on those segregated deposits at the Fed.
Senator MCINTYRE. At this point, I would like to have a comment
on that last suggestion from any one of you here—the suggestion,
you said, of being more amenable to becoming a member of the
Federal Reserve.
Mr. DONOVAN. Senator, we occasionally look at the Fed's membership—in fact, we did a study back in December and January of this
year. As I indicated earlier, we are about $275 million that our required reserves under the State of Maine rules are about $14 million
right now.
However, our liquidity needs and the balances we are required to
keep for working balances is close to $17 million.
Senator MCINTYRE. $17 million?
Mr. DONOVAN. $17 million. So that we have been running for about
the last year with about $3 million in excess reserves.
If we joined the Fed today, we would be required to sterilize another $1.2 million in liquidity balances, just due to the differences in
computation.
And our average rate of return in 1976 was a little bit over 8.5%.
So that would cost us about $106,000 in gross income, which would hit
the bottom line at about $60,000 and would be about 3 percent of net
earnings. That is the cost of Fed membership to us right now.
Senator MCINTYRE. Does that conclude?
Mr. DONOVAN.I have the commercial,on elimination of the rate differential. In regards to title III, I confess to total frustration as the
Nation's commercial banks are once again stalled on rate equality on
deposits in the consumer market.
Since the major import of S.1664 is to extend to the Nation's thrift
industry what are effectively checking account powers,it is timely that
Congress seriously address the elimination of the grossly inequitable
rate differential presently contained in Public Law 89-597. Rate
inequality is inconsistent with the broad public interest and it is especially obtrusive in the State of Maine.
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Maine, in October 1975, enacted for what, in all intents and purposes,is the Financial Institution Act that perennially comes up before
the Banking Committee here.
The rate differential has a harmful effect on financial consumers in
that it deprives them of options and reduces their interest incomes substantially. In Maine, the potential income lost on savings and time
deposits will amount to over $3,150,000 this year alone.
Rate inequality is damaging to the ability of commercial banks to
retain their market share of deposits, especially where thrifts have
checking account powers, since commercial banks market share has
dropped from almost 53 percent to less than 49.4 percent of the total
deposit market.
That represents a shift of over $150 million.
Furthermore, rate inequality has brought about an array of deposit
services which have created public confusion which has led to demands
for more new regulations in the area of "Truth in Savings."
This has been caused by financial institutions trying to offset the
price discrimination of rate inequality by attempting to devise new
services to gain a temporary market edge.
In too many cases the variety of interest compounding, promotional
giveaways and yield claims have bred customer confusion. The answer
is not more regulation but the elimination of the rate differential.
This bill, S. 1664, offers an excellent vehicle to truly "promote competiive balance among financial institutions" through the elimination
of the rate differential.
If a testing period was needed,I would suggest to the committee that
they consider elimination, at least in those States where the thrifts,
that is, the savings banks, savings and loan associations and credit
unions control over 50 percent of the consumer deposit market at
December 31, 1976, or any other appropriate date.
Again, my thanks to the committee,and I will be happy to respond to
your questions.
Senator MCINTYRE.Thank you,gentlemen.
The $64 question, right off the bat, please take as long as you like
to tell the subcommittee what the attitudes of your customers are regarding NOW accounts. Do they like them? And, if so, why? If they
don't like them, why not?
Mr. Haselton ?
Mr. HASELTON. We have done two or three attitude surveys, Mr.
Chairman, and I think I can report with reasonable accuracy our customers like them very much. I think that they use them for a variety
of capital expenditures, and other kinds of household expenditures.
We see no evidence of abuse on the part of those individuals who
have opened accounts with us. I think that one point that is important
in the view of our customers, at least with NOW accounts, is that it
provides a vehicle for them to oversave, within any given earnings
period, since they have the flexibility of getting at the funds at a time
of their choosing and at a place of their convenience.
I think in that regard, there is a distinct difference between the
perception of the so-called "savings account" and the perception of
the NOW account. So, in a very general way,I would say that the response in our community and among our customers has been very posi-
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tive, and we see no evidence that there was any reason to believe that
any of the institutions in our community are disadvantaged.
Senator MCINTYRE. You have been in business now since 1972?
Mr. HASELTON. Yes,sir.
Senator MCINTYRE. Mr.Preble?
Mr. PREBLE. Senator, our customers like them very much. It is the
first chance they have had to earn any money on the checking account
balance. So a lot of them are beginning to combine their checking and
savings accounts, which gives them a larger account balance so they
are earning on all of their funds. They think it is a great new service
and they like it.
Senator MCINTYRE. Mr. Campbell?
Mr. CAMPBELL. Yes. I think I would second the two gentlemen on
that, with the addition of one other approach. The NOW account has
allowed us to help the social security recipient make a direct deposit
of their social security checks. I think the statistics are something like
3 percent nationwide for thrifts that obtain that direct deposit, as opposed to 9 percent in New England of those thrifts that have the NOW
account.
So there is a segment of the market that we can help. It is the elderly. We would have not been able to efficiently service them before
the advent of the NOW account. We would have had to chase them to
some place else. That is an aspect that may be taken into account on a
national basis.
Senator MCINTYRE. Let me get that straight. The great convenience
is for the senior citizens?
Mr. CAMPBELL.That's right.
Senator MCINTYRE. That is because the social security checks now
come directly into the NOW account. And really and truly, this was
what was the original thought.
Mr. CAMPBELL. Exactly. And if we didn't have that device, there is
no way we could service them.
Senator MCINTYRE. Mr.Donovan?
Mr. DONOVAN. I suggest, in all surveys that have been done on the
NOW account, they haven't asked the person that really likes them—
and that is, the consumer. We have had a very successful campaign.
We have offered them since the day they became legal, which was
March 6,1976.
We continue to add accounts at roughly 50 a week. Our average balance is $3,500, and the new dollars are commensurate to that amount.
We have found that the dollars are coming not only out of our demand deposits, but like the others they are merging their savings dollars, so that I just have to kind of chuckle to myself, some of the fears
that some of the other bankers in this country look on these as.
I think one of the things the banks are missing is that it is the first
time commercial banks have been able to offer a savings service that
they do not have to compete with the shifts on price. We can compete
on the service, and on the way we price it, and the way we let them use
it. And,to us,it is the greatest thing since night baseball.
Senator MCINTYRE. Why is it that they don't like these NOW accounts in Texas?
Mr. DONOVAN. I don't think they have asked the Texas consumer,
Mr.Senator.

371
Senator MCINTYRE. Don't they have any idea of what a NOW account is?
Mr. DONOVAN. I think in what we have found that, in order to sell
the account, we had to sell it as "checking with interest."
I was at the hearing yesterday morning. And one of the press people
covering it thought"NOW"stood for the "National Organization for
Women." And it is that concept.
But I think if you went down to Texas and you asked the people in
Dallas, or Wichita Falls, or whatever,"Do you want interest on your
checking account?" then I think the results would be totally different
than what the Senator indicates. I think he is talking to the bankers,
and not the people.
Senator MCINTYRE. One thing that bothers me a little bit on that,
we were talking about a little while ago, for me to say this represents
interest on your checking, and wouldn't you like this, I am really saying interest on a demand deposit. I am demagoguing a little bit there.
But the distinction,I think,could be quickly explained.
As you say, the imposition could be made 60 days. But I think you
are right.
I am going to have to try to sell this thing. And if they ever
give me an opportunity—the headlines in the paper said,"Dr. Burns
says these are a danger." He didn't testify to that yesterday. He is
for the bill.
Mr. PREBLE. Senator, could I add one thought?
Senator MCINTYRE. Sure.
Mr. PREBLE. Our loans are increasing at twice the rate of our deposits. This is largely due, we feel, to the rate differential. And this
is the first savings instrument we have where we can compete on an
even basis with the savings bank.
It is true they are extensive deposits, but we need deposits in order
to make loans. And I guess halatosis is better than no breath at all.
Senator MCINTYRE. Now, there is a very strong allegation being
made—you heard it today, but I would like you to respond briefly to
a question—or to the allegation that NOW accounts threaten the safety
and soundness of financial institutions.
Mr. Hasleton ?
Mr. HASELTON. Well, I tried to suggest in my testimony, I demur
from that position. I do not see that there is any substance to the
allegation.
I believe that we have heard today testimony to the effect that the
correspondent system works very well in this country, and it seems
to me that this is the one area that is overlooked in this Business Week
article that you referred to before, Mr. Chairman, the unnamed individual's comment to the effect that 13,000 of the 14,000 banks in
America would disappear because of an introduction of this service.
There is a complete unwillingness to look at the facility that can be
made available through the correspondent network for check clearing
at a price that is, in many cases—and, specifically in Boston—below
the inhouse charge to the offering banks on demand deposits.
And the result of that is the use of the facility that is bricks and
mortar, machinery and equipment and is costed at a nominal price.
And the only thing the bank is paying for using the service is the
addition of labor for the volume.
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This results in a lower cost to everyone concerned. And the opportunities, I believe, are rather substantial, for, in fact, the 13,000 banks
mentioned here to become stronger, not weaker.
So I disagree completely with the contention.
Senator MCINTYRE. That is a demagoguery statement. We are dealing sometimes down here, but it is a shame anyway.
The question is, how do you respond? Are they a threat now in
safety and soundness of the financial institutions?
Mr. PREBLE. Absolutely not, Senator. I don't know any bank that
is going out of business because of NOW accounts. Sure, the initial
shock comes the first year, because you get a shift from your demand
deposit into NOW accounts. You don't increase the balances, but
increase your costs. Our bank managed to earn over 1 percent on assets
last year, in spite of NOW accounts.
Mr. CAMPBELL. I would say the same thing, too, Mr. Chairman.
We found that there was one local commercial bank that had dropped
out of the Fed, and they still don't offer NOW accounts, so that's a
poor excuse if they want to use NOW accounts as a reason for dropping
out of the Fed. But they dropped out, and they still don't offer NOW
accounts.
Senator MCINTYRE. There's one thing I think we can say about all
this. If you don't want to offer a NOW account you don't have to
offer it. Why are you saying in here that it is a threat to the financial
industry?
Mr. CAMPBELL. I would point out one other thing, Senator, just
on the statistics you are questioning me for on why I think we have
to maintain this rate differential, even on NOW accounts. The thrifts
are going to find it very difficult to compete head on head with the
commercial banks just because of convenience and location. This is an
old report. It is not the latest one put out by the Federal Reserve. And
I would just like to point out that the commercial banks at that period
of time, on October 31, 1976, their NOW account balances were $1,100
million. The thrifts were offering them at least 2 years more than
that. The mutual savings banks and the S. & L.'s—the mutual savings
had a half a billion, roughly and the S. & L.'s and the co-ops had
172 million. So you can see it is roughly 800 million, the thrifts, as
opposed to 1,100,000. So they are still going to kill us, hands down.
I don't know what the figures are now, but I'm sure that they are
twice that. So we have—the thrifts have been offering them longer,
but we still cannot compete on the basis of balances, as they have
more than us already.
Senator MCINTYRE. I think that was proven very early in the game
when all the commercial banks were crying and moaning and rolling
over in the dirt and biting their fingernails and all that sort of stuff,
and then they realized we meant business, and they went out and they
have—their competition has—well, they have done a better job in
New Hampshire than the thrifts have.
Mr. CAMPBELL. So the argument the ABA has—S. 1668, it just
doesn't make sense.
Mr. PREBLE.
the reason in our State, for example, the savings banks have
Senator,
some $20 million. The commercial banks have $140
million. The reason is that the commercial banks have been the ones
to push it, and that is the only thing they have going for them. The
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savings banks have found it to their advantage to push the rate differential, and so rather than push the NOW account, they are pushing
that quarter of a point. So I think the reason for growth in the commercial is the emphasis, and the reason for the lack of growth in savings is by design.
Senator MCINTYRE. Well, just a last comment from Mr. Donovan.
Mr. DONOVAN. I would have to concur with that.
We service on our computers a large number of the thrift institutions in Maine, and we made it available to them as soon as we had it
ourselves, and we have been successful in NOW's because we saw it as a
competitive weapon to use in trying to retain our market share, and
we went out and sold it that way, and we have been successful.
That does not dispute the fact that that quarter of a point, that 5percent price discrimination, hurts.
In Maine—the people in the rest of the country don't really appreciate it, but the thrifts in Maine have everything that was promised
them in the Hunt Commission report and the Financial Institutions
Act. They have got it right now, if they are State chartered, and that
has been in existence since October 1, 1975. The only thing they do
not have is access to commercial demand deposits, and that was withheld until the rate differential was eliminated, and that is the only
concession that commercial banks got out of the State legislature.
But we compete with the thrifts across the board for every type of
asset and every type of liability account going with the execption of
commercial deposits. That is a fact of life.
I think that while the Fed would plead that you are going to
Balkanize the country, it definitely is only just that if nothing else is
done, that quarter of a point gets eliminated in Maine.
Senator MCINTYRE. That what?
Mr. DONOVAN. That rate differential is eliminated in Maine. And I
would throw Connecticut in, also.
Senator MCINTYRE. Senator Proxmire.
Senator PROXMIRE. Mr. Campbell, did I understand you to say that
the higher the rate of interest paid on NOW accounts, the less it costs
the institution?
Mr. CAMPBELL. Exactly.
Senator PROXMIRE. That's a very interesting observation. My arithmetic does not permit me to understand that. Mr. Blumenthal testified
yesterday to the effect that one of the reasons why they came in with
the lower rate was because they wanted the adverse impact on earnings
to be less. Why is Mr. Blumenthal wrong?
Mr. CAMPBELL.I would say,from the standpoint that when we made
the discovery of the analysis that the higher the balance is in the
NOW account, and since we are servicing the same amount, whether
it has $100 or it has a $1,500 balance, a lower rate would tend to cause
lower average balances and increase the portfolio loss.
Senator PROXMIRE. What you're really saying is, the higher the
interest, the higher the cost?
Mr. CAMPBELL. Right.
Senator PROXMIRE. So you would admit that the higher interest is an
increased cost. You say it's allocated over a larger balance, and because
of the lesser transaction cost, it would cost you net?
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Mr.CAMPBELL. That's right.
Senator PROXMIRE. Did you compute any point at which. it is
optimum?
Obviously, if you have a 10-percent or 20-percent rate, it would be
prohibitively expensive.
Mr. CAMPBELL. Yes, we figure at a $100 balance the cost is roughly
12 percent. At $800 average balance our cost is 6.3 percent.
Senator PROXMIRE. I'm saying where the interest rate would be
optimum.
Mr. CAMPBELL. No. We haven't made that computation.
Senator PROXMIRE. It would relate to the rest of the market's rates,
wouldn't it?
Mr. CAMPBELL. Well, take CD's, for example, Senator, where there
might be minimums there, where they are paying 7 and 71/2 percent.
Those accounts, even though they pay a higher rate, they are less
costly to service.
Senator PROXMIRE. Now,Mr.Blumenthal said that banks lose money
in NOW accounts. You four gentlemen are all enthusiasts about NOW
accounts. You're not getting any interest from the Federal Reserve
Board on your reserves now, obviously. You seem to feel you
are not losing money on them. I notice the FDIC study questioned
whether—about the cost of NOW accounts, they indicated that they
felt there was a time when you were losing some money in Massachusetts and New Hampshire and not so much in Connecticut.
Mr. CAMPBELL. Well, from the beginning we have never lost. We
have made money.
Senator PROXMIRE. It is true that none of you gentlemen feel you
have lost money in NOW accounts?
Mr. DONOVAN. I think we have not lost money on NOW accounts,
Senator. What they have done is that they have increased the cost of
our funds. By judicious pricing we have been able to keep that cost
pretty close to the money cost.
Senator PROXMIRE. Well, why not then delete title II from the bill?
Title II provides for interest to be paid on reserves. If I were a banker,
I would enjoy it. Why not? At the same time, it is a cost to the taxpayer. Why do we need that? If you gentlemen are doing all right
with NOW accounts, what do you need an additional subsidy,in effect,
from the Federal Government for?
Mr. DONOVAN. Well,I think title II as is in the bill is a quid pro quo.
Senator PROXMIRE. A quid pro quo for who?
Mr. DONOVAN. For the Federal Reserve System. They are losing
members. And you were here when I told you what it would cost us
to join. And there are a large number of banks in New England, especially,looking at that cost of membership.
Senator PROXMIRE. Well, is it true that the NOW accounts would
provide for making Fed membership even less attractive by itself?
That was Dr. Burns'contention. He felt that he could not go for NOW
accounts because it would aggravate the loss of membership in the
Federal Reserve and therefore diminish their ability to conduct monetary policy effectively.
Mr. DONOVAN. I think that Dr. Burns felt that in order to keep his
constituency, he had to use the carrot and the stick. And the carrot is
the interest on the reserve.
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Senator PROXMIRE.I'm asking you your opinion.
Mr.DONOVAN.In my opinion,I would think—
Senator PROXMIRE. Well,if we just passed title I,the NOW accounts
title, would that aggravate the position for the Federal Reserve banks?
Mr. DONOVAN. I think it would, Senator, only because I think a lot
of banks are stalling on a decision to quit the Fed only because they
see the possibility of interest right now. I don't think there is any
connection. I think the issue of Fed membership comes down from
management to what is the cost. There is going to come a time when
the Fed can no longer lose members and accomplish its purpose in
this country's financial system. I don't think that point is right now.
They can continue to lose a small number of members each year. But
I think it reduces the leverage point at which they can work their
monetary policy.
Senator PROXMIRE. Well, I think you speak properly to a serious
problem, but the NOW account matter is not a relevant one. They are
going to lose membership whether they pass title I or not.
Mr.DONOVAN.That is correct,in my opinion.
Senator PROXMIRE. Now, Mr. Hazelton, the legislation we have here
would limit NOW accounts to individuals.
Mr. HAZELTON. Yes,sir.
Senator PROXMIRE. Part of the rationale for this would be that State
and local governments and small businesses have alternatives, particularly the use of telephone transfer from savings to checking. Nationwide NOW accounts would result in the elimination of some of these
services because there would no longer be a demand for them. Why
should we limit this legislation? Why not provide NOW accounts for
small businesses and State and local governments and eventually move
toward interest paying on all accounts?
Mr. HAZELTON. Frankly, Senator, I don't see why you shouldn't.
But I am aware of a concern on the part of a number of the participants in the financial community against that day when explicit interest will have to be a major part of their service offerings for all sorts
of relationships, and the result, therefore, will have to be, as Senator
McIntyre and I were talking earlier, the unbundling phenomenon,
with the net result that explicit charges will undoubtedly have to be
considered in the way of fees for lines of credit for business borrowers,
and the pricing of business credit at higher rates than have been traditional against the money market instruments.
Senator PROXMIRE. Small towns and small cities and small counties
have a lot of trouble, the same as individuals do—more so, perhaps,
than individuals. They often have a relatively brief time. They can't
buy the big CD's. They can't handle their operations the way the big
cities do. It seems to me they would be benefited.
Mr. HASELTON. I think that's correct, Senator. I think the only additional problem that I understood was of concern to some was the
issue of the insurance of deposits at such facilities.
Senator PROXMIRE. Mr. Preble, how do you feel about that?
Mr. PREBLE. I don't think it's necessary. The small towns do have
vehicles. They go to their commercial bank with their short-time funds
and they can buy repurchase agreements. They have other ways of
investing their money.
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Senator PROXMIRE. Well, you say they have other ways of investing their money. Well, I talked to some treasurers, county treasurers,
small town and village people who feel they have to have demand
accounts. They would like to get interest on them. Obviously,the property tax would benefit.
What is the distinction between a small town and an individual
household for which you feel the NOW account is appropriate?
Mr. PREBLE. Senator, when I commented in my testimony I was
merely trying to get the thing back to what I believe was the legislative intent, which was to make it for individuals, and I pointed out
in my testimony the way it was written it could be used for business
purposes.
Over the years the consumers have been the ones who have been
cheated, if anyone has. A large business could put their funds to
work by buying commercial paper, by buying repos and everything
else. But the consumers never had an opportunity.
The same with the small towns. The well-managed small towns
always had access through the commercial banks to invest in these
funds.
Senator PROX3fI1uE. Well, they are not all well-managed. And small
businesses are certainly in the position of individuals. In fact, there
are individual proprietorships. So they would continue to suffer.
But let me follow up.
There has been a lot of discussion about the Federal Reserve's charging for services it now provides members free of charge. That seems
to be a good idea for both efficiency and equity reasons.
Do you think the Fed should charge members and nonmembers
alike, and how?
Mr. PREBLE. I think it will probably come to that. I think, as John
Donovan has said, the Fed can't go on losing members forever, and
I think that what has happened is they are using NOW accounts as
a vehicle, with the excuse to pay on reserves, in order to stop this
attrition. And I think that if they carefully look at their service,
that perhaps their unbundling is just as important and it will ultimately come to all of the banks—unbundling their services--to charge
for the specific service you want.
Senator PROXMIRE. Let me ask Mr. Donovan one other question.
Mr. Donovan, there was a lot of talk yesterday, and there is a lot
of concern, as you indicated, about the Federal Reserve Board membership, and the effect that can have if it continues to erode the ability of the Fed to conduct monetary policy. And I think we are a long
way from crisis.
I noted in the years 1973, 1974, 1975, 1976 they gained membership.
They didn't lose it. In 1976 they lost some, but that was the year in
which the number of banks did not increase very much. So it is not
a crisis problem, but it could develop.
What do you think would be the best way to solve this Fed membership problem? What do you think Congress can do to help the
Federal Reserve with its membership problem?
Mr. DONOVAN. I think the enactment of title II of the bill.
Senator PROXMIRE. Well, that is an expensive act. That's going to
several hundred million dollars.
Mr. DONOVAN. I think it is going to cost the Federal Government
one way or the other, Senator, with all respect, and whether it's in
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Senator PROXMIRE. Well, the straightforward action that Dr. Burns
apparently would like Paul Douglas proposed way back in 1951 and
1952. It is just to provide mandatory required reserves across the
board. What's wrong with that? Then you don't have a problem. The
reason this is costly, as you pointed out, is you have to increase your
reserve if you are a Fed member.
Mr. DONOVAN. That's correct.
Senator PROXMIRE. What's wrong with that? Why not treat every
bank alike and take that element out?
Mr. DONOVAN. Well, I kind of like to think of this country as a
federation of States in that you have more than one option. I think
that I would like to have some recourse to somebody other than the
seven Governors of the Board.
or
I think that the Fed does not really need 100-percent membership
uniform reserves to carry on their functions. Obviously, the last 65
years of the Fed's existence has proven that. And so I don't think there
has to be a requirement that everybody have uniform reserves and
that everybody belong to the club.
Senator PROXMIRE. Well, do you have a cutoff point on size?
Mr. DONOVAN. I think that is a starting point that they would not
have to apply. I think they should be allowed to apply because the
Fed does serve its purposes as a source of liquidity and reserve balance
adjustments when they are needed.
Senator PROXMIRE. All right. I've got one more question, and I don't
know who to ask and whichever of you gentlemen want to volunteer
because we are in a position here where the studies that have been
done just aren't satisfactory. The Fed won't even let us see the studies.
They say they're no good. They're going to let us see them next week,
but so far they have resisted and they say they are contradictory and
confusing.
When I pressed Mr. Blumenthal, he had the same problem. They
did not have a lot of reliance. It was a matter of garbage in and garbage out. If the data you have isn't any good, the conclusions aren't
going to be any good either.
But at any rate, there's another study which you already have discussed, and the chairman has brought to your attention. He pointed to
the 13,000 banks that might disappear, but there's one other very
controversial statement. The people who made this study concede
that one thing is clear: Most consumers would not benefit from receiving interest'on their checking accounts. With unbundled costs, banks
would increase monthly service charges along with the cost of processing checks.
As a result, only depositors with large balances and low usage would
benefit. About 80 percent of all demand deposit accounts stand to gain
little, if anything.
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Senator PROXMIRE. Mr. Campbell, you're arguing against yourself.
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correct,is that you haven't lost any money.
to think of it as coming from heaven,somebody has got to pay.
So, if you're able to operate this system and pay interest, it means
that you must be collecting on service charges to balance off your costs,
and the consumer is not losing anything, perhaps, but he's not—unless
you are losing a substantial amount on this, he's not gaining either.
Mr. CAMPBELL. Well, we found out that a NOW account is less costly
than a certificate account, because you have to pay a higher rate of
interest on that, and to us, the cost of servicing a NOW account is
somewhat less.
Senator PROXMIRE. You're saying that what happens is, it is a more
efficient operation, costs are less because your balance is more stable,
there is less turnover, the saver acts in a more efficient and orderly
way.
Mr. CAMPBELL. That's right. You weren't here when we originally
came in, but we offered the account in a little different format.
Mr. HAZELTON. Senator, may I offer one observation? It seems to
me that one thing that is a party to all these discussions but has not yet
surfaced in any area, is the prospects of paper truncation and/or
electronic funds transfer.
It seems to me that if one follows the logic that has been offered by
a variety of individuals who see this—this meaning the NOW account—as somehow anticonsumer, that, in fact, what that suggests is
that the banking system can somehow better serve the interests of that
consumer by continued proliferation of paper, and I find that very
hard to believe.
I know there have been a number of studies undertaken by a number of very scholarly people in trying to determine what the actual
cost of paper processing is in the system today.
I think if there is one area of cost accounting that has yet to be aired
in any public forum, it is what is the cost of processing a paper item?
Someone is, in fact, paying for that now,and I suggest the real source
now is so attractive to everyone, including the Federal Government,
that they don't want to replace it, and that is the float.
In fact, the consumer is using the float, the banking entity with
whom he does business uses the float, the Fed uses the float, and the
Treasury uses the float. And I suspect that until or unless we get to a
point where we are willing to face the hidden costs and articulate them
in a public forum, the whole issue of developing a rational set of de-
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livery systems for the consumer will continue to be obfuscated and
there will be those kinds of discussions such as were suggested in the
comments of Secretary Blumenthal, to the effect that no one knows
what the costs are.
In fact, consumers are now paying those costs. They are paying for
bricks and mortar, they are paying for check-processing units, they
are paying for a variety of offerings that some of them don't want to
use or don't use to the extent that others do.
All of those costs are today in the system. They are not going to
disappear because the banks pay interest in explicit terms.
It is somehow suggested that the new costs will be greater, and I
respectfully disagree with that.
Senator MCINTYRE. Do you have any other further comments?
Mr.DONOVAN. No.
Senator MCINTYRE.Thank you,Senator Proxmire.
I have a few more questions to all of you, if you would answer
them as briefly as you can. And remember now, all of these questions you are allowed to expand upon for the record when it is sent
to you.
Gentlemen, have your loan rates gone up as a result of offering
NOW accounts? Mr. Preble ?
Mr. PREBLE. No. The prime rate has gone down in the year, during
the time we have had NOW accounts. They have gone up recently,
but during the longest part of that period, they have not.
Senator MCINTYRE. Mr. Campbell, have your loan rates gone up as
a result of offering NOW accounts?
Mr. CAMPBELL. No; they haven't, Mr. Chairman, quite the contrary.
Senator MCINTYRE. Mr. Donovan?
Mr. DONOVAN. No,sir.
Senator MCINTYRE. Mr. Haselton ?
Mr. HASELTON. No,sir.
Senator MCINTYRE. Gentlemen, how do you respond to Mr. Donovan's suggestion that a nationwide NOW account law should carry
with it an initial minimum balance requirement, which could be phased
out over time? Mr. Haselton ?
Mr. HASELTON. I respectfully disagree with it. I do not think it is
necessary, and I would hope not appropriate, for the Federal Government to set prices. It is not appropriate in the private sector, and
I would not think it would be appropriate for the Federal Government to be a, party to it.
I think that competition should set the prices. I think the consumer
will win out if that is handled in a competitive environment rather
than in an environment that would protect marginal producers.
Senator MCINTYRE. Does Consumer Savings have a minimum?
Mr. HASELTON. Yes,sir,$100.
Senator MCINTYRE. Why wouldn't it be a good idea in the bill to put
the $100 minimum to get some of these boys in Texas interested in
it? Would it make it more palatable?
Mr. HASELTON. I don't think it's necessary to make it more palatable. I think what will make it more palatable is when the fellow
across the street offers his first, and all of a sudden I don't think you
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counts. We view this as a service to the consumer.
Senator MCINTYRE. You are pretty well conversant. What does the
average NOW account look like in Massachusetts? To the best of your
ballpark figure, is it a $100 minimum with 5 cents a check after four
checks, or 5 cents a checks from the beginning, or what is it? What
would be the average?
Mr. HASELTON. I would say the average is probably $100 minimum,
that the average account balance is about $800. There are no charges
for checks unless the individual has an account balance below $100.
If the $100 is in fact an average minimum.
Senator MCINTrizE. That's average throughout the State? Not just
at your bank?
Mr. HASELTON. Yes, sir. Some are higher; some have none.
Senator MCINTYRE. SO,in this order, we will ask: Preble, Campbell,
Donovan, Haselton. Gentlemen, what impact generally have NOW accounts had on the ability of institutions in New England to maintain
their commitments to housing? Maybe that is not apropos to you.
Mr. PREBLE. Well, Senator, in theory, a NOW account is a time
deposit. The larger the NOW account, the more that it is subject to
disintermediation.
I would feel very reluctant to take a large balance in NOW amounts
and use those for long-term investments, such as mortgages. I don't
think it is effective. It has added some funds we might use for mortgages, but you should certainly not use 100 percent of your NOW
accounts for mortgages.
Senator MCINTYRE. Well, I've got you here. Has housing financing
suffered in any way as a result of NOW accounts, to your knowledge?
Mr.PREBLE. No;it has not.
Senator MCINTYRE. I'm curious. As executives of financial institutions, have NOW accounts made your business more or less enjoyable?
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Mr. PREBLE. Less enjoyable, Senator. Banking used to be -e.un
20 years ago.
Senator MCINTYRE. The suggestion is that perhaps NOW accounts
less
are not all to blame for that overall figure that is stated, that it is
enjoyable than it was 20 years ago.
NOW accounts have not made it any more enjoyable; is that correct?
Mr.PREBLE. That's absolutely true.
Senator MCINTYRE. Mr. Campbell, has housing suffered financing
suffered in any way as a result of NOW accounts?
MT.CAMPRELL. No,sir.
Senator MCINTYRE. As an executive of a financial institution, have
the NOW accounts made your business more or less enjoyable?
Mr. CAMPBELL. About the same.I can't comment one way or another.
It's been more enjoyable from the standpoint that we have been able to
help the consumer.
Senator MCINTYRE. What impact generally have NOW eaccounts had
on the ability of institutions in New England to maintain their commitments to housing?
Mr. CAMPBELL. It has not affected us in any way. In fact, we've been
able to put these funds into housing, and we don't see any difference
between the volatility of NOW account funds versus regular account
funds. In fact, Christmas clubs and vacation clubs are more volatile.
Senator MCINTYRE. Mr.Donovan, what impact generally have NOW
accounts had on the ability of institutions in New England to maintain
their commitment so housing?
Mr. DONOVAN. The source of funds is there and the housing commitments would be retained.
Senator MCINTYRE. Housing hasn't suffered in any way because of
NOW accounts?
Mr.DONOVAN.I do not believe it has.
Senator McINTYRE. Do you find, as an executive of a financial institution, that NOW accounts have made your business more or less
enjoyable?
Mr. DONOVAN.I came into banking during the 20-year period of Mr.
Preble, here, so this is what I have. I like it. I think it has made us a
more competitive institution, and, from that standpoint, it is a little
more enjoyable.
Senator MCINTYRE.I don't pretend to be a banker in any way,shape,
or manner, but the contrast of going into a commercial bank with its
business, it seems like a more active place. I think if I were a banker—
and I don't think I ever will be—I would rather be a commercial
banker.
Mr. PREBLE. Except if you have to explain to your investors about
the rate differential, why, in Connecticut, they would be deprived of
$10 million annually in earnings.
Mr. DONOVAN. Senator,could I elaborate on that mortgage commitments remark? Last year, Casco Bank added $34 million to their total
loan account, and of that amount, approximately $17 million were in
the residential mortgage area.
That is excess of the normal percentage that the residential mortgages play in the total loan portfolio. I think Casco has demonstrated
its commitment to residential mortgages,and I think the facilities that
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are available through FHLMC and some of the other mortgage programs, the secondary market takes some of the onus off of mortgages
as long-term investments.
They have a greater degree of liquidity now than they had in the
1930's and 1940's, and,actually, up until the mid-1960's.
And in this way,through judicious use of these liquidity tools, you
could manage your liabilities better, and I just don't accept the argument that NOW accounts are going to detract from the housing
industry.
Senator MCINTYRE. Well, gentlemen, thank you all. You're very
kind for coming down here today to help us with this difficult problem.
We appreciate your testimony and your helpfulness. We may submit
some questions to you later on for answers to the record.
At any rate, my appreciation. Thank you.
We will call as our last witness this afternoon Mr.Leland S,Prussia,
executive vice president-cashier of the Bank of America.
Mr. Prussia, I owe you apologies, and I applaud your patience and
your ability to wait. So, I have your statement and you can testify
in any way that you please.
STATEMENT OF LELAND S. PRUSSIA,EXECUTIVE VICE PRESIDENTCASHIER, BANK OF AMERICA
Mr. PRUSSIA. P111 Leland Prussia, executive vice president-cashier
of the Bank of America.
I appreciate the opportunity to testify before you on this important
financial reform proposal.
The Bank of America strongly favors legislation to authorize the
offering by all depository institutions of interest-bearing NOW
accounts. However, it is critically important that this authority allow
all eligible institutions to offer such accounts under the same regulatory
framework. We also agree that institutions offering NOW accounts
should receive some return on statutory reserves to offset the increased
cost of this new service.
We have long favored broad-scale financial reform in order to increase consumer options and to permit financial institutions to compete
in a comparable regulatory environment. In particular, we urge the
early elimination of interest rate ceilings on savings and time accounts
and the differential in favor of thrift institutions. More broadly, we
also favor the elimination of all other artificial distinctions between
the consumer lending and deposit authority of commercial banks and
other thrift institutions.
However, while we urge the Congress to address the issue of comprehensive financial reform, including the so-called regulation Q
interest rate differential issue, we favor enactment of specific NOW
account legislation at this time.
Turning to the specific NOW account legislation, particularly S.
1664, we call attention to our position paper on NOW accounts, and
we request that this paper be submitted for the record as part of our
statement.
S. 1664 is generally consistent with the specific proposals we have
made,particularly with respectto affording equal regulatory treatment
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concerning timely introduction of NOW accounts, the imposition of
transitional ceilings on the interest paid to NOW account holders, and
the imposition of universal reserve requirements.
However, we have some differences with S. 1664 which we would
like to point out to the subcommittee.
First, we urge the payment of interest on reserves be limited to the
required reserves on NOW account balances only, rather than on all
required reserves maintained by the Federal Reserve System as S. 1664
contemplates. Limiting the payment of interest to NOW account
reserves only, seems more sensible at this time to provide a smoother
transition to more sweeping reform in the future. The payment of
interest on all required reserves maintained with the Federal Reserve
System could be better addressed in connection with separate legislative consideration of the related issue of whether the Federal Reserve
should "unbundle" and specifically charge for its services. Moreover,
limiting interest payments to required reserves for NOW accounts
would seem to be more consistent with the proposed limitation of 10
percent of Federal Reserve bank earnings for this purpose.
Second, we believe the payment of interest by the Fed on such
reserves should be mandatory and not discretionary, as is proposed in
this legislation.
Third, the interest paid by the Federal Reserve System on required
reserves should not be administratively determined as under S. 1664;
rather, we believe that the market should set such rates. In this regard,
we also advocate that required reserves on NOW accounts be held in the
form of a special issue of Treasury securities. These securities should
bear interest tied to the NOW account interest rate during the period
of control and to a market rate thereafter. Such special Treasury securities would assure continued support for Federal debt management, whereas the payment of interest on cash reserve balances would
not necessarily insure that the Federal Reserve would continue to
invest required reserve balance in Treasury securities.
We also believe that the special issue approach would answer the
objections of those nonmember depository institutions which do not
desire to be placed in a direct or a once-removed relationship with the
Federal Reserve as required by the proposed legislation.
Fourth, with regard to the authority of the Coordination Council
to impose ceilings on interest rates paid to holders of NOW accounts,
we suggest that such ceilings should not extend beyond 2 years from
the effective date of the NOW account authority; rather than 3 years,
as provided by S. 1664. In addition, we oppose the granting of standby
authority to reimpose interest rate ceilings for the additional 3-year
authority contemplated by the proposed legislation. We believe competitive forces in the marketplace should determine the level of interest
paid on NOW accounts as soon as possible.
The Congress should recognize that the free market should be the
primary regulator of the terms and conditions of the offering of financial services by depository institutions. This is in the interest of
consumers, and it is consistent with the underlying free market philosophy on which our economy is based. The 1-year transition period in
the proposed legislation and the 2-year period of interest rate control
that we propose provide adequate time for all well-managed financial
institutions to accommodate their pricing and interest rate policies to
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a NOW account environment. We do not support the continuation df
such authority, whether or not on a standby basis, because of a concern, which we do not share,that some depository institutions may not
then be able to compete responsibly in a control-free marketplace.
We also urge that depositors eligible to maintain interest bearing
NOW accounts should not be limited to individuals alone. We believe
nonprofit organizations should be eligible for such accounts. We believe
nonprofit institutions should also be eligible for this type of an account,
as is the case in New England.
Further, as the NOW account experiment proceeds, we urge the
Congress to give consideration to expanding the categories of those
eligible to hold NOW accounts with a view toward the ultimate elimination of the present restrictions on the payment of interest on all
demand deposits.
To be sure you understand, we think individuals and nonprofit
organizations should have the privilege now and that it should be
extended as quickly as possible through broad authority to all types
of demand deposits, but we believe the transition period,going through
individuals and nonprofits first, would be appropriate.
Senator MCINTYRE. I would suspect that if the millenium was
reached that NOW accounts were nationwide and they were successful,
and the fears were dissipated, that there would be an urging—they
would be in here saying,"Let's extend this to businesses under $10,000,"
and that sort of thing.
Mr. PRUSSIA. Finally, we urge that provisions in S. 1664 "grandfatherine existing NOW accounts and credit union share-draft accounts relationships apply from the data of introduction of S. 1664
rather than the effective date of this act. Otherwise, we foresee major
marketing efforts to gain competitive advantages from 3-year grandfathering period before total enactment of the proposed legislation. A
cutoff date based on introduction would be more consistent with the
principle of equal regulatory treatment for all institutions offering
NOW accounts in the interest of fair and equal competition in the
marketplace.
I appreciate this opportunity to present our views, and I welcome
any questions you have.
Senator MCINTYRE. Thank you.
I have some questions for you.
Mr. Prussia, exactly how is the Bank of America proposal, particularly the proposal calling for interest on NOW reserves only, address the Fed membership problem?
Mr. PRUSSIA. Well. T would have to confess, this would be less attractive from a membership point of view than full payment of interest
on all required reserves.
However, as I indicated earlier, we believe this is a transitional step
toward a system which would permit payment of interest on all demand balances At that time I think it would be more appropriate to
then extend the payment of interest on all reserve balances. We just
think this is a better transitional way to get to that ultimate objective
at a lower cost.
Senator MCINTYRE. You don't think this suggestion would be adequate to satisfy this efficient—to meet the concerns expressed by the
administration and the Federal Reserve?
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Mr.PRUSSIA.It would be less attractive,obviously,to member banks.
Senator McINTYRE. Why do you advise a phase-in of the rate on
NOW accounts?
We have strong evidence to suggest that NOW accounts only make
sense at the 5-percent rate. Would you support NOW accounts at 5
percent initially?
Mr. PRUSSIA. If that were the only way to achieve that objective.
We believe, again, that some transition period that would move
toward a more costly system in easier steps would be a better way,
but if it were deemed most appropriate to go immediately to the 5-percent rate, we would certainly accept that.
Senator MCINTYRE. You've heard this testimony here of these gentlemen who have experienced NOW accounts, and while I would share
with you the fear that a 5-percent rate seems, from a business standpoint, that that is the only way that you can really get interest in
NOW accounts to get under way.
Mr. PRUSSIA. We would accept that.
Senator MCINTYRE. If reserves are held in special Treasury securities, can the argument be made that this really represents no net
cost to the Treasury in that this would just provide a market for
securities that would have to sell otherwise,in any event.?
Mr. PRUSSIA. That's true. The Treasury has to meet its budget, like
everybody else. To the extent there is a shortfall, they have to borrow
in the marketplace. This would just substitute one form of borrowing
for another, perhaps, but it would insure that those funds would stay
in Treasury securities.
Senator MCINTYRE. You don't think this would make banks a captive market for our Federal debt management policy, thus enabling
the Treasury to exert pressure on the Fed to adjust reserve requirements, depending upon Treasury's debt management needs?
Mr. PRUSSIA. Well, they already are. There is some $27 billion in
required reserves in the banking system, and the bulk of those are
already invested in Treasury securities, so I guess I would have to say
we are already a captive.I don't think that would change.
Senator MCINTYRE. Why a rate of 3-percent reserves against NOW
accounts? If you earn the market rate of interest, what difference does
it make what rate of reserves is required?
Mr.PRUSSIA. That would be a market rate of interest on the required
reserves against those NOW accounts?
Senator McINTyRE. Yes.
Mr.PRUSSIA.I guess it wouldn't make any difference. Our basic feeling is that required reserves are too high overall to do the job required for monetary management. That job can be done at a very much
lower level of reserves, and we primarily hold required reserves to
satisfy the Treasury's debt management needs and the like.
Senator MCINTYRE. Yesterday, when we inquired, Dr. Burns rejected your proposal permitting reserves to be held in Treasury securities and that this would not serve a monetary purpose and, therefore, provide no monetary control.
How would you respond to that?
Mr. PRUSSIA. We believe it would, so long as they were in a special
issue and they had to be impounded as a consequence. If it were held
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in just the general obligations of the Treasury, for example, in Treasury bills and the like, as some have proposed, we think that this would
limit the Fed's monetary control abilities. But if we put them into a
special issue of securities which are impounded, that has exactly the
same effect as holding cash reserves at the Fed as under the present
law. We don't see any difference there. And I believe Dr. Burns would
agree with that.
Senator MCINTYRE. Someone suggested, akin to your proposal, that
the Congress may wish to consider the payment of interest not just
on NOW reserves but on reserves of all interest-bearing accounts. This
would, in effect, add time and savings deposits to your proposals.
What would your thoughts on this be?
Mr. PRUSSIA. Well, again, as I explained earlier, we believe this is
a rather substantial move, and that some transition period to ease us
into a new era, if you will, would be appropriate and, therefore, taking one step in the consumer type NOW account first is a good, appropriate way to test the system and get it working well.
Ultimately, we would be in favor of extending interest payment to
all types of deposits.
Senator MCINTYRE. Do you have any idea what the attitude generally would be within the banking community to your proposals that
you have brought to our attention?
Mr. PRUSSIA. Well, you have heard a lot of shades of opinion here
today. I would believe that by and large most financial institutions,
once they understand the implications of this and the cost saving
benefits that might be derived they will be favorably inclined. I think
that, perhaps, this point on cost benefits hasn't received much attention, although I have to say I thought Mr. Haselton's comments were
very appropriate. What we don't understand in the process is how to
offset the cost of the new system. We believe going to a NOW account
type of system would permit us to implement a lot of electronic funds
transfer techniques that would,in fact, cut the cost of providing these
services and, in fact, would make the whole system more attractive.
I think that's one of the principal benefits, which is hard to explain
going in, but which would have a substantial impact overall as time
passed.
Senator MCINTYRE. We have heard a term used here—and I can't
seem to get my feet on it—"unbundling" and "bundlinfr." The first
time it occurred I think I was out at the University of Wisconsin at
the graduate school on banking there, and somebody in the back was
yelling something about no free meals, and after discussing it it was
brought to my attention that banks perform a lot of services. You've
heard some of them mentioned here today. They weren't really what
I would consider services, but they are services. And I was trying to
defend against the cost of NOW's. And yes, the NOW is going to cost
something. But if you would just turn around and look at what your
bank is offering that you are not making any charge for, you could
very easily make up the cost of NOW's.
Now, what are bundling and unbundling. What are the various
things you can tell me about them?
Your bank is the biggest in the world and the most consumer-oriented. Tell me what is unbundling.

387
Mr. PRUSSIA. Well,very simply,it means providing separate services
for a separate charge rather than putting them into.a bundle, to use
the word again, and offering them, a number of services, in one package at, say, one charge, or perhaps no direct charge. It would be part
of overhead.
Senator McINTYRE.I want to take those things that they are talking
about the NOW accounts, and say let's look at this overhead of yours.
Why aren't you charging Dr. Jones what you should be for whatever
you do for him? What do you do for him? Is he able to call up and
say,"Do you think I ought to buy Goldwater and Johnson this morning"? These things are services, I guess that you have to pay for.
Mr. PRUSSIA. We believe this would move us in the direction of an
unbundled type of financial services structure and that this makes
sense that we ought to identify those individual services and put a
charge on them individually and let the consumer decide what he
wants to pick out of this basket.
. It also would move toward explicit charges for services rather than
implicit charges such as we do on checking accounts at the present
time. We believe this would create a more efficient system and allow
us to advance again into EFTS kinds of services more effectively and
provide for the more efficient allocation of financial resources overall
throughout our financial system.
Senator MCINTYRE. Mr. Weber would like to ask a few questions.
Mr. WEBER. You referred to the question of unbundling, too, with
regard to the Federal Reserve. Now, what specific program do you
have in terms of the way in which they could reasonably go about unbundling and get to explicit pricing?
I guess related to that, do you have any expectation that the banking
industry would begin to unbundle unless and until the Fed does, as
well?
Mr. PRUSSIA. I think unbundling Fed services and providing them
to all types of depository institutions through broad-scale reform
would tend to encourage both commercial banks and other types of
thrift institutions that would benefit from those services to unbundle
their services. All this, I believe, would go hand in hand, as we see it.
We think that there are benefits on both sides to doing this, and the
Fed, certainly, if they are going to broaden access to their services,
ought to unbundle and charge specifically for those services.
Mr. ROBERTS. I would like to ask a question about unbundling and
Federal Reserve membership. The fact that the Fed would unbundle,
would that make membership more or less attractive?
Mr. PRUSSIA. Well, I think it would have to go hand in hand with
the other proposal, and that is to pay some type of interest on the reserves that are left with the system. I think that is the most important
point bearing on Fed membership.
Now,to the extent that services were offered by the Fed at a charge
to all comers—would tend to make the Federal Reserve membership,
per se—that one aspect of it—perhaps less attractive because we now
are getting, presumably, free services, which are really not free services, from the Fed.
With regard to managing the payments mechanism, the burden we
have carried, and a very substantial one, is putting up non-interest-
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bearing required reserves. Our required reserves run, on the average,
about $11/, billion. At our average earning rate, that's $120 million a
year in earnings that we forgo for the privilege of Fed membership.
Mr. ROBERTS. If they were to unbundle their reserves and take away
the part that goes for providing services and just have a sterile reserve for monetary policy purposes or whatever they desire, then the
actual level of reserves that are not earning interest would be reduced.
Mr. PaussiA. Yes; definitely.
Mr. ROBERTS. Would that be proven in the current system?
Mr.PRUSSIA. Yes;I believe it would.
As I have said already, I don't believe that the level of required reserves currently maintained are necessary in any way,shape, or form
to implement monetary policy. Monetary policy could be very effectively implemented with a very much lower level of required reserves.
Mr. ROBERTS. Do you have a number in mind?
Mr.PRUSSIA. Well,almost anything.
The Bank of England has run the financial mechanism of that
country for 200 years without required reserves. Once in a while they
have special deposits, but certainly, without giving you a specific
number,it could be substantially less than present.
Senator McINTraE. Is there a Fed membership problem in California, and are banks leaving the Fed?
Mr. PRUSSIA. I'm not aware of banks leaving the Federal Reserve
System in California, Senator. But I don't think that new banks, as
they are organized,seek Fed membership.I believe that the advantages
of being a State-chartered bank are substantially greater.
Senator MCINTYRE. Well, thank you very much, Mr. Prussia. We
truly appreciate your waiting for us to bring these New England guys
on. I'm trying to have gentlemen from the trade associations here to
try to disarm them from their fears.
I notice that the IBAA was gone right away.
Thank you for being patient. We appreciate your testimony..
The subcommittee will now recess until 9:30 tomorrow morning in
the same room.
[Whereupon, at 1:55 p.m., the hearing was adjourned, to reconvene
at 9:30 a.m.,on Wednesday,June 22,19771
[The complete statement of Mr. Prussia follows:]
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STATEMENT
of
BANK OF AMERICA NATIONAL TRUST AND SAVINGS ASSOCIATION

I am Leland Prussia, Executive Vice President and
Cashier of Bank of America.

I appreciate the opportunity to

testify before you on this important financial reform proposal.
Bank of America strongly favors legislation which
would authorize the offering by all depository institutions
of interest bearing NOW accounts.

However, it is critically

important that this authority should provide that all eligible
institutions offer such accounts under the same regulatory
framework.

We also support the proposal that institutions

offering interest bearing NOW accounts should receive some
return on required reserves maintained with the Federal Reserve
System to offset the increased costs of this new service.
We have long favored enactment of financial reform
proposals, such as the NOW account proposal, in the context of
broad scale financial reform in order to increase consumer options
and to permit financial institutions offering similar services
to compete in a comparable regulatory environment.

In particular,

we urge the prompt elimination of interest rate ceilings on time
and savings accounts and the interest rate differential in favor
of thrift institutions.

More broadly, we favor the elimination

of all other artificial distinctions between the consumer lending
and deposit authority of commercial banks and thrift institutions.
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However, while we urge the Congress promptly to
address the issue of broad scale financial reform, including
the so-called Regulation Q-interest rate differential issue,
we favor enactment of specific NOW account legislation at
this time.

We should take the first steps now to reform our

financial system, to expand consumer services, and to promote
freer and more equitable competition among institutions.
Turning to the specific NOW account proposals before
the Subcommittee, particularly S. 1664, we call the Subcommittee's
attention to our Bank's publicly released position paper on NOW
accounts, and we request that this paper be submitted for the
record as part of our statement.

S.1664 is generally consistent

with the specific proposals we have made in our position paper,
particularly with respect to affording equal regulatory treatment concerning the timing of introduction of NOW accounts, the
imposition of transitional ceilings on interest paid to NOW account
holders, and the imposition of universal reserve requirements.
However, we have some differences with S. 1664 which we would
like to point out to the Subcommittee.
First, we urge that the payment of interest on reserves
be limited to the required reserves on NOW account balances only,
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rather than on all "required reserves" maintained with the
Federal Reserve System as S. 1664 contemplates.

Limiting the

payment of interest to NOW account reserves only seems more
sensible at this time to provide a smoother transition to more
sweeping reform in the future.

The payment of interest on all

required reserves maintained with the Federal Reserve System
could be better addressed in connection with separate legislative
consideration of the related issue of whether the Federal Reserve
should "unbundle" and specifically charge for its services.
Moreover, limiting interest payments only to required reserves
for NOW accounts would seem to be more consistent with the proposed limitation in S. 1664 of 10% of Federal Reserve Bank
earnings for this purpose.
Second, we feel payment of interest by the Fed on such
reserves should be mandatory and not discretionary as is presently
the case in this legislation.
Third, we believe that the interest paid by the Federal
Reserve System on required reserves should not be administratively
determined as under S. 1664.
should set such rates.

Rather, we believe that the market

In this regard we advocate that required

reserves on NOW accounts be held in the form of a special issue
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of Treasury securities.

These securities should bear a rate

of interest tied to the NOW account interest rate during the
period of control, and to a market rate thereafter.

Such

special Treasury securities would assure continued support
for Federal debt management whereas the payment of interest
on cash reserve balances would not necessarily insure that the
Federal Reserve would continue to invest required reserve
balances in Treasury securities.
We also believe that the special issue approach would
answer objections of those non-member depository institutions
which do not desire to be placed in a direct or once removed
relationship with the Federal Reserve as required by S. 1664.
Fourth, with regard to the authority of the Coordinating
Council to impose ceilings on interest rates paid to holders of
NOW accounts, we suggest that such ceilings should not extend
beyond two years from the effective date of the NOW account authority, rather than for three years as provided in S. 1664.

In

addition, we oppose the granting of standby authority to reimpose
interest rate ceilings for the additional three-year period contemplated by S. 1664.

We believe that competitive forces in the

marketplace should determine the level of interest paid on NOW
accounts as soon as possible.
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It is time for the Congress to recognize and endorse
the principle that the free market should be the primary regulator of the terms and conditions of the offering of financial
services by depository institutions.

This is in the interest

of consumers and is consistent with the underlying free market
philosophy on which our economy is based.

The one-year transition

period provided for in S. 1664, and the two-year period of interest
rate control we propose, provide adequate time for well managed
financial institutions to accommodate their pricing and interest
rate policies to a NOW account environment.

We do not support

the continuation of such authority, whether or not on a standby
basis, because of a concern, which we do not share, that some
depository institutions may not then be able to compete responsibly in a control-free marketplace.
We also urge that depositors eligible to maintain interest
bearing NOW accounts should not be limited to individuals.

We

see no reason why non-profit organizations should not be eligible
for such accounts as has been the case in New England.

Further,

as the NOW account experiment proceeds, we urge the Congress to
give consideration to expanding the categories of those eligible
to hold NOW accounts with a view toward the ultimate elimination
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of the present restrictions on the payment of interest on all
demand deposits.
Finally, we suggest that the provisions in S. 1664
"grandfathering" existing NOW account and credit union share
draft account relationships apply from the date of introduction
of S. 1664 and not the effective date of this Act.

Otherwise

we foresee the possibility of major marketing efforts to gain
the competitive advantage of the three-year "grandfather" period
before total enactment of S. 1664.

A cut-off date based on the

date of introduction would be more consistent with the principle
underlying the bill of equal regulatory treatment for all institutions offering NOW accounts in the interest of fair and equal
competition in the marketplace.
I appreciate this opportunity to present our views, and
I welcome any questions you may have.
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BANK OF AMERICA STATEMENT ON NOW ACCOUNTS

Legislation to introduce consumer NOW (Negotiable Order of
Withdrawal) accounts nationwide is desirable, provided that all
eligible financial institutions are treated equally.
Over the years, imbalances and distortions have developed in
our financial system as a result of piecemeal legislation.

Comprehensive

financial reform, long past due, does not appear to be imminent.

As a

result, Bank of America endorses the following NOW account proposal
because some positive reform is better than none.
The NOW account is, in effect, an interest-bearing consumer
demand deposit account, which permits consumers to write checks drawn
against their savings account balances and payable to third parties.
NOW accounts are currently offered only in New England by commercial
banks, mutual savings banks and other thrift institutions.

Many consumers

have found these accounts to be beneficial.
Available only to individuals and nonprofit organizations, NOW
accounts have been prohibited to businesses.

When the program is

extended nationwide, the extension should apply initially only to
categories of customers already eligible.

This limitation will provide

the time financial institutions and the public need to adjust to the new
transaction account.

Congress can decide later whether to permit payment

of interest on all demand deposits, a broadening that should be permitted
ultimately.

But an evolutionary process, similar to the one that eventually

authorized business savings deposits last year, would be both responsible
and appropriate.
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It is essential that all depository institutions operate under
the same rules and regulations, especially with regard to NOW accounts.
Legislated inequities would limit consumer options and reduce the
ability of depository institutions to compete for these accounts,
thereby affecting the institutions' capacity to offer savings,
consumer-lending and other services.

Congress should include

equal treatment provisions in NOW legislation, specifically on these
points:
1.)

Timing of introduction

2.)

Interest rate ceiling

3.)

Reserve requirement.

Timing of Introduction
An equitably competitive environment requires simultaneous
introduction of the NOW account by all commercial banks, mutual
savings banks, savings and loan associations, and credit unions.
Presently, credit unions in many states offer customers share
draft accounts (similar to NOW accounts), but should not be permitted
to do so.

Instead, in the interest of overall competitive equity,

credit unions should be authorized to offer NOW accounts on the
same basis as other depository institutions.
There should be a period of preparation between the time legislation
is

enacted and the time depository institutions introduce the new

service.

This period should be one year, so that new reporting

systems may be developed, new pricing methods researched and new
procedures established.
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Commercial banks will not all be affected to the same extent
by the introduction of NOW accounts.

The impact on earnings from

the payment of interest on these accounts will depend on the size
and composition of a bank's deposits.

At one extreme, a bank that

currently does not handle consumerchecking accounts will be unaffected,
but a bank with significant retail business can expect to incur
somewhat higher costs as consumers switch from noninterest-earning
demand accounts to NOW accounts.

The waiting period will enable

all banks to develop the most appropriate strategy for managing the
impact of these increased expenses.
This period also should be used to educate the consumer about
the advantages of a NOW account, and the disadvantages, as well, since
not all depositors will benefit from this type of account.

The

New England experiment has demonstrated that the consumer who benefits
the most is one who maintains an account with a relatively large
average balance and low volume of activity.

Conversely, the consumer

who has relatively low balances and high levels of activity may
incur higher transaction charges and, thus, may not benefit from a
NOW account.
Interest Rate Ceiling
A transition period should follow the waiting period.

It would

enable adjustments in ,the financial system to proceed on an orderly
basis.

A gradually increasing interest rate ceiling should be imposed

uniformly on NOW accounts during the transition period -- which should
last approximately two years.

At the end of that time, the ceiling

should be eliminated completely and institutions permitted to pay
rates competitive with the market.

The length of the transition

should be specified in enabling legislation so depository institutions
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can prepare adequately to take part in a competitive market.

A required

legislative review of events when the ceiling is due to be lifted is
neither necessary nor desirable.

Mandatory reviews tend to perpetuate

the status quo and delay adjustments that make a free market rate
available to the consumer.
Reserve Requirement
The reserve requirement for NOW accounts should be equal among all
depository institutions.

Currently, savings and loan associations, credit

unions and commercial banks (Federal Reserve member and nonmember banks),
offer similar financial services.

But they are subject to widely

different reserve requirements -- which directly affect the profitability
of deposits and, therefore, the service charges they impose.

The

requirements also influence the institutions' ultimate willingness to
offer a particular service.

Therefore, all depository institutions offering

NOW accounts should be required to maintain the same level of reserves on
these accounts.

Any other course would mandate a competitive inequality

among depository institutions by making NOW accounts more profitable for
some institutions than others, regardless of quality of service.
It would be appropriate for the central bank (the Federal Reserve)
to hold these reserves.

However, it is more important that reserves be

equal than that they all be deposited in one system.

Therefore, the

Federal Home Loan Bank might hold NOW account reserves for savings and loan
associations, and the National Credit Union Administration might hold
reserves for credit unions.

Nonmember commercial banks that wish to

remain outside the Federal Reserve System could be permitted to deposit
their NOW account reserves with a member bank.

That bank, in turn, would

pass the reserve deposits through to a Federal Reserve Bank.
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The current reserve requirement for NOW accounts in New England
is 3 percent (the same level the Federal Reserve imposes for regular
savings deposits) and should be applied to NOW accounts, at all
institutions, nationwide.

This rate -- lower than that for demand

accounts -- would reduce costs to institutions and, thus, ultimately
benefit the consumer.
Earnings on Reserves
The Federal Reserve staff study ("The Impact of the Payment of
Interest on Demand Deposits," January 31, 1977) and Chairman Arthur F. Burns
have specifically linked the payment of interest on reserves to NOW
accounts.

Yet, payment of interest on reserves ideally should be

considered in a package with the closely related matter of the
Federal Reserve charging for its services.

Joint consideration would

strengthen analysis of the impact such a widely implemented program
would have on Federal Reserve membership and on conduct of monetary
policy in general.

The Federal Reserve staff study suggested that

the cost of introducing nationwide interest on demand accounts could
be burdensome to depository institutions, and that permitting reserves
to earn a return would ease the burden.

Because the proposal concerns

payment of interest on NOW accounts, payment should be restricted to
NOW account reserves.
Payment of interest on NOW account reserves could be accommodated
by requiring that such reserves of all institutions be held in the form
of U.S. Government securities.

The Treasury could issue a special

security to be used solely for NOW account reserve requirements.
During the recommended two-year transition period, the return on the
reserves provided by U.S. Government securities could temporarily
be set at a rate proportionate to the interest rate earned by NOW account
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depositors.

At the end of the period, the securities would be permitted

to pay interest at a market rate.
The payment of interest on reserves will not complicate federal
financial management or enlarge the federal deficit.

The reason is

that individuals, as well as all types of depository institutions
(except credit unions), pay taxes on their interest income.

Thus,

additional revenues for the Treasury would be generated by taxes on
interest income from reserves and on interest income of NOW account
depositors.
In summary, NOW accounts should be offered nationwide to consumers
and nonprofit organizations by all depository institutions competing
under the same set of rules and requirements.

NOW ACCOUNTS, FEDERAL RESERVE MEMBERSHIP,
AND RELATED ISSUES
WEDNESDAY, JUNE 22, 1977

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS,
Washington, D.C.
The subcommittee met at 9:30 a.m. in room 5302, Dirksen Senate
Office Building, Senator Thomas McIntyre (chairman of the subcommittee) presiding.
Present: Senator McIntyre, Proxmire, and Brooke.
Senator MCINTYRE. The subcommittee will come to order.
This morning we continue our third day of hearings on S. 1664 and
associated bills. We are very pleased to welcome to our witness stand
this morning as our first witness Mr. Henry Schechter, Director of
Urban Affairs, AFL-CIO. We are glad to welcome you here. Please
introduce your associate for the record at the appropriate time. You
may testi,fy in any manner you see fit, hoping however that if you
can save us any time you will. We've got a long day with a lot of witnesses but we want to give you a full opportunity to express your
views.
STATEMENT OF HENRY SCHECHTER, DIRECTOR, URBAN AFFAIRS,
AFL-CIO, ACCOMPANIED BY RIMY OSWALD, DIRECTOR OF
RESEARCH
Mr. SCHECHTER. Mr. Chairman, my colleague, Rudy Oswald, AFLCIO director of research, and I appreciate the opportunity to present
the views of the AFL-CIO on the financial institutions reform bills
S. 1664 through S. 1669, being considered by your committee.
[Summary statement and complete statement of Mr. Schechter
follows:]
(401)
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Summary Statement by Henry B. Schechter, Director, Dey'artment of Urban Affairs
American Federation of Labor and Congress of Industrial Organizations
Before the Subcommittee on Financial Institutions of the
United States Senate Committee on Banking, Housing and Urban Affairs
on
Financial Institutions Reform bills S. 1664 through S. 1669
June 22, 1977
I appreciate the opportunity to present the views of the AFL-CIO on the
financial institutions reform bills S. 1664 through S. 1669, being considered
by your Committee.

We will address ourselves only to those bills and provisions of

bills which, we believe, have the most significant bearing upon the interests
of our 14 million members as workers, consumers and taxpayers.
In considering the orientation of the package of six bills, I'recall two
of the dissents a few years ago by members of the Hunt Commission, when its
report on Financial Structure and Regulation had been completed.
Secretary Treasurer Lane Kirkland stated:

AFL-CIO

I am persuaded that the basic

thrust of these commendations is designed to promote the interests of private
financial institutions without any regard for the most urgent problems and
needs of the nation.stated:

The representative of homebuilders on the Commission

"The Commission's recommendations ...failed to come to grips with the

overriding problem of a more stable flow of funds into the residential mortgage
market."
Those appraisals of the Hunt Commission report would, with few exceptions,
be applicable to the legislative proposals in the six bills under consideration.
The Administration bill, S. 1664, would greatly reduce the consumer benefits
to be derived from NOW accounts, and would also provide a vehicle for a transfer
of more than half a billion dollars annually from the American taxpayers to banks,
with latitude for the relatively greatest benefits to go to large banks.
The AFL-CIO has supported proposed authorization to permit NOW accounts under
which depositors receive interest payments at rates on savings permitted under
Regulation Q.

Such accounts have been offered by both thrift institutions and

commercial banks in New England.

..,,ome institutions ha-Te done well, some have

done poorly with NOW accounts, but in either case the consumers have gained.
NOW accounts could be continued on present terms by New England institutions
that already have them, under S. 1664. .The AFL-CIO would support expanded
authority for NOW accounts nationally, in the same manner as presently
authorized in New England.
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We are opposed, however, to authority for a four-agency committee or the
Federal Reserve Board to set interest rate ceilings for NOW accounts below
Regulation Q passbook savings account ceilings, which would penalize household
savers.

We would also oppose definitions of accounts as NOW accounts which would

preclude telephonic transfers of savings funds and ordered use of savings
account funds to pay utility bills and taxes.

All of these measures would

deprive the consumer of benefits that advanced technology has facilitated, and
that should be realized in a competitive environment for depository institutions.
The AFL-CIO strongly opposes the payment of interest on reserves to member
banks of the Federal Reserve System in an aggregate amount of up to about $550
million, which would result in an equal reduction of Federal reserve net profits
paid to the U.S. Treasury.

The American taxpayer would bear the burden of this

potentially large windfall which could be of particular benefit to those large
banks which hold billions of dollars in business demand deposits.
If the inclusion of State-chartered commercial banks in the Federal Reserve
System is an overriding consideration, in order to achieve a more effective
monetary policy and a more stable economy, the Congress should act more directly
to achieve this objective.

It could require that all commercial banks whose

deposits are insured by the FDIC must become members of the Federal Reserve System.
We recognize that Regulation Q, with a differential in favor of thrift
institutions is only a

limited device to mitigate the frequent, sharp credit-

related cycles in residential construction and related economic instability.

It

should be continued, however, to avoid an intensification of such instability.

To

eliminate the Reg Q differential in savings interest rate ceilings at thrift
institutions which have NOW accounts, as provided in S. 1668, would weaken whatever benefits are provided through Reg Q and discourage NOW accounts which
benefit the household savers.

The AFL-CIO, therefore, endorses the continuation

of the present Regulation Q authority for at least two additional years, the
extension period provided in S. 1664.

It does not endorse a five or ten year

extension, as provided in other bills, because such long extensions would unduly
defer efforts to find more fundamental solutions to the problem of the excessive
fluctuations in residential mortgage fund availability and terms and construction.
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Such undesirable, cost-raising fluctuations in homebuilding would become
greater if provisions for expansions in investment powers of Federal savings and
loan associations, proposed in S.

1666 and 1667, were to be enacted. Those

provisions include (1) changing from

80 percent to 70 percent the proportion of

total assets consisting primarily of residential mortgage loans; (2) allowing
the associations to make consumer loans in an amount up to

5 percent of total

assets; and (3) authorizing a "leeway" category of loans and investments not
otherwise qualified for Federal savings and loan associations in an amount up
to the lesser of

5 percent of assets or the amount of general reserves, surplus

and undivided profits.

All of these proposed changes would have an effect of

further reducing the availability of funds and raising interest rates for
residential mortgagesduring tight money periods.
declines in residential construction.

It would intensify the periodic

The AFL-CIO strongly recommends the

rejection of these proposed changes.
We also urge the rejection of proposed authority to permit Federal savings
and loans to offer a wide variety of flexible mortgage instruments, including
variable-rate mortgages.

An exception would be reverse annuity plans, which would

not be involved in home purchases.
The other flexible mortgage instruments subject the homeowner to the risk of
meeting higher mortgage payments in years subsequent to the initial mortgage
year, when income payments in many cases will not have increased accordingly.
Variable-rate mortgages are most objectionable because they shift the risk of
higher interest rates from the lender to the homeowning borrower.

Such mortgages

become an engine for inflation, as increased mortgage payments would add to
increases in the cost of living when the economy is overheating.

Such radical

departures from the fixed-rate, fixed-payment mortgage, which has enabled
65 percent of American households to become homeowners, should not be authorized.
A great potential for further weakening the residential financing and
building sector of the economy would also be introduced by provisions in S. 1665
and S.

1666 for chartering Federal mutual savings banks. State-chartered mutual

savings banks could be converted to Federal charters under regulation of the
Federal Home Loan Bank Board.

Banks that convert could continue to carry on any

type of activity in which they were engaged under their State charter prior to
conversion, although such activities are not permitted for savings and loan

•
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associations chartered and regulated by the Federal Home Loan Bank Board.

The

savings banks that converted would be permitted to retain their 'grandfathered"
Pre-conversion percentage of total assets in such loans and investments as
corporate bonds and stocks and consumer loans.

Data indicate that the authorized

asset ratio for grandfathered types of loans and investments of all mutual savings
banks would be roughly 20 percent.
Experience and logic strongly suggest that the savings and loan associations
would soon demand investment powers equal to those enjoyed by

the Federal mutual

savings banks under common regulation of the Federal Home Loan Bank Board.
such demands were gained, home financing would be further weakened.

As

The mutual

savings banks currently have only about 50 percent of assets in residential
mortgages, compared with about 80 percent for savings and loan associations.
If Federal charters for mutual savings banks are to be authorized, the
legislation should provide that all loans and investments after conversion should
be in conformity with statutes and regulations applicable to Federal savings and
loan associations.

Authorizing legislation should also provide that, after a

reasonable period of time, the portfolio composiion of the Federal mutual savings
banks must conform to the provisions of Section 5(c) of the Home Owners Loan Act
of 1933 as amended, which defines Federal savings and loan investment powers.
In order that all HUD-FHA-approved mortgagees be permitted to service
mortgages that have been sold to the Federal Home Loan Mortgage Corporation,
the AFL-CIO favors the enactment of S. 1669.
In concluding this summary statement of AFL-CIO views, I must lodge a strong
protest against a provision of S. 1665.

It would raise the statutory maximum

Interest rate that credit unions might charge on self-replenishing lines of
credit or similar classes of loans from 1 percent to li percent per month.

To

permit credit unions to charge their common bond members an annual interest rate
of lg percent would be unconscionable.

This provision should be summarily

rejected, if credit unions are to retain a vestige of being true cooperatives for
the benefit of their members.
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Statement by Henry 3. Schechter, Director, Department of Urban Affairs
American Federation of Labor and Congress of Industrial Organizations
Before the Subcommittee on Financial Institutions of the
"lilted States Senate Committee on Banking, Rousing and Urban Affairs
on
Financial Institutions Reform bills S. l66' through S. 1669
June 22, 1977
I appreciate the opportunity to present before you the views of the An-CIO
on the several bills dealing with powers and functions of different types cf
financial institutions.

The proposed legislation would affect benefits to consumer

depositors and residential mortgage money availability and interest rates.
It would also promote instability in residential construction and affect general
economic activity, including unemployment.

AFL-CIO policies on these matters

which bear upon the interests of our 14 million members, have been expressed in
AFL-CIO Executive Council statements and convention resolutions, and will be
reflected in our comments on provisions of the proposed legislation.
Ye will deal with major provisions of each of the six bills that were
introduced by Chairman ”cIntyre, by request, on June 9, 1977.

Although they are

separate bills, some of them overlap and they would have interrelated effects
upon credit flows and activity levels in various sectors of the economy.
In considering the orientation of the package of six bills, I recall two
of the dissents a few years ago by members of the Hunt Commission, when its
report on Financial Structure and Regulation had been completed.
Secretary-Treasurer Lane Kirkland stated:

AFL-CIO

"I am persuaded that the basic

thrust of these commendations is designed to promote the interests of private
financial institutions without any regard for the most urgent problems and needs
of the nation.'

The representative of homebuilders on the Commission stated:

"The Commission's recommendations . . . failed to come to grips with the overriding problem of a more stable flow of funds into the residential mortgage market.
Those appraisals of the Hunt Commission report would, with few exceptions,
be applicable to the legislative proposals in the six bills under consideration.

S. 1664
S. 1664 is the one bill that would directly affect every type of depository
institution and the Federal Reserve System.
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Every type of Federally insured depository institution would be authorized
to maintain negotiable order of withdrawal (NOW) accounts or, in the case of
credit unions, share draft accounts.
refer to all of them as NOV accounts.

For purposes of this discussion I will
These accounts would be available only

for household or non-profit organizations.

Interest or dividends could be paid

to the depositor by the financial institution, and the depositor or account
holder could make withdrawals by negotiable or transferrable instruments in order
to make payments to third persons.
The rate of interest that could be paid on such accounts would be limited
by a committee chaired by the Chairman of the Federal Reserve Board and including
the chairmen of the FDIC and the Federal Come Loan Banks Board, and the
Administrator of the National Credit Union administration.

The interest rate to

be established would have to be uniform for all depository institutions and

to

be at a rate lower than that prescribed for savings deposits at Federal Reserve
member banks.

In the event that the four agencies cannot reach a majority

decision within six months, the initial ceiling rate would be established by the
Federal Reserve Board, and thereafter could be changed only by a majority vote
of the four agencies.
In order to Prevent evasion of the interest rate ceilings or of reserve
requirements on NOW accounts, each of the agencies would be authorized to
determine by similar regulation or order that an interest bearing account is a
NOV account

if it meets criteria stated in Section 103.

The authority for such an interest rate ceiling on NOW accounts would be
effective for three years and could be exercised for an additional three years
if a majority of the agencies on the committee determined that the continuation
or reimposition of limitations is warranted.

Those insititutions who presently

have NOW accounts, e.g. in New England, and are paying a higher rate of interest
than is to be permitted under the ceiling, would be permitted for three years to
continue to pay interest at their current rates, but if they lowered such rates
they could not raise them again above the established NOW account ceiling rate.
All institutions having NOW accounts would have to maintain reserves at a
Federal Reserve Bank at a rate prescribed by the Federal Reserve Board, to be
between

3

percent and 12 percent of the amount held in NOW account deposits.

reserve requirements would be phased down to very nominal percentages between

Such
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the third and sixth year after enactment.
The Federal Reserve would be authorized to pay interest on required reserve
balances maintained at Federal Reserve banks against all types of accounts -demand, time and savings deposits, as well as NOW accounts.
Poard would set the rat

The Federal Reserve

of interest on such reserve deposits.

Aggregate payments

would be subject to a limitation of 10 percent of the earnings of the Federal
Reserve hanks in the preceding year.

Currently, this would amount to a maximum

aggregate interest payment of about ','550 million, which could provide an interest
rate of roughly 2 percent on reserves held on deposit.
The provisions of

he proposed Act, which would become effective one year

after enactment raise numerous questions of interpretation and substance.
One question that involves both interpretation and substance concerns the
definition of a NOW account, to be enunciated in regulations pursuant to
Section 103.

As stated in that Section, a NOV account is an interest bearing

account or deposit that 'may be used to provide funds directly or indirectly for
the purpose of making payments or transfers to third parties or others.

Funds

from most savings accounts will be used after transfer to provide payments
indirectly to third parties.

The delineation of COW accounts, therefore, will

rest upon the delineation of various mechanical methods used in making such
payments.

The most common method to use savings account funds to provide third

party payments has been by a withdrawal of funds from a savings account to a
The checking

checking account against which a check or payment order is drawn.
account may be in the same or in another depository institution.

In recent

years, the means of effecting such transfers have included transfer via telephonic
order to the institution holding the savings account.

Transfers of funds have

also been made directly from savings accounts to creditors of depositors, such as
utility companies to pay bills, or to local governments for taxes.

Such transfers

have also been made in person at a bank tellers window, or via telephonic orders.
Would savings accoutns from which such transfers are made be deemed ROW
accounts?

If that is the intent, household savers would either have to forego

the convenience which technology has made possible, and society would have to
live with the inefficiency of two paper handling transactions instead of one, or
the household savers would have to suffer a penalty of accepting the lower
interest rate on a YOU account than on a savings account.

The use of funds from
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savings accounts to pay bills at the teller window or after telephonic transfer
to a checking account for other third party payments should not be subject to a
penalty of reduced interest rates.
The level of interest rates to be paid on NW accounts would in large
measure determine whether such accounts are to be of benefit to consumers.

If

the limit on NOW account interest rates were to be at the Reg Q ceiling rate for
passbook savings accounts, which is
very little cost to consumers.

5 percent at commercial banks, there would be

A NOW account could be considered by consumers

as a savings account with third party payment draft privileges at a very slight
cost.

In fact, under such a rate ceiling there has been a growth of NOW accounts

at all types of institutions in New England.
There would undoubtedly be costs to the depository institutions associated
with third party transactions, but the costs are not proportional to the size of an
account.

As indicated in a recent Federal Reserve Poard staff study, available data

for personal checking accounts suggest "that the number of checks written does
not rise on the average anywhere in proportion to the size of account balances.'
Also, the cost per handling a check for a small account is higher than for a
large account because of certain standard and fixed charges, such as statement
preparation and overhead.
with a larger volume.

The latter cost will, of course, be relatively smaller

It would be a matter of market competition, therefore,

as to which institutions can attract and hold a large enough volume of NOW accounts
with a good size mix, and manage their investments so as to make a profit.
The development of NOW accounts originally had been conceived as a way of
giving consumers added services at little or no penalty costs, by having such
accounts at depository institutions that could pay a savings account interest
rate.

Those institutions that could offer the accounts on a competitive basis

would do so and consumers would benefit.

On that basis, the AFL-CIO has

supported the authorization of NOW accounts and would do so again.

It is on that

basis that authorized NOW accounts would be allowed to continue in New England.
There is no reason why household depositors in other parts of the country should
not realize the same benefits from NOW accounts as those in New England, instead
of being penalized by a lower interest rate ceiling.

Therefore, we are opposed

to the NOW accounts authorization as it is proposed in the bill, but would
support a modification to permit the same operation of NOW accounts nationally as
in New Fngland, subject only to Regulation Q ceilings as presently authorized.
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Title II of the bill would provide the commercial banks with a substantial
windfall at the expense of the American taxpayers.

It would permit the Federal

Reserve, for the first time, to pay interest on required reserves of depository
institutions held at Federal Reserve Banks.

The aggregate amount of such

permitted payments, estimated at about $550 million, would mean an equal
reduction in the amount of net profits remitted to the U.S. Treasury each year.
In setting rates of interest to be paid on required reserve balances, the
Federal Reserve Board would be required to 'give due consideration as the
effect on revenues of the Treasury of the United States, monetary and financial
conditions, safety and soundness of depository institutions, competitive balance,
benefits and costs of membership in the Federal Reserve System, the likelihood
of membership attrition and other circumstances surrounding depository institutions.'

These factors are so varied, contradictory and open ended that

almost any schedule of interest payments on reserves could be established.
Schedules of interest payments could be established under which large banks
with substantial business demand deposits, which would not be shifted to NOW
accounts and which are subject to a 164 percent reserve requirement, could gain
a large windfall from interest payments on reserves.
We are opposed to any payment of interest on reserves, and believe the
intended purpose could be met otherwise.

Reportedly the purpose of such

interest payments would be to make it more attractive for State-chartered
commercial banks to remain as members of the Federal Reserve System, so that
the application of Federal Reserve monetary policy can be more effective.

If

the inclusion of State-chartered commercial banks in the Federal Reserve System
is an overriding consideration in the achievement of a more effective monetary
policy and a more stable economy, then the Congress should act more directly
to achieve that objective.

This could be done by requiring that all commercial

banks whose deposits are insured by the FDIC must be members of the Federal
Reserve System.

Deposit insurance under Federal sponsorship is such a great

benefit to commercial banks that 98 percent of them have their deposits insured.
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However, more than 60 percent of the commercial banks (holding about one-fourth
of total commercial bank assets) are not members of the Federal Reserve System.
More direct action than payment of interest on reserves seems to be in order to
bring banks into the system.

Title III of S. 1664 would extend the present Regulation Q authority from
December 15, 1977 to December 15, 1979.

Thus, ceilings on interest rates payable

on time and savings deposits, with a differential to permit thrift institutions
to pay rates one-quarter of 1 percentage point higher than the rates that may be
paid by commercial bank; would be continued.
The AFL-CIO has supported the continuation of Regulation Q in the past and
continue to do so presently.

It offers some degree of protection against a

rechanneling of funds from mortgage lending thrift institutions to commercial
banks during tight money, high interest rate periods, and mitigates the periodic
credit-related cyclical declines in home building.
Regretfully, Regulation Q, is a relatively weak protection against the
rechanneling of savings flows to credit uses of low social priority during tight
money periods.

With the existence of money market investment funds, new savings

and savings from thrift institutions can be attracted to such funds when the
general level of interest rates rises, and then channeled into commercial
banks via large certificates of deposits (over ;!,;100,000) which are not subject
to interest rate ceilings.

The funds can then be placed in high yield loans

for speculative recreational land development or inventory hoarding, or in foreign
loans.

Furthermore, as long as there are no selective constraints upon uses of

credit, other institutional channels will arise to channel funds into highrisk speculative ventures, which have the lure of high returns but often result
in overbuilt stocks or facilities to serve demands for expensive goods and
services of low-social priority, which have relatively thin markets.

Subsequent

412
inventory liquidations and asset devaluations, following upon a sharp decline of
residential construction induced by tight money and high interest rates, cause
a general economic recession.
and income are the end result.

High unemployment and losses of national product
This pattern will probably continue to be repeated

until we begin to employ selective credit regulation or some other alternative
to general tight monetary policy as a tool to dampen inflationary pressures.
Ho solution for the credit-related, sharp cyclical fluctuations in residential
construction are to be found in the five bills which reflect the self-interests of
the different types of financial institutions.

In fact, significant provisions,

designed to provide competitive advantages to either thrift institutions or
commerc ial banks would lead to an intensification of instability in the housing
production sector and/or the national economy.

s. 166r
The other bill that is concerned largely with NOW accounts and Regulation Q
is

S. 166P.
It would permit all types of depository institutions to have NOW accounts

from which third party payments could be made only for personal purposes of the
owner, and not on behalf of any business or other organization.

However, all

interest or dividend payments on such accounts would be subject to ceiling
rates established by the Federal Reserve Board.

In addition, reserve require-

ments against such accounts could be fixed by the Federal Reserve Board in a
range of 2 to 12 percent.
Furthermore, any institution that orfered such ROW accounts would be subject
to the same Regulation Q ceilings as other depository institutions offering
third party payment accounts.

Thrift institutions offering NOW accounts, therefore,

would have to pay interest rates on time and savings deposits no higher than
Regulation Q ceilings in effect for commercial banks.
These provisions would deprive any thrift institution offering NOW accounts
of the Reg Q one-quarter p(xcentage point differential in savings account rates,
above rates authorized for commercial banks, and thereby effecti-ely discourage
the use of NOW accounts as a competitive tool for the mortgage lending thrift
institutions.

In addition, the Federal Reserve would have authority to set

NOW account rate ceilings well below Reg Q ceilings on savings accounts, and
could thus eliminate much of the consumer benefit of NOW accounts.
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In addition, the Federal Reserve would be authorized to pay interest on
reserves against NOW accounts at a rate of up to

5 percent. Such interest

payments would reduce Federal Reserve payments to the Treasury by an equal dollar
amount, at the expense of all taxpayers.
All of the aforementioned provisions of S.

1668 would be contrary to the

The AFL-CIO, therefore, recommends that H.R.

interests of households.

1668

be disapproved.
Financial Institutions Bills
other bills under consideration all deal with thrift institutions

Three

and contain many overlapping provisions.

In the interest of saving time they

will be discussed in terms of major provisions, with references to the bills
in which they appear and notation of differences between bills.
NOW Accounts
Only one of the three thrift institution bills, S. 1667, deals with NOW
accounts.

It would permit Federally chartered savings and loan associations

to offer rOW accounts.

In the absence of special interest rate ceilings, the

Reg Q interest rate ceilings would be applicable.

Reserves would have to

be maintained as the Federal Home Loan Bank Board would require, and the reserves
could be held in interest bearing accounts insured by the FDIC, in marketable
securities issued or guaranteed by the U.S. government and in other types of
earnings and investments.
As indicated in previous comments on NOW accounts, we favor their authori—
zation, subject to no other interest rate ceilings than the Reg Q ceilings.
That would be done under S. 1667.
To allow reserves against NOW accounts to be invested in debt or equity
assets that are productively employed in the economy, however, would provide a
liquidity reserve, rather than a reserve that can be changed to affect the money
supply and monetary policies.

If reserves against NON accounts are to be

required, there should be a sterile reserve requirement, which would take
reserves out of the active money supply.
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Regulation Q Extension
Under Section 201 of S. 1666, the 'Financial Institutions Amendments of
1977", the present Regulation Q authority would be extended for 10 years; under
S. 1667, the "Financial Centers Act of 1977', it would be extended for q years.
Section 202 of S. 1666 would also bring the Federal Credit Unions Administrator
into the group of coordinating officials for establishment of Regulation Q
savings interest rate ceilings and authorize hire to prescribe different rate
limitations for different classes of deposits, shares or withdrawable accounts.
As noted in comments on S. 1664, we are in favor of a two-year extension
of

present Reg Q authority, although a more fundamental reform of the credit

system is needed to help stabilize residential mortgage financing and construction.
In order to assure that efforts to find such solutions will be pursued vigorously,
the extension of Regulation Q authority should be for a shorter period than would
be provided under S. 1666 or S. 1667.
It would be desirable to bring the credit unions into the orbit of
regulation of interest rates paid on savings-type accounts.
Flexible Mortgage Instruments
Under both S. 1666 and S 1667, there would be authorization for Federallychartered savings and loan associations to make mortgage loans under various
terms which are presently not permitted.

In S. 1666, Title IV would be a sense

of Congress statement that the Federal Home Loan Bank Board should adopt
regulations permitting Federal savings and loan associations to offer a wide
variety of flexible mortgage instruments, specifically including variable-rate
mortgages

where State-chartered associations may offer them, and to permit

such mortgages to be offered on an experimental basis in other areas.

S. 1667

would authorize Federal savings and loans to make specified types of mortgages
in addition to fixed-rate mortgages, including deferred-interest, graduated
payment, reverse annuity, flexible interest rate, payment moratorium and line of
credit.

That listing, according to the section-by-section analysis of the bill,

would include variable rate mortgages.
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The reverse annuity is really the purchase of annuity for a contract to have
the home transferred upon death.

It could be useful to elderly homeowners.

All of the other mortgage types mentioned in S.

1667 may require either

higher mortgage payments in years subsequent to the first mortgage year or balloon
They subject the homeowner to the risk of meeting higher payments in

payments.

later years when income increases may not permit such higher payments to be met.
Such mortgage financing introduces risks of the type which led to wholesale
foreclosures and a collapse of the housing market in the early 1930,s.
There are even greater objections to variable-rate mortgages.

They definitely

shift the risk of higher interest rates during the life of the mortgage from
the lender to the borrower-homeowner.

Such mortgages constitute a radical change

from the fixed-rate, fixed payment mortgage which has enabled about two out of
three households in the United States to become homeowners.
Furthermore, the variable rate mortgage becomes a nechanism to increase
the economy is in a period of rising prices and

inflationary pressures

when

rising interest rates.

hcreased mortgage payments required under variable-rate

mortgages would then add fuel to the inflationary fires.
There has been a growth in the past two years of variable-rate and other
flexible term mortgages in some of the states where State-chartered institutions are
permitted to make them.

This short experience has not yet been affected by a period

of rising interest rates, so that difficulties have not yet been experienced.
The AFL-CIO has been and continues to be strongly opposed to all mortgages
that require higher payments in later mortgage years, and particularly to the
variable-rate mortgage with its great risk, uncertainty and potential for inflation.
Expansion of Investment Powers
Both

S. 1666 and S. 1667 would decrease the :, f%quired ratio of total assets of a

Federal savings and loan association which are to consist primarily of residential
loans from

SO percent to 70 percent.

Within the balance of assets, the 30 percent category, both bills would
authorize the making of consumer loans, which presently are not authorized.

Under

S. 1667, there would also be a specific 5 percent of assets limitation upon the
total amount of consumer loans that a Federal savings and loan association may have.
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Also, within the 30 percent of assets category, S. 1666 would authorize a
"leeway- category of loans and investments that Federal S. and L. associations
would not otherwise be permitted to make.

The loans and investments would have to

be made under a subjective "prudent man" rule, and the leeway category would
be under a sub-limitation of the lesser of 5 percent of assets or the amount
of its general reserves, surplus and undivided profits.

Since the latter measure

also constitutes "net worth", which was 5.8 percent of assets for all savings and
loans at the end of 1975, the limitation generally would be 5 percent of assets.
All of the foregoing changes in authorized investment powers of Federal
savings and loan associations would permit them to make new types of loans and
investments that can provide higher rates of return than residential financing.
Such higher yield fund outlets would divert funds away from housing, and such
diversions would be critical in tight money periods of mortgage scarcity and high
interest rates.

The consequence would be a sharper cyclical decline in home-

building than would otherwise occur, increasing the factors that make for a decline
of the general economy.

The nation cannot afford such added instability.

The

AFL-CIO urges that the aforementioned proposed changes in investment powers of
Federal savings and loan associations be disapproved.
There is a need for reorganization of Section 5(c) for purposes of clarity.
For that purpose, we believe that the draft provided to Chairman McIntyre by the
Federal Home Loan Bank Board, under cover of a letter dated June 14, 1977, as a
technical service, should be satisfactory.

It would still require that

of assets be invested in a package consisting primarily of home loans.

80 percent
In light

of the need for more multifamily housing, there could be a liberalizing amendment
in the proposed reorganized 5(c), by adding a subsection to authorize the Board,
upon a finding of economic benefit for financing of rental housing, to permit
an association that has reached the permitted investment authority limit of
20 percent of assets in loans -ecured by rental housing properties of more than
four dwelling units, to make such loans in an amount equal to an additonal

5 percent of assets.
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Authorization of Debt Issues To Meet Federal Insurance Reserve Requirement
All Federally-insured savings and loan associations presently are required
to have a reserve

equal to 5 percent of savings held.

Title VII of S. 1666 would

permit the Federal Home Loan Bank Board to authorize associations to issue notes,
bonds, debentures, preferred stock or other obligations or securities; and in the
discretion of the Board, such issuances might be considered as a source of capital
funds and used to increase the Federal Insurance Reserve of an association.
The proposed concept would permit acceptance of repayable funds, borrowed on
a note or bond, as a useable reserve to assure against depletion of savings due
to losses.

It would be a perception of safety through

the looking glass.

The

same would hold for preferred stock, unless it can be subordinated to claims of
the shareholder depositors in a mutual association.

If experience demonstrates

that unencumbered capital funds of less than 5 percent would be an adequate
reserve, then the requirement should be reduced by regulation or law.

There

should not be a reduction, however, through imposition by fiat of a definition
of borrowed funds
as capital funds.
Federal Charters for Mutual Savings Banks
Federal charters for mutual savings banks, in states in which such banks
presently are authorized, would be authorized under similar provisions in Title I
of S. 1665 and Title VII of S. 1666.

Existing State-chartered mutual savings

banks could convert to Federal charters to become Federal Savings Banks, as part
of the Federal Home Loan Bank system.

Such converted banks, moreover, could

continue to carry on any types of activities in which they were engaged prior to
December 31, 1976, even though such activities are not permitted for savings and
loan associations chartered and regulated by the Federal Home Loan Bank Board.
S. 1666 provides that the ratios of assets in such specially permitted investments
to total assets could not exceed comparable ratios prior to the effective date of
conversion.

In S. 1665, there are three specified types of asset-to-total

asset ratios -- for equity, corporate bond and consumer loan investments -- which
could not exceed the average ratio (to total assets) for the five years 1972-76.
Mutual savings banks have been seeking Federal charter authority for about
two decades.

With increasing frequency and intensity of periods of savings

disintermediation, probably a high proportion of the approximately 480 mutual
savings banks would like to have access to Federal Kome Loan Bank advances and
be under the umbrellas of the Bank Board and the Federal Home Loan 'Rank System,
with their contingency authority to borrow from the Treasury.
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The history of financial institutions legislation and logic strongly
suggest that conversions of savings banks to Federal charters would lead
to continued demands from Federal savings and loan associations, also
under Federal Home Loan Bank Board regulation, that they must have investment
powers equal to those of the Federal mutual savings banks, in order to be able to
compete effectively.

That sort of reasoning has led to the currently proposed

legislation to permit all depository institutions to offer NOW accounts.
Present balance sheet data of mitual savings banks provide an idea
of the extent of special types of investments they could make under the grandfathering clauses in S. 1665 and

S. 1666. At the end of March 1977, mutual savings

banks had 18i percent of their assets in corporate and other non-governmental
bonds and corporate stocks.

They also had 2i percent of their funds in a

category of "other loans- which includes consumer loans, open market paper and
other non-mortgage loans.

Under the proposed authority, upon conversion to Federal

charters they would have and could continue to place an average of about
20 percent of their funds in other than residential mortgage investments
which presently are precluded for Federal savings and loan associations.

The

latter could cite a Federal precedent to demand authority for similar investment
powers.

The potential ultimate effects

are indicated by the fact that the

mutual savings banks currently have about 50 percent of their total assets in
residential mortgages, compared with about 00 percent of savings and
loan association assets.
In order to prevent the above-described course of events, which would
aggravate periodic mortgage credit shortages and related economic instability,
the AFL-CIO urges that

there should be no approval of authority for Federal

charters for mutual savings banks with the type of grandfathering of investment
powers proposed in S. 1665 and

S. 1666. If Federal charters are to be authorized,

the legislation should provide that, after the date of conversion to a Federal
charter, a Federal mutual savings bank could not acquire any assets that are
precluded for Federally chartered savings and loan associations; and that within a
reasonable period of years, the portfolio composition of the Federal mutual
savings banks must conform to the provisions of Section 5(c) of the Home Owners
Loan Act of
S Cc L's.

1933, as amended, which define investment powers of Federal

Under the latter type of provisions, the AFL-CIO could support

Federal charters for mutual savings banks.
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Credit Ttnion Interest Rates
Although Title II of S. 1665 deals with revision of credit union management,
it also contains a provision that would raise the statutory maximum interest rate
on self-replenishing lines of credit or similar classes of loans from 1 percent
per month to lf percent per month.
The enactment of this provision, to permit credit unions that are supposed
to have a common bond to charge their members 18 percent per year, would be
unconscionable.

It would mark the end of the sole remaining truly cooperative

means for workers to meet their own credit needs at a reasonable cost.

It would

also mark the end of generally uniform support that organized labor has given to
the credit union movement.

Section 203(a)(1) of S. 1665 definitely should not

be enacted.
Eligibility of FHA-approved Mortgagees to Service Mortgages Sold to FHLMC
The AFL-CIO favors enactment of S. 1669 which would permit certain
mortgagees, that have been approved by the Secretary of HUD to participate
in any program under the National Housing Act, to service mortgage loans
acquired by the Federal Home Loan Mortgage Corporation.
mortgagees are presently excluded by FIELMC regulations.

Some HUD/FHA-approved
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Senator MCINTYRE. Thank you, Mr. Schechter. I do appreciate your
very forthright statement here this morning and, in fact, most of the
questions I had in mind you have already answered.
I do, however, have a few things I'd like to say and ask. I share
your support for expanding NOW accounts nationwide in the same
manner presently authorized in New England. You also state that at,
5 percent there would be very little cost to consumers, that NOW accounts could be considered by consumers as a savings account with a
third party privilege at very slight cost.
As you may imagine, I know from experience how the consumers
in New England have responded to NOW accounts for the reasons you
suggest. At the same time, I am intrigued by many of the arguments
that NOW accounts are anticonsumer. You and I both know that consumers outside of New England probably don't understand the fact
that a NOW account is tantamount to an interest on a checking account, a checking account that pays interest, interest on your spending
money.
Do you have any doubts, sir, that if the American public—if the
people of Texas, the people of Louisiana, the people of Florida, who
are your members all around this great country—would they not respond favorably to interest-bearing checking accounts if they knew
about them?
Mr. SCHECHTER. I believe the people in the other States would react
in a manner very similar to those in New England who found the
NOW accounts an advantageous, convenient consumer service. There
may have been some restrictions such as a minimum of $500 per account, but on the whole, I think consumers have benefited and to the
extent that financial institutions offer these accounts in a competitive
manner I believe they may be willing and able to absorb some costs
that would accompany them.
Senator MCINTYRE. I think if we trace through the history of New
England we will find that there are some banks that don't want them.
Now a lot of commercial banks don't want these. I agree to that. I have
heard them yelping up there in New England. So what they do is they
will put a $500 minimum balance and they will charge you 25 cents
for every check. Well, that soon turns off the enthusiasm of somebody who wants to write a lot of checks. We agree, too, don't we, that
these don't fit everybody? The NOW account doesn't fit everybody.
Mr. SCHECHTER. No; and as a matter of fact, many people choose
not to use them.
Senator MCINTYRE. But it will affect the people who work for you,
some of the little people who would like to pay their rent and pay
their—maybe send $10 to their Aunt Suzy in California who needs
it, and to be able to pay their utility bills with a little ease and
facility?
Mr. SCHECHTER. I think it would help.
Senator MCINTYRE. Well, as an aside to you, Mr. Schechter, I'm
pleased to see your interest in bank competition as determining which
institutions can attract and hold a large volume of NOW accounts
with a good-sized mix and manager investment so as to make a profit.
Unfortunately, increasing competition within the banking industry
does not carry much political sex appeal. I think you probably knew
that before I did. You suggest mandatory membership in the Fed-
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eral Reserve as a far more preferable alternative to the provisions
of title II of S. 1664. Do you really believe that this is a politically
viable option at this point. Failing mandatory membership, are there
any other steps that you could suggest that you would be perpared to
take to address the Fed membership problem?
Mr. SCHECHTER. Mr. Chairman, I believe that management of the
money supply in order to achieve a more stable economy is a very important consideration for all of us, and if the Federal Reserve really
has a problem in carrying out a function delegated to it by the Congress to manage the money supply in the best manner, then I think
the power ought to go with the responsibility which has been given
to the Federal Reserve by the Congress—they should also be given
the tools to implement, and if it necessitates another statute to require mandatory membership, I would hope that the Congress could
be convinced of that.
Senator MCINTYRE. You do not endorse an extension of regulation
Q for a period of any longer than 2 years on the ground that it would
unduly defer efforts to find more fundamental solution to the problems of fluctuating money supply and market availability. What suggestions do you have in terms of what efforts would be appropriate?
Mr. SCHECHTER. I would like to see much more concentrated consideration of the use of selective credit regulation during tight money
periods as an alternative to the single tool of so-called general monetary policy which has been used and which has repeatedly been demonstrated to have a selective effect. That is, the burden falls primarily
upon the residential construction sector and, to some extent, State and
local construction and small business—to an even lesser extent—but
the heavy concentrated effect upon the construction industry and the
supplier industries I believe in almost every instance has been the
forerunner of economic recessions and general economic instability.
Now when we refer to selective credit regulation, I'm not thinking
of allocating every credit dollar that is extended in the economy. I
think there can be highly selective measures to defer activities of what
I would call a low social priority, and probably with a rather thin
market. If we did so, we could achieve a more stable economy over the
long run.
Senator MCINTYRE. You also take issue with the proposed changes
in section 5(c) of the Home Owners Loan Act which are contained
in S. 1666 and S. 1667. Do I take it you would support no increased
flexibility in 5(c) or are there certain areas in which you would be
prepared to see some added flexibility?
Mr. SCHECHTER. There's only one area in which I would be willing
to see added flexibility. If savings and loans have reached in some
market areas the 20-percent limit upon multifamily mortgages, and
the Bank Board should find that there is an economic benefit to the
community in having more savings and loans financing of rental
housing, then I would be willing to see provision for perhaps another
5 percent of assets going into rental housing loan investments.
Senator MCINTYRE. I don't understand your attitude about Federal
chartering for mutual savings banks. It seems to me that your concerns about the political effect which grandfathering savings banks
would have on S. & L.'s is rather speculative. How can you deny the
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dual banking system to the only segment of the banking industry
which doesn't have it, namely, the savings banks? Under S. 1665,
their comniitment to housing would be no less than at present.
Mr. SCHECHTER. Sir, I think if we look at the spread of things like
NOW accounts or the history of liberalization of mortgage loan-tovalue ratios, when one institution obtains it, the other type of institution soon comes knocking on the door of Congress to ask for it,
and the history has been that such liberalizations have been granted.
Once a federally chartered institution of one type has certain investment powers, certainly the other one is going to claim that it too
deserves it, and particularly when we would have two institutions
under the same regulatory agency. Therefore, I see this as a first
step in increasing the investment powers, expanding the investment
powers to other areas for federally chartered savings and loan
associations.
Senator MCINTYRE. You have reached the conclusion that NOW
accounts benefit consumers. A study by Keefe, Bruyette and Woods
suggests the opposite. On what evidence do you base your conclusion?
Mr. SCHECHTER. I believe that the Keefe-Bruyette study projects
what will happen with charges on checking accounts, and the fact
that some small accounts would be excluded from NOW accounts,
and therefore arrives at the projected conclusion that consumers, on
the whole, will suffer.
I believe that banks have already started explicit charges for small
checking accounts in many areas and that the NOW accounts will
not affect this trend much one way or another.
Senator McIrrrynE. Senator Brooke.
Senator BROOKE. Thank you,Mr.Chairman.
Mr. Schechter, I, too, want to thank you for your very excellent
statement and say that I am impressed, hut certainly not surprised,
that the AFL—CIO favors expanding NOW accounts nationally. As
you know, Senator McIntyre and I held hearings on NOW accounts,
both in Massachusetts and in New Hampshire, and quite clearly the
consumer benefited from the NOW accounts in those two States, and
they have expanded in New England. But even the banks—though all
don't agree—who feared most the NOW accounts, have learned to live
with them. I don't think NOW accounts will ever replace commercial
checking accounts as such. I don't think you believe that that would
happen either, but certainly the small consumer, as Senator McIntyre
said, many of whom you represent, will benefit and have benefited
where NOW accounts do exist. So I'm very pleased that you come
out so strongly for it.
I would like, however, to ask you about the question of graduated
payment mortgages. I know you have been opposed to that. What
alternative would you have for that? Because obviously conventional
mortgages are not serving the need—as I indicated to you when you
appeared before our committee on the Young Families Housing Act—
not serving the need of young families trying to buy their first house.
I know you opposed the graduated payment mortgage, but I haven't
heard yet what you thought would be a viable alternative to a new
mortgage instrument.
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Mr. SCHECHTER. I believe, Senator Brooke, the objective of most
of these alternative mortgage instruments, after all, is to reduce the
payment. At this time, we are having a very great boom in singlefamily home construction and in home sales. I think this reflects two
things: a momentum that was gained for this boom,and builders were
encouraged to build when there was some market reduction in mortgage interest rates, although minor, during 1976 and early 1977—
Senator BROOKE. If you will yield at this point, if you would look
at where this boom is taking place you will find it is taking place
' coast and in high-cost housing.
primarily in California and the west
Mr. SCHECHTER. Well, the FHA figures and the homebuilders figures from their home owners warranty program, and they have quite
a large number of homes being sold under that program,both indicate
a median age of the home buyer of about 30 years. So I think it is
perhaps a matter of income, no matter what the age of the buyer, and
I am very sympathetic toward helping the moderate income family
obtain housing. I think, though, that a lot of the pickup that occurred in late 1976 and early 1977 in the homebuilding was due to the
1
2
tandem plan financing, which you sponsored, which permitted 7/
through 8 percent mortgage financing and reduced the burden of
financing.
So my approach, rather than subjecting the home buyer to the
risk—and a risk really for the economy because if we run into a period
of slow income movement and lots of higher payments become due,
there may be a lot of difficulties in people meeting mortgage payments.
So I would rather see mechanisms, when necessary, during periods
such as we have had when the tandem plan might be employed, and
I also for that reason suggest, in answer to Chairman McIntyre's
question, serious consideration of the use of selective credit regulation
which would hold interest rates lower, I believe, than the levels to
which they rise when the only monetary tool that is used is the socalled general monetary policy, that falls primarily—not primarily
perhaps, but to a large extent on the home buyer who cannot compete
with other borrowers.
Senator BROOKE. Then the risk, I take it, that you refer to is the
risk that their income would not increase accordingly so that they
would be able to pay the higher mortgage payments later on in the
life of the mortgage. And the alternative that you suggest, one, would
require a Federal subsidy because while I did not favor it the BrookeCranston money that you referred to is a shallow subsidy—and Senator Proxmire has suggested a subsidy—but being a realist, it's very
difficult even to get subsidies through this Congress for very lowincome people. As you know, we are fighting constantly for operating
subsidies for public housing. I just don't think it's in the cards for
the Congress to vote a shallow subsidy for moderate- to middle-income
prospective home buyers, and therefore I don't think that that's a
real viable alternative to the graduated payment mortgage.
If we could go that route. I might be in favor of it, but I just don't
think we're going to do it, because we're talking now about combined
incomes of families anywhere from 815.000 to $25.000, which used to
be a lot of money. But if the median cost of a home is now 848,200 and
it's projected to be some $76,000 in 1980 and even higher later, an
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income of $15,000 is hot going to enable one to purchase that home. So
we are talking about people in that group—$15,000, $20,000, $25,000
income people. You know it's going to be difficult, if not impossible,to
(Yet the Congress to vote a shallow subsidy for them or to keep those
interest rates down.
So, failing in getting a shallow subsidy then it seems to me that
we've got to find some other means by which we can enable first time
home buyers to purchase a some. I'm concerned about young people
primarily, but the bill does not address itself only to young people;
as you know, it's for first home buyers, so it could be a single person,
a widow or an elderly person as well, if they buy their first home. I
just don't see how we can do it under any other plan that you have
suggested.
Mr. SCHECHTER. Well, Senator, let me suggest that there is a good
deal of trial going on now and will be more. As you know the House
and Senate Housing Authorization Acts both have taken'
the experimental limits off the graduated payment plan by FHA. So the thing
will be given a trial run as far as lender
Senator BROOKE. We've got it in the Senate bill and we have it in
the House bill, so it's not really going to be in conference except with
regard to the amount of the downpayment. So we might be able to at
least see how it works. But I was interested in finding out what your
solution would be to this problem, and I take it it would be a shallow
subsidy.
Mr. SCHECHTER. Yes, until such time as we can f_ret to a system of
credit extension which can maintain greater stability in the economy.
I think part of the reason we have such high housing prices now is
because we greatly underproduced for 3 years relative to the needs,
following a typical—or untypical—credit related downturn in the
homehuilding cycle, and today we are reaping the harvest of that
shortage.
I know that it is worse in California than elsewhere, but I have had
reports, Senator, from people who have a very difficult time finding
housing within any reasonable price range in other areas, including
the Washington,D.C. area.
Senator BROOKE.I'm well aware of that. Now you state that variable
rate mortgages are most objectionable because they shift the risk of
high-interest rates from the lender to the homeowning borrower, but
isn't it also true that variable rate mortgages will shift the burden of
inflation from the depositor to the borrower? Why do you feel that
depositors rather than borrowers should bear the burden of inflation?
Mr. SCHECHTER.I think, Senator, we are really talking about largely
the same people in depositors and borrowers. Two-thirds of the households of this country own homes and I believe they are also the people
who have at one time or another constituted most of the borrowers.
Now I'm concerned with having, again, a secure type of homeownership with less chance of loss of the home.I would like to refer to a study
which we made of our membership's housing where we found that
among retired members, those who owned their homes, people 65 or
over had for the most part paid off their mortgages and they had R
housing-expense-to-income ratio of about 14 percent. The renters, the
elderly renters who did not have a paid off mortgage, had a housingexpense-to-income ratio on the average of about 28 percent. Now both
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of those types of households were depositors. but one had the ad vantage
of a fixed rate mortgage and were in good condition.
For society as a whole, I think we are in better condition the more
people we have who have that 14-percent housing-expense-to-income
ratio in their elderly years. I think they will not be applicants for housing assistance. The others may be applicants for housing assistance.
Senator BROOKE. Finally,I think I understand you favor the termination of regulation Q in 2 years time.Is that it?
Mr. SCHECHTER. I favor another review by Congress with the contemplation that perhaps before that date approaches there might be
enough exploration to arrive at an alternative solution.
Senator BROOKE. What does that mean, Mr. Schechter? Translate
that for me,because we have been talking about phasing out regulation
Q. I think most of us do not want to see it terminated immediately,
obviously, because it's going to take some time,but I'm trying to understand whether or not you really favor a 2-year period and then terminate it.
Mr. SCHECHTER. Not if we have nothing better at the end of the
2 years, but I would urge the Congress to take advantage of that time
period.
Senator BROOKE. To review it within the 2-year period, and that's
the sum and substance of what you're recommending? A review of
regulation Q in 2 years?
Mr. SCHECHTER. Yes.
Senator BROOKE. We actually review it every few months, but, all
right, we will do it in 2 years if you want. Thank you very much.
Senator MCINTYRE. Thank you, Mr. Schechter, for your able testimony here this morning.
We will call as our next witnesses a panel consisting of Paul A.
Volcker, president of the Federal Reserve Bank of New York; Frank
E. Morris, president of the Federal Reserve Bank of Boston; Maurice
Mann, president of the Federal Home Loan Bank of San Francisco;
and Raymond H. Elliott, president of the Federal Home Loan Bank
of Boston.
We are delighted to welcome you here, gentlemen, this morning to
help us on these issues before us as presented by this fleet of bills
beginning with S. 1664. You will testify in the order in which I called
you and at the conclusion of your testimony we will have some questions which you can each comment on where you feel inclined to add
something or detract something from the previous statement.
Mr. Volcker, you're on.
STATEMENT OF PAUL A. VOLCKER,PRESIDENT,FEDERAL RESERVE
BANK OF NEW YORK
Mr. VOLCKER. Thank you, Senator.
I will just summarize the main points of my statement with some
relatively simple points I want to make in support of S. 1664 and
the major provisions thereof.
The first point I would make is that as things stand I think our
membership problems can only get worse. I come from a district in
which experience has been relatively favorable in the past but I can
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report that the level of concern is very high and banks are delaying
decisions in some cases awaiting the outcome of this legislation.
The other point in that connection is that NOW accounts, I think
at least during the transitional period, will add some costs. They will
certainly add to the competitive climate in the banking system and,
taken alone, are certainly going to aggravate the membership problem
and, without a rounded approach, would trigger those decisions of
which I spoke.
I know questions have been raised before the committee as to whether
loss of members is important to the strength of the central bank and
to national objectives and I'd like to turn to that problem.
Senator MCINTYRE. What page is that on?
Mr. VOLCKER. I'm now on page 3 at the bottom and I will begin
reading.
With 73 percent of commercial bank deposits still in the hands of
member banks, I do not believe we have yet reached a critical point
in that respect. But, in addition to the deposits held in nonmember
banks, the thrift institutions also have large amounts of savings and
time accounts that are close substitutes for comparable commercial
banking deposits extention of NOW accounts, as contemplated by
S. 1664, would result in those institutions obtaining a significant share
of balances used for transaction purposes, the most important element
in the money supply.
As the base of membership becomes narrower, and the costs of
membership and the direct impact of our actions to control monetary
growth are concentrated on fewer banks, nonmember institutions are
likely to show greater growth over time, aggrevating the problem
further. I do not know the point at which declining membership—
and the consequent contraction of the area of direct Federal Reserve
control over the money supply—would undermine our effectiveness.
Neither do I want to find out after the fact.
I know that some theorists have made the point that the Federal
Reserve could continue to influence the supply of money and credit
and interest rates through open market operations without any member banks, which are the only banks which must maintain reserves
with the Federal Reserve and are subject to our reserve requirements.
Granted certain crucial assumptions, that theoretical case can be made.
But we are dealing with practical reality, not theory. In the absence
of reserve requirements, we cannot predict what levels of cash banks
would wish to hold voluntarily over time or under differing
conditions.
I might say in this respect, Mr. Chairman, I think information
about what has happened and what is happening isn't enough. The
crucial point is we have to know their expectations in holding cash.
The point is nonmembers do not hold reserves in a form that is under
control of the central bank. In the absence of a firm and predictable
relationship between bank deposits and the reserve base, and without
a reserve base under our control, the impact of our actions to alter the
amount of reserves through open market operations would also be
unpredictable. The result would be greater instability in money and
credit growth overtime, and an increased threat of wrenching adjustments in interest rates or credit availability as banks shifted their
desire for cash and liquidity. The straightforward idea that effective
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monetary policy needs a firm "fulcrum" for "levering" known changes
in reserves to predictable changes in the money supply—a fulcrum
provided by established reserve requirements for at least a large
proportion of the banking system—has been part of elementary thinking about central banking for many years. We should not be distracted
from the importance of the membership issue by abstract theorizing
that, in idea conditions, the legal requirements could be foregone.
.Loss of membership entails loss of direct access to the discount
window. The idea that, in time of exceptional liquidity pressure or
emergency, banks could and should look toward the central bank for
support was a central idea in the formation of the Federal Reserve
System. That idea rose out of hard experience with banking panics
here and abroad, and I cannot feel comfortable about the prospect of
narrowing direct access to the discount window now. I think President Morris will have a few comments on that and I will skip over the
rest of my comments on the discount window, but I would also make
the point that loss of membership narrows the scope of the responsibilities of the Federal Reserve, and potentially the Comptroller of the
Currency, for general supervision of the banking system. While other
banking agencies, particularly the FDIC, would presumably pick up
the slack. I believe it would be unfortunate if the role of the central
banking authority in this activity were to be inadvertently weakened.
To my mind, monetary policy benefits from firsthand knowledge of
internal conditions within the banking system. Supervisory policies
should also be formulated in a context of firsthand knowledge of the
objectives and problems of monetary policy. Indeed, some instruments
of policy—such as interest rate ceilings—have direct implications for
bank eupervisory and monetary policy, and should be taken in the light
of both.
One phase of that, Mr. Chairman, is it's a little hard for me to see
how we could manage a discount window in certain time periods with
full effectiveness, unless we have some responsibility for supervising
the banks so we are familiar with the condition of the borrowing banks
firsthand.
If central banking serves a public purpose—and it plainly does—it
strikes me as unreasonable on the face of it that, in the context of a
system of voluntary membership, the banks subject to direct monetary
control be asked to carry an extra competitive burden on their earnings
and their ability to raise capital.
The admin'stration bill attacks this problem from two directions.
First, the new form of transaction accounts authorized for both banks
and thrift institutions would be subject to a uniform reserve requirement whether held in member or nonmember institutions. Given the
potential growth of this new deposq instrument, that approach is
cricially important, both as a matter of equity and effective monetary
policy.
At the same time, the hill would permit a direct attack on the burden
of membership by establishino• the principle of payment of interest
on required reserve balances. I know there are other ways of proceeding, but in concept, this approach seems to me superior to other possible approaches, because it is simple and straightforward and would
maintain, unimpaired, the use of reserve requirements as an instrument of monetary policy, permitting those reserves to be set at levels
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necessary and desirable from the standpoint of monetary control without penalizing members unduly.
My major point of reservation concerning S. 1664 is whether that
concept be adequately implemented under all unforeseeable circumstances with the limitation on the payment of interest on required reserve balances provided in the bill. Specifically, S. 1664 would limit
the amount payment, which as you know is 10 percent of the earnings
of the Federal Reserve banks during the preceding year.
Computations of the reserve burden are not precise, but I have substantial questions whether the amount would be adequate to stem the
decline in membership under circumstances that might develop with
respect to interest rates,the extension of reserve requirements on NOW
accounts to other institutions or other factors.
Of course, I recognize that, given the present practice of paying
over the great bulk of Federal Reserve earnings to the Treasury,
Treasury revenue will be affected by measures to reduce substantially
the reserve burden. It is worth remembering, in this connection, that
the great bulk of Federal Reserve earnings stem from the Federal
Reserve note issue, and will not be affected—and that, other things
equal, declining membership also reduces earnings. Nevertheless, the
Congress will naturally be concerned that revenues not be dissipated
unnecessarily. For that reason, a conservative and cautious approach
is justified, but at the same time leeway is needed to do the job.
Consequently,I want to urge as strongly as I can that the committee
provide additional leeway, in the event it may be required, in setting
the outer limits of the cost of interest payments. As you know, Chairman Burns has made a specific proposal to that effect.
In assessing the equities and the revenue consequences,I would note
that legislation is in process that would result in the Treasury obtaining a market rate on its deposits in commercial banks, while contemplating payment of an explicit charge for services rendered. As
Chairman Burns indicated, the Federal Reserve, too, may wish to
make explicit charges for services at some point in the future—which,
if extended to member banks, would increase both their costs and
Federal Reserve revenues. As I suggested, over time loss of membership would in itself erode our earnings, and Treasury revenues.
Taken all together, the longer run impact on Treasury revenues
should not be excessive in any event.
What seems to me at issue here is the extent to which member banks
should be singled out as a source of revenue, particularly when it conflicts with other objectives of public policy. I do not believe the incidental and even accidental effects on Treasury revenue in the short
run should inhibit the ability of the Federal Reserve to fulfill its primary obligation with respect to monetary policy or its activities to insure the safety and soundness of the banking system. If Congress
wishes to look toward the banking system for what is, in effect, special
taxation, that effect should not be concentrated on member banks but
on the entire spectrum of competing institutions.
While my remarks have concentrated largely on the membership
issue, I want also to emphasize that S. 1664 strikes me as a well-conceived effort to introduce payment of explicit interest on transaction
balances. Payment of interest on demand deposits has long been de-

429
bated. I, myself, have had reservations out of concern that competitive
practices might arise that could weaken the banking system. But the
positive arguments are strong in terms of increasing the choices of depositors and the efficient use of banking services. Moreover, at present
interest rate levels, competitive pressures are leading to scattered, but
cumulatively significant, measures to break down the distinctions between interest- and noninterest-bearing deposits. These developments need to be rationalized and brought within a sensible regulatory
framework. S. 1664 provides the means of doing so.
The provision of S. 1664 limiting explicit interest to a specific form
of transaction balances of individuals can be viewed as a kind of halfway house between the present situation and payment of interest on
demand balances generally. As such, it responds to widespread sentiment to improve consumer choice. It will provide a clear test of the
idea, without the further risk of extending the concept to all demand
deposits—a decision that can wait to another day. The introduction
would be accompanied by prudent safeguards, including interest rate
ceilings and delayed introduction, to avoid competitive excesses. Uniform reserve requirements and a uniform interest rate ceiling will
protect competitive equity and the effectiveness of monetary policy.
At the same time, the extension of reserve requirements to nonmember institutions would be greatly facilitated by the payment of interest on such reserve balances. For many institutions, the short-term
impact on earnings of the introduction of NOW accounts will nonetheless be substantial, making this a particularly appropriate time to introduce the payment of interest on reserve balances generally.
Consequently, I view the two main objectives of the bill—the introduction of NOW accounts and measures to deal with membership and
equity among banks by permitting the payment of interest on reserve
balances—as essentially complementary.I hope the Congress will move
this year to incorporate those objectives in legislation.
Senator MCINTYRE. Thank you, Mr. Volcker.
[Complete statement and additional information follows:]
STATEMENT OF PAUL A. VOLCKER, PRESIDENT, FEDERAL RESERVE BANK OF NEW YORK
I Will limit my prepared remarks this morning to certain issues that seem to
me of fundamental importance in assessing S. 1664. That Administration bill
provides essentially for extension of the NOW account concept nationwide,
Within a context of certain controls and safeguards, and for express authorization of interest payments by the Federal Reserve Banks on reserve balances,
again with certain limitations. My comments are equally relevant to other proposed legislation designed to achieve those general objectives.
As will be evident, I believe both of the major objectives of the Administration
bill are desirable, and are properly considered together. So far as the proposed
legislation bears on the problem of Federal Reserve membership, I believe it has
also become a matter of urgency. For that reason, I am glad this Subcommittee
has acted with such dispatch to schedule hearings, and I am glad to participate
in that process.
A major focus of my concern has been the pattern of declining membership in
the Federal Reserve System. You are already familiar with the past statistics in
that regard. I can only add that, based on evidence within my own District and
on contacts elsewhere, I have no doubt that trend will continue and in all likelihood intensify without action to remedy what member banks see, quite justifiably
in my opinion, as an extra and unfair burden on their institutions. Specifically,
a number of smaller and medium-sized banks—ranging individually to hundreds
of millions of deposits in size—have indicated to me they are actively reviewing
their membership.
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Without exception, the factor precipitating this re-examination is the implicit
cost of maintaining interest-free deposit balances at the Federal Reserve in fulfillment of their reserve requirement—deposits that would otherwise in substantial part (and in some instances entirely) become available for lending,
investing, or compensating correspondent banks for essential services. Non-member commercial banks are also subject to some form of reserve requirement
in all but one state. However, those requirements are often lower, as a stated
percentage of deposit liabilities. More important, they can typically be sP tisfied
in part by assets (such as government securities) upon which a return can be
earned, or by cash assets (such as items still in the process of collection and
correspondent balances) that would in any event need to be held as part of an
ongoing banking operation.
The sensitivity of our member banks to this competitive burden—which seems
to me directly analogous to imposition of a special tax on member banks alone—
has been heightened by several factors. The general level of interest rates has
been higher in the past decade than during the 1930s and '40's, and '50's Consequently, the implict cost of non-interest earning accounts has risen. At the same
time, competitive pressures, and pressures on bank earnings, have increased in
recent years, intensifying incentives to seek out new sources of earnings and
to reduce costs wherever possible—including opting out of membership. Moreover, membership as a means of assuring direct access to Federal Reserve services may be valued less highly, particularly as banks observe pressures to extend
those services to non-members. After years of relatively little use of the discount
window, many banks, and particularly smaller institutions, may feel that alternative arrangements with other banks can meet their needs.
Undoubtedly, the fact that national banks must give up their Federal charters
if they are to withdraw from membership has caused many members to hesitate
in taking this step. But the erosion, both in the proportion of banks that are
members and the proportion of deposits accounted for by those members, has
been persistent, and, as suggested, seems destined to speed up if action is not
taken.
The inevitable result of present financial incentives and individual decisions
flowing from those incentives is to erode the strength of the central banking
system of this country from several directions:
(1) Most importantly, our ability to conduct monetary policy efficiently and
effectively may be impaired. With 73 percent of commercial bank deposits still
in the hands of member banks, I do not believe we have yet reached a critical
point in that respect. But, in addition to the deposits held in non-member banks,
the thrift institutions also have large amounts of savings and time accounts that
are close substitutes for comparable commercial banking deposits; extension of
NOW accounts, as contemplated by S. 1664, would result in those institutions
obtaining a significant share of balances used for transaction purposes, the most
important element in the money supply.
As the base of membership becomes narrower, and the costs of membership
and the direct impact of our actions to control monetary growth are concentrated
on fewer banks, non-member institutions are likely to show greater growth over
time, aggravating the problem further. I do not know the point at which declining membership—and the consequent contraction of the area of direct Federal
Reserve control over the money supply—would undermine our effectiveness.
Neither do I want to find out after the fact.
I know that some theorists have made the point that the Federal Reserve
could continue to influence the supply of money and credit and interest rates
through open market operations without any member banks, which are the only
banks which must maintain reserves with the Federal Reserve and are subject
to our reserve requirements. Granted certain crucial assumptions, that theoretical case can be made. But we are dealing with practical reality, not theory.
In the absence of reserve requirements, we cannot predict what levels of cash
banks would wish to hold voluntarily over time or under differing conditions.
Non-members do not hold reserves in a form that is under control of the central
bank. In the absence of a firm and predictable relationship between bank deposits
and the reserve base, and without a reserve base under our control, the impact
of our actions to alter the amount of reserves through open market operations
would also be unpredictable. The result would be greater instability in money
and credit growth over time, and an increased threat of wrenching adjustments
in interest rates or credit availability as banks shifted their desire for cash
and liquidity. The straight-forward idea that effective monetary policy needs a
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firm "fulcrum" for "levering" known changes in reserves to predictable changes
in the money supply—a fulcrum provided by established reserve requirements for
at least a large proportion of the banking system—has been a part of elementary
thinking about central banking for many years. We should not be distracted from
the importance of the membership issue by abstract theorizing that, in ideal
conditions, the legal requirement could be foregone.
(2) Loss of membership entails loss of direct access to the discount window.
The idea that, in time of exceptional liquidity pressure or emergency, banks
could and should look toward the central bank for support was a central idea
in the formation of the Federal Reserve System. That idea rose out of hard
experience with banking panics here and abroad, and I cannot feel comfortable
about the prospect of narrowing direct access to the discount window now.
To be sure, many banks use the privilege rarely if at all. Some banks may feel
they can make comparable arrangements with other banks. The Federal Reserve
might, under emergency provisions or new legislation, extend loans directly or
Indirectly to nonmembers. But to proceed along that line to replace current
arrangements would aggravate the membership problem generally, and it would
require rethinking other aspects of our central banking and supervisory
structure.
(3) Loss of membership narrows the scope of the responsibilities of the Federal Reserve, and potentially the Comptroller of the Currency, for general supervision of the banking system. While other banking agencies, particularly the
FDIC, would presumably pick up the slack, I believe it would be unfortunate if
the role of the central banking authority in this activity were to be inadvertently
weakened. To my mind, monetary policy benefits from first hand knowledge of
Internal conditions within the banking system. Supervisory policies should also
be formulated in a context of first hand knowledge of the objectives and problems of monetary policy. Indeed, some instruments of policy—such as interest
rate ceilings—have direct implications for bank supervisory and monetary policy,
and should be taken in the light of both.
If central banking serves a public purpose—and it plainly does—it strikes me
as unreasonable on the face of it that, in the context of a system of voluntary
membership, the banks subject to direct monetary conrol be asked to carry an
extra competitive burden on their earnings and their ability to raise capital.
The administration bill attacks this problem from two directions. First, the
new form of transaction accounts authorized for both banks and thrift instituions would be subject to a uniform reserve requirement whether held in member
or nonmember institutions. Given the potential growth of this new deposit instrument, that approach is crucially important both as a matter of equity and
effective monetary policy.
At the same time, the bill would permit a direct attack on the burden of membership by establishing the principle of payment of interest on required reserve
balances. In concept, this approach seems to me superior to other possible approaches because it is simple and straightforward and would maintain, unimpaired, the use of reserve requirements as an instrument of monetary policy,
permitting those reserves to be set at levels necessary and desirable from the
standpoint of monetary control without penalizing members unduly.
My major point of reservation concerning S. 1664 is whether that concept could
be adequately implemented under all unforeseeable circumstances with the limitation on the payment of interest on required reserve balances provided in the
bill. Specifically, S.1664 would limit the amount payable to 10 percent of the
earnings of the Federal Reserve Banks during the preceding year, calculated
before payment of interest to member banks.
To give some sense of perspective, at the present level of earnings of the Federal Reserve Banks and the present level of required reserves, this provision
would limit interest payments to member banks, if spread uniformly, to roughly
2 percent of their required reserve balances at the Federal Reserve Banks, far
below market rates. Computations of the reserve burden are not precise, but I
have substantial questions whether the amount would be adequate, to stem the
decline in membership under circumstances that might develop with respect to
interest rates, the extension of reserve requirements on NOW accounts to other
institutions or other factors.
Of course, I recognize that, given the present practice of paying over the great
bulk of Federal Reserve earnings to the Treasury, Treasury revenue will be affected by measures to reduce substantially the reserve burden. It is worth remembering, in this connection, that the great bulk of Federal Reserve earnings
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stem from the Federal Reserve note issue, and will not be affected—and that,
other things equal, declining membership also reduces earnings. Nevertheless:
the Congress will naturally be concerned that revenues not be dissipated unnecessarily. For that reason, a conservative and cautious approach is justified, but at
the same time leeway is needed to do the job.
Consequently, I want to urge as strongly as I can that the committee provide
additional leeway, in the event it may be required, in setting the outer limits of
the cost of interest payments. As you know, Chairman Burns has made a specific
proposal to that effect.
In assessing the equities and the revenue consequences, I would note that legislation is in process that would result in the Treasury obtaining a market rate
on its deposits in commercial banks, while contemplating payment of an explicit
charge for services rendered. As Chairman Burns indicated, the Federal Reserve,
too, may wish to make explicit charges for services at some point in the future—
which if extended to member banks would increase both their costs and Federal
Reserve revenues. As I suggested, over time loss of membership would in itself
erode our earnings, and Treasury revenues.
Taken all together, the longer run impact on Treasury revenues should not be
excessive in any event.
What seems to me at issue here is the extent to which member banks should
be singled out as a source of revenue, particularly when it conflicts with other
objectives of public policy. I do not believe the incidental and even accidental
effects on Treasury revenue in the short run should inhibit the ability of the
Federal Reserve to fulfill its primary obligation with respect to monetary policy
or its activities to ensure the safety and soundness of the banking system. If
Congress wishes to look toward the banking system for what is, in effect, special
taxation, that effect should not be concentrated on member banks but on the entire spectrum of competing institutions.
While my remarks have concentrated largely on the membership issue, I want
also to emphasize that S. 1664 strikes me as a well conceived effort to introduce
payment of explicit interest on transaction balances. Payment of interest on
demand deposits has long been debated. I myself have had reservations, out of
concern that competitive practices might arise that could weaken the banking
system. But the positive arguments are strong in terms of increasing the choices
of depositors and the efficient use of banking services. Moreover, at present interest rate levels, competitive pressures are leading to scattered, but cumulatively
significant, measures to break down the distinctions between interest and noninterest bearing depositors. These developments need to be rationalized, and
brought within a sensible regulatory framework. S. 1664 provides the means of
doing so.
The provision of S. 1664, limiting explicit interest to a specific form of transaction balances of individuals, can be viewed as a kind of half-way house, between
the present situation and payment of interest on demand balances generally. As
such, it responds to widespread sentiment to improve consumer choice. It will
provide a clear test of the idea, without the further risk of extending the concept
to all demand deposits—a decision that can wait to another day. The introduction would be accompanied by prudent safeguards, including interest rate ceilings
and delayed introduction, to avoid competitive excess. Uniform reserve requirements and a uniform interest rate ceiling will protect competitive equity and the
effectiveness of monetary policy.
At the same time, the extension of reserve requirements to nonmember institutions would be greatly facilitated by the payment of interest on such reserve
balances. For many institutions, the short-term impact on earnings of the introduction of NOW accounts will nonetheless be subtsantial, making this a particularly appropriate time to introduce the payment of interest on reserve balances
generally.
Consequently, I view the two main objectives of the bill—the introduction of
NOW accounts and measures to deal with membership and equity among banks
by permitting the payment of interest on reserve balances as essentially complementary. I hope the Congress will move this year to incorporate those objectives
in legislation.
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FEDERAL RESERVE BANK OF NEW YORK,
New York, N.Y., July 7, 1977.
Hon. THOMAS J. MCINTYRE,
Banking,
Chairman, Subcommittee on Finandal Institutions, Committee on
Housing, and Urban Affairs, U.S. Senate, Washington, D.C.
the
DEAR SENATOR MCINTYRE: I am writing in response to your request during
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S-1664
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to how the discretionary authority of the Federal Reserve System in establishing
rates of interest to be paid on required reserve balances maintained at Federal
Reserve Banks would be administered in order to stem membership attrition in
the Second Federal Reserve District.
As you know, S-1664 provides that in establishing such rates the Board shall
give due consideration to the effect on Treasury revenue, monetary and financial
conditions, safety and soundness of depository institutions, competitive balance,
benefits and costs of membership, the likelihood of membership attrition and
other circumstances surrounding depository institutions.
Clearly, the rates to be established by the Board would have to vary from time
to time as the benefits and costs of membership vary. The cost of membership
varies with a number of factors, particularly with the level of interest rates and
the size of reserve requirements. The value of the benefits of membership—Including access to the discount window and to Federal Reserve services—also
varies over time, and may vary as well with bank size and type of banking
business conducted. Consequently, striking the appropriate balance between the
competing goals of halting the decline in membership while limiting the overall
effect on Treasury revenues will require the use of a mixture of judgment and
close analysis. One important consideration, still unknown, is whether and when
explicit charges might be made for the use of Federal Reserve services. In the
absence of such charges, a rather complex structure of interest payments might
be justified to achieve equitable treatment of all depository institutions that are
required to maintain reserves at Reserve Banks. While I personally feel a simpler
structure would be desirable, combined with explicit service charges, I do not believe it is possible to predict at this point exactly how that structure might
evolve.
Thus, I have no doubt that, if S-1664 becomes law, the process of establishing
rates of interest on reserve balances will be an evolutionary one. The Federal
Reserve System will have to proceed, initially, in a conservative manner until
some experience is gained as to the effect of the interest payments on the numerous variables that S-1664 would require the Board to take into account in
establishing rates.
Thank you for giving me the opportunity to comment.
Yours sincerely,
PAUL A. VOLCKER,
President.
FEDERAL RESERVE BANK OF NEW YORK,
New York, N.Y., July 7, 1977.

Hon. WILLIAM PROXMIRE,
Chairman, Committee on Banking, Housing, and Urban Affairs, U.S. Senate,
Washington, D.C.
DEAR Mn. CHAIRMAN: I am writing in response to your letter dated June 23,
1977, enclosing several questions that you requested me to answer for the hearing
record on S-1664.
The issues raised by your questions—the need for control by the central banking system over the relationship between bank deposits and the reserve base,
the purposes served by reserve requirements and the relationship between the
implementation of monetary policy and Treasury revenues—are complex and
of basic importance to the functioning of the national economy. I appreciate the
opportunity to elaborate on my statement and to contribute, perhaps, to a
better understanding of these issues and of the position of the Federal Reserve
System.
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Question 1. You said in your statement that "In the absence of reserve requirements, we cannot predict what levels of cash banks would wish to hold
voluntarily over time or under differing conditions."
Chairman Burns has informed the Senate Banking Committee that data deficiencies, especially the lack of deposit data from nonmember banks, complicates the task of monetary policy. This seems reasonable. Recently the FDIC
agreed to give the Fed weekly deposit data from a sample of banks, and S-1664
would provide the Board with very broad power to collect reports on deposit
liabilities from every depository institution required to have NOW account
reserves. I think this is a good idea; it would provide a data base over time which
would allow the calculations you suggest are necessary.
My question is this—if the data problems are solved isn't the membership
problem solved? Where and what is the evidence that suggests that a problem
would still exist, if you had the data which would impair the conduct of monetary policy? Why do you need "control" over a reserve base?
•
•
As you suggest, more timely and accurate data on nonmember bank and thrift
deposit liabilities would improve monetary policy. At the moment we can only
estimate the levels of such accounts and, therefore, can only estimate the levels
of the money supply measures that include them. These estimates may be subject to significant revisions when benchmark data become available and, indeed,
even the estimates derived from the benchmark data may well be subject to significant error. Obviously, policy actions may be inappropriate to the extent they
are influenced by erroneous deposit and monetary data. Clearly, the risks posed
by inadequate data from nonmember institutions will increase if the shift to
nonmembership status continues and accelerates and if nonmember reporting
requirements are not strengthened.
While this problem could be solved by improved nonmember data, it was not
the problem I had in mind when I suggested that the drift away from System
membership and the potential growth of transactions accounts outside the commercial banking system could at the same point seriously impair our ability
to conduct monetary policy. The difficulty I had in mind is that movement in this
direction increasingly leaves the deposit component of the money supply in institutions not subject to the Federal Reserve System's cash reserve requirements.
As I indicated in my testimony, it would theoretically be possible for the Federal Reserve to target monetary objectives, and seek to attain these targets.
through the use of open market operations, even if there were no member banks
or, what is the same thing for present purposes, if there were no reserve requirements. But as long as the cash-deposit ratios of depository institutions are
purely voluntary, the Federal Reserve would have no way of predicting with any
confidence what volume of open market operations would be needed over some
coming period to achieve any given monetary target. A closely related point is
that any increase or decrease in desired cash ratios could have large effects on
the money supply—much as would any significant shift in legal reserve requirements under the present system if not cushioned by open market operations. The
Federal Reserve's ability to offset the impact of shifts in desired cash ratios
would depend on the unrealistic assumption that it could foresee in advance
the timing and magnitude of such shifts.
In view of these considerations. I conclude that the continued erosion of deposits subject to System reserve requirements, a probability that looms larger
in the context of nationwide NOW accounts, threatens to introduce new uncertainties into our monetary system and into the conduct of monetary policy.
The current proportion of deposits not subject to .cash reserve requirements
under Federal Reserve control is at present probably not high enough to create
major problems, but the decline of membership and the rise of checking-type
deposits at thrift institutions—a movement that would be greatly accelerated by
the introduction of nationwide NOW accounts—is steadily raising this
proportion.
Question 2. Over the course of time the concept of required reserves has
changed. Reserve requirements play several roles which under current circumstances are difficult to distinguish: Those that have been mentioned in the
course of these hearings are: for safety and soundness of the banking system;
for monetary policy control; as a tax on member banks; as compensating balances for Pederal Reserve services; and as clearing balances in check processing.
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People have talked about commercial banks "unbundling" their services.
Shouldn't the Federal Reserve System do this also? Why not distinguish the
various proportions of reserves that can be separated?
The concept of required reserves has indeed changed over time. In an earlier
era, the principal purpose of reserve requirements was thought to be to ensure
the convertibility into specie of bank notes and thus to enable individual banks
to meet their liabilities. Over the course of time it became evident that fractional required reserves would not in themselves provide such protection to banks
and depositors, partly because those reserves must be maintained and are
available to meet only a small fraction of any deposit loss. Today,federal deposit
insurance, access to the Federal Reserve discount window and effective supervision of banks are regarded as the means through which deposits are protected.
In recent years, control over the volume of reserves and over the relationship
between the reserve base and bank deposits have been the principal means by
which monetary policy is carried out. To be effective for purposes of monetary
policy control, reserve requirements must be set at rates that are higher than
commercial banks would keep voluntarily as transaction balances and for
liquidity purposes. However, the same reserve dollar can serve a number of
purposes for the commercial banks. It serves to meet the central bank reserve
requirements, and as a transaction account for check clearing and wire transfer purposes. Member banks may also regard a portion of their reserve balances
with Federal Reserve Banks as compensation for the services furnished to them
by the Federal Reserve Banks. I do not believe it is feasible to segregate a portion of the reserve balance as satisfying each of those purposes, although estimates can be made of that portion of the reserve requirement that is in excess
of operating needs. In a sense, it is that portion of the requirement that is in
the nature of a special tax on member banks.
With regard to your suggestion that the Reserve Banks "unbundle" their
services for pricing purposes, I believe there is much in favor of this once the
membership burden is removed. For one thing, it would permit the full array
of Reserve Bank payments mechanism services to be made available under some
pricing schedule to all depository institutions.
In this connection, if we now provided services to all institutions at an "unbundled" price, without dealing with the present burden on member banks, we
would be discriminating further against the members. Only a fraction of their
present balances could be considered compensation for services; the main issue,
as I see it now, is moving to reduce or eliminate the burden imposed by that
portion of their reserves that cannot be considered as compensation for services or necessary for operations. Once that is accomplished, all institutions would
be on a similar footing. At that point, we would have a basis for establishing the
terms and conditions under which nonmembers might be granted access to Federal Reserve services.
Question 3. You said in your statement that taking all things together, "the
longer run impact on Treasury revenues" (from the provisions of S-1664 and
membership losses, etc.) "should not be excessive in any event."
Secretary Blumenthal said he wanted to limit the impact of Treasury revenues
to $250 million or so. Anything above that would be excessive to the Treasury.
What would you call excessive?
Having said that, I would like to emphasize that I accept, as a practical matter, the necessity to minimize the impact the resolution of the membership problem would have on Treasury revenues. I believe that the System should pay no
more to member banks than is necessary to eliminate substantially the existing
burden of membershin. On balance, that burden varies with reserve requirements,
interest rates, and the quantity and quality of services offered by Federal Reserve Banks. The impact on Treasury revenues of action to deal with that burden
must allow for such variables as the attrition from membership if no action is
taken, the possible extension of required reserves on NOW accounts to non-.
member institutions, the marginal effective tax rate on banks and, in the context
of S-1664, the taxes paid on explicit interest to commercial bank customers as
a result of NOW accounts and the impact of NOW accounts on bank income.
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Even without considering the last two factors, I do not consider the figure
suggested by Secretary Blumenthal as the revenue impact of interest payments
on reserve accounts as unreasonable or unrealistic over time assuming, as I do,
substantial attrition of membership under present circumstances and extension
of required reserves to all NOW accounts as provided by S-1664. Indeed,I believe,
with extension of reserve requirements to all now accounts, the net impact of
the interest payments at an adequate level could be less than the figure he cited
in the light of the prospective erosion of membership. Perhaps, under some circumstances, the loss to the Treasury would be higher in the short run if we act
as forcefully as I believe we should. I do not consider that an excessive price for
correcting present inequities and assuring a healthy central banking system.
Moreover, it seems to me likely that the overall effect of the Bill, considering
the taxable nature of interest payments to individuals on NOW accounts, would
be positive over time.
It is against this kind of background that I stated that I felt the impact on
Treasury revenues would not be excessive, with the implication that that impact should not be the central consideration in evaluating S-1664.
Sincerely yours,
PAUL A. VOLCKFX.

Senator MCINTYRE. Mr. Frank E. Morris, president of the Federal
Reserve Bank of Boston.
STATEMENT OF FRANK E. MORRIS,PRESIDENT,FEDERAL RESERVE
BANK OF BOSTON
Mr. MORRIS. Mr. Chairman,I will summarize the main points of my
statement.
I appreciate the opportunity to testify on behalf of S. 1664 and I
will talk primarily about two areas: (1) the New England experience
with NOW accounts and what it can bring to bear in formulating national legislation on NOW accounts; and (2) to discuss some of the
remarks Mr. Volcker made on why it's in the public interest for the
Congress to do something now about the exodus of banks from the
Federal Reserve System.
Now I draw five conclusions from the New England NOW account
experience that I think are relevant to this hearing.
First is that the NOW account is very highly valued by the consumers of New England the best evidence of its value is the fact that in
Massachusetts we estimate that about half of all personal demand
deposits have been converted to NOW account form and the figure for
New Hampshire is about 75 percent.
I think it's clear that with banks having the authority to pay interest on checkable deposit balances,competition for balances which takes
the form of giving away valuable services or selling them below cost
will diminish and the result will be a banking system which will be
more efficient, more responsive to new technology, and one which will
operate at a lower overall cost to the American public.
I think that in any industry in which price competition is limited
by law or by custom, competitors vie with each other by giving away
free services. An analogy to the present banking system is the way
the brokers' business used to be run in this country when we had fixed
commission rates. The brokers couldn't compete on prices so they competed by giving away services. Now that we have a competitive market
environment brokers are not in a position to give away services but
we have a more efficient system and one with lower costs to the
American people now because the fact is that these services the
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brokers were giving away cost the industry more than their value to
the customer.
I have in my text a number of examples of the inefficiencies introduced into the banking business by the inability of institutions to
compete and buy money from the consumer. If you want the total
benefit to the consumer of a NOW account, this is one of the prime
elements that ought to be taken into consideration because if banks
are able to compete for funds in terms of price rather than services,
the banking business will become more efficient and its total cost will
decline. And since the consumer ultimately bears this cost, the cost of
banking services to the consumer will also go down.
The New England experience also shows that although in the transition years of the NOW account, commercial banks will pay consumers
interest on their deposits, there will be lags in the adjustment to the
necessary pricing of services and these lags are going to have an impact on bank earnings. We estimate that in 1975 bank earnings in New
England were about 71/2 percent below where they would have been
if the NOW account had not been introduced.
Now to give you one example, in Massachusetts, the typical savings bank has an average NOW account balance of $915.
Senator McINTyRE. Did you say $915?
Mr. MORRIS. Yes. That's the average balance in the savings banks.
Senator MCINTYRE.In the thrifts.
Mr. MORRIS. In Massachusetts 63 percent of the savings banks are
now offering no-service-charge NOW accounts against which they
have an average number of about 11 drafts a month. We estimate
that this average account in Massachusetts' savings banks costs 9.6
percent. That is the interest plus the cost of handling the accounts and
the checks. The Massachusetts savings banks are now lending longterm money at 81/2 percent and they are buying NOW account money
at 9.6 percent. I think quite clearly this is the kind of relationship
that is not going to be sustained for long.
I think the consumer will be better off in the long run if he's paid for
his balances and he's charged for the services he gets from the banking
system. But in the transition years,in New England,he's getting interest and free services at the same time. This is impacting on the earnings
of the banking system.
As a result, we have had a major exodus from the Federal Reserve
System in New England, because the reserves required under the
Federal Reserve Act constitute a national banking franchise tax which
can be avoided by switching to a State charter and leaving the Federal
Reserve System and a great many banks—looking at this franchise
tax and realizing that they can avoid it by switching to a State
charter—have been leaving the system and in so doing have been able
to cushion the decline in earnings that stems from the NOW account
and the incomplete adjustment of the banking system to the NOW
account.
So I think it's quite clear that the NOW account in New England
has led—for all of its benefits to the consumer and I am very much in
favor of it—to pressure on bank earnings and to the departure of a
great many banks from the Federal Reserve System.
Now why should the Congress be concerned about this? Mr. Volcker
has mentioned a few facts. I'd like to take a look at the banks that have
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left the Federal Reserve System in the last 18 months in New England,
to take a look at their character, and what some of the implications are
of public policy and the fact that they have left the System.
We have had 11 banks leave the System in the first district in the
past 18 months. An additional four left us because they merged with
nonmember banks. Of the 11, a very substantial number were banks
in the $100 million to $500 million size group. So we are seeing a new
phenomenon. It used to be that only small banks were outside the
Federal Reserve System. We are seeing a new phenomenon of large
banks leaving the System.
One other thing of interest with those 11 banks is that we classified
two of them as banks with very serious problems. Now I submit that
there is something fundamentally wrong with a system under which
problem banks that have a greater need for ready access to the discount
window than other bank are induced to leave the Federal Reserve System in order to improve their bottom line, but this is the kind of
development which our present structure of banking laws is pushing
us into.
The other thing of concern to me is the fact that this process is leading to an increased vulnerability of the banking system to shock because we have a smaller and smaller percentage of banks that are going
to have direct access to the discount window.
In New England, at the moment, we have 42 banks in the $100 million to $1 billion size class. Of these 42 fairly large banks, only 16 are
now members of the Federal Reserve. Of the 16 who are still members,
10 have indicated to me that they are studying leaving membership
and are delaying action pending the outcome of this legislation. So
this means that if this bill doesn't go through I would anticipate that
in 1979 almost 90 percent of the banks in the $100 million to $1 billion
size class in the first district will be outside the Federal Reserve
System.
Now the public policy issue here that I think the Congress must start
considering is that these banks with almost $9 billion in deposits will
be dependent in a liquidity crisis upon being able to finance their needs
through credit lines from the even larger correspondent banks. It's my
judgment that in a generalized liquidity crisis that these banks will
not be accommodated by the correspondent banks.
This trend takes us back to the kind of banking system we had
before the Federal Reserve System was established where the smalland medium-sized banks were dependent for liquidity on the large
banks and in a crisis the large banks were not in a position to meet their
liquidity needs. I think we are building instability and vulnerability
into our banking system, particularly in New England. At the moment,
only 63 percent of the deposits in New England are now represented
by member banks and that percentage is going to decline very sharply
in the event this bill is not passed by the Congress.
Now I'd like to say a word about the grandfathering provision on
which Chairman Burns decided not to testify himself, but foisted the
job on me.
We took a survey of commercial banks and savings banks in New
England and we found that the great majority of banks are opposed to
grandfathering. This is true of the savings banks as well as the corn-
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mercial banks. However, my judgment is that the public interest lies
in a grandfathering clause in this bill for these reasons:
I think the financial institutions in New England are in the process
of adjusting to full cost pricing of bank services and the payment of
interest on consumers' balances.I think if they were to be rolled back to
lower ceiling rates that this necessary adjustment to pricing bank
services will slow down, if not reverse, and I think this would be unfortunate because this is the way we must go.
Second, it's the goal of this legislation to ultimately permit NOW
account interest rates to be established by the market with the controls
limited to a 3-year period. I think it would be very helpful to the
Congress and to the regulatory agencies if market forces were able to
operate in New England with only the constraint of a 5-percent ceiling.
Third,I think interregional deposit flows are not something that the
Congress needs to be worried about. We have a much bigger differential
now than we will have if New England is grandfathered and we have
not been troubled by any significant interregional flows into the New
England NOW accounts.
However, several features of the grandfathering clause are unfortunate and bound to cause problems if they are not corrected.
First, the bill grandfathers the rate only for institutions now offering NOW accounts and share drafts at the time of enactment, so that
if a new bank comes into the market, it will not be able to compete by
offering the same rates as the established banks can offer, and I simply
don't see any public purpose to be served by such a provision.
Second,the bill provides that if any institution in New England reduces the rate paid on NOW accounts, it cannot thereafter raise the
rate if it exceeds the national ceiling rate. I don't see any purpose to
be served in preventing market forces from operating in New England
during this grandfathering period. What this provision will mean in
practice is that all banks will have to stay at the 5 percent rate because
of their fear that they might get stuck in an unfortunate situation. I
don't see any point in preventing the market from working to establish a market rate of interest for the NOW account.
Third, the way the bill is presently drafted, it would permit credit
unions outside of New England which are currently offering share
draft accounts to offer those accounts at a higher rate than banks and
thrift institutions could offer NOW accounts.
So I think there are three defects in this provision and although I
support the grandfathering provision I think it ought to be a provision which simply grandfathers the existing NOW ceiling rate for all
institutions, including credit unions in New England, and does not
grandfather share draft accounts outside of New England.
To sum up, Mr. Chairman,I believe that the nationwide spread of
the NOW account is in the public interest; that in the transition years
it's going to produce lower bank earnings; and the New England experience demonstrates that banks will seek to cushion the earnings decline by withdrawing from the Federal Reserve System. This will
further handicap the Federal Reserve in managing the money supply
and will increase the vulnerability of the banking system to shocks
since a declining window. For these reasons the nationwide NOW ac-
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count and the issue of Federal Reserve membership are closely connected and should be so viewed by the Congress.
Senator MCINTYRE.Thank you,Mr.Morris.
[Complete statement and additional information follows:]
TESTIMONY OF FRANK E. MORRIS, PRESIDENT, FEDERAL RESERVE BANK
OF BOSTON
I appreciate this opportunity to testify on behalf of S. 1664. I propose to limit
my testimony to two areas: First, to examine the New England experience with
the NOW account and to assess from that experience the probable impacts of the
NOW account spreading nationwide; and second, to discuss why it is in the national interest for the Congress to take action now to stem the exodus of banks
from the Federal Reserve System.
Five conclusions from the New England NOW account experience are particularly relevant for this hearing:
1. The NOW account is very highly valued by the consumers of New England.
The best evidence of that lies in the rapid acceptance of the NOW account by
the consumer. In Massachusetts, for example, despite the relatively short life
of the NOW account, we estimate that more than half of the individual checkable
account balances have converted to NOW accounts. In New Hampshire, the corresponding figure is estimated at about three-quarters.
2. With banks having the authority to pay interest on checkable deposit balances, competition for balances which takes the form of giving away valuable
bankservices or selling them below cost will diminish. The end result will be a
ing system which will be more efficient, more responsive to new technology, and
one which will operate'at a lower overall cost to the American public.
inter3. In the transition years, commercial banks will be paying consumers
est on their deposits, but there will be lags in adapting to the necessary pricing
of services which they have been giving away or selling below cost. As a consequence of this adjustment process, commercial bank earnings will decline during the transition years, with the effect of the NOW account on earnings being
greater for the smaller bank, which typically has a much higher percentage of
consumer deposits in its liability structure, than for the larger bank.
4. Because of this pressure on bank earnings in the transition years, we can
leaving
expect an acceleration nationwide of the long-term trend toward banks
curthe Federal Reserve System. The non-interest bearing reserve balances franrently required under the Federal Reserve Act are, in effect, a national
and
chise tax on banking which can be avoided by converting to a state charterleavleaving the Federal Reserve System. The increment to earnings derived by on
ing the Federal Reserve can cushion the initial impact of the NOW account
bank earnings.
5. Thus, the NOW account and the issue of Federal Reserve membership are
intimately connected and should be considered by the Congress as closely interrelated issues.
The New England experience has taught us that the consumer can expect substantial benefits from NOW accounts. In 1976 New England consumers received
almost $68 million in interest payments on NOW balances, and also received services in the form of check clearing and account maintenance estimated to be
worth about $58 million more. Because service charges on NOW accounts were
only about $2 million last year, consumers in the six New England states received net benefits worth almost $124 million from their NOW accounts in 1976.
Since NOW balances continue to grow, these net benefits will be even larger in
1977.
One reason that consumers have benefited so greatly from NOWs is that commercial banks and thrift institutions in New England are in a transition period
between paying interest in kind and paying explicit interest in cash, and are
currently doing both simultaneously. In competitive industries where price competition is constrained by law or custom, firms tend to compete by giving away
free services or charging below-cost prices for services. Bankers have avoided
the prohibition against the payment of interest on demand deposits by providing
to the consumer services, such as processing checks and account keeping, at below-cost prices or even without charge. These payments in kind are substantial:
the costs of personal checking accounts average about 5 percent of checking
balances. Service charges on deposits are only about one-half of 1 percent or less
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of checking balances. The difference between these bank costs and service charges
accrues to the consumer as implicit intereA in kind. It is important to keep these
implicit payments in mind, since it means that the real question when considering NOW legislation is not whether it should be paid in kind, as at present, or in
cash as explicit interest on NOW balances.
The payment of interest in kind has serious drawbacks for consumers, banks,
and the U.S. Treasury. If interest is paid by providing services below cost, depositors will receive payment in proportion to the services they consume rather
than the deposits they provide. This creates serious inequities; since customers
who consume few services receive les sthan those who consume many. Secondly,
because the services are provided below cost or even free, depositors will use more
than if they were charged full cost. The value to the consumer of the last unit
consumed is equal to the price paid; but if this is less than the cost to the bank
of providing the service, there is a net loss to society of wasted resources equal to
the difference between the cost to the bank of the services provided and the value
placed on those services by the consumer. The cost of these wasted resources is
ultimately borne by the consumer.
One of the more perverse effects of the prohibition against explicit interest
on demand deposits is that the misallocation if resources is greater the more competitive the banking structure. Eoconomic theory tells us that competition forces
firms to be efficient; but if banks are forbidden to pay interest, competitive pressure forces them to be inefficient: To offer higher levels of services at greater
discounts from cost. As an example, New England banking markets are substantially more competitive than those in the rest of the country. New England commercial banks have attempted to compete with one another by increasing the
number of banking offices to offer greater convenience to the customer. As a
result, total deposits at commercial banks in New England were only about $11.7
million per office in 1975 compared to $17.9 million per office in the rest of the
country. The effect of these lower deposits per office is to increase substantially
operating costs per dollar of deposits. In 1975 the non-interest expense per dollar
of assets at New England commercial banks was almost 34 percent higher than
for banks in the rest of the country.
Finally, the services provided by the banks at below-cost prices never appear as
taxable income received by the depositor. Because they never appear as taxable
income, these interest payments in kind have never been subject to income tax
and as a result the U.S. Treasury loses substantial revenue. If we assume that
interest in kind is equal to 5 percent of consumer demand deposits then in 1976
consumers received about $4 billion in nontaxable interest on their demand
deposits.
NOW accounts, by paying interest in cash, will reduce or do away with many
of these inequities and inefficiencies. If banks begin to pay explicit interest on
NOW balances, they will ultimately be forced to move to impose full-cost pricing
on the services they provide. With interest paid on balances and services provided
at cost, depositors will receive compensation for the balances they provide, and
pay for the services they consume. As a consequence, depositors will have an incentive to cut back on unnecessary consumption of these services. Finally, interest on NOWs, like any other interest paid by banks, will be subject to Federal
income tax.
An example of the increased efficiency which may result from full-cost pricing
of services is the reduction in the use of checks as a means of payment. From
1972 to 1975, the number of private checks processed by the Federal Reserve
System increased from 8.4 billion to 11.4 billion, or by 35 percent. This rapid
growth in the use of checks has imposed substantial costs on both the commercial
banks and the Federal Reserve System. If depositors were to be charged for
each check written, it is likely that future growth in the volume of checks would
be substantially reduced (especially in checks for very small amounts), with
significant savings for both the commercial banks and the Federal Reserve
System.
Full-cost pricing may also hasten the rate at which substitutes for checks are
introduced. At present, the public shows no real enthusiasm for innovations
such as electronic funds transfer systems, since the present system of paper
checks is provided at no charge or at below-cost prices. However, if customers
were to be charged for the full costs of check processing, the relative costs and
convenience of EFTS will become more attractive.
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On the issue of grandfathering New England at the present ceiling rates for
NOW accounts, banking opinion in New England is divided; but our soundings
suggest that a great majority of banks would favor rolling back the New England ceiling to a lower national level. However, my own personal opinion is
(inthat the Congress should grandfather New England financial institutions
cluding credit unions) at the existing 5 percent ceiling for the following reasons:
1. Financial institutions in Massachusetts and New Hampshire have had over
three years experience with NOW accounts, and in Connecticut, Vermont, Maine,
for
and Rhode Island financial institutions have had NOW account powers
more than one year. The adjustment process toward full-cost pricing of bank
services has slowly begun in these states. To roll back NOW account ceiling rates
below those currently allowed would slow, if not reverse, this movement.
2. Since it is the goal of the legislation to permit NOW account rates ultimately to be set by market forces, both the Congress and the regulatory agencies will benefit greatly by permitting market forces to operate in New England
constrained only by the 5 percent ceiling. The New England experience will
A
provide yardsticks for future legislation and regulatory actions nationally.
forced rollback would be counterproductive in terms of public benefits and it
certainly would not be well received by the consumers of New England.
3. Interregional deposit flows resulting from a regional NOW account differential are unlikely to be significant. The regional differential is even greater
under current conditions, and the existing small interregional deposit flows have
not been a major problem.
While I support the grandfather provision of the bill in general, there are
I
three aspects of the legislation as written which I think are unwise and which
firmly believe will be troublesome if enacted.
These three provisions are the following:
1. The bill grandfathers the rate for institutions offering NOWs and share
drafts before enactment. This is certain to create local competitive imbalances.
Any institution in New England not offering NOW accounts at the date of enactment, that subsequently decides to offer such accounts, will not be able to
meet local competition. Similarly, de novo institutions beginning business within
the three-year period would be unable to match local competition. Competitive
imbalances would be generated to no good purpose.
2. The provision that any institution which lowers the rate paid on NOW
accounts may not thereafter increase the rate to a level higher than the national
ceiling rate will inhibit the constructive operation of market forces. As a practical matter, it is likely to mean that all institutions will stay at the 5 percent
rate in order to provide for maximum flexibility during the grandfathering
period.
3. Banks and thrift institutions outside of New England will face high rate
competition from those credit unions now offering share draft accounts and will
be unable to match such rates.
In my judgment, it would be far better simply to grandfather the existing
NOW ceiling rate for all institutions (including credit unions) in New England
and not to grandfather share draft accounts outside of New England.
The New England experience has shown that commercial banks and thrift
institutions may continue to pay interest in kind for sometime after they begin
paying interest in cash on NOWs. While it appears that institutions in New
England are now slowly moving to implement full-cost pricing, commercial
banks earnings in New England have been adversely affected by NOWs. The
staff of the Board of Governors estimates that NOW accounts reduced pre-tax
earnings at commercial banks in Massachusetts and New Hampshire from its
1973 base by 3.4 percent in 1974 and 7.5 percent in 1975.
Because of their greater dependence on consumer deposits, smaller commercial banks have been hit harder than the average commercial bank. Estimates
by my own staff for a group of small banks indicate that pre-tax profits were
reduced by somewhat more than the Board estimate for all commercial banks.
Many of the thrift institutions have attempted to build market share by offering the depositor a total rate of return which exceeds th.e ceiling rate on NOWs.
They have done so by paying interests at the ceiling rate and continuing to provide services at below cost or without charge. Because of this aggressive competition, many commercial banks have been unable to move to full-cost pricing. It is
natural for these banks, faced with high operating costs which they are unable
to offset by raising service charges, to look elsewhere for ways to reduce costs
or generate extra revenue. One way is to withdraw from the Federal Reserve
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System. By doing so a bank can free up substantial amounts of nonearning reserves which member banks are required to hold against demand deposits. These
freed reserves can then be invested to generate additional income to offset some
of the increased costs generated by NOWs.
The New England experience clearly demonstrates that the nationwide spread
of NOW accounts will trigger an acceleration of the rate of withdrawal
of banks
from the Federal Reserve 'System unless something is done to reduce the financial
burden of membership. The Congress should be concerned about this for
two
reasons: first, our banking system will become increasingly vulnerable to
shocks
because a smaller and smaller percentage of banks will have ready access to
central bank credit to meet a liquidity crisis and, second, at the very time when
the Congress is expecting greater efficiency and precision in the control of the
money supply, the ability of the Federal Reserve to exercise such control will
be impaired.
During the past 18 months, 11 banks in New England withdrew from membership in the Federal Reserve System (another 4 were lost through merger
with a non-member). Of the 11, 8 had deposits of $100 million to $500 million.
Six of the 11 were classified as low-earnings banks. Two of the 11 were classified as banks with serious problems. I submit that there must be something
radically wrong with a system in which prdblem banks, which have a critical
need for ready access to the discount window, find they must reluctantly surrender that ready access in order to improve their earnings.
A particularly troublesome aspect of our recent experience is the departure
of larger banks from the Federal Reserve System. At present we have in New
England 42 commercial banks in the $100 million to $1 billion deposit size class.
Of these only 16 or 38 percent are now members of the Federal Reserve. Of
these remaining 16, 10 have indicated that they are considering leaving the System but are withholding action pending the outcome of this legislation.
If nothing is done, it is probable that by 1979, 86 percent of the New England
commercial banks in the $100 million to $1 billion class, whose deposits presently
total $8.7 billion, will be outside the Federal Reserve. They will have to depend
on the large correspondent banks to meet their needs in a liquidity crisis. It
is my judgment that in a generalized liquidity crisis the correspondent banks
will not be able to meet their needs. If we fail to deal with the membership
prOblem, we will build a more unstable banking system and the cost to our
society could prove to be considerable.
I should also mention that the overall impact of this bill should be to increase rather than to diminish the revenues to the Treasury. I have three reasons
for making this statement. First, the bill will convert implicit interest to consumers on demand deposits to taxable interest on NOW accounts. This will cause
the consumers to pay additional taxes to the Treasury because they will be
earning interest on the reserve balances maintained at the Federal Reserve
Banks. Finally, if member commercial banks do not receive some financial relief, they will continue to leave the System at a rapid rate and, as a result,
the System's revenue will decline significantly. The existing cost of non-membership is substantial. We estimate that if all commercial banks had been members of the Federal Reserve in 1976, the Federal Reserve payment to the
Treasury would have been about $450-$500 million larger than it was.
In conducting monetary policy we are operating under three handicaps which
stem from the membership problem. Chairman Burns commented on two of these
in his testimony: first, the fact that the variable reserve requirement has been
essentially lost as a tool of monetary management because to raise reserve requirements will further increase the already excessive costs of membership and,
second, the control problems associated with the shrinkage of the reserve base
relative to the deposit base as more and more banks leave the System.
A third handicap is the information problem. To conduct monetary policy
efficiently, we need accurate weekly data on deposit balances. At the moment,
we have such data only for member banks. The latest public money supply
figures reflect data on non-member banks as of the September, 1976 call date, nine
months ago. The weekly money supply figures, which the financial world pays so
much attention to, are a blending of hard facts from member banks and our best
guess as to what is likely to be happening at non-member banks.
Starting this summer, the information problem will be partially solved when
the FDIC starts providing every week daily deposit data from a sample of nonmember commercial banks. However, the problem of deposit data for thrift
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institutions will continue to exist. I think we are soon going to have to move to
a new concept of Mi which incorporates NOW accounts and demand deposits
at thrift institutions. One of the reasons for the high M1 velocity of the past
two years is the fact that NOW accounts in commercial banks are currently classified under M,and NOW accounts and demand deposits in thrift institutions are
found only in M,. But a new M1 concept is not operationally feasible now because
the reports from the thrift institutions come in with too great a lag to permit
us to use such a new Mi concept in our week-to-week operations.
This information problem would be totally resolved by the reporting provision
of this bill.
To sum up, I believe that the nationwide spread of the NOW account is in the
public interest. It will both be beneficial to the consumer and will set in motion
forces which will ultimately make for a more efficient banking system. In the
transition years, it will produce lower bank earnings, and the New England
experience demonstrates that banks will seek to cushion the earnings decline by
withdrawing from the Federal Reserve System. This will further handicap the
Federal Reserve in managing the money supply and increase the vulnerability of
the banking system to shocks, since a declining fraction of the banking system
will have ready access to the discount window. It is for these reasons that the
nationwide NOW account and the issue of Federal Reserve membership are
closely connected and should be so viewed by the Congress.
FEDERAL RESETWE BANK OF BOSTON,
Boston, Mass., July 6, 1977.
Hon. WILLIAM PROXMIRE,
Chairman, Committee on Banking, Housing, and Urban Affairs, U.S. Senate,
Waskington,D.C.
DEAR SENATOR PROXMIRE: This is in response to the questions which you raised
in your letter of June 23.
The powers which S. 1664 would provide to the Federal Reserve Board with
respect to the collection of data on deposit liabilities is very important, since
accurate weekly data on deposits is essential to the efficient execution of monetary policy. However, solving the data problem does not solve the membership
problem. There are three other problems stemming from the loss of membership
which would still remain to be resolved:
(1) The serious weakening of the lender of last resort function of the
Federal Reserve Banks,
(2) The "multiplier problem" which is likely to be produced by the shrinking of the reserve base relative to the deposit base, and
(3) The effective loss of the variable reserve requirement as a tool of
monetary managemQnt.
Of these, the one of most concern to me is the fact that continued loss of membership means that fewer and fewer banks will have direct access to the discount
window in a liquidity crisis. In such a crisis it is not sufficient for the Federal
Reserve to be able to supply liquidity generally through open market operations; we should also have the ability to supply liquidity directly and quickly
to those banks in greatest need.
If S. 1664 is not adopted, I would estimate that very soon commercial banks
with 50 percent of the total deposit base of New England will not have ready
access to the discount window. They will have to depend in a crisis on the correspondent banks and the marketplace. It is my judgment that, in such a crisis,
when the marketplace is not functioning normally, the resources available will
not be adequate to meet their needs. Furthermore, the procedures for emergency
lending to nonmember banks are time-consuming and not well adapted to meeting
the needs of a crisis situation.
As more and more banks leave the Federal Reserve System, there is a serious
risk that the relationship between an injection of reserves and resulting growth
in the monetary aggregates may become more and more unstable. This is the
"multiplier problem" which I referred to above. This is not a serious problem at
the moment, but I am concerned that it will become a problem if the membership
issue continues to be ignored by the Congress. Increasing instability in the multiplier relationship between reserves and deposits is likely to mean that the
Federal Reserve will have to reverse course more frequently in order to control the money supply—with resulting greater volatility in interest rate move-
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ments. The prospective cost of this greater instability to the orderly functioning
of the economy could be considerable.
Finally, the membership issue has immobilized the variable reserve requirement as a tool of monetary policy. From time to time we have found it useful to
impose special reserve requirements to effect certain behavior on the part of
the banks, as for example, the special reserve requirement imposed to discourage
the import of Eurodollars in 1969. This tool has been effectively lost for the
Federal Reserve because to increase reserve requirements will only serve to
increase the competitive disadvantage of membership in the Federal Reserve, accelerate the exodus of banks from the System and further shrink the reserve
base.
These are the reasons why I think that solving the data problem does not
solve the membership problem insofar as the efficient conduct of monetary policy
is concerned.
Turning to your second question, I made it clear in my testimony that I support the nationwide spread of the NOW account, not only because it is in the
direct interest of consumers to have this vehicle open to them but also because
it will set in motion forces which will lead to a more efficient banking system
and a lower overall cost of banking services to the public. The present system,
under which banks are prohibited from competing by paying interest on demand
deposits, encourages them to compete by giving away services which cost more
to the banking system than their value to the consumer. Banks, being compelled
by market pressures to pay the going rate of interest on deposits, will be compelled by economic necessity to charge for the services which they had been
giving away, and a more efficient banking structure will evolve.
I believe that what is true for the commercial banks is also true for the Federal Reserve Banks. I think we would have a more efficient system if member
banks were paid enough interest on their reserve balances to equalize their
burdens with those of nonmember banks and the Federal Reserve, in turn, were
to charge on the basis of full cost for the services it now provides free to member
banks. However, we cannot move to this more rational structure until we are
permitted to pay a reasonable return on reserve balances. If we were to move
toward pricing our services, while paying nothing or an inadequate amount on
reserve balances, we would simply exacerbate the membership problem.
With best regards.
Sincerely yours,
FRANK E. MORRIS.

Senator McINTYRE. Mr. Mann.

STATEMENT OF MAURICE MANN, PRESIDENT, FEDERAL HOME
LOAN BANK OF SAN FRANCISCO

Mr. MANN. Thank you, Senator. I will summarize my statement as
quickly as possible.
I am pleased also to have the opportunity to be here. For the record, I serve as president of the Federal Home Loan Bank of San
Francisco, which is the largest of the 12 district banks in the Federal
Home Loan Bank System. It includes 187 savings and loan associations that are located in Arizona, California, and Nevada.
The thrust of my comments, Mr. Chairman, will have to do with
California where savings and loan associations hold approximately
$75 billion in assets. The purpose of my testimony is to present my
views as a regulator on the offering of NOW accounts nationwide,
focusing, as I said, on California. In addition, at your request, I intend to comment on the restrictiveness of the resent $55,000 limitation on home mortgages made by Federal savings and loan associations are contained in section 5(c) of the Home Owners' Loan Act of
1933.
First, the NOW accounts. There are at least two reasons why a
NOW-type of transaction account is needed, in my opinion, by the
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savings and loan industry and other deposit institutions. First, consumers would benefit directly by having a wider choice than they now
have in selecting deposit institutions that offer a full range of consumer financial services,thereby increasing the convenience and reducing the transactions costs to consumers.
The second reason is that, in order to continue to serve the Nation's
housing needs, the competitive viability of the S. & L. industry must
be maintained and improved. In my judgment, NOW accounts would
permit associations to compete effectively for the consumer's dollar
with other types of deposit institutions.
With these thoughts in mind, let me outline very briefly what I
believe to be the critical issues involved in providing NOW accounts
and my proposals for dealing with them.
First, I believe there should be a transition period with the enactment of the legislation and its implementation.
Senator McINTyRE. Let me interrupt just for a second. Do you think
it's going to be good for housing? Would you say it's going to be
helpful if disintermediation hits us again?
Mr. MANN. Yes sir. I think it would minimize or moderate the impact of disintermediation.
Second, NOW accounts should be issued only to individual consumers.
Third, in my judgment,the interest rate payable on NOW accounts
should be uniform among financial institutions and ultimately among
geographic regions. The ceiling on NOW accounts should be determined by the Interagency Coordinating Committee, approprately expanded to include a representative of the National Credit Union Administration. The ultimate disposition of the ceiling, and a move to a
market-determined rate, would,of course, depend on the future course
of action with respect to regulation Q.
Fourth, reserves should be held against NOW balances, and they
should be uniform across institutions and regions. The required reserve percentage, set within a statutory range, should be determined
by the interagency coordinating committee. The rationale for such
reserve requirements is that they are essential for monetary policy
control. Although I .do not believe that the debate as to whether
monetary policy operates through changes in reserve positions or
through changes in relative yields has been decided conclusively. I
am not willing to dismiss the argument that deposit reserves play
some role in monetary control. Moreover, I feel that, to maintain
equity, it is necessary for all deposit institutions that offer transaction accounts to bear the same reserve burden.
Fifth, in keeping with the previous point, I believe that interest
should be paid on all types of reserves held against deposits, particularly interest-bearing transaction accounts. The yield on reserves
would help offset the cost to financial institutions of offering NOW accounts and also alleviate the Federal Reserve's membership problem.
The rate should be uniform across all institutions, determined by the
interagency coordinating committee, and be paid by the agency holding the reserves.
The sixth and final point addresses the issue of where the NOW account reserves should be held. As I see it, the NOW reserves of all
savings and loan associations should be held at their respective dis-
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trict Federal home loan banks, with the reserves of other deposit institutions held by a similarly appropriate agency. In my opinion,since
changes in reserves would affect all institutions equally, it would make
little difference, in terms of monetary policy, where the reserves behind NOW accounts are held. An arrangement such as I have proposed would not weaken the Federal Reserve System's control over
monetary policy. Under this proposal, the integrity of monetary policy would be preserved and, at the same time, the undue pressures on
the housing sector arising from tight money would be at least partly
alleviated.
Let me summarize, if I may, the three principal issues involved in
evaluating the impact of NOW accounts on California savings and
loan associations. They are (1) the change in the deposit market
shares of savings and loans; (2) the degree of shifting from existing savings and loan passbook accounts to NOW accounts; and (3)
the relative cost of NOW accounts. It is reasonable to assume that
NOW accounts in California savings and loan associations would initially draw only a moderate share of deposits away from existing
checking accounts, but quite possibly that share would tend to increase over time as consumers become better informed about NOW
accounts.
Permit me now, Mr. Chairman, to turn to the important matter,
particularly in California, of the $55,000 loan limitation on federally
chartered savings and loan associations. The 11th FHLB district, and
especially my ame State of California, are examples of areas where
the $55,000 limit forces a substantial proportion, and in some cases a
majority, of conventional mortgage loans into the 20-percent-of-assets
category. The number of associations facing the problem is potentially
troublesome.
My bank conducted a telephone survey of most, but not all, federally chartered S. & L.'s in California on June 16 and June 17 in order
to determine the extent to which the 20-percent-of-assets category
would be saturated. The associations that we surveyed represent 84
percent of the total assets of all federally chartered savings and loans
in California.
The results of the survey indicate that these associations have already used up 93 percent of the funds available under this limitation.
Furthermore, 18 of the 49 associations surveyed were within one-half
of one percentage point of the 20-percent limitation. We would be
glad to submit for the record later, Senator, more complete survey
results.
Senator McINTYRE. Yes. We will need that survey, please, for the
record.
[The memorandum with the required information follows:]
[Memorandum]

FEDERAL HOME LOAN BANK
OF SAN FRANCISCO,
June 28, 1977.

To: M. Mann, president.
From M. J. Riedy, vice president, economics.
Subject: Survey of California-based Federal associations for positions relating
to 20 percent-of-asset limitations.
The survey was conducted Tune 16 and 17, 1977. Two questions were asked:
What were the association's total assets as of May 31, 1977, and the amount or
percentage of association loans subject to 20 percent-of-asset limitations? A
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listing of associations contacted and amounts reported is attached: a summary
follows.
Forty-nine California-based Federal associations were contacted.
Assets of these associations as of the date of the last quarterly report, March
31, 1977, equaled 84 percent of total assets for all California-based Federal
associations.
These associations, as a group, have used 93 percent of the total amount permitted under the 20 percent-of-assets limitations.
The degree of saturation of the 20 percent-of-assets categories is illustrated
in the following array.
Percent of assets filled with loans subject to 20 percent-of-assets limitation:
Number of federally
chartered SAEL.'s
17
8
9
3
7
3
2

20
18 less than 20
16 less than 18
14 less than 16
12 less than 14
10 less than 12
0 less than 10

Total
49
The numbers speak for themselves. The majority of Federally chartered S&L's in
California have virtually no leeway in making loans subpect to the 20 percentof-assets limitation. Moreover, if commercial or multifamily loan demand picks
up from its current placid pace, Federally chartered S&Ls in California will be
in even more of a bind.
Attachment.
FEDERAL HOME LOAN BANK OF SAN FRANCISCO—LISTING OF ASSOCIATIONS CONTACTED IN 20-PERCENT-OFASSETS SURVEY AND REPORTED PERCENTAGES
[In thousands of dollars]

Association
$1,000,000,000 or greater:
1
2
3
4
5
Total
Weighted average
$500,000,000 to $1,000,000,000:
6
7
8
9
10
11
12
Total
Weighted average
$250,000,000 to $500,000,000:
13
14
15
16
17
18
19
Total
Weighted average
See footnote at end of table.

Assets

Loans subject to
20 percent asset
limitation
expressed as a
percentage of
total assets as of
May 31, 1977

$4, 431 000
1,950: 000
2, 454,000
2, 921, 000
1, 350, 000

20.0
17.0
19.0
19.4
17.7

13, 106,000

622,094
712,987
686, 584
525, 397
603,042
569, 549
768, 315
4, 487,968

256,603
317, 494
268,650
342,790
260, 782
297,730
406, 303
2, 150, 353

19.0
20.0
19.3
20.0
17. 4
20. 0
18. 0
20.0
19. 3
19. 5
14. 5
15.0
18.2
20.0
20.0
16.0
17. 5
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FEDERAL HOME LOAN BANK OF SAN FRANCISCO—LISTING OF ASSOCIATIONS CONTACTED IN 20-PERCENT-OFASSETS SURVEY AND REPORTED PERCENTAGES—Continued
[In thousands of dollars]

Association
$150,000,000 to $250,000,000:
20
21
22
23
24
25
26
27
28
29
30
31
Total
Weighted average
$50,000,000 to $100,000,000:
32
33
34
35
36
37
Total
Weighted average
$25,000,000 to $50,000,000:
38
39
40
41
42
Total
Weighted average
Less than $25,000,000:
43
44
45
46
47
48
49
Total
Weighted average

Assets

Loans subject to
20 percent asset
limitation
expressed as a
percentage of
total assets as of
May 31, 1977

135,614
215, 115
172,949
225, 643
194, 075
204, 614
144,116
169,668
186, 117
166, 817
127,823
207,000

17.4
20.0
17.5
12. 9
17. 5
15.4
16.9
20.0
20.0
10. 0
2.0
18.9

2, 149, 550

65, 884
58,636
51, 401
62, 942
65,000
78, 775
382, 640

26, 482
40, 460
41,984
43,830
48, 000
200, 756

24, 327
3, 241
18,425
14, 908
7,018
2,445
23,530
93,897

16. 1
12. 0
4. 2
20. ',.;
20. -,'
12. "1 ,
20. u
14.8
20.0
20.0
20.0
12.0
10.0
15.9
20.0
13. 0
12.0
16. 5
18.5
12.0
11.3
15. 1

Note: Total assets all categories: $22,571,165; total number of associations: 49; weighted average for percentage of
loans subject to 20 percent of asset limitations, all associations: 18.5 or 93 percent of the total amount available.

Mr. MANN. In brief, I strongly believe that the $55,000 limit creates
undue and inequitable hardships on Federal associations in California
and that the problem is likely to worsen if legislative relief is not
forthcoming. I do not wish to get involved in the controversy regarding the $55,000 limitation, but I believe that proposals that would
provide for only a small rise in the ceiling will accomplish very little.
As I see it, section 5(c) of the Home Owners Loan Act
Senator MCINTYRE. Let me just interrupt you to help us with a
question. It's my understanding, Mr. Mann, that you do support the
Cranston amendment. You realize the Cranston amendment said only
the overage.
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Mr. MANN. I support the concept of the overage in the basket.
Senator MCINTYRE. Do you support a $65,000 ceiling or should it
be more?
Mr. MANN. I personally support $65,000 or perhaps even $70,000.
Senator MCINTYRE. All right. Thank you.
Mr. MANN. Our limited research suggests that a small rise in the
ceiling, without a provision to place only that portion of a loan in
excess of the ceiling into the 20-percent basket, would provide relief
for only a short period of time given the growth rate in housing prices
in California. In addition, Mr. Chairman, it would seem critically
important to apply such changes retroactively to the existing portfolios of the Federal associations in California as well as in the rest
of the country.
With that, I would be pleased to answer any questions and provide
any additional information for the record.
Senator MCINTYRE. Thank you very much, Mr. Mann.
[Complete statement follows:]
STATEMENT OF MAURICE MAN, PRESIDENT, FEDERAL HOME LOAN BANK OF
SAN FRANCISCO
Good morning, Mr. Chairman. I am pleased to have this opportunity to share
with the Subcommittee some thoughts on several items of pending legislation,
including S. 1664, that would have a marked impact on the operation and regulation of the savings and loan industry. For the record, I serve as President of
the Federal Home Loan Bank of San Francisco, the largest of the 12 District
Banks in the Federal Home Loan Bank System. As you know, my other public
service experience has included several years as a senior officer and economist
in the Federal Reserve System, and two years as Assistant Director of the
Office of Management and Budget. The Bank I now represent is responsible for
regulation through insurance of accounts of the 187 savings and loan associations
that are located in the Eleventh District, which is composed of Arizona, California, and Nevada. Member associations in the Eleventh District had total
assets of more than $79 billion at the end of April 1977, representing 19.6 percent
of the total for all U.S. associations that are insured by the Federal Savings and
Loan Insurance Corporation. California member associations alone had assets
of almost $74 billion at the end of April, or 18.2 percent of the national total.
The purpose of my testimony today is to present my views, as a regulator, on
the offering of NOW (Negotiable Order of Withdrawal) accounts nationwide,
with particular focus on the likely impact of NOW accounts on savings and loan
associations in California. In addition, I shall comment on interest rates and
reserve balances as they relate to NOW accounts. The concluding part of my
testimony, as requested, will focus on the restrictiveness of the present $55,000
limitation on home mortgages made by Federal associations contained in Section
5(c) of the Home Owners' Loan Act of 1933.
In my opinion, the time is propitious for the Congress to enact national
financial reform legislation that would take into account all of the previous piecemeal statutes enacted over the years at the state and Federal levels. Generally
speaking, legislative actions in various states have been in the forefront on
financial reform; it is now time for comprehensive Federal legislation. Among
other things, there is a glaring need to correct many of the inequities in the
powers and constraints of deposit-type financial institutions that exist among
geographic regions and by type and charter of intermediary. Under consideration by this Subcommittee are a number of actions that would benefit consumers,
provide relief to financial intermediaries, and improve the ability of thrift institutions to support the financing of housing in today's inflationary environment.
NOW ACCOUNTS NATIONWIDE
Given today's appropriately cost-conscious and service-oriented consumer,
there is a clear need for a NOW-type of transaction account at savings and loan
associations and other deposit institutions that presently may not offer such
services. There are at least two reasons for this need. First, consumers would
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benefit directly by having a wider choice than they now have in selecting deposit institutions that offer a full range of consumer financial services, thereby
increasing the convenience and reducing the transactions costs to consumers.
They would also benefit from earning an explicit yield on their money balances
rather than one that is embodied in a bundle of services, as in the case of noninterest-bearing demand deposits at commercial banks. I should note, however,
that at the same time explicit interest is paid on transactions balances,,.financial
deposit institutions should be permitted to charge explicit prices for servicing
the accounts. Some may question whether these two pricing factors would cancel
out, or result in higher net costs to the consumer. I would argue that explicit
prices convey more accurate information for consumer choice than do nonprice
substitutes, and that competition is engendered by the provision of more information to the consumer, such as would be derived from explicit pricing. More
over, the consumer would directly benefit by the continued flow of funds into
residential mortgage markets, which might decrease if the competitive position
of some thrifts deteriorates because they cannot offer interest-bearing accounts
while other deposit institutions are able to do so.
Indeed, the latter point is the second justification for NOW accounts. To
continue to serve the Nation's housing needs, the competitive viability of the
savings and loan industry must be maintained and improved. NOW accounts
would permit associations to compete effectively for the consumer's dollar with
commercial banks, credit unions, and savings banks. To a limited extent, of
course, savings and loan associations are already involved in offering quasitransactions accounts through various forms of electronic funds transfer systems
(EFTS). In California, for example, some associations provide telephonic transfers and point-of-sale terminals. However, it would be much more efficient to
offer transactions accounts directly and also be more equitable because smaller
associations may find it difficult to afford EFTS initially. It is also apparent that
associations must have paper-based transactions systems in order to enter the
third-party payments market, because paper checks are likely to be an important
part of the payments mechanism for some time—EFTS developments
notwithstanding.
Lest you think that I am too paternalistic toward the savings and loan
industry, let me hasten to state that I believe it is essential, for the efficient
operation of our Nation's financial system, that all deposit institutions having
equal powers should operate under the same regulatory and statutory constraints.
And, with respect to NOW accounts, all participating financial intermediaries
should receive uniform and equitable treatment. With these thoughts in mind,
let me outline what I believe to be the critical issues involved in the provision
of NOW accounts and my proposals for dealing with them.
First, there should be a transition period between enactment of the legislation and its implementation. This period would permit the public to become
informed about NOW accounts and allow the financial community to prepare
new reporting, marketing, operating, and pricing procedures.
Second, NOW accounts initially should be extended only to individual consumers. Corporate deposits tend to be more volatile than consumer or personal
deposits, and thus, a period in which only the more stable, personal deposit
funds are placed in NOW accounts would permit the clearest evaluation of the
impact of interest-bearing transactions accounts on institutions' profits and the
best indication of the cost that are passed through to the consumer.
Third, the interest rate payable on NOW accounts should be uniform among
financial institutions and, ultimately, among geographic regions. Theoretically,
there is little justification for a differential in the interest rate ceiling among
regions of the country. As a practical matter, however, I believe that it might
be preferable to set the interest ceiling initially below that of the New England
states—which should receive grandfathering rights—in order to restrain the
cost impact of introducing NOW accounts. The differential could be narrowed
gradually in legislated steps, with the ceiling phased up to that prevailing in
New England. The ceiling on NOW accounts should be determined by the Interagency Coordinating Committee, appropriately expanded to include a representative of the National Credit Union Administration. The ultimate disposition
of the ceiling, and a move to a market-determined rate, would, of course, depend
on the course of action with respect to Regulation Q.
Fourth, reserves should be held against NOW balances, and they should be
uniform across. institutions and regions. The required reserve percentage, set
within a statutory range, should be determined by the Interagency Coordinating
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institutions of offering NOW accounts and also alleviate the Federal
determembership problem. The rate should be uniform across all institutions,
agency
mined by the Interagency Coordinating Committee, and be paid by the
holding the reserves.
The sixth and final point addresses the issue of where the NOW account
loan
reserves should be held. As I see it, the NOW reserves of all savings and Loan
associations should be held at their respective District Federal Home
Banks, with the reserves of other deposit institutions held by a similarly
all
appropriate agency. In my opinion, since changes in reserves would affect
institutions equally, it would make little difference, in terms of monetary policy,
as I
where the reserves behind NOW accounts are held. An arrangement such
have proposed would not weaken the Federal Reserve System's control over
monetary policy.
More important, however, the holding of association reserves within the Federal Home Loan Bank System could serve the public interest in the area of housing. These reserve balances could be used to smooth and stabilize housing and
mortgage market activity over the entire interest rate cycle. It is well recognized that stringent monetary policy during periods of excess demand and
rapidly rising prices has an inordinately harsh impact on housing and thrift
institutions. As you well know, this has been a subject of concern in the Congress
during several past "credit crunches," but satisfactory solutions to the problem
have not been forthcoming. I believe that the holding of NOW account reserves
by the Federal Home Loan Banks might be at least a partial solution. If such
reserves are held by the FHLB System, for example, all or part of these funds
could be channeled directly into the mortgage market during periods of tight
money as a means of counteracting the uneven impact of monetary policy on
the housing sector. The Federal Reserve has acknowledged the severe problems
created for housing and thrift institutions during such periods, but also believes
strongly that monetary controls cannot be used selectively—and I agree. Under
this proposal, the integrity of monetary policy would be preserved and, at the
same time, the undue pressures on the housirg sector arising from tight money
would be at least partly alleviated.
THE IMPACT OF NOW ACCOUNTS IN CALIFORNIA

These few remarks conclude my thoughts on nationwide NOW accounts in
general, and I would like to turn to the likely impact of NOW accounts on
financial institutions in California. Although many witnesses to the New England
NOW experience have said that such accounts are an expensive endeavor, i do
not believe the overall costs to savings and loan associations will necessarily be
as high in California as for S&Ls in New England, for several reasons. The
initial operational and research and development costs incurred by thrifts in
New England were, in all likelihood, considerably above the long-run equilibrium
case. Moreover, many New England thrifts used NOW accounts as a loss leader
to attract new deposits and improve market shares and their customer base.
Only recently have explicit service charges come into being. In California,
moreover, initial costs should be less than they were in New England, because
financial institutions and firms providing clearing services on the West Coast will
benefit from the experience of their counterparts in the East. Also, thrifts in
California, on average, are exceptionally large and probably will enjoy, overtime, economies of scale in offering and processing NOW accounts.
Accordingly, based on the suggestions presented earlier and the limited evidence available from the New England experience, I conclude that the uniform
introduction of NOW accounts in California would have, at most, a minor impact on the average costs incurred by savings and loan associations in attracting,
processing, and maintaining deposit balances. Consequently, I would expect the
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potential impact on savings and loan profitability and/or charges for the extension of residential mortgage credit to be minor, as well.
A numerical simulation of the impact of introducing NOW accounts on the
California savings and loan industry would be a valuable input to these hearings.
Unfortunately, the alternative scenarios and attendant hypotheses that could
reasonably be explored are too numerous to permit meaningful results at this
time. Nevertheless, a qualitative analysis of the principal issues is illuminating.
Three principal issues are involved in evaluating the impact of NOW accounts
on California savings and loan associations. They are, (1) the change in the
deposit market shares of savings and loans; (2) the degree of shifting from
existing savings and loan passbook accounts to NOW accounts; and (3) the
relative cost of NOW accounts.
There appears to be little reason to assume that the market shares of savings
and loan associations would change significantly as a result of offering NOW
accounts, at least in the short run. The New England experience, which indicates
a moderate savings and loan gain, may not be fully relevant to the likely
California result because of regional differences in financial markets and the
structure of financial institutions. Whereas not all thrift institutions adopted
NOW accounts in New England, and even fewer pursued them aggressively,
thrifts were definitely the vanguard of the NOW movement there, due to lack
of competition from the commercial banks. In California, however, the market
for deposits is considerably more competitive, for at least two reasons. First, the
commercial banking industry is relatively stronger in California than in New
England. Second, because of statewide branching, all deposit institutions are
exposed to greater competition and, therefore, will probably lack the monopoly
power to avoid offering NOW accounts. Thus, given today's heightened awareness of NOW accounts, and given the lead time for implementation envisioned
in my first proposal, I expect that all types of deposit institutions in California
would enter the NOW field aggressively, if given the opportunity, without significant market share changes attributable to competitive inequalities.
The key to market share changes, assuming that ceiling rates on NOW accounts
are uniform across institutions, lies in the preferences of holders of passbook
accounts at associations. In this regard, the branching structure of California
deposit institutions—dominated numerically by the commercial banks—may be
seen as an advantage to the banks. Savings and loan passbook holders for whom
a commercial bank branch is more conveniently located may be induced to
switch funds from S. & L. passbook accounts to bank NOW accounts, particularly
if the spread between yields on the two types of accounts is small, as ultimately
contemplated.
A countervailing tendency, perhaps stronger than the branching effect, may
derive from consumer preference for one-stop financial services. Assuming that
savings and loans offer a quarter-point advantage on passbook accounts, passbook holders who also maintain checking accounts at commercial banks may tend
to close the latter and transfer the balances to savings and loan NOW accounts.
The strength of this effect would depend heavily on differences in the structure
of service charges and bundled services between banks and savings and loan
associations. From the standpoint of consumer services, therefore, the net effect
on deposit market shares of introducing NOW accounts in California is likely
to be small or negligible, especially during the first few years of operation.
With regard to the shifting of existing S. & L. accounts into NOW accounts, the
general lesson learned by New England savings and loans is that such transfers
have been relatively small. Apparently, the sacrifice of yield for transactability
has not been significantly appealing to the typical New England savings and loan
customer. Whether the same preference would result in California is problematic,
but it is reasonable to assume that NOW accounts at California associations
would initially draw only a moderate share of deposits away from existing passbook accounts. Qedte possibly, however, that share would tend to increase over
time, as consumers become better informed about NOW accounts.
The preceding discussion of deposit shares and shifts suggests that NOW
accounts are unlikely in the short run to become a major form of deposit at
California savings and loan associations. Whatever the magnitude of NOW account balances, however, the concomitant impact on costs depends primarily on
the cost of NOW accounts relative to that of passbook accounts. Studies based
on the New England savings and loan record suggests two main conclusions.
First, the initial costs per dollar of NOW accounts were reduced dramatically
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within the first year of operation I assume, as mentioned earlier, that California
S. &
avoid some of the early cost problems by learning from the New
England experience, in addition to benefiting, over time, from economies of scale.
Second, net costs are relatively low when service fees are charged for NOW
account transactions. Many New England associations offered the new transactions account as a free service, thus encouraging low balance/high turnover accounts that inflated the cost figures. It is a key assumption in my analysis that
the uniform introduction of NOW accounts in the competitive California financial environment, in the long run, will tend to result in NOW service charges
that are commensurate with costs to the deposit institutions. It may well be
that the introduction of NOW accounts will serve as the catalyst for complete
unbundling of financial services in California, with a corollary move to explicit
pricing of those services.
I should note that the cost of funds in NOW accounts would apparently not be
so great as to eliminate, or even to narrow significantly, the spread between the
cost of funds and the current return from lending that produces net income.
Further, the relative cost of NOW accounts, whatever it turns out to be, must be
viewed with the likelihood that such funds would be subject to less disintermediation risk than passbook accounts.
The previous analysis shows that the introduction of NOW accounts at California savings and loan associations would have a decidedly minor impact on the
cost of mortgages and the profitability of S. & L.s in that state. In general, it
appears that the impact of NOW accounts on deposit institutions nationwide will
depend largely on the preferences of consumers and the degree of competition
in individual markets. In any event, the nationwide introduction of NOW accounts would add one more financial service to the package that consumers need
and should have, and would permit all deposit institutions to compete on an
equal basis.
RESTRICTIVENESS OF THE $55,000 LOAN LIMITATION

Permit me to turn now to the important matter—particularly in California—of
the $55,000 loan limit on Federally chartered savings and loan associations. Section 5(c) of the Home Owners' Loan Act of 1933 restricts Federally chartered
savings and loan associations in their mortgage lending activities. The intention
of this section of the Act was to focus association lending activity on home
mortgages for the general public. As a result, commercial, multifamily, and more
expensive residential mortgage loans were placed in a special category: loans
for these properties could not exceed 20 percent of the assets of a Federally
chartered association. I have no problems with the original intention of Section
5(c), but I feel that in an inflationary environment it places an undue and inequitable burden on Federal associations, housing, and the general public.
The $55,000 limitation applies throughout the Nation, but the effect is particularly
onerous to Federally charteded associations operating in major metropolitan
areas and in growth areas where home prices are high and increasing rapidly.
The Federal Home Loan Bank Board reports that during the first quarter of
1977, average prices for new conventionally financed homes were in excess of
$55,000 in 10 out of 18 major metropolitan areas in the Nation. The Eleventh
FHLB District, and especially my home state of California, are examples of
areas where the $55,000 limit forces a substantial proportion, and in some cases
a majority, of conventional mortgage loans into the 20 percent-of-assets category.
The number of associations facing the problem is potentially troublesome, as I
will illustrate later in my remarks.
Data from semiannual surveys conducted by real estate research groups in
Southern California and Northern California show how severely housing markets
in California can be restricted by the mortgage limitation. The media price of
new tract homes in the seven metropolitan counties of Southern California in
December 1976 was $61,500. In Orange County, the median priced tract home
was more than $81,000, and 95 percent of the new homes were priced above
$55,000. In January 1977, new home prices in the nine-county San Francisco Bay
Area were also high—the median price was $56,400, and in San Mateo and Mann
Counties 80 percent of the new homes offered for sale were priced higher than
$55,000. While it is recognized that these prices data are for markets in which
80 percent loans are typically made, the figures nonetheless show increasing pressure on the lending capacity of most Federal associations. Furthermore, these
data are six months old, and home prices in both areas during 1977 have been
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increasing by 2 to 3 percent per month. Also, an important factor to keep in
mind when reviewing these data is that they include new homes financed through
FHA. The median price of conventionally financed new housing is even higher.
Prices of previously occupied homes in California are also high. I do not have
price data for used homes exactly comparable with those available for new
homes; nonetheless, there are some price data that may be illustrative with
respect to the used home sector. Prices of used homes sampled by the previously
mentioned research groups averaged $61,500 in the Bay Area as of October 1976
and $65,400 in Southern Califon-Ha in April 1977. The increase in the appraised
values of these homes in the Bay Area from October 1975 to October 1976 was
nearly 20 percent, and the April 1976 to April 1977 increase in Southern California
was more than 26 percent. The point is that if these price trends continue and
the limitation is not changed soon, virtually all new mortgages closed by Federally chartered California S. & L.s will need to be placed in the 20 percent-of-assets
category, or, alternatively, the loan windows at Federally chartered associations
in California may be closed.
To explore this situation in more detail, the Federal Home Loan Bank of San
Francisco conducted a telephone survey of many, but not all, Federally chartered
S. & L.s on June 16 and 17 in order to determine the extent to which the 20
percent-of-assets category was being saturated. The associations surveyed represented 84 percent of total assets of all Federally chartered S. & L.s in California,
and the results indicated that those associations have used 93 percent of the funds
available under this limitation. Furthermore, 16 of the 49 associations surveyed
were within one-half of one percentage point of the 20 percent limitation. I would
be pleased to submit more complete survey results for the record if you wish,
Mr. Chairman.
On the basis of this survey and other information, it is clear, then, that many
California S. & L.s are approaching the limit of the 20 percent-of-assets category.
Because it takes some time for price increases to be reflected in the ratio of high
value loans to total assets, survey data based on earlier developments do not fully
reflect the seriousness of the current situation in California. High savings flows,
which result in increased assets, and, to a lesser extent, secondary market activities thus far have prevented the limit from being exceeded on a widespread basis.
In the future, however, the limit must surely be breached, or the loan windows at
Federally chartered S. & L.s may be closed.
The 20 percent-of-assets restriction and high home prices also result in limited
funds for real estate other than single-family homes. During the past year of
low levels of multifamily and nonresidential construction, nonsingle-family loan
markets in California and the Nation have not been absorbing their historical
share of the 20 percent-of-assets funds. It is even conceivable that the multifamily recovery has been partly subdued by a lack of available association funds
in the more active markets. In at least one case, a Federal association in Los
Angeles has had to stop making any apartment loans because its 20 percent basket
is full. When multifamily and commercial construction sectors become more
active, loans in the 20 percent-of-assets category necessarily will come even
closer to the limit for many additional S. & L.s, if no substantial relief is provided.
While I will not comment on the situation in other parts of the country, statechartered associations in California do not face a similar limit. The limitation
places Federally chartered associations at a comparative disadvantge vis-a-vis
their state-chartered competitors. Based on yearend 1975 data (the most recent
data available), the average mortgage loan made by state-chartered associations
in California was approximately $40,000—some $1,000 higher than Federally
chartered associations.
I could recite numerous additional statistics, but I am sure my position is clear.
I strongly believe that the $55,000 limit creates undue and inequitable hardships
on Federal associations in California, and that the problem is likely to worsen
if legislative relief is not forthcoming soon. Moreover, while it may be hard to
believe in some areas of the country, homes priced at $70,000 in California cannot
be considered luxury houses. Proposals that would provide for only a small rise
in the ceiling will accomplish very little. Our limited research suggests that a
small rise in the ceiling, without a provision to place only that portion of a loan
in excess of the ceiling into the 20 percent basket, would provide relief for only
a short period of time under normal growth rates of housing prices in California.
The function of the savings and loan industry is to provide mortgage funds to
all of the population. I do not think the raising or removal of the ceiling would
cause associations to make only luxury home loans nor exacerbate speculation in
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housing markets. The shape of the demand pyramid of housing would preclude
servicing only luxury loans because, relatively speaking, there are not that many
luxury homes to be financed. Lenders basically face an exogenously determined
demand for mortgage credit, and changing regulatory rules of the game will not
affect the demand for higher-priced homes, although the present limitation might
preclude satisfying some demand in the higher price ranges. Moreover, a profitmaximizing lending institution will always allocate its funds to investments
yielding the highest return for a level of risk acceptable to that particular institution, and changes in loan size regulations will not likely change this behavior.
Carrying the analysis one step further, I would argue that, while the $55,000
limit may prevent Federally chartered associations from making some high-value
loans, it does not necessarily follow that the limit facilitates the flow of funds into
housing for low- and moderate-income groups. Moreover, in my opinion, the
$55,000 limit is not the correct type of tool for accomplishing such an objective.
Other approaches are more appropriate. For example, the implementation of
alternative mortgage instruments (AMIs) will assist moderate-income homebuyers. The successful introduction of variable-rate mortgages in California,
reverse annuity mortgage programs, five-year rollover mortgages, and other
AMIs that are being proposed or tested are evidence that financial institutions
are attempting to service better the housing needs of all borrowers. The savings
and loan industry is in the forefront of a revolution in mortgage financing. I
would hope, Mr. Chairman, that this Subcommittee will do whatever is possible
to consummate the successful conclusion of that revolution.

Senator McINTyRE. Mr. Elliott, president of the Federal Home Loan
Bank of Boston.
STATEMENT OF RAYMOND H. ELLIOTT, PRESIDENT, FEDERAL
HOME LOAN BANK OF BOSTON
Mr. ELmorr. Thank you, Mr. Chairman and Senator Proxmire.
I welcome the opportunity to testify before you today and thank you
for inviting me.
[Complete statement follows:]
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STATEMENT Of RAYMOND H. ELLIOTT
PRESIDENT
FEDERAL HOME LOAN BANK OF BOSTON
BEFORE THE
UNITED STATES SENATE
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
WASHINGTON, D. C.
JUNE 22, 1977

Mr. Chairman and members of the Committee:
My name is Raymond H. Elliott and I am President of the Federal Home Loan
Bank of Boston.

I welcome the opportunity to testify before you today on

S. 1664.
The Federal Home Loan Bank of Boston is, as you know, one of twelve
district Home Loan Banks.

Its district is made up of the six New England States

and its membership totals 201 federal savings and loan associations, statechartered savings and loan associations, co-operative banks and mutual savings
banks.

These institutions have 800+ offices throuohout New England and have

assets of approximately $21 billion.

In addition to our members, the Federal

Home Loan Bank of Boston maintains extensive communications and close relationships with an additional 353 nonmember New England thrift institutions.

These

institutions have 1000+ offices and assets of approximately $29 billion.

The

total thrift industry in New England, then, is a major force in the district's
financial community comprised of 554 institutions with 1800+ offices and assets
of approximately $50 billion.

It is clear that this industry is a vital

contributor to the financial well-being of the consumers of New England.
It is important at the outset that it be understood that my testimony
today is my own and represents my thinking and that of the staff of the Federal
Home Loan Bank of Boston.

It is not intended to speak for the Federal Home
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Loan Bank Board, the thrift industry of New England or any individual institution in New England.

It will become relatively obvious, however, that our

views are somewhat parallel in many instances.
It is also important that I acknowledge the cooperation of the Federal
Reserve Bank of Boston.

It has, since the inception of the NOW account,

developed and maintained an excellent data base and published many meaningful
and helpful reports and papers on the subject of NOW accounts.

Our apprecia-

tion is extended to Frank Morris, President of the Federal Reserve Bank of
Boston and his staff.
The NOW account viewed in proper perspective is a success.

It has

experienced significant acceptance by consumers and its usage is growing.
It has been offered to the public by a large and growing number of financial
institutions in each state where it has been authorized and an overwhelming
majority of managers of those institutions support its continued use and,
indeed, its extension nationwide.

The interest-rate structure currently in

effect in New England has permitted maximum marketing flexibility and should
be continued and utilized on a uniform nationwide basis.

The NOW account is

working well in its intended role.
The NOW account is not, and cannot be, a substitute for financial reform
such as that contained in the Senate-passed Financial Institutions Act of
1975.

The NOW account is not, and cannot be, a substitute for continued rate

control and a continuance of the existing interest rate differential.

Those

controls and that differential should remain in effect until complete and
proper financial reform is achieved.

In passing, I should indicate that I

fully support Title III of the bill which extends interest-rate ceilings
through December 15, 1979.

It is my belief that such an extension would
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permit all concerned parties to expend their time, energies and talents in
the pursuit of a workable financial reform package that would be in the
best interests of the public and the various segments of the financial community.

Too much of all of these scarce commodities have been wasted in the

frequent rate extension struggles.

Having said that, I will return to the

NOW account question.
I mentioned earlier the increasing usage by the public and growing
number of offering institutions.

Let me illustrate by the use of just a few

figures taken from the February 28, 1977 report of the Federal Reserve Bank
of Boston.

Complete breakdowns of all states by type of institution are

included in that report, but it is not necessary to include all of them at
this time.
There are at present approximately 1,400,000 NOW accounts representing
family accounts for the most part with outstanding balances well over $2
billion.

That is a significant figure but its growth is even more so.

In

December of 1972, the figure was $143 million with only two states, Massachusetts
and New Hampshire, offerings NOWs.
grown to only $942 million.

As of February of 1976, the total had

In the one short year since then with develop-

ments in the four other New England States, the total has more than doubled
to the $2 billion plus figure.

Surely, the consumer is delighted with the

NOW account.
The figures on offering institutions are equally impressive.

As of the

end of February 1977, 653 institutions out of 943, or 69%, were offering NOW
accounts.

In Massachusetts and New Hampshire, with their longer NOW history,

the figure moves to 79% for all institutions and to a very impressive 83% for
thrift institutions.
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The penetration demonstrated by these figures is overwhelming evidence
that the financial institutions in New England recognize a need and a desire
on the part of the consumer for a transaction account, a NOW account.

These

institutions represent a broad cross section of the New England financial
community.

In the case of the thrift industry, the representation is ex-

ceptionally broad, ranging from very small institutions to institutions with
assets of over $1 billion.

NOW accounts were adopted and implemented easily

by the thrifts electing to offer them.

The procedures were not onerous and

even the small institutions with small staffs and unsophisticated equipment
were able to initiate and operate this service smoothly and successfully.
The secret, of course, is that each institution's Board of Directors and
management team must decide how to conduct its own program to serve its own
service area consumers in its own way.

Each institution must decide on how

widespread its marketing approach will be, how competitive its pricing
program will be and how it wishes to meet its competition.

It is significant

to note that many institutions, large and small, have elected to remain out
of the NOW area even to this date.

Others deferred their participation until

they concluded it was in their best interest to offer this program.
Critics of the NOW account point to excessive costs and declining profits
of offering -idstitutions.

I suggest that the problem lies not with the

product but with the merchandiser.

I further suggest that it is not the role

of the legislators or regulators to involve themselves in the management
process but rather to provide the institutions with a capability of offering
a wide variety of services to the public.
Costs and profits are determined by the pricing and marketing strategies
selected by management, not by the operational latitude permitted by legislators
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and regulators.

The NOW account is an excellent example of such public-

serving operational latitude.
The public needs a family disbursement account - a NOW account - which
will give access to the family savings deposits in a modern way.

This includes

the ability to write checks, and it may also include other ways that the
family chooses to order its funds disbursed.

It should provide for modern

ways to receive funds into savings deposits from various sources.
So far we have operated with a checking concept which was developed for
corporations, before being extended to the public.
by "balances" left in the account.

This service is paid for

No interest is paid.

Individuals using

a conventional checking account may pay, also, some combination of charges in
addition to balances.

This depends on the marketing program of the bank in

which they have their account.
Families typically maintain both a checking account and a savings account
or savings accounts.

Savings are accessed by presenting a passbook, with a

withdrawal slip, in person at the bank or savings and loan.

In order to save

at a thrift institution that has no disbursement account, a family has to go
to the trouble of dealing with two depositary institutions, because they have
to go to a commercial bank for their checking account.

They can get one-stop

services, both checking and saving at most commercial banks.
The NOW account is a family or personal savings account that can be
drawn upon in a modern way, which meets the needs that I outlined in my earlier
sentences.

Savings accumulated there are paid for by interest credited to the

owner of the savings by the bank or savings and loan, and can be drawn out by
draft just as if they were in a checking account.
The NOW account is a simple and fair idea.

It can be added to in a
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conventional personal visit to the hank with cash items and a deposit slip,
by mail deposit, by direct deposit of pay, and by direct deposit of government
recurring payments, such as Social Security.

It can be drawn on by writing

a check or, with more modern devices now available, it can be drawn on in
the conventional way by appearing at the banking office with a withdrawal
slip.

The owner of the NOW account has ample evidence of ownership without

a passbook and, at the same time, has the advantages of a savings account upon
which a fair return is paid.
A family disbursement account of some kind has become almost a necessity
of living for families at every level of economic status in the United States,
including families or individuals on public assistance.
I would like to turn now to the thrift industry and the need in the thrift
industry to provide savings accounts which may be accessed by more modern
means than the presentation in person of a passbook at the teller's window in
a banking office.

The thrift industry is the principal home-financing sector

of the depository institution community.

Family and personal savings represent

87% of the total liabilities and reserves of savings associations and banks.
$405 billion in mortgage loans are now outstanding from savings associations
and savings banks.

These mortgage loans are funded by the family savings on

the liability side of the ledgers.

The old ways of saving are changing, as

are attitudes and practices of the public toward convenience.

It is essential

for the thrift institutions, if they are to remain able to provide the
mortgage credit that they now do, that they continue to accompany progress
in the way the public handles its money.

Without a transaction account avail-

able to the thrift institution, a family or individual must go to a commercial
bank for the service.
institutions.

This discourages the family market from using the thrift

It may well be a bar to the success of the thrift institutions in
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raising funds in the future from the family and personal market.

Thrift

institutions must have transaction accounts to provide the full family
service that is needed and sought after.
NOW accounts with a 5% savings rate are not cheap money for a thrift
institution.

It may be necessary to make suitable transaction charges and

account balance charges just as commercial bankers do for their family checking
accounts.

However, the marketing plan and the service should be determined in

the field of free competition among all depository institutions for personal
The base of service that a thrift institution can provide

and family savings.

the family that comes to it for its major investment (a home loan) can include
savings services, bill -paying services and fairer treatment of interest on
tax escrow funds.

Convenient and economical consumer loans for home improve-

ments, automobiles, and other family activities will be encouraged in an
overall package of family financial center services that the thrift institution of the future should offer to its customers.
I mentioned modern funds transfer developments briefly in connection
with public service.
service to the public.

This is also important to development of thrift group
More efficient and cheaper services can be performed

by taking advantage of automation of family transaction accounting.

Automatic

receipt of employers' payrolls and, in the not-too-distant future, autom tic
debits for insurance payments, rent, utilities, and other regular bills, plus
telephone-ordered bill paying can reduce the cost of family banking.

The

NOW account serves as a base for this development.
Title II of S. 1664 is concerned with reserves on NOW accounts and I
feel constrained to comment briefly on it.

Others will cover this subject

very thoroughly so my remarks are intended only to record my basic beliefs
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in this regard.
As both a central banker and a regulator, it is my firm opinion that
thrift industry reserves should be held at the Federal Home Loan Banks.

My

interest in and concern for housing and mortgage lending argue strongly for
retaining all thrift industry funds within the System to keep them available
for advances to members as necessary and when appropriate.

My interest in

and concern for regulatory simplicity make me shudder at the thought of our
member institutions' dealing with and attempting to satisfy both our requirements and those of the Federal Reserve Banks where our objectives and methods
are so different.
Having stated my views on NOW accounts in general and reserves in
particular, let me introduce even more significant data, the results of an
opinion poll that we conducted among the 554 thrift institutions in New
England in connection with our testimony of today.
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June 1977
NOW ACCOUNT SURVEY - NEW ENGLAND

On June 6, 1977, the Federal Home Loan Bank of Boston mailed a questionAn accompanying

naire on NW accounts to all thrift institutions in New England.

letter requested response by the chief executive officer within a week.
80% of the institutions surveyed responded within five business days.

About

Results

are summarized here.
There are 554 thrift institutions in New England.

These include 69

federally-chartered savings and loan associations, 182 state-chartered savings
and loan associations and co-operative banks, and 303 savings banks.

Of these,

some 376 institutions are located in the two states of Massachusetts and New
Hampshire, where the NOW account has been permitted for nearly four years,
while the balance, 178, operate in states which have permitted NOWs for about
one year.
MAJOR CONCLUSIONS
Wide Support for NOW Account Option
It is the opinion of nine out of ten institutions responding that NOW
accounts should continue to be an option for financial institutions in their
respective states.
#6
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

Should
90%
98%
58%

Should Not

No Response

4%
2%
13%

6%
29%

Note that even among institutions not offering NOWs, those expressing an
opinion favor continuing the option of NOWs by an 8 to I margin.
Nearly as many thrifts feel that the performance of NOW accounts in New
England justifies their expansion nationwide.
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Justifies
Expansion

#7

Does Not
9%
6%
24%

83%
92%
41%

All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

No
Response
8%
2%
35%

Of those thrifts offering NOWs, 92% favor expansion nationwide on the
basis of their experience.

The thrifts not offering NOWs are less willing to

offer an opinion, but of those responding to the question, nearly two-thirds
favor expansion to the rest of the country.
NOWs as a Marketing Tool Customer Appeal is Perceived
Four questions relate to the marketing of NOW accounts and their customer
appeal.
NOW accounts are judged as useful in attracting new customers, especially
by thrifts in the states which have permitted NOWs the longest.

Thrifts not

offering NOWs, as one might expect, judge them not useful or offer no opinion.
Useful

#2
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

54%
66%
-

Neutral
17%
21%
1%

Not Useful
16%
13%
28%

No Response
13%
71%

To a lesser extent, thrifts report NOW accounts important in retaining
existing customers.

Again, state-chartered institutions throughout New

England and thrifts in the two states with the longest NOW history are the
most enthusiastic.
#1
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

Important

Neutral

39%
48%
-

265
30%
5%

Not Useful
25%
22%
41%

No Response
10%
54%

The same pattern develops in response to the question, "How significant
do you expect NOW accounts to be in your marketing strategy for retaining
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old customers and attracting new ones?"

Savings banks and other state-

chartered institutions respond enthusiastically to this, as do all thrifts
in Massachusetts and New Hampshire.

#3

Significant

Neutral

Not
Significant

No
Response

All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

51%
62%
3%

22%
25%
8%

19%
13%
44%

8%
43%

Several thrifts indicate on their forms that they are planning to offer
NOW accounts soon.
Many thrifts, particularly in New Hampshire, Massachusetts and Connecticut,
rate NOW accounts high in their total array of services.

High

#4
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

39%
48%
-

Neutral

Low

28%
33%
6%

21%
18%
32%

No
Response
12%
63%

Thrifts Recognize NOWs Not Profitable
An overwhelming majority of all thrifts, including thrifts offering NOW
accounts, concede that the accounts have not been profitable to date.
is little difference by state or by type of institution.

There

Many institutions

have indicated to us their intention to modify their pricing programs accordingly.

Profitable

#5
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

4%
.5%
-

Neutral

Not
Profitable

18%
22%
1%

. 68%
73%
45%

No
Response
10%
1%
54%

Industry Favors Uniform Rate Above 3%
The institutions responding to the question, "If a lesser rate is chosen
nationwide than you favor for New England, would you like New England to be
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"grandfathered" at 5%?", are 4 to 1 against a grandfathering arrangement.
Except for a high non-response rate among thrifts not offering NOWs, there
is little difference among respondents.
Uniform
National
Rate

#10
All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

Favor
"Grandfathering"

71%
74%
57%

No
Response

17%
20%
4%

12%
6%
40%

On the question of what rate ceiling is favored, most institutions cite
the same rate for New England as they do for the rest of the nation.

There

is a tendency among those now offering NOWs to focus on the present 5% rate
and the 3% Federal Reserve proposal, a tendency not apparent among respondents
not offering NOWs.

Except for Rhode Island and Vermont, which have very few

respondents, there is little to distinguish the state patterns.

New England Rate Ceiling
#8

5%

4%

3%

2%

1%

All Thrifts
Thrifts Offering NOWs
Not Offering NOWs

34%
38%
13%

22%
24%
12%

26%
28%
17%

5%
3%
11%

1%
1%
4%

2%

1%

No
No
Limit Response
5%
4%
10%

7%
2%
34%

U. S. Rate Ceiling
#9

5%

4%

All Thrifts
Thrifts Offering NOWS
Not Offering NOWs

31%
35%
12%

22%
,24%
13%

3%
27%
30%
17%

5%
4%
8%

1%
1%
4%

No
No
Limit Response
5%
4%
8%

9%
2%
37%

With respect to New England specifically, of the total group of respondents,
56% favor a rate ceiling greater than 3%, while another 26% favor a 3% limit
and 6% favor a ceiling below 3%.

Fully 45% of those not offering NOWs at

present but choosing a ceiling rate, favor a rate above 3% for New England
and for the U. S.
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Overall, then, the survey shows a vast majority of the institutions
concluding that NOW accounts are important to their operations; should be
continued in New England; should be made available nationwide at uniform
rates; and have not been profitable to date.
Copies of the survey request letter, the survey form and bar graph
summaries of the responses follow.
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QUESTION 1
IMPORTANT /AVE NOW ACCOUNTS BEEN IN IIOLDING EXISTING CUSTCMS?
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(WilION 2
USLFUL NAVE 10 ACCOUNTS BEEN IN ATTRACTING NLW CUSTCMRS?
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QUESTION 3
SIGNIFICANT DO YOU EXPECT M14 ACCOUNTS 10 BE IN YOUR MARKETING
STRATEGY FOR RETAINING OLD CUSTMERS AND ATTRACTING NEW ONES?
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QUETION 4
WHERE DO YOU RATE NOW ACCOUNTS IN YOUR TOTAL ARRAY OF SERVICES?
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CaSTICti 5
ALL TIIIICS CONSIDERED, HOW DI) YOU RATE NOW ACCOUNTS IN TERMS OF PROF[TABU.I TY?
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QUESTION 6
YOU Ft I L I1 Accourits SIOALD CONTINUE TO RE AN OPT ION FOR FINANCIAL
INSTITUTIONS IN YOUR STATE?
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QUESTION 7
Do You F FE L THAT TIT PI RFOWANCE OF
EXPANSION NAT IOW!DI?
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QULS1ION 8
WHAT NICW ACCOUNT RATE AS A RLG-Q-TYPC UPPER LIMIT
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RESPONSE VERIFICATION
There was an overall response of 448 from a ponulation of 554 thrifts
in New England, or 80.9%.

The institutions responding indicate having

813,000 NOW accounts as of May 31, 1977, or about 93% of the 873,000 accounts
in New England thrifts reported by the Federal Reserve Bank of Boston in its
latest monthly survey (2/28/77).

Survey respondents indicate NOW balances

of $758,033,000, compared with $785,969,000 as shown by the Federal Reserve.
As a result, the average NOW balance reported by our respondents is $933,
compared with $900 reported by the Federal Reserve.
Non-response rates by state vary from 23% in Massachusetts to 7% in
New Hampshire.

Non-response is generally higher for thrifts not offering

NOWs (44% non-responsive) than for those with NOW accounts (10% non-responsive).
Of the latter group, non-response among savings and loans and co-operative
banks was lower (3%) than among savings banks (15%).
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FEDERAL HOME LOAN BANK 0f130STON
ONE FEDERAL STHEET
1, O. BOX 2 1 9 O
BOSTON. MA!-OiACIll'SLTTS 0210C,
617 221-0100

June 6, 1977

Dear
The matter of extension of NOW accounts nationwide
and how to handle limitations on rates for NOW Accounts is
up for discussion in the Congress, as you know. Senator
McIntyre of the Senate Sub-Committee on Financial Institutions has asked Ray Elliott and several others to testify
on June 22 on this subject.
Ray wants to get your views on these matters. Since
the time is short, we have agreed with the Chairman of
TICONE that we will contact all thrift institutions in New
England directly, and compile their responses. These will
be reported at a TICONE meeting on June 15.
Would you please take the time now to answer the attached questions? There is room for comments if you wish to
add anything that the prepared questions don't treat.
Please return your opinions to us in the next mail, so
that we can get this together promptly. I hope we can get
your answer this week.
Cordially,

R. R. Campbell
Executive Vice President

Attachment
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dune b, Wit'
NOW Account Survey - New England Thrift Industry
(Federal lkyne Loan Bank of Boston)
. ION I
SECT
Number of NOW accounts you currently hold (about)
Amount of NOW account deposits as of May 31 (about) $
SECTION II (Circle one in each question.)
1.

How important have NOW accounts been in holding existing customers?
5
4
3.
2
1
not important
very important

2. Bow useful have NOW accounts been in attracting new customers?
5
4
3
2
1
not useful
very useful
3.

How significant do you expect NOW accounts to be in your marketing strategy for
retaining old custaners and attracting new ones?
5
4
3
2
1
not significant
very significant

4.

Where do you rate NOW accounts in your total array of services?
5
4
3
2
very low
very high

5.

All things considered, how do you rate NOW accounts in terms of profitability?
5
4
3
2
1
not profitable
very profitable

6. Do you feel NOW accounts should continue to be an option for financial institutions
in your state?
No
Yes
7. Do you feel that the performance of NOW accounts in New England justifies their
expansion nationwide?
No
Yes
8.

What NOW account rate as a Reg-QHtype upper limit mould you favor in New England?
1%
2%
3%
4%
5%
None

9.

What NOW account rate would you favor as an upper limit in the U.S. other than
New England?
1%
2%
3%
4%
5%
None

.10.

If there is a lesser rate chosen nationwide than you favor for New England, would
you like New England to be "grandfathered" at :I?
New England "grandfathered"
Uniform national rate

•.
SECTION III

Since this response can be anonymous, please indicate:

1.

Your type of institution:
FS&LA
MSB

2.

Member of the Federal Home Loan Bank of Boston? Yes

3.

Your state:

FSLIC-insured
MLA

SECTION, IV
Please write any cannents on the back.

Non-FSLIC-insured
(Coop)
•

No
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As the final part of my testimony today, I would like to submit for
the record three letters from the Thrift Industries Council of New England
(TICONE).

The letters convey the views of the elected and appointed reore-

senatives of all of the thrift institutions in New England as they pertain
to NOW accounts.

It is with pleasure that I note that their views closely

parallel my thoughts expressed here today.
Thank you for your attention and your courtesy.
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TIICONE
'FIIRIFI INDUSTRIES( OUNCIL
OF NEW ENGLAND

June 16, 1977

Mr. Raymond H. Elliott, President
Federal Home Loan Bank of Boston
One Federal Street
P. O. Box 2196
Boston, Massachusetts 02106
Dear Ray:
red..' Savings League
of New England
Smings and Loen League
of Connecticut
"Savings Banks' Association
of Connecticut
Maine Savings and Loan League
Savings Rank, Association
of Maine
AschusertsCo-operOm
League
Massachusetts rederel
Savings Council
Sa,gsElmitsAmoc,fion
ofMasmchmMts
New Hampshire Association
of Savings Banks

on
Since you have been asked to testify before the Subcommittee
Housing
Financial Institutions of the Senate Committee on Banking,
your
of
part
as
include
to
you
like
would
TICONE
Affairs,
and Urban
The
testimony the enclosed letter to Senator Thomas McIntyre.
accounts
NOW
nationwide
for
support
TICONE's
letter reaffirms
originally expressed on April 12, 1977 in a letter supporting
the
nationwide financial reform and a long term resolution of
Regulation Q question.
We
of
of
in

is aware
believe it is extremely important that the Subcommittee
leadership
the support for nationwide NOW accounts expressed by the
bank business
the savings bank, savings and loan and co-operati
New England.
Sincer ly

New Hampshire Co operative
Savings and Losn League
Mutual Savings Banks
of Rhode Island
Rhode Island League of Savings
and Loan Associations

Lawrence . Green
Vice Chairman

Vermont League of Co operative
Savings and Loan Asmcietions
Vermont Mutual Savings Banks

LKG:ljl
Enc.
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tc.
Jacpc7,-.5 cl

Se rt

THRIFTINDUS1RIESCOUNCIL
OFNEWENGIAND

Charlestown Savings Bank
55 Summer Street
Boston, Massachusetts 02112
April .12, 1977

G; 4

Senator Abraham A. Ribicoff
337 Russell Senate Office Building
Washington, D. C. 20510
Dear Senator Ribicoff:

Federal Sa•inLs tea,.
of New Wand
Savings and Loan leap*
of Connecticut
Savinds flanks' Association
of Connecticut
Maine

a. Loan Loa,.

.Sru
Banks Association
ils.
Rassackusetts io operative
fvderia
Sarindo Council
Savinds Cana; Association
of Llasidchusetts
Ne4 Harndsairo Association
of Savings Banks
Nem Hampshire Co.reeratirt
Loan Leap*

$3•14Z3.1

Mutual Syin,s
of Rhode Island
Rhode Island leadut of Sa4iriLs
and Loan Associations
Vermont Lead., of Co.operati.*
Savinds and lotn Associations
Vermont Mutual Savinds

As you probably know, TICONE (Thrift Industries Council of New England)
represents the entire thrift industry in New England, the savings banks,
savings and loan associations and cooperative banks - 568 financial
institutions with assets of over $42 billion.
This letter is being written to the entire New England Congressional
delegation to advise you that TICONE's Executive Committee has voted to
endorse nationwide financial reform within the context of last year's
proposals in the United States House and Senate. Our support includes
nationwide NOW accounts and a long term resolution of the Regulation Q
question.
In recent years, the various thrift institutions throughout New England
have been leaders in innovation and banking practices particularly with
respect to NOW accounts and consumer banking. We believe, as do the
leaders of the Senate and House Committees charged with the responsibility
for financial institution legislaticn, that the time has come for thrift
institutions to come forward in support of nationwide financial reform.
Implicit in that belief is the idea that at some point in time following
will
the granting of new powers the usefulness of interest rate controls
have to be studied and their long range future determined.
other
It is the intention of the TICONE Executive Committee to encourage
financial trade associations throughout the country, as well as individual
to
influence
political
financial institutions, to use their considerable
united
achieve the common objective of national financial reform. A
way
long
a
go
front by the New England Congressional delegation could
make this
towards persuading other Senators and Members of Congress to
support.
the year of reform. We hope we have your
Sincerely,

John E. Wilkinson
Chairman
JEW:ljl

NI\
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:CONS
THRIFTINDUSTRIESCIAJNCiL
OF NEW ENGLAND

e)4

June 16, 1977

The Honorable Thomas J. McIntyre, Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
Washington, D. C.
Dear Senator McIntyre:

federal Sar.ngs League
of New England
Savings and Loan League
of Connecticut
Savings Baas' Association
of Connecticut
Maine Savings and Loan Lena
Savings Ranks Association
•
of Maine
Massackusetts Co-operative
n - k leagve
acl-usetts Federal
Sayings Council
Sari, Banks Association
of Massachusetts
New Harn,,re Association
of Savings Banks

England* wrote to
On April 12, 1977 the Thrift Industries Council of New
the New England Congressional delegation endorsing nationwide
accounts
NOW
nationwide
for
support
specific
with
reform
financial
and a long term resolution of the Regulation Q question.
voted
At a meeting held in Boston on June 15, the TICONE membership is our
It
unanimously to reaffirm the position expressed in April.
House of
sincere hope that your committee, the Senate and the
Representatives share our view.
from New
It is our intention to communicate with the other Senators
you to have
England reminding them of our support as well. We did want
1977 for
12,
April
of
this letter and the enclosed copy of our letter
matter.
important
very
this
on
hearings
your committee
Sincerely,

New Hamra, Co operative
Savings end loan league
Mutual Savings Ranks
of Rhode Island

C.

Rhode Island League of Savings
and loan Associations

John E. Wilkinson
Chairman

Vermont League el Co•operative
Sayings and Loan Associations
Vermont Mutual Savings Baas

JEW:ljl
Enc.
banks and
TICONE represents 568 savings and loans, savings
co-operative banks with assets in excess of $42 billion.
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Senator McINTYRE. Gentlemen, thank you for your testimony. I
want to say I am delighted you are here this morning, because I am
somewhat at a loss as to the direction these hearings have taken over
the past 2 days. I am a staunch supporter of NOW accounts, because
I have seen the way my constituents in New Hampshire have taken
them. But I have sat here and seen the pot shots being taken by those
who would have us believe for one reason or another NOW accounts
are anticonsumer, and/or a threat to the banking system.
Regardless of what your opinion is or my opinion is or someone else's
opinion is about NOW accounts,they are interest-bearing checking accounts, they are checking accounts that pay interest, which consumers
in New England have resoundingly endorsed. These people know what
they are doing. To my mind there is no question left about whether
NOW accounts are pro or anticonsumer. That issue has been resolved,
and by the only people who can resolve it.
I simply find it terribly unfair that consumers elsewhere across this
broad country don't have the opportunity to have interest-bearing
checking accounts. That is what this exercise is all about.
What really gets me is the attitude of the Federal Reserve. You
gentlemen come to Congress asking for help on the so-called Fed
membership problem, without demonstrating in any concrete terms
that monetary policy has in any way been substantially affected. You
ask for a blank check of some $600 million to play with, in return for
which Arthur Burns won't even tell us what he intends to do with the
money.
To top it all off, Dr Burns told the subcommittee on Monday that
NOW accounts posed a risk to the safety and soundness of the Nation's
banking system,that is "intolerably large."
Here is an article in the Washington Post,"Burns Warns Congress
of NOW Accounts."
Gentlemen, you know and I know that that is a bunch of bunk. In
New Hampshire we call it a load of horse manure. There is nothing
in the NOW account experience to begin to justify the charge that
NOW accounts pose intolerable risk to the safety and soundness of the
banking system. To suggest it shows a lack of understanding of the
NOW account, and a total lack of concern for the consumer, but an
overwhelming concern for the banks.
Gentlemen, I ask you, what is to be done here? The bankers from
New England who were here yesterday were incredulous, unbelieving,
astounded at the allegations made by the witnesses prior to them. I
began these hearings with an open mind on the issue of Fed membership. But I am beginning to suspect that the Fed wants all the wrong
relief for all of the wrong reasons.
What do you say to this, Paul?
Mr. VOLCKER. Well, I was waiting for you to amplify what all of
those wrong reasons were, because we have attempted to outline some
reasons.
Let me say, just to put this all in perspective, we support this bill
which has NOW accounts
Senator MCINTYRE. I didn't hear you mention a thing about NOW
accounts. You talked about the Fed's problems.
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Mr. VOLCKER. I spent most of my time talking about the Fed's
problem, because I thought that was where the emphasis needed to
be put. Your statement didn't disabuse me of that.
But the bill as a whole does provide for NOW accounts, we support the bill as a whole, we support those provisions.
I think the dangers that Mr. Burns may have been alluding to were
taken care of in this bill. The bill is well designed, I think, in that
respect. The Federal Reserve membership problem, so-called, I think
is a difficult one to deal with for one reason. We cannot come in here
and say there is a great emergency today, but I think we are gradually
and more rapidly in New England,you see it directly in New England,
eroding the base of the central banking system.
The central banking system in some aspects becomes very important
in a time of crisis. You can go along in fair weather indefinitely
until one of those crises arises and you suddenly realize you don't
have it. This country didn't have a central banking system for decades, and it had a few banking crises in that period of time. Repeated
crises suggested the lesson it is a good idea to have a lender of last resort
widely available to the banking system.
And as the central banking theory developed, it was clear monetary
policy became a major instrument of national economic policy, vital to
the development of employment, the fight against inflation and all of
the rest.
Now the fact that we can't come in here today and demonstrate we
have reached any crisis point here does not mean that that would not
arise at some point. It leaves me very uneasy to see this system being
eroded over a period of time, and seeing it eroding more rapidly
under the pressures that now exist, and we find in a time of trouble
we don't have it, and then it is too late. That is my concern.
Senator MCINTYRE.I realize you have pointed out the erosion going
on in the Fed membership in 11-ew England, where it probably leads
the pack, but how about in Illinois and West Virginia, is the erosion
going on in California,is the erosion going on in Florida?
Mr. VOLCKER. To some extent it is going on all over. But I can speak
to my district best in that connection, because we have not had much
of a problem. We have had some small loss in membership over the
years. We are also right next to New England, the banks in my area
are very much aware of what is going on in New England, and in this
respect and I like to think in other respects we are different, but we can
see the same pattern of thinking and development and pressures in
New York State and New Jersey that have taken place in New England—we are a few years late; we haven't had the NOW accounts—
but I am sure that those pressures will be there, and that we will have
a sizable exodus from membership by banks in both New York and
New Jersey if this situation is not repaired.
And we will just be (with a 2-year lag) citing the same situation
New England is now.
Senator MCINTYRE. You suggest in your statement a number of
small- or medium-sized banks in your district are indicating to you
they are actively reviewing their membership. Obviously this is not
due to NOW accounts. How serious is this problem to you and exactly
how many institutions are you referring to in your district?
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Mr. VOLCKER. I have no tabulation, but I visit these bankers frequently, and I visited some in New Jersey the other day. Some of them
will tell me directly that pending the outcome of this legislation, they
are willing to wait, happily. If the legislation is not resolved satisfactorily, they will leave. I think we had a great inertia in the banks for
many years. It was a certain matter of pride in being part of the Federal Reserve System, a feeling that it was the thing to do, you weren't
quite proper if you left. Among many banks, I think we are finding
that this attitude is being completely reversed as part of the greater
disclosure factors affecting bank earnings and the general tenor of disclosure. I find some of the banks in my district say we have to report
to our stockholders how much Federal Reserve membership is costing
us as dollars and cents per share.
Once you begin doing that, and they put it down in dollars and cents,
the burden of proof begins to fall the other way,and they say why am
I a member? The decision follows.
We are just at the stage now where they are changing that psychology. Many banks don't want to be the first one. There is a frroup of
banks in upstate New York that have been concerned with this problem, but none of them wants to be the first to leave, they would like to
all leave together. Some day that situation will be triggered.
Senator MCINTYRE. Mr. Morris, you have heard me say some of the
frustrations I have felt for the last 2 days, before you gentlemen
arrived and before we had the testimony yesterday from this statement in the newspaper here, where Congress is warned about NOW
accounts.
We had a beautiful TV experience. I called Mr. Levine the other
day—Mr. Levine is a commentator for NBC. He had a display that
appeared on TV on the nightly news, where they can only tape the
pitch of what they were looking for, and I felt he didn't leave NOW
accounts well off. I called him and asked could he talk to me, that
there is another side of the coin. He said certainly,I don't want to prejudge this, but I had a NOW account in Boston, but I got sick of it
when they charged me 25 cents every time I wrote a check.
So I have a question on that. But what is the story here? As I said,
we started out here to try to help the Federal Reserve, and help NOW
accounts. Now I am wondering if the Fed membership is the wrong
relief for the wrong reasons.
Mr. MORRIS. I think I made it clear in my statement I am an advocate of NOW accounts, and I support its spread nationwide. But I
have been very conscious of the fact that the NOW accounts will have
this transition period—I am talking about 3 or 4 years—until the
banks adapt to charging for services and paying interest on balances.
Their costs are going to go up, and a great example for the rest of the
country is that the way to handle this cost increment is to avoid the
national banking franchise tax and leave the Federal Reserve System.
Now I can give you a list of banks in New Hampshire that will
probably leave the system. One major bank holding company officer
talked to me recently and said we are waiting to see what happens to
this bill. If we don't get interest on some reserve balances,I am going
to reluctanly have to take my banks out of the system."

92-747 0 - 77 - 32
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Now he will then be in a position that—and the people of the State
will be in a position—in a liquidity crisis of being dependent on credit
lines from the large New York banks. And I submit that it is not in
the interest of the people of New Hampshire to create this kind of
vulnerability in their banking system.
I can't tell you when the weaknesses that we are generating are
going to show up. But there will come a time when we will get a repetition of our earlier banking experience, in which the lack of direct
access to the discount window, is going to prove very costly to the
people of this country, as well as being an impediment to the efficient
management of the money supply.
One of the aspects of this I referred to in my text but didn't speak
to orally is the simple information problem. We are trying to run
monetary policy properly,and we need accurate weekly data on deposit
balances at all institutions. At the moment we have accurate weekly
data only on member banks, and these weekly money supply figures
that we publish, and to which the financial community pays so much
attention, are guesses. We don't know what the money supply of the
country is or was last week. We know what it was for the member
banks and add on a factor for nonmembers.
Given the fact that the Congress is concerned that the Federal Reserve manage the money supply efficiently. I am distressed that the
Congress is not willing to give us the tools we need to accomplish that
goal. And the erosion of membership is unquestionably going to lessen
our ability to do a good central banking job.
When this thing will come to a head, I don't know. I would hope
the Congress would act in advance of a crisis. It will certainly act
after a crisis. But I think the public interest lies in acting before rather
than after.
Senator MCINTYRE. Before I yield to Senator Proxmire,I have one
more auestion.
Mr. Morris,I was surprised at your statement on page 11 where you
state two of the banks which have left the Fed were classified as banks
with serious problems. Are you suggesting that the FDIC is taking on
problem banks as they leave the Fed?
Mr. MORRIS. They are now under the FDIC's regulatory jurisdiction, yes. My concern was that if any bank needs direct access to the
discount window, it is a bank that has serious problems. And those
banks were very much aware, and were very reluctant to leave the
System and lose that access to the discount window. But they said
they were desperate and we could improve their earnings by 10 percent by leaving. I don't think a bank should be put in this position.
If we have a sound system, we shouldn't have a situation under
which problem banks feel they have to leave the system in order to
improve their bottom line.
I think it is an indictment of the System.
Senator McINTyRE. It could be management, couldn't it? The bank
could be in trouble because of poor management?
Mr. MORRIS. Sure.
Senator MCINTYRE. Do either of these banks have NOW accounts?
Mr. MORRIS.I am sure they do.
Senator MCINTYRE. They both do?
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Mr. MORRIS. Yes.
Senator MCINTYRE. Thank you,Senator Proxmire.
Senator PROXMIRE. Mr. Volcker, as Chairman McIntyre pointed out,
the bulk of your testimony has been with respect to title II of the bill,
and paying interest on reserves. It seems to me that there has been a
dearth of solid documentation of your problem. The exodus of banks,
the Chairman came in yesterday and he testified that we have been losing banks, he pointed out over a substantial period he had also been
gaining banks and the net effect in 3 of the last 4 years was the system
gained banks instead of losing them.
True, the percentage that are subject to reserve requirements
has diminished somewhat,from 79 percent to 73 percent. But there is
not a very clear or convincing case that I have seen that this is a serious
problem as yet.
There is certainly no evidence that I have seen that this is affecting
monetary policy or is likely to in the future.
We have some extremely interested and expert economists in the
academic sector. None of them have come in and warned us about this,
there have been no articles written that the Fed is losing control of
monetary policy. We have had the Federal Reserve come up in the last
2 years giving us an indication of their expectation of an increase in
the money supply, for various monetary aggregates, and they have
hit it almost on the nose, they seemed to have excellent control, and
there was no complaint that they were losing control, because they
were losing members.
All of a sudden when this bill comes in they say they have to have
this attached, because otherwise they will lose members and it will
adversely affect monetary policy.
It seems to me you should be able to provide us with much firmer,
clearer, more convincing documentation that this is an urgent need
than you have.
Mr. VOLCKER. As I suggested in my statement, I am afraid, that I
can't do that at the moment, because I think as you suggest at the
present time, given the present situation, I don't think we can make a
convincing case that our role has been undermined.
We are worrying about the future. But I think it is fair to say the
Federal Reserve Board has brought this to the Congress's attention
repeatedly in the past, largely at times when it asked for an extension
of compulsory reserve requirements over a broader spectrum of the
banking system.
Senator PROXMIRE. In the 1950's you did, that is correct.
Mr. VOLCKER. More recently than that. There was a bill 2 or 3 years
ago.
This has been a repeated concern, a structural concern. I cannot
argue crisis at the moment. But I would like to turn your question
around, perhaps, and ask where the burden of proof should really be.
If we assume that central banking is a vital function of economic
policy, why do we really have a system where the banks participating
in that function are penalized? Does that sound like a rational way to
approach it!
Senator PROXMIRE. The burden of proof should be on the side of
those who want to use $600 million of money that would otherwise go
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to the Treasury to pay interest that has not been paid in the past. If
you can change that situation,and are going to take $600 million—true,
the net loss wouldn't be anything like that, it might be $200 million,
the estimate here is something like $250 million—the burden of proof
is pretty strongly on you.
Furthermore, in the event you go that way, it seems to me we have
every reason to feel that this system ought to be subject to the appropriations process.It is now,as you know. We spend $850 million a year,
it is outside of the appropriations process, and if you are going to go
ahead with something of that kind, and the Chairman, Dr. Burns, has
called for a $900 million cap,it would seem to me there is a very strong
case that the Congress ought to determine where this money, which
otherwise would go to the Treasury, whether or not it is justified every
year.
Mr. VOLCKER. I think that raises a whole different set of issues revolving around the independence of the central bank. But I think in
terms of the amount paid on interest. I would be amenable to any
formula the Congress thought was reasonable. If you want to decide
what the formula is instead of leaving so much discretion to the Federal Reserve,that seems to me a legitimate approach.
Senator PrtoxivrrnE. On page 8 of your statement, or page 9. you
blacked out a section and I understand that section went to justifying
paying the same rate of interest for reserves for all banks.
Mr.VOLCKER. No.
Senator PROXMIRE. If it did not, I would like to have you justify
why we shouldn't discriminate, why we shouldn't provide interest that
should be paid to smaller banks, which are (a) more likely to leave the
Reserve System, and (b) where the cost is more serious because they
are less likely to use the services of the Federal Reserve.
Mr. VOLCKER. Well, I think there are some questions here which
need some further exploration as to precisely where the burdens are in
detail among banks and how they vary among individual banks even
within size categories.
I don't think we have resolved all of those questions. And there are
questions of equity between banks.
Senator PROXMIRE. Why shouldn't we resolve those questions before
we act on legislation of this kind?
Mr. VOLCKER. Well,I think it is possible to do so. But I can't tell you
how I would resolve them today. That is about all that section said.
Senator PROXMIRE. You point out in your statement that the bill
does call for a uniform reserve requirement on NOW accounts across
the board. It seems to me in view of the fact that we do that in the bi II
that that should neutralize any adverse effect NOW accounts would
have on Fed membership, particularly if we follow the advice of the
last witness who appeared yesterday—I wasn't here, but Senator McIntyre told me of his testimony—a Bank of America executive, who
argued the interest should be paid not on all reserves, but just on the
reserves kept for NOW accounts?
Mr. VOLCKER. Yes. I don't understand his reasoning in that respect.
But it is true the required reserves on NOW accounts, assuming you
took the other measures provided for in the bill, essentially, perhaps
indirectly, end up in the Federal Reserve and become part of the
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reserve base,that would take care of the NOW account portion of this
problem.
I don't think it eliminates the overall problem by any means, butjt
is certainly helpful in that respect. It doesn't eliminate the problem,
because we are still going to have the general problem of leaving the
Federal Reserve System and all demand deposits that will no,t be converted into NOW accounts will remain as a problem.
Now an extension of that logic says sure, put compulsory reserves
on all bank deposits at all banks, and all transactions balances wherever they are. That solves our problem; I agree that is an alternative
apnroaeh.
Senator PROXMIRE. I just wonder why this bill has to be tied in the
package in which it is tied. I don't see why we can't split it up. I think
there is great support for NOW accounts. I have been surprised anti
impressed by it; when I asked questions about it, it seems to be uniform. People who have had experience with it, consumers, bankers.
haven't heard any opposition from them. There are people on the
other side, who have had nothinP• to do with it who oppose it. But not
the people in New England, who have had experience with it, isn't that
rirrht. Mr.Oh Pjrman ?
Senator MCINTYRE. You missed the distinguished gentleman from
the Independent Bankers.
Senator PROXMIRE. He hasn't had experience in his own institution.
Senator McINTiniE. Oh,boy,but he is strong.
Senator PROX1VIIRE. Yes.
Mr. VOLCKER. I think there are two links, Senator. One is the
transitional costs, and I think they are probably transitional. We don't
know how many years, or how much,but there is going to be an impact
which makes this an appropriate time,I think, to deal with the member bank prpblem or otherwise that situation will be aggravated, as
we have testified.
The other is, you are creating an opportunity for a whole new set of
institutions to go, in effect, into the money supply business, and we
want to deal with those institutions
Senator PROXMIRE. We have reserves for that.
Mr. VOLCKER. That goes to that point and helps handle thal aspect
of it; if you include that in the NOW account legislation, that goes
some distanee toward handling that linkage.
Senator PROXMIRE. Mr. Morris, I don't understand the argument
that Congress should be concerned that hanks might not have access
to the discount window if they leave the Federal Reserve System.
First, as long as these banks have deposit insurance, the depositors
can't be hurt if they fail.
Second, most banks meet their liquidity needs through the Federal
funds market.rather than at the discount window.
Third, the Fed still has emergency authority to make loans to nonmember institutions.
Fourth, there is no evidence to suggest that the discount window
causes banks to follow safer policies; indeed, most of the recent failures have been member banks—national banks, but member banks.
Isn't your concern over the discount window simply an effort to prevent the Federal Reserve mink 1)11 MA Ilerats from becoming
unemployed?
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Senator PROXMIRE. You are indicating you can do a better job than
FDIC. The GAO report didn't indicate that.
Mr. MORRIS. You are confusing the question of bank solvency and
bank liquidity. The discount window is needed to meet liquidity situations. You can have a very solvent bank in the sense that it had good
assets,and still have a bank that
Senator PROXMIRE. I pointed out you use the Federal fund market
for liquidity; right?
Mr. MORRIS. That is right. Certainly you can. But I think the access
to the Federal funds market in a tight money market period can be
limited for any bank.
Senator PROXMIRE. Mr. Volcker, I want to ask you one other question. Have you had any meetings with commercial bankers urging
them not to oppose this legislation?
Mr. VOLCKER. I have made a couple of speeches before this legislation was introduced, but assuming the general shape of the legislation,
urging them to support these concepts.
Senator PROXMIRE. Well, my question was, have you met with
bankers who were perhaps inclined to oppose the legislation, telling
them to get in line and not do so?
Mr. VOLCKER. I have not met with any bankers since this legislation has been introduced, to the best of my recollection. I was in
Europe last week about the time the legislation was introduced and I
have been in Washington ever since.
Senator PROXMIRE. Mr. Elliott, the fifth question you asked in
your survey of New England banks, you asked them whether NOW
accounts were profitable. Three-quarters of them said they were not,
of those that had NOW accounts. Yet the overwhelming
said
they thought NOW accounts ought to be extended nationwi
de. That
majority
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seems to be a contradiction; they aren't profitable, yet they want them
extended nationwide.
How do you explain that?
Mr. ELLiorr. I think there are a couple of factors involved, Senator.
NOW accounts were introduced in New England at a time in our
economy when interest rates were high: This, plus the initial competition to get off the ground,to get a share of the market, prompted New
England institutions to undertake free NOW's, maximum rates, and
they did a lot of things they probably might not have done had economic conditions been different, somewhat similar to what they are
today.
I think, furthermore, that as they are becoming more experienced
with NOWs, some of the institutions are instituting minimum balances,some are instituting charges for drafts above a certain number.
And I think their overall feeling is that through proper management,
they can handle the profitability question, and the importance and
the significance of having a consumer-oriented transaction account
transcends any operational profit problem.
Senator PROXMIRE. What you are saying, then, is that NOW accounts for the time being may have been unprofitable, but you think
in the future they are likely to be profitable, particularly when you
recognize that they may be able to attract customers?
Mr. ELLiorr. I think it must be recognized that this will never be a
major profitmaker, but I think most institutions will be happy if they
can reach the point where they maybe break even and consider it as
part of the total package to a customer. The opportunity to crossmarket other services, the opportunity to be a part of serving the
family unit, makes the account worthwhile, even if it be at best a
break-even proposition.
Senator PROXMIRE. My time is up, but I just wonder if you have
something here that you say may at least break even, in which case
it would seem to me unlikely there would be any very significant savings to the consumer.
Somebody has got to pay. It is hard to understand how you can have
a system, unless it greatly improves efficiency, or greatly improves
productivity of the banking operation. Maybe it does, but I haven't
seen that analyzed, so I can be convinced. It sounds as if consumers
wouldn't gain much or lose much by this, and the banks don't gain
or lose much; it is just an optional method of saving.
Mr. ELmoTT. On the contrary, I think both the consumer and the
financial institutions gain a great deal in terms of increased flexibility, the ability to deal with the future EFTS operations and things
of that nature. I think the convenience for the family to be able to
deal with their thrift institution on a one-shot basis as opposed to having a checking account one place, and a savings account another makes
it a great boon for the consumer.
I think all of the institutions• will benefit by the increased
competition.
Senator PROXMIRE. My time is up,Mr.Chairman.
Senator MCINTYRE. Thank you.
Gentlemen, we are being besieged with the question of what NOW
accounts cost. I would like to ask you this question: I still think there
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are some unanswered questions. The principal one is who pays for
NOW accounts. Somebody is going to have to pay. There is no such
thing ao a free lunch anymore. Who wants to take that one? Put up
your hand.
Mr. MORRIS. I think, Senator, you have to recognize the banks are
already paying implicit interest on demand deposits. We calculate the
average free checking account costs the banks about 5 percent. This
reflects the fact that the average balance is relatively low. So implicit
interest is being paid already.
What this bill would do is to permit banks to pay explicit interest
and inevitably it will mean that banks will have to charge for services
they are now giving away.That will be the tradeoff.
For a lot of consumers,that will be a much better deal.
For society as a whole,it will make for more efficient banking system.
Senator MCINTYRE. I am intrigued by trying to find out what the
services are that they are giving away.
Mr. MORRIS. Well,it costs the average bank about 20 cents to process
a check. In the case of my family, we have a no-service-charge checking account and we write about 50 checks a month. That means it costs
my bank about $12.50 a month to process my checks. It costs about
$3.00 just to draw up a statement and send it out.
So I am getting a lot of services from my bank for which I pay no
explicit charge. But I would rather have a system under which the
bank pays me interest on my balance and I will buy its services if I
am inclined to.
Now if I had to pay 25 cents a check, we wouldn't write 50 checks a
month. My wife writes checks for $2.00. She doesn't carry any cash,
and if she needs to make a payment of $2.00, she writes a check. But
that is only because to her a check is a free good.
Well, it is not a free good, of course; it costs the bank 20 cents to
process it, but we are not paying that 20 cents in an explicit fashion.
So if we shifted to a NOW account and paid a per-item charge for
checks, we would be better off and society would be better off. We are
abusing the check system now, because it is a ,free good to us, but not
to society.
That is why I say the cost of these services to the banking system
is greater than their value to the consumer, and that is the essence of
the inefficiency in the price control situation we have in banking.
Senator MCINTYRE. Paul, do you have anything to add to that?
Mr. VOLCKER. I think Mr. Morris has essentially answered the question. I don't think there is any huge bonanza here, but in a sense there
is a free lunch—I hate to say that, because in most of my speeches I
say there is no free lunch—to the extent you improve efficiency. That is
what he is talking about, you have improved the efficiency of bank
services, so there is a margin where everybody together can come out
somewhat better.
Senator MCINTYRE. What do you think about the answer Secretary
Blumenthal gave to us. He said:
I wish I could give you a precise answer; I am not smart enough to do so.
if this legislation were passed, in the first place there would be
some net gain, because there would be greater competition. And so those who
pay at least partially would be those who are now reaping monopoly profits.
Now, that is the kind of payment I would like and that would be a part of it.

I am convinced

497
You can say to some extent that the Federal Government pays because our—
what the Federal Reserve turns over to the Treasury is going to be reduced by
some amount. That particular payment has to, however, be qualified with the
famous "compared to what" question. Paid compared to if nobody left the system
or compared to if people—if banks kept leaving the system? We might not pay
any more.
Third, I think some of the large companies and others who now have hidden
benefits that are not clearly spelled out, which would now be spelled out and
costed out properly, might pay because they would be out in the open and for
all the American people as well as for the Congress to see. If they are unfair,
to do something about it.
So you have here a possible way in which the payment is met in part, which
I think is a beneficial one. So I don't really think that we—it is logical to conclude that there is some net cost to the economy of institution NOW accounts.
If that were the case, we wouldn't be recommending it.
We believe there is not a net cost. If anything, there is a net decrease by having
greater competition in it and that the payment comes at least from some of the
sources I have indicated.

Mr. VOLCKER. You have more competition and more freedom of
choice and those are both good things.
Mr. MORRIS. I am not sure you have more competition, but you are
changing the form of the competition. Right now outside of New England banks can compete only for demand deposits by giving away services. You are adding a new dimension of competition by permitting
them to compete also in the rate they will pay for demand balances.
So you are changing the form of competition,and I think it will be a
much improved sort of competition as far as its effect on efficiency.
Mr. ELLiorr. I would like to add an obvious point. We must not
forget we are adding new players to the game, capable thrift institutions who have always paid interest on all their accounts and they
would welcome the opportunity to play in this new game.
I think that would obviously result in increased efficiencies in the
overall system to the benefit of the consumer.
Senator MCINTYRE. Mr. Morris and Mr. Elliott, I am interested in
knowing more about the different experiences that different institutions
are having. Can you give me a representative idea of the different ways
in which different institutions are pricing ther NOW accounts, and
how this may differ from State to State and from commercial banks to
thrifts?
Before you answer, is there a list anywhere, could I procure a list
showing the X,Y,Z bank demands $100 deposit,and charges 10 cents a
check? Is there any such list in existence?
Mr. MORRIS. We do publish data quarterly but we don't list the names
of the banks. We do show you how many banks pay what rates of
interest, how many have service charges, how many have minimum
balance requirements, and so on.
Senator MCINTYRE.It doesn't break them down as to what their service charges are and what their minimum balances are?
Mr. MORRIS. No; not that specifically.
Senator MCINTYRE. You don't have that information available?
Mr. MORRIS. NO.
Senator MCINTYRE. Mr. Elliott, do you have it available?
Mr. ELLIOTT. Not a list of individual institutions, Senator.
Senator MCINTYRE. Who is that bank that is charging 25 cents a
check? Isn't that rather unsual?
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Mr. ELLiorr. That may be a commercial bank, Senator.
Senator MCINTYRE. Would it be fair to say if a commercial
were charging 25 cents a check,it really wasn't interested in the bank
NOW
accounts,and was trying to downplay it?
Mr. MORRIS. Mr. Chairman, I gave you the cost figures of the average account in a savings bank in Massachusetts. The average balance
of the NOW account in commercial banks in Massachusetts is about
$2,100. We calculate that if they offer no service charge NOW accounts, with a $2,100 balance, the cost of that account is about 7.5
percent.
Now a bank cannot buy 7.5 percent money and lend it out profitably in the present market. If the bank has a per-item service charge,
the cost of that account will fall to a point where the banker has
some spread between the price he is buying money at and the price
he is selling money at. If he doesn't have a positive spread, banking
is not a profitable operation.
Senator MCINTYRE. I understand what you are saying. Give me
an idea of what the average bank and the average thrift institution
setup on NOW accounts is in Boston, in the Massachusetts area?
Mr. MORRIS. We can supply that data for the record.
Senator MCINTYRE.11 cents per $100
Mr. MORRIS. The movement now is away from item charges toward
minimum balances. Right now in Massachusetts only 15 percent of
the commercial banks have completely free NOW accounts. Most of
them have a minimum balance requirement and very few have item
charges. An item charge is made only if the account falls below the
minimum.
•Senator MCINTYRE. What is the average minimum balance today?
Mr. MORRIS. I think it is about $200. But I believe it is going to be
moving upward. In Connecticut it is higher. But we would be happy
to supply for the record whatever data we have along these lines.
Senator MCINTYRE. Mr. Morris, what does the data show with
respect to the number of demand deposit accounts outstanding in New
England as a result of the institution of NOW accounts? Are New
England consumers still exercising their option between demand accounts and NOW accounts?
Mr. MORRIS. I think they are shifting. We estimate that about 50
percent of the personal demand accounts have shifted to NOW accounts in Massachusetts. I think that percentage will be rising in the
years ahead.
In New Hampshire, about 75 percent have already shifted.
Senator MCINTYRE. Does that mean the total amount of demand
deposits has dropped?
Mr. MORRIS. Yes.
Senator MCINTYRE. Is the transition to NOW accounts over in
Massachusetts and New Hampshire? And what can you tell us about
the impact to date upon the smaller banks in your region?
Mr. MORRIS. The transition is not over.
Senator MCINTYRE. It has been going what,4 years in Massachusetts
and New Hampshire?
Mr. MORRIS. Yes, but I think the transition is underway, and I think
we are making progress toward a rational pricing system for NOW
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accounts. That is one of the main reasons that I favor grandfathering,
because I think if we roll back the New England States to a lower
national ceiling, we will slow down this process of pricing services
that must accompany the introduction of NOW accounts.
As far as the small banks are concerned, we did a study of the impact of the NOW account on small bank earnings. I would be glad
to supply that for the record as well.
What it shows is that the small bank is hit harder than the larger
bank, and the reason, of course, is that the small bank has a higher
percentage of its deposits in personal accounts than does a large bank.
So whereas the Federal Reserve study indicated that in 1975 the
NOW account reduced bank earnings by 7.5 percent in Massachusetts,
our study of small banks indicates that the impact on earnings of
small banks is about twice as high.
Senator MCINTYRE. Does your district embrace all of New England?
Mr. MORRIS. Everything except Fairfield County in Connecticut
which belongs to Paul.
Senator MCINTYRE. Senator Proxmire.
Senator PROXMIRE. I just have one observation and one question.
Mr. Morris, it seems to me that you were very eloquent and convincing in your argument that the NOW accounts can provide benefits for
both the consumer and the bankers. The reason, as I understand it, is
because this would encourage a more efficient financial system. It
would persuade people to economize on their check-writing, for instance. It would unbundle the charges and you would have charges on
everything.
I would encourage that. I think that is the only way you can cut
down activity that otherwise is inefficient. If people, instead of charging at 24 places, they use their credit card and write one check, they
would save and also the system would save, because you wouldn't have
to process those checks.
Mr. MORRIS. I agree with you. I think it is unfortunate that we are
seeing a decline in the number of banks with item charges and an increase in the number of banks with minimum balances.
Senator PROXMIRE. NOW accounts tend to go the other way, they
tend to persuade the banks to break down their charges and charge
for what is done and not provide so many free activities. I think we
are far better served in this economy if we put everything we can in the
market system and charge whatever the cost is to the people who use it.
Then they will behave as rational economic people with greater productivity.
Mr. MORRIS. Yes. I tell banking groups that their theme song ought
to be that old barber shop quartet song,"She is selling what she used to
give away."
Senator PROXMIRE. Let me think about that happy thought.
One question I would like to ask you gentlemen. I would like to ask
each of you to respond briefly, maybe just with a yes or no.
Do you think that State and local governments and small businesses
should be allowed to use NOW accounts?
Mr. ELLIOTT. State and local governments, yes. Small businesses,
commercial accounts, no.
• Mr. MANN. Not initially, Senator, I would hold it to individuals
initially,for the transition period,and see how it works.
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Mr. MORRIS. I think I would give the same answer. Ultimately I
would like to see the prohibition against paying interest on demand
deposits, lifted entirely. But there are transition problems, and to lift
it across the board would make those problems even more difficult.
Senator PROXMIRE. You wouldn't permit even small local governments to have NOW accounts?
Mr. MORRIS. Well,I don't consider that a major issue. But I think we
ought to do it in stages. I would be happy to do it the way the bill is
formulated,restrict it initially to personal accounts.
Senator PROXMIRE. Mr. Volcker?
Mr. VOLCKER. If a line is to be drawn,and I would favor drawing a
line at this stage, pending examination, you better keep it where it is.
You can always think of another group you might want to include,
bult once you begin doing that,it is very hard to stop.
I think we should stop where we are.
Senator PROXMIRE. Thank you.
Senator McINTYRE.Thank you,Senator Proxmire.
Mr. Mann, we seem to be neglectincr von. Let me ask 17011 from the
overall statement, talking about California and how NOW accounts
would impact out there, you see them as I understood it fitting in perfectly okay as another competitive feature.
California is so strong, even stronger than New England, I think.
Mr. MANN. Well, I am not sure that all of my constituency would
agree with you fully.I hope they agree in part.
But as a general matter,I think California would be a unique place
to watch the introduction of NOW accounts.
As you know, California has a statewide branching system for both
savings and loans and commercial banks. There are no monopoly positions in California, geographically or otherwise.
Second, there are only two major deposit institutions in California.
the commercial banks and the savings and loans. Unlike the rest of the
country, the savings and loan associations in California are characterized by size—they are big. We have three savings and loans in California on the order of $7 billion in assets and a dozen or so at $1 billion
or over, and they are able to compete head-to-head and have done so
extremely well against the commercial banks.
The major point I would make is California would benefit from
New England's experience, and I think some of the things that have
happened in New England would not necessarily happen in California.
For example, I think the startup costs, research and development
costs associated with New England could be minimized in California.
Moreover,I think they would benefit greatly from the fact that many
Is.1-ew England institutions used the NOW account as a loss leader,
literally gave it away. This wouldn't happen in California.
Also the size of the institutions and the very strong retail orientation of both the commercial banks and the savings and loans and the
accompanying clearing house facilities would all get reflected in economies of scale, which taken together, would show a lower average cost
on balance.
Finally, I think this would be a good reason to move quickly to
unbundle financial services and to have specific pricing, which I would
like to see happen very quickly.
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Senator MCINTYRE. Mr. Elliott, we have before us several proposed
rewrites of section 5(c) of the Home Owners Loan Act.
Do you feel a rewrite of 5(c) is advisable at this point ? What specific types of relief in the lending and investment powers of the saving and loans do you feel are needed at the present time?
Mr. ELLIOTT. I think that essentially I would like to see thrift institutions, savings and loan institutions, move more towards the family
finance center. I would therefore like to see consumer loans, I would
like to see much broader flexibility in the mortgage instruments.
I think we have talked about that for a long while and we have now
reached the point where it is fairly obvious that the innovative and
creative approaches by the thrift institutions in mortgage lending can
work to the advantage of the borrowers. And I think essentially I
would like to support the approach taken by the Federal Home Loan
Bank Board a few years ago, when they moved toward the family
finance center, with broadened powers available to serve the family.
Senator MCINTYRE. You have already addressed this question of the
$55,000 ceiling going to $60,000. We were concerned with this during
the mark-up, we were concerned about the impact on the low- and
moderate-income borrowers.
You are aware of the speculative fever which seems to be sweeping
the Nation, particularly in California. You have been trying your best
to curb that speculation, I know.
But what about the initial idea of Savings and Loans, what they
were supposed to do, make the small loans? Is this going to impact on
them, and drop them out of the bucket?
Mr. MANN.I don't think so. I think the demand for housing is high,
but there are only so many high-priced houses to be financed. I don't
think the 20 percent as it now exists has done anything about getting
additional financing for low and moderate income families. I think the
point has to be made that a $70,000 or $80,000 home in California is not
a luxury home. Given the rapid escalation of prices in the last couple
of years, prices have gone out of sight. I think we have to get relief
to keep these people in the market. There is no such thing in California
today as a $30,000 or $40,000 house, they are just not there.
Senator MCINTYRE. You can't find a home for $40,000?
Mr. MANN.Perhaps in some rural areas,Senator. Not in large metropolitan areas. There aren't any in San Francisco or Los Angeles.
Homes that used to be $30,000 or $40,000 in San Francisco are now
unbelievably $70,000 or $40,000 in San Francisco are now unbeliveably
$70,000 or $80,000. We have had an escalation in prices over the past
couple of years in California that approaches on average something
on the order of 25 percent statewide per year. This is particularly the
cave in areas in southern California where prices have gone up even
faster, in some areas up 2 or 3 percent a month.
So we have a unique situation. It is common to 'California, but it
exists elsewhere in the country.
By the way,there are a number of alternative ways one might go. I
think we have to approach it in the short-term versus the long-term
problem.
Senator MCINTYRE. Do you want to comment on that.? Our concern
in the executive session was what if we go to these high amounts for
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mortp:ages, does this mean the little fellow will be left out, and the
S&L's are going to rush to get these nice fat mortgages.
Mr. ELLIons. Senator McIntyre, I believe that this is a fear that
is without foundation. I was in the savings and loan business for 14
years, prior to coming into the Federal Home Loan Bank, and it is
my experience that without exception, financial institutions, thrift institutions, would prefer to write two $30,000 mortgages as opposed
to one $60,000, or two $50,000 as opposed to one $100,000. I think the
diversification of risk, the ability to serve two families as opposed to
one, would encourage them to continue to make the loans in the low
levels, the lower amounts, to the extent that they are available.
As Maury pointed out, the pyramid approach means there are relatively few loans in this higher amount that have to be served, but
they deserve to be served along with the lower priced loans.
Senator MCINTYRE. Dr. Mann, you suggest, as does the Federal
Home Loan Bank Board, that reserves against S. & L.'s not be passed
through the Federal Reserve, but in fact be kept available for the
possible return to these institutions in the form of advances.
I would like to know what Mr. Volcker and Mr. Morris feel about
that.
Mr. VOLCKER. I feel adverse to it, I will tell you. If you get the
money in a requirement and then you lend it back to the institution,
you haven't done much in terms of monetary policy. It is just that kind
of thing we are concerned about.
Mr. MANN. Can I respond to that, Senator? The Federal Reserve
is always very upset when they go through these periodic periods of
interest rate cycles, they get upset about picking on housing. All we
suggest is it would take some of the heat off monetary policy, and it
wouldn't feel so badly that it has to pick on housing.
Mr. VOLCKER. Except I don't think it works.
Mr. MANN.I promise not to debate whether monetary policy works
with relative yields or reserve changes if the representatives from
the Federal Reserve promise not to talk about where reserves against
NOW accounts should be held.
Senator MCINTYRE. Mr. Volcker, in its bill, S. 1668, the American
Bankers Association suggests that interest be paid on reserves required to be held at the Fed at a single uniform rate to be prescribed
by the Board, regardless of the size of the balance or the type of institution for which it is held, that the interest paid by all Federal
Reserve banks on such balances in any fiscal year shall not exceed 5
percent of total required reserve balances maintained at Federal Reserve banks at the beginning of that fiscal year. What are your
thoughts on this proposal?
Mr. VOLCKER. I don't think I have any judgment I would like to
pronounce on that proposal at the moment. I think a mimber of considerations would have to enter in here, including how much money
is available, how much is necessary to do the job, some evaluation of
what differential positions may be of different institutions, and I can't
judge that issue now.
Senator MCINTYRE. Mr. Morris, what other factors besides NOW
accounts have led to membership attrition in New England? You
mentioned in your statement the cost of competing through branch-
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ing. You mentioned the noninterest expense per dollar of assets is
34 percent higher for banks in New England than elsewhere. What
other factors besides NOW accounts enter into this?
Mr. MORRIS. Enter into the decision not to leave the system?
Senator MCINTYRE. Yes, attrition of membership in the Fed.
Mr. MORRIS. I think banks in New England have been under earnings pressure from other sources as well. A lot of banks have had
substantial loan losses that have had to be written off and have depressed earnings.
So it wasn't only NOW accounts that produced attrition from membership in the system, because we were losing members before NOW
accounts came into New England.
But what the NOW account has done is to greatly accelerate a trend
that was already in existence by putting additional pressure on earnings in New England banks that was not present in banks in the rest
of the country. So we would have lost some members in the absence
of NOW accounts, but we would not have lost anywhere near as many
as we have because of the added pressure of NOW accounts on
earnings.
Senator MCINTYRE. Mr. Volcker, how should the discretionary authority of the Fed have to be administered in order to stem membership attrition within your district?
Mr. VoLcxER. Well, again, I don't think I can answer that question
without knowing some of the other variables I discussed, and I can't
tell you in detail.
Senator MCINTYRE. Would you be able to answer for the record in
a week?
Mr. VOLCKER. Let me make some general suggestions right now.
The major problem has been with the smallest banks in terms of
actual losses of membership we have the same experience as Mr.
Morris does in larger sized banks becoming interested in leaving. The
largest banks are going to be a little more trapped in the short run anyway than others, I suspect. But it doesn't mean they can't also for instance do more business abroad instead of at home and evade the
reserve requirements.
So it is a difficult question. I can provide further information for
the record, yes.
Senator MCINTYRE. Yes, if you would, expand on that for the
record.
Regarding the impact on bank earnings from NOW accounts, from
the experience to date, what seems to be the trend at this moment?
Are those banks suffering an initial squeeze now, in your opinion?
Mr. MORRIS.I think the adjustment process is underway. We haven't
made a study of 1976 earnings, but I think there is a real possibility
that earnings were impacted more in 1976 than in 1975. But the adjustment process is underway, and it is primarily taking the form of
eliminating free NOW accounts, and requiring minimum balances for
NOW accounts. I would be much happier if they had moved instead
to a per item charge, because that would economize on the use of
checks, and would be in the public interest.
• But we are by no means fully adjusted to the NOW accounts in New
England yet.
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Senator MCINTYRE. Do you know whether or not small banks are
finding a lot of their bad checks, checks written on no deposits, are
out ofNOW accounts? Do you know if they have trouble with that?
Mr. MORRIS. I haven't heard of any particular problem with NOW
accounts; no.
Senator MCINTYRE. I had a letter from a bank president in Plymouth, N.H., which said a good share of their checks that bounced
were on NOW accounts.
Mr. MORRIS. I have never heard of this being discussed.
Senator MCINTYRE. His bank does not offer NOW accounts.
Mr. MORRIS. It is hard for me to understand why more bad checks
would be drawn on NOW accounts than on any others.
Senator MCINTYRE. Yes. Gentlemen, we perceive strong evidence
that NOW accounts only make sense at the 5-percent rate, because
of the administrative cost savings from a merger of the checking account and the savings account, and because of the higher balances.
Now, in the order of Mr. Elliott, Mr. Morris, Mr. Mann, and Mr.
Volcker, how do you think the NOW accounts should be priced and
should they go forward nationwide with the 5-percent interest rate?
Mr. ELLIOTT. Senator, as I indicated in my testimony, I do favor
the extension nationwide of the 5-percent rate in the interest of offering each institution the opportunity to select its own marketing
strategy.
The record seems to indicate that institutions do better with the 5percent rate, and as you move further away from the passbook rate,
you are likely to experience declining balances.
So for those reasons I would think that the thrift industry in particular would be better served with the 5-percent rate nationwide,
permitting the maximum, marketing flexibility below that.
Mr. MANN. Senator, I think my most important concern is there be
uniformity throughout the country. To the extent it is desirable to
grandfather New England, I would have no objection to coming in
with a nationwide rate somewhat below the 5 percent, although I have
no quarrel with it, but to phase it in over time to move toward the
5-percent rate.
I think it is critical that the rate be set by the interagency coordiniating committee for each of the institutions.
Senator MCINTYRE. Would you repeat that?
Mr. MANN. I think the critical thing is a uniform rate across the
country. To the extent it is felt advantageous to grandfather New
England, a desire to start at a lower level across the Nation and phase
it up to 5 percent,I would have no problem with that. I think what is
important is the rate setting, and I think it should be done through the
mechanism of the interagency coordinating committee.
Senator MCINTYRE. You mean start at 3 percent and next year go
to 4 percent?
Mr. MANN. Yes; if it is desirable to reduce the cost impact initially.
But I would have no problem starting at 5 percent, personally.
Mr. MORRIS. Philosophically, I would like to have a system under
which the rates on NOW accounts are not set by the Congress or by
regulatory authorities, but established by the action of the free market.
But I am very much aware of the transition problems with NOW accounts. I think it probably is desirable to establish nationally a some-
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what lower rate than we developed strictly by accident in New England, because I think it would reduce the transition problems.
But my feeling is that ultimately in New England and the rest of
the country I would like to see the rate on NOW accounts established
by a free market.
Mr. VOLCKER. I would put a lower ceiling on it initially to help deal
with the transitional problems. I think there are conflicting considerations. You don't encourage banks to price services "correctly," if I
can put that in quotation marks, when you don't permit them to pay
as high a rate of interest as they might otherwise pay.
I think the balance, though, the greater necessity is to smooth the
transition by a lower uniform rate.
Senator MCINTYRE. Gentlemen, Dr. Burns himself suggested as a
possible additional consideration that perhaps one-third or one-fourth
of required reserves be held in the form of Federal securities.
What are your thoughts about that?
Mr. VOLCKER. It is a possible way of doing it. It is relatively simple
and straightforward. I don't thing it is nearly as good as the direct
payment of interest. You get an extraneous consideration in a sense, in
reserve requirements. You do this to provide some return on the
other hand, it doesn't have much monetary significance, so you have
mixed up the concept of a reserve requirement for monetary purposes
with some alleviation through this device of the cost and in the process perhaps set a. precedent for further extension of selective reserve
requirements for other purposes that I don't particularly care for.
Mr. MORRIS. Well, Senator, you know from a practical point of
view, it doesn't make any difference whether we pay interest on reserve balances or whether we permit reserve requirements to be met
by interest paid by the Treasury on Treasury securities. I think the
reason why paying interest on reserve balances is a better device is if
you permit banks to satisfy a part of their reserve requirement by
holding some Treasury securities you have effectively reduced the
reserve base.
The reserve base we would be operating on would be that part of
the reserve requirement that was not satisfied by holdings of Treasury
securities. I think by and large we are better off keeping the larger
reserve base better off for monetary management purposes, with a
larger reserve base than by permitting part of the reserve requirements to be satisfied with holding Government securities.
But if politically this for some reason is more attractive, I would
certainly buy it if the alternative was no action at all.
Mr. MANN. I would share the views of my colleagues. But I would
add that I think it clouds the explicit pricing matter again. I think
if you do this through a special issue of the Treasury, it just costs
another cloud over debt management.
Finally, I think it might tend to confuse the distinction between
liquidity reserves and reserve reserves, and Ithink there is enough
confusion there already, so I would opt for direct payment.
Mr. ELLIOTT. My views essentially are the same as those expressed.
I think it unnecessarily complicates the situation, but don't think it
present a real obstacle.
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Senator MCINTYRE. Mr. Volcker, as you know, reserve requirements
meet a number of different needs. Some reserves are held for clearing,
for example while others relate more directly to monetary policy.
Would it be a constructive exercise for our purposes to try perhaps
to isolate those reserves which relate directly to the membership problem, and focus on those in terms of what relief may be required.
lem
VOLCKER. I think that is essentially what we are trying to do.
It is not so much reserves can be allocated to different purposes, but
they are used for more than one purpose at the same time. You can't
segregate them easily. What you can do is make some estimate as to
what portion of required reserves, for instance, would be necessary
mechanically, as part of the clearing process, or more importantly,
to cover the cost of the clearing process.
We are working on estimates of that sort.
Mr. MORRIS. I really don't have any different view on that from
Mr. Volcker.
Senator MCINTYRE. Gentlemen, I have kept you here for a little
over 2 hours, which indicates I was very interested in obtaining for
the record your answers to some of these difficult questions we have.
I want to thank you for your capable testimony and your presence
here this morning.
With that, you are excused.
The next witnesses are a panel consisting of Emanuel M. Brotman,
legislative committee, Mortgage Bankers Association of America;
Roland Ferland, co-vice chairman, National Association of Home
Builders; and Daniel C. Hanrahan, chairman, legislative committee,
National Association of Realtors.
Gentlemen, we appreciate your attendance here and we are anxious
to hear your testimony. I apologize for keeping the preceding panel
here as long as I did, but I wanted to get all of the information from
these gentlemen that I could. I will ask you to testify in the order in
which I called you bearing in mind if you can cut down a little on time
it would be appreciated, but I want you to have free will in testifying.
Be sure to introduce your associates that are with you.
STATEMENT OF EMAN1TEL M.BROTMAN,LEGISLATIVE COMMITTEE,
MORTGAGE BANKERS ASSOCIATION OF AMERICA
Mr. BROTMAN. My name is Emanuel Brotman.I am chairman of the
board of J. I. Kislak Mortgage Co., Inc., Newark, N.J., and member
of the board of governors of the Mortgage Bankers Association of
America (MBA). Accompanying me are Mr. Burton Wood, MBA's
legislative counsel, and Mr.Bruce Johnson, MBA's assistant legislative
counsel.
We appreciate having this opportunity to present our views on S.
1669, a bill to amend the Federal Home Loan Mortgage Corporation
Charter Act to eliminate roadblocks to HUD-approved mortgagees
servicing loans sold to FHLMC.
S. 1669 is designed to void those regulations of the Federal Home
Loan Mortgage Corporation which have the effect of preventing mortgagees approved by the Secretary of the Department of Housing and
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Urban Development from servicing mortgages which are sold to
FHLMC by their member institutions.
We believe the bill is justified and needed for several reasons:
First, FHLMC is acting contrary to the legislative intent of the
Housing and Community Development Act of 1974. Second,FHLMC's
justification for its servicing restrictions is specious and should not
prevail. Third, it is in the public interest for HUD-approved mortgagees to service loans sold by savings and loan associations to
FHLMC, because it would increase competition and lower the cost of
housing to home buyers. Fourth, there is widespread support for the
concept of servicing by HUD-approved mortgagees of loans sold to
FHLMC. Fifth, as a Government agency, FHLMC has the responsibility to implement, not to thwart the intention of Congress.
Regulations issued by FHLMC regarding the implementation of
section 804(a)(2) of the Housing and Community Development Act
of 1974 have been drafted contrary to the legislative intent. Four conditions imposed in the Corporation's regulations, in effect, have nullified the authority for mortgage bankers to service loans sold to
FHLMC. First, the Corporation's regulation imposing full responsibility upon the seller for all actions of the agent-servicer over the entire life of the loan imposes an onerous burden on the seller, presenting a clear change in the corporation's prior rules that did not require
the seller to assume responsibility for the servicers' action. I can add
here that this was intentionally done, after the first go-around, when
they did allow servicing and found the mortgage banker was doing
the vast bulk of servicing.
The second regulation requiring that the seller must hold the mortgage at least 6 months prior to the sale to FHLMC puts such loans at
an absolute competitive disadvantage. This so-called seasoning concept
was specifically rejected by the conferees in their consideration of this
provision in the 1974 act. The third regulation limiting mortgages to
those on properties within the seller's normal lending district—puts a
severe sales restriction on this servicing rule. It is the seller who must
warrant the soundness of a loan to FHLMC. For years a number of
eligible seller institutions have invested a portion of their assets in
distant locations.
By flatly prohibiting transactions on such distant loans,the Corporation has unnecessarily restricted the secondary market and its ability
to move mortgage money from capital-surplus to capital-short areas
around the country. Fourth, the regulation prohibiting a seller from
selling mortgages to the Corporation disproportionate to its capital or
assets severely restricts the applicability of section 805(a)(2). I am
•disturbed that the Corporation has changed the rules of the game in
making this applicable on the basis of an institution's assets rather
than the annual mortgage volume.
S. 1669 would void these regulations which are contrary to the legislative intent.
MBA believes S. 1669 would encourage greater participation of
savings and loan associations in the secondary mortgage market. Savings and loan associations are important savings depositories and investors in home mortgages. By encouraging them to become involved
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in the full breadth of the home mortgage market and by supplying
liquidity FHLMC could serve a wider public purpose.
In all cases, the compelling force behind the move to a secondary
mortgage market has been the necessity of improving the savings and
loan association's earnings through the higher yields available on
mortgages on properties in capital-deficit areas and through prompt
investment of unanticipated savings flows without having to carry still
larger reserves.
This point is relevant to the savings and loan association's need to
widen the diversification of its portfolio and increase its earnings. It
is relevant to the need to improve the allocation of the nation's financial resources and to give savings and loan associations a significant
lending alternative when home loans in their local areas cannot provide sufficient yield to meet the earnings requirements of a tight money.
period. It is founded upon the mortgage banker's experience and ability to serve its investors.
S. 1669 would clearly benefit the public, particularly homebuyers,
by broadening the opportunity for the great majority of savings and
loans to reap the benefits of a secondary mortgage market.
At present FHLMC regulations do not allow the individual association to determine whether it is more costly to originate and service direct, purchase with servicing by mortgage bankers, or purchase with
servicing released. By not providing these options FHLMC forces increased costs on savings and loan associations and the entire home
mortgage market. Savings and loan associations should not be arbitrarily cut off from freedom of choice. In fact, efforts to do so undercut FHLMC's objective of greater participation of smaller savings
and loan associations in the secondary mortgage market.
Smaller savings and loan associations cannot afford to establish
nationwide origination, processing, and servicing departments. On
the other hand, smaller associations located in surplus areas on readily
invest in mortgages originated and serviced by mortgage bankers,
and this is a proven fact because we mortgage bankers service for
literally thousands of savings and loans on a nationwide basis. Thus,
forcing direct investment and servicing in mortgages by regulation
clearly discriminates against smaller associations.
It is the large, sophisticated savings and loan association which
operates in the secondary mortgage market that benefits from
FHLMC's restrictive policy. Yet, even these same associations purchase mortgages when savings flows exceed their ability to originate
loans or when circumstances indicate that servicing can be accomplished at a lower cost through mortgage bankers. Clearly, FHLMC's
restrictive regulations have benefited the larger savings and loan associations which operate in the secondary mortgage market, at the expense of most savings and loan associations.
The result is increased costs to homebuyers by the elimination of
competition from other savings and loans and HUD—approved
mortgagees.
The restrictive servicing policy of FHLMC also serves to limit the
production of FHA and VA mortgages. HUD-approved mortgagees
will have little incentive to originate these kind of mortgages for
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savings and loan investors if servicing cannot be retained. We believe
that the lending volume of both the FHA and VA housing programs
would be increased by eliminating the restrictive servicing policy.
In conclusion, FHLMC should be required to allow HUD-approved
mortgagees to service loans sold by savings and loan associations to
FHLMC. S. 1669 would do just that. Our testimony we believe, documents the need for such legislation.
Senator MCINTYRE. Thank you,sir.
[Complete statement follows:1
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Mr. Chairman and members of the Committee, my name is Emanuel Brotinan.
I am Chairman of the Board of J. I. Kislak Mortgage Company, Inc., Newark,
New Jersey, and member of the Board of Governors of the Mortgage Bankers
Association of America (MBA). Accompanying me are Mr. Burton Wood,
MBA's Legislative Counsel, and Mr. Bruce Johnson, MBA's Assistant Legislative
Counsel.

We appreciate having this opportunity to present our views on S. 1669, a bill
to amend the Federal Home Loan Mortgage Corporation (FHLMC) Charter Act
to eliminate roadblocks to HUD-approved mortgagees servicing loans sold to
FHLMC.

The Provisions of S. 1669

S. 1669 is designed to void those regulations of the Federal Home Loan Mortgage
Corporation (FHLMC) which have the effect of preventing mortgagees approved
by the Secretary of the Department of Housing and Urban Development(HUD)
from servicing mortgages which are sold to FHLMC by their member institutions.

We believe the bill is justified and needed for several reasons:

First, FHLMC is acting contrary to the legislative intent of the Housing and
Community Development of 1974. Second, FHLMC's justification for its servicing restrictions is specious and should not prevail. Third, it is in the public interest for HUD-approved mortgagees to service loans sold by savings and loan
associations to FHLMC, because it would increase competition and lower the
cost of housing to homebuyers. Fourth, there is widespread support for the
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concept of servicing by HUD-approved mortgagees of loans sold to FHLMC.
Fifth, as a government agency, FHLMC has the responsibility to implement,
not to thwart the intention of Congress.

The Legislative History

Congress created FHLMC in the Emergency Home Finance Act of 1970
(P.L. 91-351). FHLMC evolved in order to provide a secondary market institution which would, in periods of tight money, purchase mortgages from financial institutions, the deposits of which are insured by an agency of the United
States government. This would in turn make more capital available for home
mortgage loans. In practice, purchases made by FHLMC have largely been
from savings and loan associations. As non-depository institutions, mortgage
bankers were not and are not eligible to sell directly to FHLMC. As HUDapproved mortgagees, however, mortgage bankers are, according to the
Congress, eligible to service loans sold to FHLMC.

While the statute which created FHLMC clearly proscribed sales by HUD-approved
mortgagees to FHLMC, until 1974 the statute did not state clearly whether
HUD-approved mortgagees were permitted to service mortgage loans sold to
FHLMC by its eligible member-sellers. For a brief period, after passage of the
1970 Act, FHLMC allowed HUD-approved mortgagees to service loans FHLMC
had purchased from its eligible member-sellers, largely savings and loan
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associations. This initial decision was based on the reasoning that many mediumand small-size savings and loan associations lacked the capacity to take advantage
of a secondary mortgage market afforded them by FHLMC. Subsequently, FHLMC
administratively reversed this determination and restricted servicing only to
eligible sellers.

This administrative decision deprived eligible sellers of a substantial degree
of flexibility in the use of the secondary market which FHLMC was designed
to provide, restricted the flow of funds to deserving home buyers, and constricted
the nationwide secondary market.

Recognizing that such a restriction was adverse to the sound operation of the
secondary mortgage market, in general, and the operation of FHLMC, in particular, Congress specifically provided in the Housing and Community Development
Act of 1974 that, as to loans sold to FHLMC:

"The servicing on any such mortgage may be performed...
by a mortgagee approved by the Secretary of Housing and
Urban Development." (Section 805(a))

In adopting Section 805(a), the Congress recognized that the function of selling
loans to FHLMC and the function of servicing those loans once purchased, were
separate functions deserving separate consideration and recognition. The Congress
did not alter its previous determination that only federally insured depository
institutions could sell to FHLMC but it did make clear that HUD-approved mortgagees could perform the function of servicing and that this recognized capacity
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should be utilized to render FHLMC's support of the secondary market more
flexible and efficient. Regulations issued by FHLMC have served not to implement this Congressional intent but in fact to circumvent it.

FHLMC imposed four conditions upon eligible sellers that might want to contract
with HUD-approved mortgagees to do servicing. The conditions were: making
eligible sellers solely responsible for servicing; making eligible sellers hold a
loan six months before selling it to FHLMC if it was serviced by a HUD-approved
mortgagee; limiting servicing by HUD-approved mortgagees to the eligible
seller's normal lending territory; and restricting the amount of loans a seller
may contract with a HUD-approved mortgagee for servicing. The imposition
of these conditions nullified the Congressional authority.

The first regulation requires that HUD-approved mortgagees may service only
as an agent of the seller and the seller must assume full responsibility for actions
of its agent over the entire life of the loan, and the seller must certify that
the procedures of the contract servicer are satisfactory. This imposed on sellers
a greater responsibility for the servicing performance of HUD-approved mortgagees than with other servicers. Accordingly, it discouraged purchases from
mortgage bankers and limited the scope of the secondary market. This requirement of the FHLMC Seller-Servicer Guide presented a clear change in FHLMC
rules and is contrary to the intent of Section 805(a) of the Housing and Community
Development Act of 1974.
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FHLMC regulations in effect before the 1974 Act did not require the seller
to assume responsibility for the servicer's actions. They provided instead that
"Seller agrees to service the mortgages purchased by the FHLMC...unless
Seller has offered the services of another eligible Servicer meeting the qualifications of this Guide...." (Sellers Guide, Conventional Whole Loans, Section
2.1020 The regulations also defined "eligible Servicers" as: "Members of the
Federal Home Loan Bank System and other approved financial institutions the
deposit or accounts of which are insured by an agency of the United States
are FHLMC Eligible Servicers." (Servicers Guide Section 1.1044) The regulations stated: "FHLMC will look solely to the Servicer for compliance with
FHLMC's specific warranty requirements and servicing standards.. .and FHLMC
expects Servicer to be substantially involved in the servicing process." (Servicer's
Guide, Section 1.104, August 1, 1974; Sellers' Guide FHA/VA Section 2.102c,
August 1, 1974; and Sellers' Guide Conventional Whole Loans, Section 2.102f,
August 1, 1974).

Thus, prior to the enactment of Section 805(a)(2) of the 1974 Housing Act, a
seller could arrange for someone else to service, and FHLMC would look to
that designated party for servicing performance.

Consistent with its desire not to do business with HUD-approved mortgagees,
FHLMC simply changed its previous rules. FHLMC decided that if HUD-approved mortgagees must be eligible servicers but not eligible sellers under the
l'aw, then only sellers may service—albeit be able to hire agents—and no longer
can sellers substitute other eligible servicers to be responsible for servicing.
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Contrary to the intent of Congress to broaden FHLMC's operations, the new
rule is more restrictive than the old. Previously, a seller, who was unable or
unwilling to service a group of loans because of geography or limited staff,
could substitute a qualified servicer without requiring the seller to monitor
the servicing.

Now, HUD-approved mortgagees, not being eligible sellers, can never service
in the true sense for

FHLMC. Under the new scheme they are permitted

only to act as agents for eligible sellers since FHLMC would only look to the
eligible seller for servicing performance.

In conclusion, these changes imposed a burden on sellers who wanted to use
HUD-approved mortgagees as servicers. Accordingly, it discouraged savings
and loan associations from selling to FHLMC, thereby limiting the scope of
the secondary market.

S. 1669 would provide that HUD-approved mortgagees be treated no differently
than other eligible FHLMC servicers. It would eliminate the restriction making
eligible sellers solely responsible for servicing. This has been the practice throughout the secondary market for many years. Mortgage bankers service mortgages
for many investors. When investors sell their mortgage holdings, mortgage
bankers typically continue to service the mortgages and the seller has no liability
to the buyer.

A second regulation seeking to limit access to FHLMC servicing contrary to
the intent of the 1974 Housing and Community Development Act requires that
an eligible seller must hold mortgages for at least six months prior to sale to
FHLMC. This concept was specifically put forth by FHLMC in 1974 and rejected
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by the conference committee on the Housing and Community Development Act
of 1974. No language in support of this proposition appears in the conference
report. The conferees recognized that a holding requirement impinges upon
liquidity by forcing the seller to hold the loans in his portfolio. As it is only
applicable to loans serviced by those which are not eligible sellers, this provision puts loans sold by HUD-approved mortgagees at a competitive disadvantage. But most significantly, the holding requirement is antithetical to the
purpose of FHLMC, which is to provide liquidity for mortgage investments.

FHLMC has justified this regulation as necessary to prevent conduit arrangements, whereby some HUD-approved mortgagees might seek to use savings
and loan associations to sell loans to FHLMC. MBA believes that FHLMC has
other means of protecting itself against conduiting and that a regulation that
has the effect of not only preventing conduiting but also servicing goes too
far and is, therefore, defective. This is especially true when the regulation
operates to defeat Congressional intent. In summary, S. 1669 would void
this regulation.

The third regulation requires that a mortgage sold to FHLMC must be secured
by properties within the seller's normal lending territory. This is defined as
an area in the same state or within a 100 mile radius of an office of the seller.
FHLMC's rationale for this regulation is that a seller located over one hundred
miles or outside the state from the mortgaged property cannot evaluate the
soundness of the property. The basic error here is in not allowing the seller
to decide whether it has the requisite expertise and confidence to evaluate
the soundness of a loan (and its security) no matter where it is located. It can
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be anticipated that many sellers would not be able to evaluate a geographically
distant loan, but many eligible seller institutions and other investors have for
years invested a portion of their assets in distant locations. To flatly prohibit
transactions in distant loans unnecessarily restricts the nationwide market and
its ability to move mortgage money from capital surplus to capital short areas
of the country.

FHLMC justifies this regulation because of their overall policy that they will
not purchase mortgages from any eligible seller unless the secured property
is located within the seller's normal lending territory. However, it is necessary
to look below the surface of the regulation to comprehend its effect. In recent
years, the FHLBB has liberalized the authority of savings and loan associations
to lend and invest nationwide. Savings and loan associations under FHLBB
regulations can now invest in loans across the nation. If FHLBB permits savings
and loans to engage in nationwide lending and investment but FHLMC will not
purchase loans originated outside the sellers normal lending territory, it then
is clear that this FHLMC regulation is really a measure to prevent HUD-approved
mortgagees, who deal on an extensive basis in the nationwide market, from
gaining access to servicing contracts with eligible sellers.

For years mortgage bankers have serviced loans that are held as investments
by life insurance companies, mutual savings banks, savings and loans, the Federal
National Mortgage Association (FNMA) and the Government National Mortgage
Association (GNMA). These servicing arrangements cover wide geographic

519
distances from the permanent investor and are seldom disturbed when the loan
is sold, because the mortgage banker servicing the loan is located where the
property is located.

The result has been more originations and a better working secondary mortgage
market. FHLMC was formed to accomplish these same goals. MBA believes
FHLMC should fulfill its legislative purpose by allowing eligible sellers to sell
loans outside their normal lending territory to FHLMC and allow HUD-approved
mortgagees to service loans nationwide.

For the last six months, as Chairman of an MBA committee, I have met with
the staff of FHLMC in an effort to reach agreement on a way to ease this
restriction. MBA sought to persuade the staff of FHLMC that this was to
the benefit of both the thrift and mortgage banking industries. However,
on April 26, FHLMC's Advisory Committee, considered but failed to ease
this restriction. We disagree with the apparent view of the Advisory Committee
that FHLMC's operations should function only to serve the thrift industry.

S. 1669 would eliminate FHLMC's prohibition against purchasing loans from
eligible sellers outside their normal lending territories and allow HUD-approved
mortgagees to service those loans.
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The fourth regulation provides that:

"FHLMC reserves the right to restrict purchase of mortgages from
sellers whose sales and warranty obligations are deemed by FHLMC
in its sole discretion to be disproportionate to their capital and/or
assets." (emphasis added)

This is inconsistent with the Conference Report No. 93-1279 which accompanied
the Housing and Community Development Act of 1974. The conference report
stated that:

"The provision permitting the servicing of FHLMC mortgages
by FHA-approved mortgagees clarifies Congressional intent
concerning the servicing of mortgages by mortgagees which,
by reason of their status as non-insured institutions, are not
eligible to sell mortgages to FHLMC. The conferees however,
are concerned that non-insured institutions might utilize
eligible mortgage sellers as conduits to effect indirect sales
to FHLMC. Since FHLMC now has the power to regulate
the amount of mortgages purchased from any one eligible
seller, the Corporation may, for example, limit to a reasonable
percentage of an eligible seller's total annual volume of mortgage loans the amount of such loans for which the eligible
seller has contracted servicing of mortgages to non-insured
institutions." (emphasis added)
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MBA holds that a disproportionate percent of an eligible seller's total annual
volume of mortgage loans should be the test consistent with the legislative
history. This would allow savings and loan associations to sell additional loans
to FHLMC thus benefitting the public and the entire mortgage market. However,
FHLMC has refused to make its regulations consistent with the legislative history.

S. 1669 would eliminate this regulation because it is contrary to the legislative
history. In addition, it would prohibit any regulation that discriminates against
HUD-approved mortgagees with the effect of limiting their servicing loans
sold to FHLMC. MBA is now convinced that FHLMC can control its purchases
through the price it establishes, thereby influencing the market in an equitable
fashion.

FHLMC Arguments In Support of Restrictions Are Specious

In the past FHLMC has offered several arguments to support its restrictive
mortgage servicing policy:

FHLMC supports a free flow of funds but believes it must be able to establish
some control over the effects of its buying operations on local housing markets.

To accomplish its purpose, FHLMC should provide incentives that will assist
the movement of mortgage credit from capital surplus to capital deficit areas
of the country.

Mortgage bankers provide an experienced means by which

funds can be moved quickly and effectively between these surplus and deficit
areas by the use of mortgage instruments. This nationwide secondary mortgage
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market benefits the home buyer, institutional investor and his depositor. The
mortgage banker's ultimate stake in this balancing of economic factors is the
long-term servicing of the mortgages he originates and sells. The consumer's
stake in this issue is access to mortgage funds to buy a home at a lower cost.

HUD-approved mortgagees have access to FNMA and, therefore, savings and
loans need their own exclusive secondary market operation.

It is true that HUD-approved mortgagees have access to sell and to service
for FNMA. It is also true that savings and loans have the same access available
to them if they wish to avail themselves of it. Some savings and loan associations, as well as a number of commercial and savings banks, sell to and service
for FNMA today. HUD-approved mortgagees seek only equal treatment in the
right to service loans sold to FHLMC by their members.

Protection of the capitalization of FHLMC

This argument has taken several forms, the principal one being that FHLMC's
capital is limited and was derived solely from savings and loan sources and should
be for their use only.

FHLMC's capital structure is unaffected by this proposal. If its capital structure
is uncomfortably limited, FHLMC should seek additional capital.

Moreover,

the original seed capital of the Federal Home Loan Banks which finance FHLMC
came from the Treasury Department. We believe they still have a responsibility
to the public, not just savings and loan associations.
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Need for increased savings and loan proficiency in all aspects of secondary
market activity.

FHLMC would like to encourage savings and loans to become participating members of FHLMC and thereby broaden the conventional secondary mortgage market.
FHLMC apparently believes that by restricting the servicing of mortgages it
purchases to potentially eligible sellers they will enhance this objective.

It appears they have been only partly successful in this effort, since only some
15% of all FHLBB regulated savings and loans have joined FHLMC. Of course,
all FHLMC's members are not savings and loans, some 10-15% of their present
membership of approximately 800 are commercial or savings banks. MBA believes,
however, that they have in the past and can in the future impart their expertise
to the entire mortgage market.

Use of two institutions rather than one to originate and service mortgages will
increase the cost to the home buyer.

This argument is based on the nonsensical proposition that competition increases
costs. Volume origination and servicing of mortgages reduce costs to the consumer
as does the movement of capital from surplus to deficit areas. The mortgage
banker provides both of these services to his investor and the ultimate consumer—
the home buyer. It is an unnecessary social cost to duplicate this structure
and overhead in savings and loan associations by protecting them from competition.
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It is a generally unacceptable business practice to allow routine separation
of the selling and servicing function and no responsible private mortgage buyer
will allow this practice.

This is totally inaccurate. Mortgage bankers prefer to retain servicing of the
loans they originate. They believe, as does the FHA and the VA, that the borrower
and the lender are served best when the loan is serviced by an institution in
the area where the property is located. Certainly, savings and loan associations,
as well as other lenders in the nationwide market which buy loans secured by
properties in distant locations, need a local servicer. Nevertheless, investors
find it necessary to sell mortgage loans, on occasions, to adjust their portfolios.
When this occurs the servicing usually remains with the mortgage originator
who initially secured the loan. Both buyers and sellers of mortgages are interested
in the price and yield in the transaction and, with respect to servicing, are interested
only in the quality of the servicing. As a result, mortgage bankers service more
than $133 billion of mortgages for every type of financial institution, whether
the investor was the first or second buyer of the mortgage.

FHLMC reasons that they cannot exercise the necessary control over non-member institutions and therefore should not do business with them.

This is another specious argument in view of the control an investor has over
its servicer through the terms it establishes in its servicing contract. The fear
that FHLMC cannot regulate or supervise third party servicers clearly ignores
the developments of the past thirty years. Today, HUD-approved mortgagees
are as regularly and thoroughly regulated as any financial institution, despite
the fact that they are not recognized as supervised institutions. FHA audits
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mortgage bankers; investors audit the loans serviced by mortgage bankers for
him; and investors review and comment on their servicer's audited financial
statement.

If desired, we would be pleased to supply the Committee with extensive documentation of how mortgage bankers are regulated.

If mortgage bankers are allowed to service loans for member-sellers that are
sold to FHLMC, they would become conduits for mortgages sold to FHLMC.

In the conference report of the 1974 Housing and Community Development
Act, the conferees sought to explain safeguards reserved for FHLMC even
though the servicing amendment was adopted.

"Since the FHLMC now has the power to regulate the amount
of mortgages purchased from any one eligible seller, the
corporation may so limit to a reasonable percentage of
an eligible sellers total annual volume of mortgage loans
the amount of such loans for which the eligible seller
has contracted servicing of mortgages to non-insured
institutions."
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On the House floor the House conferees clarified the intent of the amendment
further:

"The conferees have commented that FHLMC may limit the purchase of such loans to a 'reasonable percentage' of an eligible
seller's total loan activity. I wish to confirm my understanding
that by 'reasonable' the conferees envisioned something less than
a preponderance but not a minimal or token figure, rather, something in the range of 45 to 55 percent."

(Excerpt from Congressional Record, p. H8430, August 15, 1974)

As to the conduit theory, a few seconds of reflection also show that it has no
merit. First of all, the primary purpose for creating the FHLMC was to keep
money flowing into housing in tight money markets. Thus, the decision as to
whether or not a particular savings and loan using loans originated by a mortgage
banker to build its portfolio is left to the individual savings and loan association
not to the mortgage banker. If all the savings and loans decided not to do business
with mortgage bankers, then, of course, the mortgage bankers would not be
able to service for savings and loans any loans sold to the FHLMC. As noted
earlier, many savings and loans now use their own funds to purchase loans originated and serviced by mortgage bankers. As of this year, loans of this type
totaling an estimated $19 billion are being serviced for savings and loans by mort-
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gage bankers. If a member-seller savings and loan decides that the best way
to get money into housing is to use a combination of its depositors' money,
FNMA's money and mortgage bankers originating and servicing some of its
loans, then that savings and loan should be allowed to do that. The important
thing for the country in periods of tight money is for funds to continue to flow
into housing.

Another argument is that the quality of servicing would be hard to control and
that mortgage bankers are not as trustworthy as servicers as member-sellers
would be.

This again does not follow from the facts. If the loans which are being serviced
are not being serviced satisfactorily FHLMC may terminate the service contract for cause and assign it to another servicer. Thus, any savings and loan
association doing business with a mortgage banker in this manner does not relieve
the association of legal liability to FHLMC. This being the case, we can be
sure that those savings and loans deciding to do FHLMC-type business with
mortgage bankers will be very careful to choose those they believe are capable
of doing the job. This would mean, naturally, that the experienced and financially strong mortgage banker would be sought out by the savings and loan
associations for their FHLMC business. We believe our servicing record stands
for itself.

Why S. 1669 Benefits the Public

MBA believes S. 1669 would encourage greater participation of savings and
loan associations in the secondary mortgage market. Savings and loan associa-
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tions are important savings depositories and investors in home mortgages. By
encouraging them to become involved in the full breadth of the home mortgage
market and by supplying liquidity FHLMC could serve a wider public purpose.

Those associations which serve localities where savings are abundant relative
to the demand for mortgage credit can not develop earnings that would enable
them to encourage savings by paying larger dividends to depositors. Conversely,
associations which serve localities where savings are scarce are unable to meet
the local demand for mortgage credit. As a result, total savings are less and
total mortgage lending is less when associations in surplus areas do not invest
in mortgages in deficit areas.

Mortgage bankers have been significantly instrumental in bringing savings and
loan associations into the secondary mortgage market and the FHA and VA
primary markets. For more than a decade, some mortgage bankers have originated loans, sold them and serviced them for savings and loan associations, located
in their own communities. In recent years, this arrangement has expanded along
the long-established pattern of the mortgage correspondent system with many
mortgage bankers selling loans to savings and loan associations located in distant savings markets and servicing these loans for them.

In all cases, the compelling force behind the move to a secondary mortgage
market has been the necessity of improving the savings and loan association's
earnings through the higher yields available on mortgages on properties in capital-deficit areas and through prompt investment of unanticipated savings flows
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without having to carry still larger reserves. The mortgage banker has met
these requirements not only by originating, selling, and servicing mortgages
for associations, but by having a ready supply of mortgages available for sale
from the shelf and by his ability to package other types of real estate mortgages
for savings and loan associations.

Mortgage bankers not only have the ability to put together attractive loans
on commercial properties, large apartments and large FHA-projects, but to
sell such loans to groups of savings and loan associations—few of which are
equipped to originate such loans on their own. This point is relevant to the
savings and loan association's need to widen the diversification of its portfolio
and increase its earnings. It is relevant to the need to improve the allocation
of the nation's financial resources and to give savings and loan associations
a significant lending alternative when home loans in their local areas cannot
provide sufficient yield to meet the earnings requirements of a tight money
period. It is founded upon the mortgage banker's experience in the entire range
of mortgage finance, made possible by the varied investors he serves.

S. 1669 would clearly benefit the public, particularly homebuyers, by broadening
the opportunity for the great majority of savings and loans to reap the benefits
of a secondary mortgage market.
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FHLMC's present regulations do not allow the individual association to determine
whether it is more costly to originate and service direct, purchase with servicing
by mortgage bankers, or purchase with servicing released. By not providing
these options FHLMC forces increased costs on savings and loan associations
and the entire home mortgage market. Savings and loan associations should
not be arbitrarily cut off from freedom of choice. In fact, efforts to do so
undercut FHLMC's objective of greater participation of smaller savings and
loan associations in the secondary mortgage market.

Smaller savings and loan associations cannot afford to establish nationwide
origination, processing, and servicing departments. On the other hand, smaller
associations located in surplus areas can readily invest in mortgages originated
and serviced by mortgage bankers. Thus, forcing direct investment and servicing in mortgages by regulation clearly discriminates against smaller associations.

It is the large, sophisticated savings and loan association which operates in
the secondary mortgage market that benefits from FHLMC's restrictive policy.
Yet, even these same associations purchase mortgages when savings flows exceed
their ability to originate loans or when circumstances indicate that servicing
can be accomplished at a lower cost through mortgage bankers. Clearly, FHLMC's
restrictive regulations have benefitted the larger savings and loan associations
which operate in the secondary mortgage market, at the expense of most savings
and loan associations.
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The result is increased costs to homebuyers by the elimination of competition
from other savings and loans and HUD-approved mortgagees. The restrictive
servicing policy of FHLMC also serves to limit the production of FHA and VA
mortgages. HUD-approved mortgagees will have little incentive to originate
these kind of mortgages for savings and loan investors if servicing cannot be
retained. We believe that the lending volume of both the FHA and VA housing
programs would be increased by eliminating the restrictive servicing policy.

Support for S. 1669

The proposition articulated by MBA that greater access to FHLMC by HUDapproved mortgagees will broaden the secondary mortgage market, increase
competition and lower housing costs is one widely supported in the real estate
industry and elsewhere. We believe these hearings will demonstrate that support.

FHLMC's Responsibility As A Government Agency

FHLMC is a government agency. This is clear from decisions in federal courts,
the application of the Freedom of Information Act to its operations, its tax
exempt status, its exemption from the requirements of the Securities and Exchange
Commission (SEC), and its line of credit to the U. S. Treasury Department.

As a government agency FHLMC has a responsibility to serve not only the savings
and loan industry, but public purposes whenever reasonableness allows. Clearly,
S. 1669 would help FHLMC serve its public purposes.

(
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CONCLUSION

In conclusion, FHLMC should be required to allow HUD-approved mortgagees
to service loans sold by savings and loan associations to FHLMC. S. 1669 would
do just that. Our testimony, we believe documents the need for such legislation.
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Senator MCINTYRE. Mr. Ferland.
STATEMENT OF ROLAND FERLAND, CO-VICE CHAIRMAN, NATIONAL
ASSOCIATION OF HOME BUILDERS, ACCOMPANIED BY J. DENIS
O'TOOLE, ACTING LEGISLATIVE COUNSEL AND MICHAEL SUMICHRAST, STAFF VICE PRESIDENT AND CHIEF ECONOMIST

Mr.

FERLAND.

Mr. Chairman, my name is Roland Ferland, and

I appear today in my capacity as a co-vice chairman of the NAFIB

Standing Committee on Federal Government Affairs.
[Complete statement follows:]
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STATEMENT OF
THE NATIONAL ASSOCIATION OF HOME BUILDERS
before the
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
of the
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
UNITED STATES SENATE
Hearings on
FINANCIAL REFORM LEGISLATION, S. 1664 through S. 1669
JUNE 22, 1977

Mr. Chairman and Members of the Subcommittee:
My name is Roland Ferland. I am a home builder from Pawtucket,
Rhode Island. I appear today in my capacity as Co-Vice-Chairman of
NAHB's Standing Committee on Federal Governmental Affairs. NAHB is
the trade association of America's home building industry. Our membership
totals over 87,000 located in 649 associations throughout the 50 states and
Puerto Rico. I am accompanied today by J. Denis O'Toole, NAHB's Acting
Legislative Counsel; and Michael Sumichrast, NAHB Staff Vice President
and Chief Economist.
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We welcome the opportunity to appear before you this morning and
present you with the views of the home building industry on the seven bills
which are the subject of your consideration. Under the leadership of your
Chairman, the Subcommittee has devoted many hours to the complex
question of restructuring America's financial institutions,without harming
the ability of the American family to consider the purchase of a house with
the assurance of an adequate supply of mortgage credit at stable and
affordable interest rates.

We very much appreciate the time spent this

past January by Chairman McIntyre in addressing NAHB's Annual Convention
on why some form of financial institution restructuring is not only necessary
for the best interest of those institutions and their customers, but also of
salutary effect to the home building industry in moderating the sharp
cyclical monetary adjustments to which the industry has been so historically
vulnerable.
After the extensive discussions and debates of the 94th Congress
about the Financial Institutions Act (S. 1267) and the House's companion
bill (H. R. 13,077), NAHB has tried to formulate a legislative policy
position that accommodates the needs of financial institutions for a limited
modernizing of their powers without harming the nation's residential
mortgage needs. The major elements of NAHB's financial reform
legislative policy support:
1.

A minimum 5 1/2 year extension of the authority for
the flexible regulation of interest rates on deposits
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and share accounts in depository institutions, commonly
known as the Regulation "Q" authority, with at least a
1/4% differential for qualifying thrift institutions;
2.

Nationwide authority for all financial institutions (banks,
savings and loans, mutual savings banks, and credit
unions) to offer negotiable order of withdrawal (NOW)
accounts or share draft accounts for credit unions,
with interest only allowed to be paid on such accounts
where authorized by the state law for all financial
institutions;

3.

A limited expansion of the powers of Federal savings
and loans to make consumer loans within an overall
authorization to invest 20% of their assets in nonresidential investments;

4.

Authorization for mutual savings banks to convert
from a state charter to a Federal charter.

We believe that enactment of legislation limited to the essential
features would properly balance the need for a continued adequate flow
of residential mortgage funds against the need for a limited expansion
in the lending powers of the thrift institutions principally.
With respect to the merits of the proposals before you, the
Chairman has indicated a preference for those measures which are in
the public interest and which are capable of being enacted. Given this
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criterion, we support enactment of both S. 1669 and S. 1670. The former
would permit HUD-approved mortgagees to service loans sold to the
Federal Home Loan Mortgage Corporation, and this would benefit the
consumer by allowing additional funds to flow into the mortgage market.
S. 1670 would provide for a two-year extension on the conversion of
savings and loans associations from the mutual to stock form of
organization, except for a limited number of experimental conversions.
Our Board of Directors last year adopted a resolution in support of this
position. (See Attachment "A".)
Of the remaining proposals, we are most troubled by S. 1664,
the Administration's proposal for authorizing in all states NOW accounts
and share drafts.

What is most unsettling to us as home builders, who

realize that interest rates are the most dominant factor in determining
the volume of residential construction, is that the Administration is
sanctioning an inflationary spiral in the cost of mortgage credit by allowing
the payment of interest not only on NOW accounts, but also permitting the
Federal Reserve System to pay interest on the reserves maintained by
banks and depository institutions on those NOW accounts.

We are alarmed

that S. 1664, in making no provision for conditions within the housing
industry, signals that the Administration like its predecessor is ignoring
the significant implications for housing of financial restructuring.
Interest rates must stay down if consumers are to be able to
purchase housing. Every time interest rates have risen over the past
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17 years, housing starts have declined.

Enactment of S. 1664 in its

present form will certainly mean that banks and thrift institutions would
have to unbundle their costs to the consumer, and ironically a bill which
is heralded as benefiting the consumer will more than likely result in an
over-all higher cost of money and resultant higher mortgage interest
rates. For this reason, we oppose S. 1664.
On the issue of extension of Regulation "Q" authority, it is
imperative that this authority be extended for a minium period of 5 1/2 years
as proposed in S. 1667, or preferably for the ten-year period proposed in
S. 1666. The two-year extension of S. 1664 is unacceptable. It is also
necessary to continue in effect at least a 1/4% differential between the
interest rate paid on savings by thrift institutions and that paid by commercial
banks. This differential is required in order to permit the thrift institutions
to attract savings and continue to be the major institutional source of an
adequate supply of mortgage credit.

This differential would be maintained

under S. 1664, S. 1666, and S. 1667.
Among the other provisions contained in S. 1666 and S. 1667, are
proposals for the expansion of the lending powers granted to Federal S&Ls
under section 5 (c) of the Home Owners' Loan Act of 1933.

NAHB is

sympathetic to the concerns felt by the thrift institutions about their
continued ability to maintain a reasonable competitive position vis-a-vis
commercial banks.

We also understand the need for thrift institutions to

achieve a limited expansion of their powers to lessen their short-run instability
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and strengthen their long-run ability to compete. NAHB supports a limited
expansion of this power, including the authority to make consumer loans,
on the stipulation that the present 80/20 split between investment in
residential and non-residential obligations is maintained. Essentially,
S. 1666 and S. 1667 are similar in that they provide, in lieu of the present
multiplicity of percentage baskets and dollar limitations for a 70%
minimum floor in the investment in real estate and real estate related
areas of activity. Our concern is that investment in real estate and real
estate related activities is not synonymous with investment in residential
mortgages and that not only will the thrift institutions invest a somewhat
lower percentage of their assets in residential mortgages, but there will
be an over-all net decrease in the total flow of funds into the housing sector.
There is no question that the present language of section 5 (c) is so
complex as to make it almost impossible for anyone to understand it.
NAHB supports simplification of section 5 (c).

We commend the initiative

of the Chairman in requesting the assistance of the Federal Home Loan
Bank Board in drafting a reorganized and simplified section 5 (c). We would
support enactment of the Board's draft, without making any substantive
changes in the lending powers of Federal S&L's, as the first step in
financial restructuring and this should be done separate of any consideration
for the addition of non-housing lending powers for Federally chartered S&Ls
and savings banks. We also would support an amendment to the Bank Board's
simplification proposal increasing the single-family loan limits for Federal
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r to the House's version c' I. R. 6655,
savings and loans to $60,000, simila
rpart proposal in S. 1523 which would raise
as opposed to the Senate counte
e the whole amount of the over-limit loans
the limits to $65,000, but includ
in the general 20% basket.
authorize state chartered mutual
Finally, both S. 1665 and S. 1666
chartering.
savings banks to convert to Federal

We support such a proposal

r encouraging the savings banks from
so long as it does not result in furthe
. However, we have one problem
leaving the residential mortgage market
bills in that they provide for grandfathering
with the chartering sections of both
and permitting continued investment
investments held on December 31, 1976
ratio test.
in these activities based on a five-year

We would prefer to see

be required to bring their portfolios
that the Federally chartered mutuals
residential lending experience of Federal
more in parity with the historical
S&Ls.
t our views.
Thank you for the opportunity to presen
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NAHB RESOLUTION

ATTACHMENT "A"

May 25, 1976
Washington, D. C.

EXTENSION OF LIMIT ON CONVERSION OF FEDERAL MUTUAL
SAVINGS & LOANS TO STOCK OWNERSHIP

WHEREAS, the Subcommittee on Financial Institutions Supervision,
Regulation and Insurance of the Committee on Banking, Currency and Housing
of the House of Representatives soon will be considering whether to extend
beyond June 30, 1976, present legislation permitting the conversion of
Federal mutual savings and loan associations to stock ownership on a
limited, experimental basis restricted to no more than 50 conversions, and
WHEREAS, unless this legislation is extended there will be no limit
on the conversion of Federal mutual savings and loans to stock ownership,
and
WHEREAS, the limited number of conversions that have taken place
to date have not provided sufficient data to determine whether such
unlimited conversion authority would result in a shifting of these
converted associations away from their principal responsibility of
residential mortgage lending, and
WHEREAS, any such shift on a large scale basis could result in
serious harm to home buyers and the home building industry,
NOW, THEREFORE, BE IT RESOLVED, That the National Association of Home
Builders supports the extension of this legislation for a period sufficient
to determine what the impact of the conversion of Federal mutual savings
and loans to stock ownership would be on the availability of residential
mortgage funds.
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ATTACHMENT "B"
NAHB RESOLUTION

May 9, 1977
Washington, D. C.

GRADUATED PAYMENT MORTGAGES

WHEREAS, It has become increasingly clear that the inflation of the past
several years has made it more difficult to serve the needs of a large
number of potential home buyers, and
WHEREAS, There is an opportunity to provide a more flexible mortgage
instrument to enable such families to become homeowners, and
WHEREAS, HUB is presently administering on an experimental basis a
Graduated Payment Mortgage Program pursuant to Section 245 of the National
Housing Act which has the potential to greatly expand home ownership
opportunity, and
WHEREAS, Senator Brooke has introduced legislation which would convert the
Graduated Payment Mortgage program to a permanent program, remove the
present restrictions to its use and provide federal preemption of state
laws which prohibit interest on interest for home mortgages,
NOW, THEREFORE, BE IT RESOLVED, That the National Association of Home
Builders hereby endorses the Graduated Payment Mortgage Program and
supports S. 664.
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Senator MCINTYRE. Thank you, Mr. Ferland.
Mr. Hanrahan.
STATEMENT OF DANIEL C. HANRAHAN, CHAIRMAN, LEGISLATIVE
COMMITTEE, NATIONAL ASSOCIATION OF REALTORS, ACCOMPANIED BY PAUL PRESTON, MEMBER, GOVERNMENT AFFAIRS
DEPARTMENT
Mr. HANRAHAN. Mr. Chairman, my name is Daniel Hanrahan, and
with me today is Paul Preston, a member of our Government affairs
department here in Washington and director of our mortgage finance
staff.
[Complete statement follows:]
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Mr. Chairman, my name is Daniel C. Hanrahan.

I am a Realtor® from Elizabeth,

New Jersey, and Chairman of the Legislative Committee of the NATIONAL ASSOCIATION
OF REALTORS®.
We appreciate the opportunity to comment here today on a number of bills
concerning several aspects of financial reform.
Mr. Chairman, the United States is the best housed nation on earth, due
primarily to our system of specialized thrift institutions which provide the great
bulk of residential financing.

This system is so efficient at providing housing

finance that, as you know, developing countries in Latin America and other parts
of the world have frequently sought U.S. aid in establishing specialized thrift
institutions.
The 500,000 members of the NATIONAL ASSOCIATION OF REALTORS®, while engaged
in all facets of real estate, are primarly concerned with the interests of the
homebuyer.

Any actions which would affect the cost of the supply of mortgage funds

are of prime concern to our industry.
As we recognize that time is at a premium today, our remarks will be brief
and confined to the areas which directly affect our industry.
MUTUAL SAVINGS RANKS AND CREDIT UNIONS
This Association strongly supports the concepts of Federal charters for
mutual savings banks, and for a National Credit Union Liquidity Fund, both contained
in S.1665.
The dual banking system has worked to the advantage of the consumer for over
one hundred years in the commercial banking system, and for over 40 years for savings
and loans, by allowing for competition and flexibility with changing times between
Federal and State regulators.

We feel that mutual savings banks should be placed on

an equal footing with other financial-institutions.
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Credit unions are a growing economic institution in our economy, now counting
some 20 million members.

These institutions provide lower cost loans for borrowers

and higher yields for investors.

The default rate on their loans is among the

lowest of all lenders.
This Association supported the recent proposal, now law, to permit Federallychartered credit unions to offer 30-year mortgage loans.

As credit unions grow,

and as their investment powers increase, the need for a central liquidity institution, now available to all other financial institutions, will grow.
As credit unions become a more important segment of our financial system,
however, we do suggest a review of their total lending and investing powers and the
regulating framework as compared to the other financial institutions with whom
they compete.
NOW ACCOUNTS
The law prohibiting the payment of interest on demand deposits has not been
with us since the beginning of time, but was part of the reform legislation of the
1930's designed to prevent future banking abuse of the sort which contributed to
some 4,000 bank failures in four years.
years.

Well, times have changed over the last 40

The economic and regulatory framework of today is far different than that

of the 1930's.
NOW accounts have worked well in the New England States, during this experimental period, and we support their development. nationwide for all classes of
Federal financial institutions.
REGULATION

q

Four of these bills relate to some extension of Regulation Q, with or without
a mandated statutory differential.
Mr. Chairman, this Association strongly supports the extension of Regulation Q
with the differential.

The ceilings now set on savings interest rates by the

Federal regulatory agencies help to protect the housing market by keeping interest
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rates paid on deposits within the range savings and loan institutions can afford to
pay.

We feel that the differential which allows thrifts to pay a slightly higher

rate than commercial banks to offset their more limited investment powers and
attract deposits to be used for mortgage loans, is critical to the housing industry.
Even with a limited increase in higher yielding investment powers for savings
and loan associations, time will be needed to assess the impact and utilization
of
these new powers.

As this Association testified before this Subcommittee in 1975,

we therefore support the recommendation for a 51
/
2 year extension of Regulation Q
containing a provision for the differential, with a report by the regulatory
agencies to Congress 6 months prior to expiration on the probable effects
of its
expiration and any legislative recommendations.
INVESTMENT POWERS OF SAVINGS AND LOAN ASSOCIATIONS
Two bills, S.1667 and S.1668, introduced at the request of two savings and
loan leagues, contain revisions of Section 5(c) of the Home Owners Loan
Act which
governs the investment powers of Federally-chartered savings and
loan associations.
As I am a Realtor® and not an S&L executive or attorney, I will not
attempt
to match their expertise concerning the fine points and technicalit
ies in these
proposed revisions.
Association.

Let me, however, state simply the goals and concerns of this

This Association appreciates that the savings and loan industry,

the primary source of mortgage financing for the homebuyer, is currently
vulnerable
to wide swings in availability of funds because of its basic restriction
to longterm home lending and short-term sources of funds.
We therefore, support measures to give thrift institutions new powers
to
attract deposits and to invest in higher yielding assets.

However, we strongly

oppose attempts to reduce their specialization in housing.
What we would propose, simply, is to amend Section 5(c) to provide
for only
two broad categories of permissible lending and investment; one
with 80 percent
of assets, and the other with 20 percent of assets.

548
The 80 percent category would contain basically such items as liquidity
requirements, 1-4 family mortgages, construction loans tied to permanent financing by that institution, government-related loans and securities (such as FHA,
FNMA and FHLMC) and similar investments.
would be for single-family housing.

In essence, this 80 percent category

We strongly support the concept of alter-

native mortgage instruments as options for the individual fixed-rate, fixed-term,
fixed-payment fully amortized loan.

We feel that both borrower and lender will

benefit by having a wide variety of mortgage instruments from which to choose the
combination which best satisfies each particular circumstance.
The 20 percent category would cover all other loans, including higher yielding
consumer loans, multi-family mortgage loans, education loans, and construction
loans not tied to permanent financing.

As we testified before this Subcommittee

two years ago, however, we would recommend a limit on the amount of consumer
loans until S&Ls gained more expertise in this type of loan.

We are pleased that

both S.1667 and S.1668 contain provisions for such limits.
Such a division would both insure a minimum amount of investment in housing
and higher yielding investment powers to savings and loan associations.
OTHER PROVISIONS IN THE PROPOSED LEGISLATION
We also support the provision in S.1666 for full insurance of public funds,
IRA and Keogh accounts, as well as a proposal for Federal Stock S&Ls, but only on
a de novo basis to begin.
We support these measures as incentives for attracting more deposits in
general, and more long-term deposits in particular, for all classes of financial
institutions.

We feel that depository increases, particularly if not subject to

the usual bouts of disintermediation, can only aid housing.
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In addition, a stock form of ownership provides equity capital as well
as the traditional debt capital (deposits) which is subject to disintermediation.
While we have no comment on the technical provisions referring to service
corporations, we do wish to take this opportunity to again voice our support for
continuing to prohibit service corporations from participating in third-party
real estate brokerage, leasing management, and other real estate services not
directly related to their primary function. ,Protection of the traditional roles
in financial transactions dictates that a clear and unmistakable line be drawn
between the lender of money and the user of money.
SUMMARY
Specialized thrift institutions emphasizing mortgage lending have been the
means of financing housing for millions of Americans.

While we recognize and

support the necessity of strengthening these institutions to better weather periods
of economic fluctuations, we hope to preserve their traditional identity as mortgage
lenders.
We look forward to continuing to work with you and your staff to devise
solutions which will both strengthen those institutions and assure an adequate supply of mortgage funds.
We appreciate this opportunity to share our views with you.
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Senator MCINTYRE. Thank you, Mr. Hanrahan.
Mr. Brotman, S. 1669 implies that the Mortgage Corporation has
somehow prevented authorized sellers from subcontracting servicing
to mortgage bankers. The Mortgage Corporation denies that charge.
Can you demonstrate that the Mortgage Corporation has in face
denied any seller from subcontracting service?
Mr. BROTMAN. Well, I can give some experience my own company
has had. Initially when they started the program,FHLMC permitted
the savings and loans to arrange with mortgage bankers to service the
loans. That had one go-around and then the new rules come out where
they said that we could not service for them because the S. & L. had
to maintain the responsibility of the servicing whether they used an
agent or not and it killed the program. Thereafter we have been unable to get anywhere with FHLMC on a servicing agreement, under
any circumstances.
We still are servicing some—my own company is—on the very first
go-around, but after that we have been unable to do it. I don't know
of any instance where since that first time we have been able to service FHLMC loans.
Senator MCINTYRE. The legislative history of the servicing amendment of 1974 clearly prohibits either direct or indirect sales to the
Federal Home Loan Mortgage Corporation by mortgage bankers.
While the mortgage bankers claim that they wish only to service and
not to sell, isn't it true that they can only rarely service mortgages
which they have not previously sold? In other words, the ability to
retain servicing of a specific mortgage is usually a part of the sales
arrangement. Is the mortgage banker asking for servicing when he
knows he cannot get the servicing without the sale?
Mr. BROTMAN. Oh, we are definitely asking for servicing. That
doesn't mean we are giving up the hope of some day maybe being able
to sell to them. But currently our only objective is to follow the legislative intent which we thought was almost a mandate to FHLMC
to allow us to service. We are definitely, in answering your question,
buying loans that we don't originate and are retaining servicing on
those. We are servicing many loans today that we have not originated.
We buy from other originators who don't have the capability of liquidity or whatever it might be, and then sell to others and retain
servicing ourselves. In fact, I can say to you our greatest productivity
this past 2 or 3 years has been buying more than we originate.
Senator MCINTYRE. FNMA reports that 87 percent of the purchases
during the first quarter of 1977 came from mortgage bankers. If mortgage bankers are providing 87 percent of the business of a $36 billion
association, why would they seek to penetrate the much smaller Mortgage Corporation?
Mr. BROTMAN. Well, I think a competitive market for every available source of money is the best thing for the home buyer and I
frankly object strenuously to the fact that even though FNMA—we
are its biggest and best customer—is open to commercial banks, to
savings and loans, and to any other lender, FHLMC is in effect a
captive audience of the savings and loan industry.I think that's wrong
and bad for the secondary market and ultimately creates greater costs
for the home buyer.
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Senator MCINTYRE. The Mortgage Corporation is now authorized
to deal directly only with federally insured institutions, S.& L.'s, commercial banks and credit unions. Those which have regularly sold to
the Mortgage Corporation—S. & L.'s and commercial banks—are both
federally regulated and supervised. The Mortgage Corporation does
not have to duplicate the regulatory supervisory machinery presently
used by the Home Loan Bank Board,the Comptroller of the Currency
or FDIC to ascertain it is dealing with a reliable customer. If the
Mortgage Corporation were required to deal with noninsured,. nonregulated, nonsupervised institutions, it would have to drastically
alter its present structure and purpose, its budget and its personnel
role would be drastically increased, and we suspect its efficiency would
be reduced.
Under these circumstances is it appropriate to require that the Mortgage Corporation deal with mortgage bankers?
Mr. BROTMAN. Well, Senator, I guess that's why I'm here today testifying on behalf of the mortgage bankers. I headed up as chairman,
an ad hoc committee of the mortgage bankers to meet with FHLMC
personnel. We did hold several meetings with Victor Indiek and his
top staff. We compiled this book which shows how we are supervised.
I challenge the fact that we, as mortgage bankers, on our mortgage
portfolio, are not more strenuously supervised than any supervised
lender in the country on its mortgage portfolio. When we are seller—
servicer of FNMA—when we are HUD-approved, when we have
RESPA, single audit and many other things, we are in effect supervised much more strenuously than any other mortgage lender. When
we produced this to Victor Indiek and his people, they recommended
to the FHLMC advisory committee that the mortgage banker—a
HUD-approved mortgage and a FNMA seller-service—was supervised
and should be allowed to service for FHLMC. The advisory committee, in spite of that recommendation, turned us down. And here is the
compilation of regulations. This is the evidence we produced about
supervision.
Senator MCINTYRE. And they said no?
Mr. BROTMAN. They said no. FHLMC staff said yes, but when they
went to the'FHLMC advisory committee,it was no.
Senator MCINTYRE. Mr. Ferland, what possible justifica
is there
for supporting NOW acounts only where authorized by tion
State law?
Both the Treasury and the Fed argue strongly that such an approac
h
would have an adverse impact on the payment systems nationwi
de.
Mr. FERLAND. Mr. Chairman, coming from New England, as I do,
from the State of Rhode Island, I think we have a feeling that the
states can regulate better than the Treasury or Fed Reserve can and
adjust to the situation as it pertains to the individual States. A NOW
account may work in Rhode Island. It may not work in Montana or
may not work in Texas. We think we can adjust it much better at that
point. The impact of what it will mean to the Federal banking system, why the Federal Reserve is for it, I couldn't answer that.
Senator MCINTYRE. Mr. Ferland, you suggest that somehow the administration is sanctioning an inflationary spiral in the cost of mortgage credit by allowing the payment of interest on NOW accounts. Yet
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Dr. Burns and Dr. Mann suggested that NOW accounts would have
a positive impact on housing finance in the sense that transaction
accounts are subject to less disintermediation generally than are passbook accounts. Dr. Mann argues further in order to continue to serve
the Nation's housing needs competitive ability of the S. & L.'s must
be maintained and improved NOW accounts, he argues, would permit
associations to compete effectively for the consumers with commercial
banks, credit unions and savings banks. What is your opinion on this,
particularly in light of the fact that we received testimony yesterday
indicating that NOW accounts had absolutely no adverse impact on
housing finance in New England.
Mr.FERLAND. Mr.Sumichrast will answer that.
Mr. SUMICHRAST. I'm Mike Sumichrast, Senator. I think conceptually our position has been that the S. & L.'s, as they have been structured over the years, perform a very vital and very good function in
providing financing for Americans, the single family new homes
market, as well as in the existing home market. We have been always
in favor of specialized institutions.
We go overseas and we tell people that the only way you can have
a housing market is to have a good, solid financial institution in the
form of S. & L.'s, as we have in this country. I think the history has
proven that. What we are afraid of is a change from a system which
works, albeit it has a lot of problems. It is a change of the sort which
will not be beneficial to the home buyers.
Our concern is higher interest rates. We have seen a kind of movement into the payment of interest on NOW accounts which will
eventually end up in high-mortgage rates. We are pretty much convinced this will happen. It is an escalation of prices and we will
eventually end up in 9, 10 or 11 percent mortgage rates. I think if
you improve the lending institutions, the way we have suggested it,
and pretty much the same way as the S. & L.'s have outlined it, I
think we will be more competitive for the family oriented business.
I think you have done a good deal. If you want to make the industry relatively competitive, you should change the 40 percent to a
half-percent rate and make it more competitive, rather than less competitive. This is essentially the fear which we have, that it will not be
beneficial to the consumers, people who buy homes.
Senator MCINTYRE. What luck are you having in selling homes to
people who can afford a $35,000 home today? Are you having any luck
in selling $35,000 construction?
Mr. FERLAND. Senator,let me
Senator MCINTYRE. Where is your home?
Mr. FERLAND. Pawtucket, R. I. Senator, as a classic example of the
high-interest rate that negates the possibility of people buying homes,
we had a young couple look at a $38,000 home we were selling in one of
the subdivisions. They were willing to put down $8,000 and assume a
$30,000 mortage. However,they could not afford the interest rate that
they would have had to pay—they have an income of $11,400 working
for a State agency within the State of Rhode Island, but his wife is unemployed so they could not qualify to meet the payments on that home.
Senator MCINTYRE. What did you say his income was?
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Mr. FERLAND.$11,400,just starting out. Apparently his parents were
putting up the downpayment, $8,000 on a $38,000 home. He couldn't
qualify because of not only the interest and principal, but the taxes
that have to go into the monthly payment.
We feel, again, the only way we are going to be able to sell homes
to these low- and moderate-income people in the future is either by
subsidization of the interest rates or for the banks to reduce the interest. When the Brooke-Cranston money came out a few years ago, the
7-percent money, that was the only spurt we have had in the last 41/2
to 5 years in our area in construction. That money didn't last very
long.
Senator MCINTYRE. You state also that under S. 1666 and S. 1667
thrift institutions will invest a somewhat lower percentage of their
assets in residential mortgages, leaving a decrease in the total flow of
funds into the residential sector.
On what analysis do you base this conclusion?
Mr. FERLAND.I think it is just a feeling we have. If they are allowed
that power, which historically they have not had,they will move into
areas they are not familiar with and our judgment is that they will
invest less in housing.
Senator MCINTYRE. In light of your testimony, do you support any
liberalization of lending and investment of S. & L.'s under 5(c)?
Mr. FERLAND. Yes; we do.
Senator MCINTYRE. Oh you do? You support that?
Mr. SUMICHRAST. Senator, the whole problem is very complex for
us and a very important one because we associate one basis point increase in short-term rates with the decline of production of 1,000
units. So housing is a very credit sensitive thing. People do not buy
as a rule ,for cash, they borrow money. And you need money for financing and you need money for ultimate borrowing. So we are very much
concerned about the possibility of an increase in the overall mortgage
rate.
We are also concerned about what I have seen overseas in other
countries, where the small savings institutions become a part of the
large commercial banking system. That is the building industry is an
industry that is very largely diversified, a lot of small firms. The construction industry has 1 million firms. Half of these don't have any
employees. A typical builder builds about 15 units.
Mr. Chairman, this is a eyeball to eyeball business with S. & L.'s.
This is a situation where you know your builder, you know his houses,
you know who you lend your money to in construction, and you know
your consumers.
Now if you change that system, which I think essentially the Hunt
Commission recommended, and I would submit that the consumer
will not have that kind of means to buy homes. We are fortunate I
don't think there is anywhere in the world a real estate market as
viable, and developed to such an extent as we have in the United
States. We sold 41/2 million units this year, people do buy homes, and
we need specialized institutions and we need these in their locality.
I am afraid, and our fear is simply this, that you are giving an
opportunity to a small savings and loan to become part of something
that we are not certain will benefit us or the consumers. We don't want
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them S.& L.'s to become commercial banks, or have any part of it. We
don't want to get extended into other kinds of activities.
I think they essentially should stay in the mortgage business. That
is the major reason for our remarks.
Senator MCINTYRE. Your thinking is the reverse of a lot of my
thinking. You think you are going to keep them there as a specialized
institution. I may not be able to turn it around, but the marketplace
is going to, or else you are not going to have any S. & L.'s. They can't
compete today just as a homebuilding outfit. We saw them go to hell
in disintermediation. They didn't come to you, they came to us.
Mr. SIIMICHRAST. But, Senator, we opposed the C.D.s wild card 5
years ago. It has changed the assets of S. & L.'s, they have 5 percent
of their assets in certificates. I don't think that helped,it just escalated
mortgage rates.
Senator MCINTYRE. Gentlemen, the AFL-CIO this morning testified it would not support any extension of regulation Q for more than
2 years because it would deter efforts to find more fundamental solutions to; the problem of excessive fluctuations in the residential mortgage market.
How do you respond to the AFL-CIO's position, Mr. Hanrahan?
Mr. HANRAHAN. Mr. Chairman, it has been our position that 21/2
years is hardly an adequate timeframe in which the new expanded
powers of the S.& L.'s can really be tested; anything shorter than 21/2
years of course we feel makes regulation Q hostage to some other type
of legislation.
We feel that 51/2 years is not an unconscionable period of time in
which to allow the S. & L.'s to acquire and demonstrate their expertise
in these widened and expanded powers.
Senator MCINTYRE. Mr. Ferland ?
Mr. FERLAND. I feel very strongly, because of the long-term CD's
that the S. & L.'s have, they will need the 51/2 years to maintain that
differential.
Senator MCINTYRE. Mr. Brotman ?
Mr. BROTMAN.I can't speak for the MBA officially, because we have
not really taken a position as a trade association on that. But personally I feel that 51/2 years may be too long. I don't know why 2 or 2/
1
2
years would not give you the opportunity to look at it again, because
if all of these widened powers are given to the S.& L.'s—and I am not
against them—I think there still has to be some control. They must
remain to a great degree in the mortgage lending field.
I believe the spread of regulation Q is there for that purpose, and
if they don't stay in the mortgage market, then they are not entitled
to it. That is my personal view, Senator.
Senator MCINTYRE. Well, gentlemen, I think you very much for
your appearance here today, and your help on the difficult questions
we have to tackle.
I call as our final panel for today Mr. James C.
chairman,
Credit Union National Association, accompanied Williams,.
by Mr. R. Hellie,
chairman, Governmental Affairs Committee, CUNA, and Frank
Wielga, president, National Association of Federal Credit
Unions,
accompanied by John Hutchinson, chairman, legislative committee,
and James Barr, executive vice president, NAFCU.

555
Gentlemen, I thank you for your patience. We had a big schedule
today, the only way we could cover all the areas of this legislation was
to go 4 days, and we probably could have used 5 days. Anä that has
caused this long session. So will you proceed, Mr. Wielga, with your
statement?
STATEMENT OF FRANK WIELGA, PRESIDENT, NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS, ACCOMPANIED BY JOHN
HUTCHINSON, CHAIRMAN, LEGISLATIVE COMMITTEE, AND
JAMES BARR, EXECUTIVE VICE PRESIDENT, NAFCU
Mr. WIELGA. Thank you, Mr. Chairman, and members of the
subcommittee.
[The summary statement read by Mr. Wielga follows, followed by
his complete staatement.]
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Summary Statement of Frank Wielga
President, National Association of Federal Credit Unions
Before the Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
United States Senate
June 22, 1977

Mr. Chairman, members of the subcommittee, I am Frank
Wielga, president of the National Association of Federal
Credit Unions and manager of Philadelphia Telco Federal Credit
Union (a credit union serving employees of the Bell Telephone
Company in the Philadelphia area and having $39,000,000 in
assets).

Appearing with me today are John Hutchinson, chairman

of our association's legislative committee (and manager of
Hamilton Standard Federal Credit Union in Windsor Locks, CT,
having $27,000,000 in assets), and James C. Barr, executive
vice president of the National Association of Federal Credit
Unions.
In addition, our association's general counsel, Fred
Haden, and its director of legislation and public affairs,
Dick McConnell, are also present to assist in answeripg any
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questions members of the subcommittee may pose.
Mr. Chairman, you have invited us to testify today on
five separate pieces of legislation.
is complex.

All of this legislation

All of it is substantial.

All of it, even the

most conservative, suggests major changes in the structure
of the nation's financial institutions.

In the lengthy written

statement submitted to you for the record, the members and
the leadership of the National Association of Federal Credit
Unions have made clear their opinions on specific elements
of this legislation.

So, with your permission, we would first

like to address ourselves to a brief summary of principles.
These are principles drawn from long-standing policies of
our association, and they are principles that are addressed--and
implemented--in several of the proposals now on the subcommittee's agenda.
What are our legislative priorities?
Ten years ago, when the National Association cf Federal
Credit Unions was organized, its members sought creation of
an independent regulatory agency; they sought creation of
a share insurance fund; and they sought the creation of a
central liquidity facility.
Many would say that the last ten years have been successful
ones for those visionaries who organized NAFCU.

And so far,

1977 has been a very good year for Federal credit unions,
thanks, in large measure, to the work of this subcommittee.
But much remains to be done.

The items you have made available
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for comment today are all in our association's legislative
agenda, so let us briefly discuss them.

We believe the creation

of a central liquidity facility, as outlined in S. 1665, is
essential to the continued viability of Federal credit unions.
Credit unions need such a facility to meet temporary liquidity
needs arising from local economic dislocations and seasonal
fluctuations in economic activity.

Such a facility, under

the direction of the National Credit Union Board, would give
credit unions the flexibility they need to continue their
tradition of service to those consumers who belong to credit
unions, who own credit unions, and who operate credit unions.
As a corollary to the creation of this facility, our
association wishes to support the restructuring of the National
Credit Union Administration.

We believe that three steps

are essential to this restructuring:
1)

Replacement of the single administrator by a threeperson board.

2)

Appointment of the members of such a board for a
specified term of office, adequate to initiate and
complete programs benefitting the nation's consumers.

3)

Creation of additional senior-level positions in
the career staff of the National Credit Union Board.

Mr. Chairman, members of the subcommittee, all of these
are adequately addressed in S. 1665, and we unequivocally
support the provisions of that bill.
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The ten years just passed have brought with them not
only realization of many of our association's original goals,
but the development of new priorities.

Chief among these

is the ability of Federal credit unions to offer to their
consumer members some form of third-party payment instrument.
Credit union pioneers, with the support and encouragement
of the National Credit Union Administration, developed the
share draft concept as a way to give consumers remote access
to credit union share accounts.
nomenally successful.

This concept has been phe-

Credit unions all over the United

States have developed highly successful share draft programs
and have enjoyed universal enthusiasm for these programs among
credit union members.
Consequently, the members of the National Association
of Federal Credit Unions want to give their unequivocal support
to the concept of offering a third-party payment instrument
to credit union members.

But we want also to make it clear

that we do not believe consumers will be well served if share
drafts, or NOW accounts, or any similar transaction accounts
are offered in such a way that consumers will be punished
for using them, punished by suffering reduced return on their
savings, for example.
The members of the National Association of Federal Credit
Unions cannot accept the idea that consumers should suffer
to enjoy a benefit.

If credit unions want to continue--and
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if credit unions are able to continue--the payment of a higher
yield on savings than other institutions can afford, and still
offer share draft, or NOW, or other transaction-type accounts,
they should be allowed to do so.
We conclude by emphasizing that we are not asking for
increased powers.

We are asking instead for increased res-

ponsibility and for the opportunity to offer increased service.
We believe that all of the legislation under discussion in
these hearings is progressive legislation.

But, there are

degrees of progress as well as of everything else.

That is

why we are exhorting this subcommittee not to let the opportunity for substantial financial institution reform go by.
That is why we take exception to some of the halfway measures
proposed in some of these bills.

That is why we pledge ourselves

to continued support for the truly progressive legislation
contained in S. 1665 and to the progressive elements of the
other bills before us today.
We thank you for this opportunity to present our views
today, and we will be pleased to answer whatever questions
you may have for us.
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Statement of Frank Wielga
President, National Association of Federal Credit Unions
Before the Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
United States Senate
June 22, 1977

Mr. Chairman, members of the subcommittee, I am Frank
Wielga, president of the National Association of Federal
Credit Unions and manager of Philadelphia Telco Federal Credit
Union (a credit union serving employees of the Bell Telephone
Company in the Philadelphia area and having $39,000,000 in
assets).

Appearing with me today are John Hutchinson, chairman

of our association's legislative committee (and manager of
Hamilton Standard Federal Credit Union in Windsor Locks, CT,
having $27,000,000 in assets), and James C. Barr, executive
vice president of the National Association of Federal Credit
Unions.
In addition, our association's general counsel, Fred
Haden, and its director of legislation and public affairs,
Dick McConnell, are also present to assist in answering any

1
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questions members of the subcommittee may pose.
Mr. Chairman, you have invited us to testify today on
five separate pieces of legislation.
is complex.

All of this legislation

All of it is substantial.

All of it, even the

most conservative, suggests major changes in the structure
of the nation's financial institutions.

In the lengthy written

statement submitted to you for the record, the members and
the leadership of the National Association of Federal Credit
Unions have made clear their opinions on specific elements
of this legislation.

So, with your permission, we would first

like to address ourselves to a brief summary of principles.
These are principles drawn from long-standing policies of
our association, and they are principles that are addressed--and
implemented--in several of the proposals now on the subcommittee's agenda.
What are our legislative priorities?
Ten years ago, when the National Association of Federal
Credit Unions was organized, its members sought creation of
an independent regulatory agency; they sought creation of
a share insurance fund; and they sought the creation of a
central liquidity facility.
Many would say that the last ten years have been successful
ones for those visionaries who organized NAFCU.

And so far,

1977 has been a very good year for Federal credit unions,
thanks, in large measure, to the work of this subcommittee.
But much remains to be done.

The items you have made available
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for comment today are all in our association's legislative
agenda, so let us briefly discuss them.

We believe the creation

of a central liquidity facility, as outlined in S. 1665, is
essential to the continued viability of Federal credit unions.
Credit unions need such a facility to meet temporary liquidity
needs arising from local economic dislocations and seasonal
fluctuations in economic activity.

Such a facility, under

the direction of the National Credit Union Board, would give
credit unions the flexibility they need to continue their
credit
tradition of service to those consumers who belong to
unions, who own credit unions, and who operate credit unions.
As a corollary to the creation of this facility, our
association wishes to support the restructuring of the National
Credit Union Administration.

We believe that three steps

are essential to this restructuring:
1)

Replacement of the single administrator by a threeperson board.

2)

Appointment of the members of such a board for a
specified term of office, adequate to initiate and
complete programs benefitting the nation's consumers.

3)

Creation of additional senior-level positions in
the career staff of the National Credit Union Board.

Mr. Chairman, members of the subcommittee, all of these
are adequately addressed in S. 1665, and we unequivocally
support the provisions of that bill.

564
4

The ten years just passed have brought with them not
only realization of many of our association's original goals,
but the development of new priorities.

Chief among these

is the ability of Federal credit unions to offer to their
consumer members some form of third-party payment instrument.
Credit union pioneers, with the support and encouragement
of the National Credit Union Administration, developed the
share draft concept as a way to give consumers remote access
to credit union share accounts.
nomenally successful.

This concept has been phe-

Credit unions all over the United

States have developed highly successful share draft programs
and have enjoyed universal enthusiasm for these programs among
credit union members.
Consequently, the members of the National Association
of Federal Credit Unions want to give their unequivocal support
to the concept of offering a third-party payment instrument
to credit union members.

But we want also to make it clear

that we do not believe consumers will be well served if share
drafts, or NOW accounts, or any similar transaction accounts
are offered in such a way that consumers will be punished
for using them, punished by suffering reduced return on their
savings, for example.
The members of the National Association of Federal Credit
Unions cannot accept the idea that consumers should suffer
to enjoy a benefit.

If credit unions want to continue--and
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if credit unions are able to continue--the payment of a higher
yield on savings than other institutions can afford, and still
offer share draft, or NOW, or other transaction-type accounts,
they should be allowed to do so.
We conclude by emphasizing that we are not asking for
increased powers.

We are asking instead for increased res-

ponsibility and for the opportunity to offer increased service.
We believe that all of the legislation under discussion in
these hearings is progressive legislation.

But, there are

degrees of progress as well as of everything else.

That is

why we are exhorting this subcommittee not to let the opportunity for substantial financial institution reform go by.
That is why we take exception to some of the halfway measures
proposed in some of these bills.

That is why we pledge ourselves

to continued support for the truly progressive legislation
conLained in S. 1665 and to the progressive elements of the
other bills before us today.
How do these statements of principle and policy apply
to the legislation being proposed?

If we may take the several

items before us out of numerical sequence, let us comment
first on S. 1665, the Financial Institutions Amendments of
1977.
Overall, this legislation--in large measure contained
in the Financial Institutions Act of 1975, which originated
in this subcommittee and was steered to successful Senate
passage in December of that year--is drawn from S. 225, the
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Credit Union Modernization Act of 1977.

Much of that legis-

lation was, as you know, signed into law April 19, 1977.
The provisions of S. 1665 are a desirable, in fact, a necessary
corollary to the legislation contained in H.R. 3365.
Traditionally, our association has refrained from commenting on legislation not specifically affecting Federal
credit unions.

Consequently, we will not remark on the contents

of Title I of FIA 1977.

Turning then to Title II, dealing

with Federal credit unions, we want to go on record as endorsing the provisions of this legislation.

Many of the

changes contained in Title II are long overdue modernizations
of the Federal Credit Union Act that are not controversial,
that do not grant new powers, but do make the operation of
Federal credit unions more efficient.
On the other hand, of course, there are elements of the
legislation that introduce some substantial changes in the
credit union environment.

We support, for example, the pro-

posal in Section 203 that would allow the National Credit
Union Board to make exceptions to the 1 percent per month
interest rate ceiling in special cases.

We support widened

investment powers for credit unions, as well as the proposals
for management simplification contained in Sections 111, 112,
113, and 114.
Turning to the restructuring of the National Credit Union
Administration, we would like to point out that we have testified several times in the past before both houses of Congress

(
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in support of reorganization of the National Credit Union
Administration, and we want to reiterate our support today.
Our association has long believed that the NCUA has grown
in responsibility and in operational scope to the point where
it needs the ability to attract additional staff members at
adequate levels of compensation.

The complexity of the credit

union environment demands creation of a board similar to the
Federal Deposit Insurance Corporation and the Federal Home
Loan Bank Board.

In addition, members of that board deserve--and

the credit union community needs--set terms of office, making
clear the expected span of a Board member's career.
In addition to supporting the restructuring of NCUA,
we want to give similar support to the creation of a central
liquidity fund within the National Credit Union Administration.
We believe that placing such a fund inside the NCUA creates
even greater urgency for that agency's restructuring.

But

we also want to make it clear that credit unions need a central
liquidity fund, and that the National Association of Federal
Credit Unions supports creation of a central liquidity fund,
even if the reorganization of NCUA does not take place.
This fund is designed to meet the liquidity requirements
of individual credit unions.

Aside from funding for the

initial organization and operating expenses of the fund, the
facility would be self-financing, since member credit unions
would subscribe to facility stock.

The CLF would be empowered

to make advances to credit unions, and could issue obligations
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fully guaranteed by the United States government in an amount
up to twenty times the surplus and paid-in capital.

In addition,

the fund would have a $450,000,000 draw on the Treasury in
the event that there are insufficient funds in the liquidity
fund to meet its obligations.
Why do credit unions need a Central Liquidity Facility?
It may sound simplistic, or even condescending, but frankly,
the credit unions need the guarantee of liquidity to enable
them to continue functioning and to maintain member confidence
during tight money periods.

These tight money periods, inci-

dentally, need not be on a national scale.
local.

They may be strictly

For example, the unemployment situation three years

ago in the automobile industry turned many credit union members
from habitual and regular saving to frequent withdrawals.
There was no question of their credit unions being "in trouble;"
there was no question of the credit union industry as a whole
being threatened by massive withdrawals.

But there was a

question of whether or not the credit unions affected could
sustain a prolonged asset drain without having recourse to
some outside liquidity source.
The CLF would provide that source for credit unions all
across the country.

It would have access to funds no individual

credit union could get.

It would have the means of sharing

those funds with credit unions that needed them.

It would

have the means to equalize the deposits and withdrawals of
credit unions across the nation through credit union inter-
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lending, by providing the vehicle for credit unions with
excess funds to meet the needs of credit unions temporarily
short of funds.
It is important to emphasize, I think, that the CLF is
not some sort of slush fund designed to bail out mismanaged
credit unions.

It is instead a credit union-funded agency

that will modernize the fiscal operations of member credit
unions, while enabling them to provide a steady flow of services
to their members despite short-term economic dislocations.
It is no more a bail-out for credit unions than the Federal
Reserve discount window is a bail-out for banks.
It is equally important to emphasize that the provision
giving the CLF power to draw up to $450 million from the
Treasury does not give the Facility the right to use taxpayers'
money to shore up special-interest financial institutions.
It is expected that the CLF drawing power--like the similar
drawing power allowed the Federal Deposit Insurance Corporation--will simply reemphasize the government's commitment
to the safety of credit unions as financial institutions.
There is one point that we would like to make, however,
regarding the initial funding of the liquidity fund.

In

earlier variations of this legislation, funding for the liquidity
facility was provided through a loan from the Treasury.
Section 305 of the Financial Institutions Amendments of 1977
proposes instead that the funding be provided with a loan
of up to $500,000 from the National Credit Union Share Insurance
Fund.

92-747 0 - 77 - 37
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This strikes us as an undesirable alternative to Treasury
financing.

Membership in the liquidity fund is to be voluntary.

Why then should those credit unions using the Federal Share
Insurance Program--and consequently contributing to it--be
compelled to finance a facility they may never use?
Some have suggested that the Treasury should not bear
the burden of financing this new project.

But we would like

to point out that the Treasury can be drawn against if there
are shortages in the Insurance Fund.

That is to say, if the

Insurance Fund proves inadequate in any way, the Treasury
is obligated to provide assistance.

It seems then that sug-

gesting that the CLF be initially financed by the Share Insurance
Fund is unfair to those credit unions paying into the Share
Insurance Fund and a bit of a smokescreen to hide the Treasury's
potential involvement to those who object to such involvement.
Finally, Mr. Chairman, the other legislation before us
today creates a special urgency for the central liquidity
facility.

Before we comment on the specific provisions of

these various legislative proposals, we would like to point
out that all proposals assume the existence of some form of
a central facility where reserves against transaction type
accounts can be placed.

It is our opinion that the central

liquidity facility is the ideal place for these reserves.
The changes in the consumer financial marketplace that
have taken place over the past few years, especially the NOW
accounts introduced by mutual savings banks, and the share

•
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drafts pioneered by federally chartered credit unions, have
led to proposals to allow credit unions, mutual savings banks,
and savings and loan associations to offer transaction-type
accounts.
The National Association of Federal Credit Unions
wishes to make it clear that the association and its members
firmly believe that share drafts are legal instruments for
credit unions.

As such, legislation permitting their use

is somewhat redundant.

On the other hand, there are some

who do not concur with our opinion of share drafts' legality.
In addition, the share draft program as it now exists could
be strengthened if there is a clear legislative mandate for
these instruments.

For both of these reasons NAFCU wishes

to speak its support for S. 1664, which would make it clearly
legal for credit unions to maintain share draft accounts or
NOW accounts and which alters the Federal Reserve Act's definition
of depository institution to clearly include credit unions.
Certainly the introduction of this legislation and the
support for it from spokesmen for commercial banks and the
savings and loans is a step in the right direction.

Yet there

are some details that we must question.
For example, Section 101 (d)(3) proposes that a credit
union share draft account holder give notice of an intended
withdrawal not less than thirty days before the withdrawal
is made.

We understand that this position is included to

render the identity of a share draft account as a savings,
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rather than demand, account.
artificial.

Yet, this time limit is highly

It is seldom, if ever, invoked in any financial

institution; and if it were invoked against a share draft
account or a NOW account, it would render that account useless.
As representatives of the credit union community, we
must also take exception to the provisions of this legislation
that would establish a uniform rate ceiling for all depository
institutions at a rate lower than the rate prescribed for
savings deposits at member banks.

We would like to point

out that credit union members would suffer an almost certain
reduction in the interest rate they can enjoy on share draft
accounts if this were put into effect.

And frankly, we do

not see the equity in reducing the rate payable to credit
union members while the same legislation "grandfathers" the
return to those using NOW accounts in New England.
Perhaps it would be wise at this point to expand on a
comment made in the opening pages of this testimony.

Earlier,

we said that reducing the rate of return on accounts to credit
union members is not a fair price to pay for the privilege
of transaction accounts.

What happens to existing funds in

a credit union if rates are reduced by law or regulation?
There are no stockholders to reward.

Directors are barred

from receiving remuneration for their services.
ceilings are not a tradition in credit unions.

Gold-leafed
In short,

the money belongs to the consumer and it should be returned
to the consumer.
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In addition, we must reiterate that the National Association of Federal Credit Unions believes credit unions have
the power now to use share drafts.

And with that belief as

the backdrop, this legislation does not grant us a new power.
Instead, it charges us a price that we find unacceptable,
that is harmful to the financial interest of consumers, to
continue a program already operating nationwide.
With these caveats, we endorse the technical provisions
of this Act regarding the establishment of reserves, payment
of interest on reserves, and those provisions that amend
elements of the Federal Credit Union Act to conform to this
legislation.
In summary, we believe that this legislation, if passed
substantially as drafted, reemphasizes the need for creation
of a central liquidity fund; and we would ask that the Administration assist us in the creation of that fund.
We note also that S. 1664 provides a so-called "grandfather"
provision for the payment of interest on negotiable order
of withdrawal accounts now in existence.

Yet it provides

no such similar protection to credit union share draft programs.
At the present time, these programs are in a state of
limbo.

Some six hundred programs are operating.

No new

programs can be authorized under an agreement reached among
litigants with the court hearing the share draft case.

What

happens to existing share draft programs if the case is decided
against credit unions?

Would we then have to wait for a year
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to go by to resume these programs?
We would like to recommend that it be made clear that,
at the very least, all existing share draft programs in Federal
credit unions be allowed to continue in operation by specific
language in the bill, with other Federal credit unions being
authorized to begin share draft or NOW account programs as
the bill provides.
Our concerns about the legislation introduced at the
request of the Carter Administration can only be reinforced
by the letter Secretary Blumenthal sent along with the Treasury's
proposals.

Mr. Blumenthal's letter makes it very clear that

institutions offering NOW accounts in New England would receive
special treatment under the legislation, apparently on the
grounds that those are already in operation and should not
be disturbed.

But there is no such concern in his letter

for credit union share draft programs operating over the last
three years all across the United States.
Turning to the remainder of the legislative proposals
before us, we have grave reservations about some of the elements
of S. 1666, 1667, and 1668.
In the first place, S. 1666 makes no provision for thirdparty payment powers in credit unions and thrift institutions.
In the context of the other legislation being discussed today,
this is a very significant omission.

This legislation also

extends for a period of ten years deposit interest rate controls.
This, too, seems significantly out of step with modern thinking
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about rate control on consumer accounts.

And we note with

interest that this legislation would apparently bring federally
chartered credit unions under the provisions of the Interest
Rate Control Act, depriving credit union members of the return
on their share accounts that they now receive.
strikes us as a step forward.

This hardly

Following our tradition as

an association of not commenting on legislative proposals
that do not directly affect Federal credit unions, we will
pass over the remainder of this act.
Before moving on to other legislation, however, we would
like to comment that the expansion of share insurance coverage
does not appear at this time to be a high-priority item for
the members of Federal credit unions.

We do, however, want

to make it clear that should insurance coverage on the savings
accounts of other financial institutions be raised from the
current level of $40,000 to $100,000 as this legislation
proposes, credit unions should be treated equitably with such
other financial institutions.
S. 1667 submitted for consideration at the request of
the National Savings and Loan League, appears to the National
Association of Federal Credit Unions to be a significantly
more progressive piece of legislation than S. 1666.

In the

first place, deposit interest rate controls would be extended
under the terms of this act for about half the ten years
suggested in S. 1666.

The remainder of this bill, dealing
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exclusively as it does with savings and loan associations,
we believe to be beyond the scope of our testimony.
The final legislative proposal on which you have requested
our remarks, Mr. Chairman, is S. 1668, submitted at the request
of the American Bankers Association.

The ABA proposal appears

to us to come to grips with many of the problems which this
association, the credit union community, financial institutions
at large, and the members of this subcommittee have been trying
to analyze.

Yet we are very much afraid that in coming to

grips with these issues,

the ABA is attempting to strangle

some of the other participants in this dialogue.
In many respects, of course, the elements of the American
Bankers Association bill are quite progressive.

In fact,

we note that they suggest credit unions have share draft
accounts at the very time they are suing credit unions in
Federal court to prevent them from having share draft accounts.
We believe that this is a commendable mark of progress.

By

the same token, the technical provisions of the ABA's bill
appear to us to be well thought out and acceptable.

For the

National Association of Federal Credit Unions, the real problem with the American Bankers Association's legislative
proposal comes in Section IV.

It is here that the ABA sug-

gests that all institutions offering any form of third-party
payment account be limited to paying the same interest rate,
not only on that account, but on all accounts offered by those
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institutions.

In our consumer-oriented economy, this hardly

seems equitable.
Credit unions seeking to introduce share draft accounts,
as well as mutual savings banks and savings and loan associations seeking to introduce NOW accounts, are doing so
because it provides a new benefit to the consumer.

It not

only provides a service benefit--by allowing the consumer
to perform one more financial function at his or her choice
of a financial institution--but it also provides an economic
benefit.

It does this by converting the demand deposit account

of a commercial bank--which pays no yield to the consumer--to
an interest-bearing account in a bank or another type of
financial institution.
Given the fact that these transaction accounts have been
developed for the benefit of the consumer, it strikes us as
rather absurd to allow the consumer to use them only at the
cost of giving up some other advantage his or her financial
institution has offered.
We also wonder why there is continued concern on the
part of the American Bankers Association over the fact that
credit union members are earning in many cases up to 7 percent
on the equivalent of passbook savings.

This money is not

money that is coming out of stockholders' profits.

It is

money that has been earned for the consumer member who owns
and operates that credit union.

We strongly believe that
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if the members and the elected officials, and the management
and the staff of a credit union, can (by working together)
secure a substantial return on the shares held by credit union
members, they should be allowed to do so.
In summary, Mr. Chairman, the National Association of
Federal Credit Unions believes very strongly that the time
is right for fundamental financial institution reform.

We

believe that the essential element of that reform is widened
ability for all financial institutions to serve consumers.
We believe that in the context of Federal credit unions, this
widened ability must take the form of creation of a central
liquidity facility; of a restructuring of the National Credit
Union Administration; and of a clear legislative mandate to
broaden the share draft programs as they have developed over
the past few years.

But we also believe that while the con-

cessions to the share draft program rightfully bring with
them correspondinj rcsponsibilities, (such as increased reserves,
etc.), we do not believe that credit union members--or any
other consumers--should have to give up the yield they now
enjoy on their share accounts or savings accounts to enjoy
this new convenience and service.

Put in its simplest terms,

we do not understand why, if a financial institution is willing
and able to pay a 7 percent rate of return on savings to the
consumer, it should be required by Federal law to pay only
a 5 percent return.

•
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Many of our comments about third-party payment powers
have been summarized in a paper we prepared last year for
the members of the banking committees in the Senate and in
the House.

With your permission, we would like this paper--which

appears as an appendix--to be submitted as part of our statement
today, and be made a part of the record of these hearings.
Thank you very much for the opportunity to testify today.
We will be pleased to answer whatever questions you care to
put to us, either orally or in writing.
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CREDIT UNIONS AND THIRD-PARTY
PAYMENT INSTRUMENTS: A
DISCUSSION OF NEED

Credit Unions Today l
Federally chartered credit unions--established initially by
the mandate of the Federal Credit Union Act of 1934--have been
operating under the provisions of that Act ever since. The Act
and the regulations that implement it have been amended from time
to time, and credit unions' pattern of steady growth over the
past four decades has reflected the wisdom of the original Act
as well as of its amendments.
Most credit union people believe, however, that the time for
this sort of piecemeal approach to credit union legislation and
regulation is over. Changes in the financial marketplace, the
introduction of electronic funds transfer techniques and technologies,
and the economic growth of the average wage-earner since the
Depression of the 1930s, all make substantial change in Federal
credit union legislation critical, even urgent.
Why is that? A look at the situation of Federal credit unions
today gives part of the answer. Federally chartered credit unions
in the United States have some $20 billion in assets. They serve
approximately 17 million members, with typical savings of about
$1,005.00 per member. These figures, when compared to the dollar
and customer totals of other types of financial institutions, appear
relatively small. On the other hand, in absolute terms, the $20
billion saved by 17 million people is a substantial sum of money,
money that is managed by the people who own it. Moreover, it has
traditionally been managed in such a way that it has been made
available--via consumer loans--to borrowers who in years past were
generally refused service by the nation's commercial banks and
other lenders.
Why have relatively small institutions such as credit unions
been able to meet a demand often unmet by larger lenders? There
are several reasons for this. First is the fact that credit union
members control their credit unions, and shape lending policies to
meet members' needs. Second is the fact that credit unions have
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interested credit union members--custom-tailored services at
relatively low cost, enabling credit unions to pay higher dividends
and charge lower interest on loans than other types of financial
institutions. Finally, the common bond element has often given
credit union facilities a geographic convenience to members'
places of work that other financial institutions did not have.
Today the advantages enjoyed by credit unions in the past
are being eroded. Some are being eroded because other lenders,
especially commercial banks, have realized that the consumer
market is an important one. So banks have moved into serving
consumers. Credit unions, however, have been barred by law and
regulation from offering members other services to compensate
for this banking assault on traditional credit union lending and
saving activities. As things stand now, federally chartered
credit unions cannot offer long-term home mortgages, checking
accounts, variable share accounts, or many other modern innovations
consumer members want and need.
In addition, the advantage of convenience is being eroded,
largely through the combination of insufficient credit union
powers and aggressive use of electronic funds transfer technology
by other types of financial institutions. In years past, CUs
could rest assured that no bank was going to stay open around
the clock to serve a factory's night-shift workers, or open a
branch just to be near a military base or some other large employer.
Today automated teller machines can be installed relatively
cheaply in a variety of locations, to perform a variety of functions,
and perform them around the clock.
Finally, the whole context of financial institution activity
has changed since the laws governing that activity were passed.
When much of our banking law--and just about all of our credit
union legislation--was passed, it was designed to be extremely
conservative. The nation was in the depths of a depression; it
had come through a disastrous bank panic. Financial institution
legislation was aimed at securing above all else the renewed
confidence of depositors in the safety of our nation's financial
institutions.
Today, the situation is radically different. Credit union
members know they have share insurance. They believe that the
system of regulation and supervision is satisfactory. They have
gained the economic sophistication to know that there are better
things to do with your money than lock it in a vault, and that
saving is only one element of sound money management. The American
consumer now wants service, and so do credit union members. The
American consumer wants his financial institution to do more with
his money than keep it safe, and so do credit union members.

NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS
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With this situation facing them, and the need for substantial
legislation becoming steadily more apparent, members of the
National Association of Federal Credit Unions made plans to take
action.
Taking their initiative from their members and cooperating
closely with the National Credit Union Administration, credit
union leaders began drafting legislation to solve the problems
of Federal credit unions. The resulting legislation was called
the Credit Union Financial Institutions Act Amendments of 1975.
Drafted to provide an alternative to the limited credit union
provisions of the Ford Administration's Financial Institutions
Act of 1975, CUFIAA was introduced in the Senate as S. 1475, by
Senator William Proxmire for himself and Senators Biden, Brooke,
Dole, Sparkman, Tower, and Williams.
Intensive legislative activity on the part of credit union
representatives helped provide the impetus for prompt action in
the Senate. The Subcommittee on Financial Institutions of the
Senate Banking, Housing and Urban Affairs Committee held hearings
on the credit union legislation, the Administration bill, and
several legislative proposals affecting savings and loan associations. From these hearings, an omnibus financial institutions
bill developed, containing elements of the various proposals
before the subcommittee.
By the beginning of October, mark-up sessions in the full
Banking Committee were blending still other elements into a
greatly expanded S. 1267. Credit union spokesmen, as well as the
spokesmen for other types of financial institutions, continued
to work for passage of the legislation. On December 11, the
Financial Institutions Act of 1975--including in Title V most
of the provisions of the old Credit Union Financial Institutions
Act Amendments bill--was voted by the Senate 79-14.
What did this Senate action do? It definitely approved
what NAFCU President B. David Goble has described as "the coming
of age" of Federal credit unions. It gave credit unions power to
enter the payments mechanism through use of checks, credit cards,
and other third-party payment instruments. It gave them authority
to make long-term mortgage loans, a power critically needed in
today's depressed mortgage lending market. It authorized introduction of variable rate share certificates, needed to compete with
the certificates of deposit offered by banks and savings and
loan associations.
In addition, S. 1267, as passed by the Senate allows:
*Longer maturity for secured and unsecured loans.
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*New terms for mobile home and home improvement lending.
*Creation of a critically needed liquidity fund for
credit unions, to meet temporary liquidity needs.
The Senate, in short, took credit unions halfway to their
goal of modernized legislation to meet modern needs.
In the House of Representatives, action on credit union
legislation has been substantially slower. The Credit Union
Financial Institutions Act of 1975 (H.R. 6074) was introduced
on April 16 last year by Fernand St Germain, chairman of the
Financial Institutions Supervision, Regulation and Insurance
Subcommittee of the House Banking, Currency and Housing Committee.
Mr. St Germain reintroduced his bill later as H.R. 7474 and then
as H.R. 7475 as well, to accommodate the large number of cosponsors. Co-sponsors of the credit union legislation, incidentally,
included almost every member of the House Banking Committee.
Necessary concentration of House Banking Committee members'
attention on the work of the Financial Institutions and the
Nation's Economy (FINE) study postponed any action on CUFIAA
and other comprehensive financial institution legislation. At
the same time, committee activity focused on redlining, Regulation
Q, the National Electronic Fund Transfer Commission, and the
Real Estate Settlement Procedures Act solved some of the urgent
problems facing financial institutions as well as consumers.
This provided breathing space for a thorough analysis of
the FINE study's recommendations. As far as credit unions go,
the FINE study's Discussion Principles--released in November
1975--revealed that while the study staff endorsed substantially
wider powers for credit unions, the problems of Federal credit
unions were not addressed in detail.
Commenting on the FINE discussion principles, NAFCU's
President said:
"In general terms, sir, we concur with the overall thrust
of the introductory remarks to this title. We agree that a
coordinated approach is needed to strengthen our depository
institutions. We agree that artificial ceilings on interest
rates paid to depositors reduce the incentive for Americans to
save, discriminate against small savers, and have not succeeded
in preventing disintermediation. We agree that all forms of
depository institutions need broader and clearer powers with
respect to both sources and uses of funds. We agree that regulation, examination and supervision of depository institutions must
be coordinated to protect depositor and stockholder interests; to
provide equitable treatment of prospective borrowers; and to
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-5prevent laxity and waste of government personnel. And we agree
that all of this requires that the reform of depository institutions
be viewed as a totality and not a set of disparate actions."
Subsequent to this testimony, members of the Subcommittee on
Financial Institutions Supervision, Regulation and Insurance
brought before the House Banking, Currency and Housing Committee
a new bill, the Financial Reform Act of 1976. This legislation
contained many of the provisions of the Credit Union Financial
Insitutions Act Amendments of 1975, and was--on the whole-vigorously supported by spokesmen for the credit union community.
The complexity of the bill, however, led to its division
into three parts, with one part--again titled the Financial Reform
Act--containing new powers for Federal credit unions and for
other non-bank financial institutions. Due largely to commercial
bank opposition, however, the legislation was returned to the
subcommittee for redrafting. In effect, it was defeated without
ever being voted upon.
The Changing Payments Mechanism
While all of these changes, and all of these activities, were
taking place inside the credit union community, another series
of changes was affecting the way all financial institutions were
operating. Most notably, the payments mechanism itself--that
complex and often mysterious system that allows people in New York
to pay bills in San Francisco without making the trip--was undergoing revolutionary alteration.
The following explanation of this alteration is excerpted
from BANKING magazine. It sums up the major changes affecting
the payments mechanism today, and provides a background for
understanding the need for appropriate modifications in the powers
of financial service institutions.
Coins, greenbacks, and checks form the familiar foundation
of what bankers call the payments mechanism. The use
of each of these tools to perform a value exchange is
not only familiar, but commonly recognized as essential
to the conduct of commerce in a complex economy.
Behind the use of each of these tools is a history of
success and failure. Each was introduced to correct
deficiencies in its predecessor. Coins substituted
for bartering when bartering became unwieldy, then
yielded to the more convenient paper money. Next came
checks, which provided a safe and convenient way to
settle debts in large amounts or via the mails.
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-6Then, with the end of World War II and new prosperity,
the use of checks accelerated. More and more workers
were paid by check as corporations automated their
payrolls. At the same time, the convenience and safety
of the personal checking account--coupled with a significant rise in real personal income and a corresponding
Jump in instalment buying--won millions of wage earners
away from the cash-only approach to paying expenses.
For years after the general public started using checks
in a big way, the paper check formed the basis for the
world's most efficient payments mechanism. Checks went
out from the nation's businesses, banks, and homes for
presentation through correspondent banks, clearing
houses, and the Federal Reserve System. Ultimately,
after several days of processing that included physical
transportation and delivery by a series of couriers
and messengers, the checks were presented for payment.
This system was a great improvement over the transfer
of cash because it provided a safe, and generally even,
flow of funds in society. But it was a slow flow, over
all, and the increasing volume of checks--coupled w'th
the slowness in transit--contributed not only to general
inefficiency but excessive float.
Then three innovations speeded up the check-based payments mechanism.
CHANGES BEGIN
First was the Fed's wire system, a communications and
accounting network which enables participating banks
to make Federal funds transfers. Today banks enter
the system via teletype terminals connected to their
respective Federal Reserve Banks and interconnected
through a sophisticated switching center at the Fed's
Culpeper, Va., communications facility.
Performing a similar service is the Bank Wire System,
inaugurated in 1950 to provide low-cost interbank communications capability. Originally established by 14 New
York and Chicago banks, the system now includes about
250 banks around the country--served by computer switching centers in New York and Chicago--and is seeking to
expand its services. The Bank Wire carries administrative messages as well as money transfer messages. Both
the Bank Wire and the Fed Wire supplement the paper
check system.
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-7The third major innovation in the paper check payments
mechanism was an addition to the check itself: the
magnetic ink character recognition code, or MICR number.
Pioneered by the Fed and the American Bankers Association,
the MICR system enables special code numbers on each
check to be automatically scanned, thus speeding check
sorting and routing.
Introduction of the MICR numbering system, incidentally,
highlights the fact that improving the payments mechanism
is not merely a technological effort. Initially introduced
on a voluntary basis, the MICR was pushed into almost
universal use in this country when the Fed announced
that it was planning to stop handling checks that did
not carry the magnetic code. Similarly, the role of
regulation in payments system development surfaced late
in 1972 when the Fed announced new time limits on check
clearing designed to reduce float caused by slow presentation of checks and to stimulate clearing of checks
through the Fed's regional check processing centers(RCPCs).
Modernized by technology and regulation, and supplemented
by the Fed Wire and Bank Wire,-the paper check forms the
foundation of today's payments system.
That system is still a highly efficient one, characterized
by a great deal of flexibility. It provides coins for
small transactions, such as newspaper purchases and bus
fares, as well as access to the products of vending
machines. It provides paper money for larger transactions,
especially those carried on face-to-face, such as between
a storekeeper and a buyer, or a bank and its retail
customers. And it provides easy-to-use paper checks for
larger transactions, and those with an intermediary, such
as the U.S. Postal Service. Moreover, the system provides
the user with an essential service at little visble cost.
TOO MUCH SUCCESS
With all of this going for it, why is the check-based system
under attack? Not to put too fine a point on it, the
system is basically a victim of its own success. The
general public is writing more and more checks every year-about 23 billion in 1973--and the rate of growth in check
volume has been averaging about 7% a year since the late
1940's.
Some observers argue that this growth figure will soon
taper off, because checks are already being used almost
to capacity by all the people who care to use them, given
a steady population level.
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-8But other obervers reject this and point out that several
factors are conspiring to encourage continued increases
in check volume. In the first place, personal income
continues to rise, making more money availabe for spending. At the same time, fear of crime is reducing the
carrying and use of cash. Large segments of the population
are just getting into the check-using habit, such as women
who previously shared accounts with husbands, and minoritygroup members using checks as a symbol and tool of upward
mobility.
Moreover, banks today are making it easier and more
attractive to use checks by reducing or eliminating
service charges and providing personalized checks that
amount to an advertisement for the check writer's taste
and lifestyle.
If the second opinion proves to be more accurate, and
there is a continued growth in check use, then there
is a possibility that in the foreseeable future paper
checks could clog the payments mechanism and--as pessimists
predict--bring the transfer of funds to a dead halt.
Regardless of which opinion is correct, the costs of
the paper check payments mechanism may soon overwhelm
its benefits. What one scholar described as a conservative
estimate of the cost of the existing payments system
comes to a staggering $13.8 billion a year; $12.6 billion
for writing and processing checks, and $1.2 billion for
the production, safeguarding, storage and use of currency.
This figure admittedly includes hard-to-measure costs
such as how much time the average citizen puts in writing
checks (figured at $3 an hour). But regardless of such
expenses as those, largely unmeasurable, costs that are
visble and calculable indicate that the paper check and
currency payments mechanism is indeed expensive.
WHAT'S AHEAD?
Just how expensive it becomes, and who pays, largely
determine the future shape of the payments mechanism.
The foundation for an electronic funds transfer system
(EFTS) is in place. Its elements are already part of
the existing payments system, and they are familiar to
most bankers. How the elements might fit together is
not so familiar.
So far, a clear definition of EFTS has remained elusive.
With present technology, it means at least the increased
use of computers to communicate and store financial data.

NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

A

588
-9With the same technology, the definition could be considerably widened. But any such widening depends on
political, financial, and marketing conditions that will
establish the framework for the system.
At the same time, different types of transactions will
have different degrees of impact on EFTS development.
Business-to-business transactions--such as payment by
a department store of bills presented by manufacturers-have special information needs that, at the present time,
do not lend themselves easily to EFTS use. For example,
a store might maintain a series of accounts with one
manufacturer, and settle on an account-by-account basis.
This means that in addition to financial data, a funds
transfer system must be able to carry invoice numbers,
model numbers, color codes, etc.
Transactions between individuals and businesses, however,
generally do not have this limitation. A paycheck or a
refund needs only an account number to find its way to
the proper payee, whether it is presented as a paper
check or an electronic transfer. By the same token,
settlement of a monthly bill needs no more than an account
number to insure proper credit, no matter how it is
presented. For this reason, it is likely that transactions involving consumers will be the first to be
brought into an electronic system. What are some of the
elements of that system?
NEW ROLE FOR CARDS
At the core of existing automated facilities are the
automated clearing houses, performing with computers
the sorting and distribution that used to be done by
check-carrying messengers and which enable value transfers
to be made through accounts debiting and crediting by
banks. And often linking the banks with their customers
are automated tellers, or point-of-sale terminals,
activated by a plastic coded card.
Perhaps because it is so tangible to so many people,
that plastic card--whether it is called a credit card,
a debit card, a bank card, or anything else--has become
the popular key to EFTS. Some have called it plastic
money, and heralded its introduction as a plastic revolution. In reality, the card is symbolic, and better understood in terms of trading than in terms of buying and
selling.
The card is the instrument of the value exchange. By
its user's manipulation, it carries through a mutuallyagreed-upon transaction, and, in its ultimate use in
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For example, the technology exists--though not yet used
between banks--to allow a card user to approach an automated teller in the middle of the night to make a mortgage
payment from a demand deposit account. By pressing the
appropriate buttons, the card user can initiate the
transaction and have it completed by the time his card
pops out of the automated teller.
While the customer is waiting for the card, a series of
computer links can debit his account at one bank, credit
his mortgage holder's account at another bank, and print
a receipt. The time and labor benefits are obvious.
The cost benefits are a little less obvious. Capital
investment in data processing equipment is mammoth,
especially since banks have already invested heavily in
check-processing equipment. Costs to the Fed, clearing
houses, and others involved in EFTS are also likely to
be high. In fact, while most bankers anticipate EFTS
will reduce the over-all cost of the payments mechanism-and prevent the glut of paper checks, some predict--it
may not reduce those costs to institutions doing the
actual transfers. Some observers believe the real
beneficiary of EFTS, in cost as well as convenience, will
be the consumer.
If this is so, and there is reason to believe it is,
why is the greatest resistance to EFTS coming from the
very people it would most benefit? Unfamiliarity provides
part of the answer. A fair number of people are just
now mastering the art of checkbook balancing, and see
no great need to rush into some new system for managing
personal finances. Some people, of course, have been
victimized by errant computers and want to minimize their
dealings with what they view as impersonal monsters. And
some equate EFTS with buying on credit, a practice they
do not tolerate; the fact that an EFTS transaction would
involve no more "credit" than a check transaction has not
been made clear.
But the major reason people appear reluctant to welcome
EFTS is the fact that banks and other elements of the
existing payments mechanism have done such a good job
with checks. From the consumer's vantage point, the use
of checks is getting cheaper, faster, and easier all the
time. Why switch to some untried electronic experiment? 2
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All of this, however, is only a preamble to the essence
and the purpose of this paper: the need for credit unions to
have legislative authority to participate in the payments mechanism
via third-party payments instruments. To understand this necessity,
however, some additional background is needed; background that
establishes a counterpoint of logic.
For example, it is widely known that credit unions wre
originally organized to serve the financial needs of cor -,amers.
It is generally known that one of the reasons credit unions--as
well as other non-bank financial institutions, such as savings
and loan associations and mutual savings banks--were organized
was that commercial banks would not (and often could not) meet
the financial needs of consumers.3
Many of the reasons for this lie in the social and cultural
history of our nation, rather than in any effort to discriminate
by bankers. Commercial banks were organized to facilitate commerce.
Ti- sir account holders were businessmen, depositing and borrowing
to meet business needs. The consumer public--made up in the early
years of the nation of farmers, laborers, and others with little
cash--simply did not provide a profitable market for bankers.
Consumers were, by contemporary standards, cash-poor.
Moreover, the structure of an agrarian society limited the
need for cash. Farmers were largely self-sufficient, and could
trade their produce for what services or manufactured goods they
could not provide for themselves. Even city people kept gardens
that supplied many of the wants of their tables, and their cash
transactions were transactions that demanded little money.
As the nation grew, however, the complexity of consumer
needs increased. More cash was needed, and consequently became
available as the wealth and money supply of the new nation expanded.
Yet this expansion was relatively slow, and its nature had implications for consumer financial transactions that are hard for
contemporary Americans to understand. For example, while our image
of the old days is largely one of American mobility--inspired by
visions of thousands of pioneers abandoning their old homes to
trek across the great American desert in convoys of covered
wagons--there was an astonishing amount of immobility. Most people
stayed close to where they were born. They had long-term relationships with tradesmen that encouraged an informal credit system.
And they dealt locally, so there was little need for a sophisticated
payments mechanism. If a pre-Civil War American wanted his money
moved from savings to make a purchase, he moved it himself. The
coins came out of the cookie jar, traveled in the consumer's
pocket to the marketplace, and clinked down on the counter of the
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Yet it was clear that this system was changing. Improved
transportation created both the need and the opportunity to move
money longer distances, just as it had created the need and
opportunity to move other commodities. Moreover, the growing
national wealth began to find its way into the hands of the common
man, and some of it was diverted into long-term savings. In
addition, the common man began to take on in his consumer transactions some of the characteristics of the businessman. The
consumer looked for loans to finance large purchases, especially
the purchase of a home.
Once again, the banking system as it existed was unresponsive.
Consequently, other financial institutions developed to serve the
average man and woman. Mutual savings banks promised payment of
interest on consumer deposits, a payment commercial banks usually
did not make. Savings and loan associations organized to enable
savers to pool their funds for the purpose of buying homes.
Credit unions came into existence to enable working people in one
company or one town to earn interest on their savings and to get
the consumer-type loans unavailable elsewhere.
At the same time, however, the growing mobility of both
men and money made one commercial bank function especially important
to consumers: the checking account. More and more often, consumers
found they needed a payments device that met needs cash could not
meet. They needed some way to send money to another town to make
mail order purchases, for example. Or they needed to have a
record of expenses, for tax purposes. Or perhaps fear of robbery
encouraged them to put their money where it was safe, but still
accessible: that is, in a checking account in a so-called
"commercial bank".
All of these factors conspired to bring about a contradiction
in the financial community. For as the alternatives to commercial
banks developed to serve consumer needs, consumer use of commercial
banks was also developing. This irony was thrown into sharpest
focus following World War II, when the explosion of consumer income,
matched with a new sophistication born of such social welfare
efforts as the GI Bill, led to phenomenal growth in all aspects
of consumer-related financial transactions.
Consumer credit outstandings mushroomed; home loans--bolstered
by new government programs--soared; auto loans and loans for
consumer durables exploded. Borrowings were matched by deposits,
and the nation's credit unions, savings and loan associations, and
mutual savings banks swelled with consumer money. At the same
time, consumers' use of checking accounts became the rule rather
than the exception, and consequently consumer demand deposits in
commercial banks also grew.5
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a profit to be made in the consumer market, and they began to
trade in that marketplace. Much of this trading was sporadic,
and some was half-hearted. Credit availability for consumers
at commercial banks was a sometimes thing, with banks going into
and out of the auto loan business, for example, as the spirit of
profit moved them. Banks made little impact in the home mortgage
market, choosing to lend elsewhere for shorter terms or higher
rates. Yet banks did for the first time give direct competition
to other lenders for the consumer's business, whether it was his
savings or his borrowing business.
On the other hand, the consumer-oriented financial institutions never got the power to deal with the one instrument that
had become the foundation of consumer financial transactions:
the check. This remained, largely for historical reasons that
had long since lost their validity, a commercial bank power.
The banks' monopoly over checking accounts was also reinforced
by the close relationship between the commercial banks and the
Federal Reserve System, a quasi-governmental agency. Efforts
of other types of financial institutions to secure third-party
payment powers have never been warmly supported by the Fed, at
least in part because the Fed is largely run by commercial bankers.
In recent years, moreover, trends in the payments mechanism
discussed in the early pages of this paper have both reinforced
bank domination of the third-party payment system, and made more
necessary the entrance into that system of other types of financial
institutions.
What the nation faces today is the anomaly of consumer
financial institutions being deprived of the most vital tool of
consumer finance: the third-party payment instrument.
It is true, of course, that a number of credit unions have
introduced--on an experimental basis--a form of third-party
payment instrument, the share draft. But as successful as share
drafts have been in certain credit unions, they have three significant drawbacks:
1) They are explicitly experimental, and consequently
could be halted at any time by the administrator of the National
Credit Union Administration.
2) They are payable-through drafts, and subject to
the limitations of these instruments. These limitations are
probably going to grow, in the wake of a recent American Bankers
Association suggestion to bankers to eliminate payable-through
drafts in an attempt to reduce operating costs.
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-143) They have proven in some cases to have less market
acceptance than traditional checks.
Given these drawbacks--and despite the success of the sharedraft experiment as outlined in the following table--it is somewhat
ironic to have opponents of third-party payment powers for credit
unions claiming CUs don't need checking accounts because they
have share-drafts. It is especially ironic when the opponents
making this statement are commercial bankers who are simultaneously trying to eliminate share-drafts!

See How Share Draft
Programs Are Doing

I.

12131175

1131176

170

189

81

108

Number of FCUs approved
for share draft programs

2.

Number of FCUs with programs in operations

3.

Number of share draft

16,201

23,782

$14,394,733

$23,091,855

179,634

198,821

$9,303,383

S12,338,999

966

1,157

accounts
4.

Aggregate amount of share
draft accounts

5.

Number of share drafts
paid during month

6.

Amount of drafts paid
during month

7.

Number of overdrafts
during the month

8.

Amount of overdrafts paid

$150,589

$183,228

during the month
9.

Number of stop pay-

10.

Number of drafts dis-

ments
honored during the month
11.

$.152

5.150

11.1

8.4

$51.79

$62.06

$574.25

$518.84

$888.51

$970.98

Average amount paid out
of each share account

IS.

5.16

Average amount of
drafts paid

I 4.

840

Average number of
drafts paid per account

1 3.

89

Estimated cost to process each draft

1 2.

171

Average share balance
per account

NOTE: Figures through Ian. 31, 1976
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Credit Unions and the 94th Congress
Earlier in this paper it was pointed out that S. 1267
(the Financial Institutions Act of 1975) made ample provision
for credit union participation in the payments system via checking account powers, share drafts, credit cards, etc. H.R. 7474
and similar bills--the Credit Union Financial Institutions Act
Amendments of 1975--made similar provisions. The Financial
Reform Act appeared at the outset to also make similar provisions,
but this appearance was later altered when an effort was made
to "McFaddenize" credit union third-party payment powers by
making the legality of such powers contingent upon state action.
As NAFCU President B. David Goble commented to members of
the House Banking, Currency and Housing Committee:
"Creation of a credit union third-party payment
instrument is also essential. No financial institution service is of more immediate importance
to the consumer than the ability to move money
in and out of a depository institution conveniently
and quickly. Development of various federal programs
for recurring payments -- such as the Social Security
Direct Deposit program and the Air Force payroll
project--have accelerated the need for non-bank
financial institutions to have some instrument that
will enable their members to transfer funds to
third parties.
"The draft of the Financial Reform Act authorizes
such third-party payment powers. But it appears
that that draft is to be altered. We thoroughly
understand the considerations that have led the
subcommittee to determine that the introduction
of third-party payments in credit unions should be
largely determined by state legislation. Yet we
believe that this approach raises some problem.
As you know, some states already allow credit unions
to offer checking accounts; some forbid it;
and some states have no laws regarding credit unions
at all. We can foresee a pattern of patchwork
development over time that would create havoc in
the financial marketplace; consequently we would
urge this subcommittee to deal with the issue of
demand deposits for credit unions directly.
"If, however, this cannot be done, we would like
to suggest that powers at the state level be granted
uniformly to all types of thrift institutions.
That is to say, if state chartered, and consequently
federally chartered, savings and loans in a state
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chartered institutions in that state should
get similar powers. This will ease the impact
of such legislative changes on the overall
payments mechanism, while preventing any one
type of institution in any state from being
frozen out of the money transfer mechanism."
Finally, it is obvious that taking the approach of letting
state legislatures limit the power of federal institutions creates
more problems than it solves. For example, extensive litigation
is pending in several federal courts--including the U.S. Supreme
Court--to determine the status of electronic terminals as bank
branches. Moreover, it appears obvious that over time, thrift
institutions--including credit unions--will receive third-party
payment powers regardless of whether the issue is settled once
and for all by Congress or on a piecemeal basis by state legislatures.
But when that happens, what will the country have? Instead
of a coordinated payments mechanism, blending the functions and
services of a variety of financial institutions, it will have
a hodge-podge of confused and conflicting powers. In State X,
mutual savings banks may have checking powers, but not credit
unions; in State Y, the situation is reversed. And in State Z,
neither institution has such powers; there they are reserved to
banks and savings and loans:
Such a situation has no merits. It leads to massive inefficiencies in the institutions involved, as well as in the
overall payments mechanism. It leads to erosion of consumer
confidence in the nation's financial system, and in those responsible
for its design and operation. And it leads to a more complex,
rather than a simplified, financial institution regulatory structure.
For all of these reasons, then, it appears to the National
Association of Federal Credit Unions that federally chartered credit
unions should receive from the Congress of the United States a
legislative mandate to offer third-party payment services, as well
as those other powers previously enumerated so badly needed to
serve credit union consumer members, and should receive this mandate
expeditiously.
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1. Adapted from Halfway There: Credit Union Legislation in
the 94th Congress, a pamphlet on legislation prepared by the
National Association of Federal Credit Unions for members of
the 94th Congress.
The Payments System: How It Works Now and Why It is
2.
Changing." Excerpted with special permission from the May
1974 issue of Banking, journal of the American Bankers Association. c. 1974 by the American Bankers Association.
3. See The Credit Union Movement: Orgins and Develokment,
1850-1970, J. Carroll Moody and Gilbert C. Fite. University
of Nebraska Press, Lincoln, Nebraska, 1971.
4. "200 Years of American Banking," Banking, October,
1975, pp. 31 ff.
5, "Dynamic Changes Since WWII," Banking, October, 1975,
pp. 42-43, 162; 166; 168; 170; 174.
6. Material and chart taken from "The Share Draft Experiment
Works" in The Federal Credit Union, pp. 6-8, April-May 1976.

NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

597
Senator MCINTYRE.Thank you. Mr. Williams?
STATEMENT OF JAMES R. WILLIAMS, CHAIRMAN, CREDIT UNION
NATIONAL ASSOCIATION, ACCOMPANIED BY M. R. HELLIE, CHAIRMAN. GOVERNMENTAL AFFAIRS COMMITTEE. CUNA
Mr. Chairman, members of the Subcommittee, my name is Jim R. Williams.
I am chairman of the Credit Union National Association, Inc. (CUNA).
Appearing with me today are M. R. Hellie, chairman of CUNA's Governmental
Affairs Committee, and Jonathan Lindley, CUNA Executive Vice President and
Director of its Governmental Affairs Division.
We are pleased to have this opportunity to support S. 1665 sponsored
by Chairman McIntyre, the "Financial. Institutions Amendments of 1977,"
which among other things would make needed changes in Federal credit union
law and credit union operations.

We are also pleased to see the Carter

Administration's support for nationwide NOW account authority as evidenced
by S. 1664.
To the extent that they attempt to limit credit union competition,
we are opposed to S. 1666 and S. 1668 introduced on behalf of the United
States League of Savings Associations and the American Bankers Association.
In this regard, we are happy to note the lack of anti-credit union provisions
in S. 1667, the bill introduced on behalf of the National Savings and
Loan League.
The Credit Union Philosophy
We in the credit union movement try to be as pro-competitive as
possible.

Our 'view is that sound public policy ought to encourage competi-

tion in the consumei financial marketplace.

In the final analysis, what

matters most is how well the consumer and the economy are being served by
the variety of financial institutions:
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Historically, credit unions have not opposed legislation which would
expand the powers of other financial institutions.

Credit unions seek

to be able to compete as fairly and freely as possible to provide the
consumer with the best range of. services at the lowest possible cost.

In

brief, we are willing to take our chances in the marketplace and rely on
choices which consumers will make as to which institution best serves their
needs.
Parity of Treatment
In our view, however, parity of treatment does not mean identical
treatment.

We do not believe that all depository institutions should be

alike or be treated alike.

Competition is best served by permitting the

maximum combination of powers and marketplace opportunities that will
offer the most alternatives to the most people.
For example, credit unions do not want the variety of commercial
financial services which commercial banks and, to a lesser extent,
savings and loan associations may offer to business.

Credit unions simply

want to continue to be effective specialists in their home field of
personal-consumer finance.
Because of membership control -- because they operate for service
and not for profit -- credit unions are closer to the consumer than any
other type of financial institution.

Credit unions want to preserve

their uniqueness.
Social Role of Credit Unions
Credit unions perform a vital social as well as financial function.
They are organized for members to use and control their own money in order
to improve their common social and economic condition.
under the one-member, one-vote principle.

They operate

They conduct extensive, con-

tinuing programs of education on practical economics and money management.
- 2 -
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The members elect the officers of the credit unions from among themselves.
All of these officers are volunteers -- they serve without pay.

Because

credit unions are nonprofit, they provide the greatest opportunity for
the highest possible return on savings combined with the lowest possible
rate on loans.
In short, credit unions have provided millions of people with the
opportunity for ownership and participation in their own financial institution.

Owner-membership and participation are the most important elements

of the credit union system's success.

That is why we appear before you

today in support of the increased competition among financial institutions
while urging you to preserve credit unions' unique status.
Credit Unions and Regulation

q

We believe a key element of this status is the longheld right of
the credit union movement to determine for itself how best to use its money.
Therefore, CUNA is unalterably opposed to the extension of Regulation Q to
credit unions.
and unworkable.

We view such regulation as anti-consumer, anti-competitive
We wish to make our views known as strongly as possible since

the U.S. League and A.B.A. bills (S. 1666 and S. 1668) extend interest rate
controls to credit unions, and the Carter Administration bill (S. 1664) permits
interest rate control in connection with NOW and share draft accounts.
Before detailing our reasons for opposing this undesirable extension
of rate control, however, we will explain our reasons for supporting S. 1665
and our comments in support of other aspects of S. 1664.

S. 1665 - "FINANCIAL INSTITUTIONS AMENDMENTS OF 1977"
Federal Charters for Mutual Savings Banks
The savings bank industry has served the consumer and the public Well
for more than 100 years.

For these reasons, we believe that the provisions
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which would permit federal chartering of mutual savings banks are in the
public interest.

However, if it is the view of the Subcommittee that the

consumer would benefit from even more competition in the consumer savings and
credit markets, then the Subcommittee should consider the question of whether
or not de novo chartering of federal mutual savings banks in all states would
enhance competition and provide consumers with additional choices of
financial institutions.
Credit Union Provisions (Title II)
CUNA fully supports the major thrust of this legislation.

The Subcommittee

knows we worked hard for adoption of similar provisions as part of the
Financial Institutions Act of 1975 that came before the 94th Congress and
that we were very happy when the Senate approved them in December 1975 by
a vote of 79 to 14.
At our annual meeting in May 1977, the 346-member board of directors of
CUNA, representing 51 state credit union leagues (and credit union people from
across the country) unanimously approved the following resolution:
"NOW THEREFORE BE IT RESOLVED, that the Credit Union
National Association maintain the highest level of active
support for the federal credit union amendments remaining
to be enacted in the Credit Union Modernization Act of 1977."
The body of the resolution specifically mentioned several provisions
contained in S. 1665 including amendments to the Federal Credit Union Act to
streamline the day-to-day operations of credit unions; to restructure the NCUA;
and to create a central liquidity facility, or fund.
Therefore, our testimony today in favor of S. 1665 is relatively simple.
We have only a few suggestions for improvement in this bill and will rely on
detailed testimony we submitted on financial reform proposals in the 94th Congress.
D-.finition of Federal Credit Union.

Section 201(a) changes the definition

of a "federal credit union" in section 101(1) of the Federal Credit Union Act
by specifying that federal credit unions are "cooperative thrift institutions."
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Purpose of a Federal Credit Union.

The same provision also changes

the "purposes" clause to bring it into conformity with a change made in
another section made by Congress under Public Law 95-22.

Present law

provides that a federal credit union is to be chartered "for the purpose
of promoting thrift among its members and creating a source of credit for
provident or productive purposes."

Under the revised language, a federal

credit union would be chartered "for the purpose of (A) encouraging thrift;
(B) creating a source of credit at fair and reasonable rates of interest;
(C) meeting the financial needs of its members and the member's family;
and (D) providing an opportunity for its members to use and control their
own money in order to improve their economic and social condition."
Organization of a Federal Credit Union and Share Par Value.

Section

202(1) of the bill permits a more flexible procedure in the organization
of a federal credit union by allowing the organizer(s), either collectively
or individually, to appear before "a witness" in subscribing to the charter.
Likewise, section 202(2) would permit denomination of shares --

now $5 in

the Federal Act -- to be determined by the federal credit union's organizers.
Interest Rates on Loans.

Credit unions have held the line on loan

interest charges despite the squeeze felt by many during several recent
periods of high acquisition cost of funds.

The current 12% annual percentage

rate (APR) ceiling for federal credit union loans -- the only such federal
statutory ceiling for financial institutions -- would remain in effect'
for general federal credit union loan portfolios.
Certain newly authorized classes of loans such as self-replenishing
lines of credit and credit card loan plans, however, may not be costeffective at the 12% APR.

Experience of state-chartered credit unions and

other financial institutions with these higher cost types of credit plans
-5-
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indicates that a higher rate of return may be necessar
y.

Twenty states

permit state-chartered credit unions to charge
more than 1% a month.
The National Credit Union Administration currently has
no authority to
raise the rate to accommodate open-end or credit card plans.

Section

203(a)(1) of the bill would permit the NCUA to establis
h an interest
rate on self-replenishing lines of credit or similar
classes of loans
higher than the 1% per month (12%APR) ceiling but not
to exceed 1.5%
per month (18% APR).
Note that the higher ceiling would be permissive and
subject to
NCUA regulation.

Experience in the states has indicated
that credit unions

do not increase rates in the absence of need
to do so.
need rate relief should have that opportunity.

However, those that

We believe that individual

credit unions will use this authority only
. when absolutely necessary.
Investments.

Credit union investment portfolios are strictly limited

by law and regulation.

Section 203(b) of the bill consolidates all of the

investment powers of federal credit unions now present in section
107(7) of
the Federal Credit Union Act.

Revised paragraph (7)(A) and (7)(C) merely

restate existing law.
Revised paragraph (7)(B) permits a federal credit union to invest
in
fully guaranteed municipal obligations of the various states, the District
of Columbia, the Commonwealth of Puerto Rico and the Panama Canal Zone.
There is no authority in the existing Act for investments in municipa
l
obligations.
There are three primary reasons why we support this new authorit
y.
First, it would enable credit unions to take a more active part in their
communities by serving as a source of funds for community improvements.
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Second, it would enable credit unions to diversify their investment
portfolios while at the same time providing another outlet for temporary
excess funds.

And, third, it would enable credit unions to make full use

of their authority to accept public funds deposits.

In many states, state

law requires municipal obligations to be pledged for such deposits.

Since

credit unions cannot invest in these obligations, they cannot meet the
pledging requirements of state law.
Placing Funds.

Section 203(c) of S. 1665 dealing with the placement

of funds basically relates to institutions in which credit unions can make
deposits.

The terminology "placement of funds" is used since a credit

union does not make a deposit in another credit union; it invests in the
shares of other credit unions.

Most of the amendments dealing with the

placement of funds are substantially the same as in the existing Act.
However, all of the provisions have been consolidated into one paragraph,
and a few minor changes have been made.

At the present time, a credit

union can make deposits in insured savings and loans and insured mutual
savings banks only in the state in which the credit union does business.
That limitation is removed.

We believe this provision is beneficial.

Another minor change concerns the authority of a federal credit union
to make investments in the shares of another credit union.

The Act now

permits a federal credit union to place its funds in shares, share certificates
or deposits of federally-insured credit unions.

The amendment would expand

this authority to include state-insured credit unions and would permit
the placement of funds in demand or time deposits if the receiving
credit union offered such deposits.

In addition to providing flexibility

for the outlet of funds, this amendment would remove a barrier that
presently restricts credit unions from doing business with each other.
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This change will help strengthen the credit union movement by permitting
federal credit unions to place excess funds with state-chartered credit
unions.
Money Transfer Instruments.

This amendment (Section 203(D)) provides

that a federal credit union can sell, purchase, or handle any money or
money transfer instrument to or for their members, and it grants NCUA
authority to issue specific rules for new money services that may be
developed.
Management Structure
Several of the beneficial amendments contained in the bill are designed
to provide flexibility to credit unions wishing to revise their internal
management structure.

For the most part, these changes would be permissive

in nature and any credit union would be free to continue operating as it
does presently.
Board of Directors.
are authorized.

Several changes involving the board of directors

In section 204 a federal credit union may have a board of

directors of any number so long as there is an odd number and a minimum of
five directors.

Another amendment (Section 206) clearly specifies and draws

together the functions that are to be performed by the board of directors.
Now the board's functions are dispersed through various sections of the
Federal Credit Union Act.

The board would also be given more flexibility

to delegate its functions to committees consisting of board members.

The

board, of course, would be free to set conditions and limitations on the
authority of these committees.

Since the board is elected by the members,

and since it is legally responsible for operating the credit union, it is
only proper that it should have the necessary flexibility to do so.
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Section 205 would create flexibility to designate credit
union
officers with optional titles, including chairperson of the
board, president,
vice chairperson, and vice president.

Under the present Act, selection of

titles is limited to "president" and "vice president" for board
members, thus
prohibiting use of those titles by operating personnel.
Credit Committees.

Section 114 grants credit unions additional

flexibility in the loan granting procedure.

This section makes optional

the use of a credit committee and grants federal credit unions a new option
in the method of selecting members of the committee.

This section also

clarifies the authority of loan officers, when used in conjunction with
a credit committee, to grant or deny loan applications.

Finally, the

rights of consumers are protected since the credit committee must review
disapproved loan applications upon written request of the member.
Restructuring the NCUA
The task of the agency has grown considerably more complex since it
was first established as an independent regulatory body in 1970.

With that

growing burden has come an increased need to restructure the agency to
better meet the new demands being made on it.

While the NCUA started out

with the rather limited function of chartering, examining and supervising
federal credit unions, more duties have been assigned to it, and more are
contemplated:
• The agency has the responsibility of managing the
National Credit Union Share Insurance Fund, which covers
the savings of all members of federal credit unions and
those in more than 3,000 state-chartered credit unions.
• NCUA today has to enforce, and educate credit union
officials to comply with, a growing number of consumer
- 9 -
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protection laws including truth-in-lending, equal
credit opportunity, flood insurance, to name a few.
• The agency must draft implementing regulations for the
wide array of new powers credit unions won under P.L. 95-22,
including long-term real estate loans, participating loans,
self-replenishing line of credit plans, new savings
instruments and more.
• Under this bill, the agency would also have to draft
implementing rules to permit federal credit unions to
streamline their day-to-day operations; to grant them
wider investment authority; to offer new money transfer
devices.
• Finally, the agency would be given a major new responsibility
in the management and operation of a Central Liquidity Fund.
This diversity of duties creates certain inevitable stresses that arise
A single adminis-

naturally from administering the functions of the NCUA.

trator, no matter how well intentioned, may have serious difficulties in
trying to resolve these conflicting responsibilities.

For this reason,

and for others, Part B of Title II of S. 1665 calls for a three-person
Board to govern the NCUA.
A basic motive behind the proposal is to upgrade the status and
reinforce the existing capability of the agency.

It needs a grade structure

that will reflect the responsibilities of its personnel.

And the agency

needs a voice equal to those of other financial regulatory agencies.

The

assets under its jurisdiction may be far less than those under other
agencies, but they are no less important to the individual credit union
member.
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Under Section 211 of the bill, the President would appoint a threemember board with the advice and consent of the Senate.

Board members would

serve one six-year term, with tenure, and allowances are made for members
succeeding themselves during the startup when shorter terms will be necessary
to accomplish staggering of terms.

The chairperson, designated by the

President, would serve as primary spokesperson for the agency and would
assign functions to the other members.
Section 212(b) calls for more management personnel to accommodat
e
the increased needs of the agency.

Under this provision, the NCUA would

be authorized to place two positions in the agency at GS-18 and
fourteen
positions at GS-16 or 65-17.
NCUA Central Liquidity Fund
As you know, CUNA has long supported creation of a Central Liquidity
Fund (CLF), or similar facility, within the NCUA.

We worked diligently for

this provision as it was expressed in the Financial Institutio
ns Act of
1975, which the Senate approved by an overwhelming majority
in December 1975.
Therefore, we are pleased to note that Title III of S. 1665 also
calls
for creation of a CLF to meet the temporary liquidity needs of
credit unions
and to provide for the orderly transfer of funds among and between
credit
unions and other financial institutions.
Our support of this concept has a long history.

During the past 50

years, the movement has sought on many occasions and in many
ways to
develop some form of a liquidity system.

Early pioneers such as

Roy F. Bergengren and Edward A. Filene campaigned for the idea.

Indeed,

before its passage, the bill that became the Federal Credit Union
Act of
1934 contained a title establishing a federal central credit
union in
- 11 -
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each state to help meet the liquidity needs of credit unions.

Unfortunately,

this proposal was not approved as part of the final version of the Act.
The need for such a system has not diminished with time.

In fact,

today credit unions need a liquidity vehicle more than ever before.

This is

especially true in light of the new powers granted to federal credit unions
under Public Law 95-22.
The demand for such a system is so great that the movement has begun
to develop its own private liquidity network.

This private means for pooling

funds through the U.S. Central Credit Union and a network of corporate central
credit unions throughout the country is helping to solve the movement's
liquidity needs.

The U.S. Central Credit Union, a credit union for the

nation's credit unions, now has assets amounting to more than $480 million.
We currently have 35 corporate central credit unions in as many states.
Total assets are $891.9 million.
However, this emerging, private system in no way reduces the need for
a CLF, nor does the CLF reduce the need for a private network.

We believe

the movement needs both a private and government system that will provide
choice while complementing each other.
We believe Title III of S. 1665 is so drafted that the CLF can,
administered properly, complement the emerging private network.

We believe

this, first because Section 306(f)(1) provides for voluntary membership
by state and federal credit unions; second because Section 307(m) and (o)
is sufficiently flexible to allow the private system to interface with the
CLF.
In short, these provisions will give individual credit unions the option
of dealing directly with the CLF as members or indirectly through the private
network.
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While we strongly support the creation of a CLF, we must point out
that the concept as envisioned in S. 1665 was worked out in a series of
meetings in 1974 and 1975 with officials of the Ford Administration.
Therefore, we would hope that we will have the opportunity to refine and
review the proposal in consultation with appropriate officials of the
Carter Administration, including key personnel of the Treasury Department,
and with officials of the National Credit Union Administration.
The Need for a Strong Liquidity System.

The demand for liquidity in

financial institutions, including credit unions, is created by the need to
have cash on hand to meet normal and extraordinary savings withdrawals;
meet the demand for new loans; and pay current and anticipated operating
expenses.
Most credit unions experience seasonal variations in savings, lending
and borrowing.

These fluctuations usually can be anticipated and met

through prudent management of cash flow based on past experience.

For

example, credit unions that serve auto workers or school teachers generally
have learned how to accommodate the seasonal variations in their members'
employment.
But other situations, such as work stoppages or lay-offs can and do
pose challenges in meeting demands for new loans or share withdrawals, or
both.

Cyclical fluctuations in the economy -- recessions, inflation,

tight money -- can cause credit unions severe problems and hardship for
their members.

In layoffs or strikes, some credit unions have had to

restrict the amount or type of loans granted at a time when the members'
need for these loans may be most urgent.
The total aggregate liquidity in the movement currently is $10.36 billion.
A portion is held in bank checking accounts for day-to-day operations.
- 13 -
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remainder is invested in government obligations and agency securities,
certificates of deposit of banks, savings and loan associations and in
other credit unions.
Data on aggregate liquidity is deceptive.

Credit unions in a given

geographical region or in stable employment groups may be blessed with surplus
funds, while at the same time other credit unions in depressed industries
or communities are desperate for funds.
ephemeral.

Moreover, liquidity can be

The surpluses can be rapidly drained away by rising loan

demand or heavy savings withdrawals.

Also, sources of liquidity outside

the movement -- such as commercial banks -- have not always proved adequate
or totally reliable.

For example, when a region suffers a severe economic

dislocation, all financial institutions alike in the area experience
difficulties.
A Central Liquidity Fund, then, which dovetails with the private
liquidity system, would assist in the orderly transfer of capital from the
"haves" in one region or group of credit unions to the "have nots" in
another region or group of credit unions.
Structure of the CLF.

The Fund would be under the jurisdiction and

management of the National Credit Union Administration Board.

As noted

earlier, membership would be optional to federal- and state-chartered credit
unions.
The cost to establish the Fund would be minimal.

The bill provides

that the Administration Board may borrow up to $500,000 from the National
Credit Union Share Insurance Fund to meet organizational expenses.

The

amount would have to be repaid within a reasonable time, presumably with
interest.
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It would be self-financing since upon application member credit
unions would subscribe to stock in an amount equal to /
1
2 of 1% of their
paid-in and unimpaired capital and surplus.

Under the bill ¼ of 1% would

have to be transferred to the Fund in cash, securities or other assets the
Board deems acceptable.

The other 14 of 1% would be held by the member

credit union on call of the Board and may be invested in assets as determined
by the Board.
In addition, the CLF would have a $150 million draw on the Treasury
similar to and performing the same function as the Federal Deposit Insurance
Corporation draw.

We believe this sum in inadequate and should be changed

to $500 million.
The bill also authorizes the CLF to raise funds in the market by
issuing debentures, bonds or other debt instruments which would be fully
guaranteed by the United States.

The CLF would be able to borrow in an

amount up to 20 times its surplus and paid-in capital.

The CLF would be

permitted to make advances to member credit unions under rules and regulations
to be determined by the NCUA Board.

The Board also would determine the

security for such advances within certain types of limitations.

S. 1664 - NOW ACCOUNTS AND TRANSACTION ACCOUNTS
We are very delighted that the Carter Administration has recognized
the significant public benefits that can be derived from interest-bearing
transaction accounts.

Perhaps because Senator McIntyre saw those benefits

first hand in his own region where the NOW-account innovation was developed,
he has long borne the standard for the nationwide extension of such accounts.
The Chairman of the Financial Institutions Subcommittee has repeatedly
argued for extending the benefits of such accounts to all consumers, not just
those fortunate enough to live in the Northeast.
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We agree with Senator McIntyre that the issue has been debated in
public forums long enough and that time has come for action.

We also agree

that the Treasury proposal provides a logical base on which to build.
short, we strongly support the principles of this proposal.

In

In particular:

• We are pleased to note that this measure codifies
existing credit union authority concerning share
draft accounts.
• We are glad to see that credit unions also would
be permitted to offer interest-bearing NOW accounts.
• We strongly favor the pro-consumer thrust of this
legislation.
Consumers will reap many benefits through this bill.

For the first

time, they will be able to use a new and valuable service that previously
was available only to consumers in the Northeast and through the 790 credit
unions that offer share draft accounts to their members.

This is a direct

benefit to all consumers, and especially those of modest means, since they
will have an alternative service to consider when selecting a third-party
payment device and because they will earn interest on money maintained in
these accounts.

They also will benefit through the enhanced competition

among financial institutions that will result from this proposal.
Though we support the aims of the measure, we have some suggestions
for improvements in S. 1664 as it affects credit unions.
CU Power to Offer Transaction Accounts
1
2 years, a third party payment device called "share drafts" has
For 2/
been offered by many federal and state-chartered credit unions.

These

share draft accounts generally have several characteristics recognized
in S. 1664:
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• They use a negotiable or a non-negotiable draft or
other order to withdraw member shares.
• The account earns dividend credit.
• The credit union may require the account holder to
give notice of intention to withdraw shares prior
to withdrawal.
Title 1 of S. 1664 authorizes depository institutions to offer share
draft accounts and NOW accounts to individuals.

It does not address non-

interest bearing accounts offered to entities other than individuals.
Section 101(b)(4) defines "depository institutions" to include any
federally insured credit union.

The bill would extend Federal NOW account

and share draft account authority and ancillary conditions, i.e. rate
controls and reserve requirements, to all Federal credit unions and to
federally-insured state-chartered credit unions.

In light of the word

"may" in Section 101(a), we interpret this to provide an alternative to
federally-insured state credit unions that wish to avail themselves of this
federal authority.

However, many state-chartered credit unions already

have share draft authority.

We assume those credit unions would not be

required to exercise the Federal option nor be required to meet the
conditions imposed by Congress and the NCUA.

To so require would, in our

opinion, represent an abuse of federal power and an invasion of the rights
of state chartering authorities.
CUNA is philosophically opposed to using the NCUA Share Insurance
Fund as a vehicle to confer substantive authority or other operating
conditions upon state-chartered credit unions, except as may be necessary
to assure the soundness of the Share Insurance Fund.

We believe this is

consistent with fundamental notions inherent in the dual chartering system.
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Reserve Requirements.

We believe it is appropriate for the Federal

Reserve Board to establish a uniform level of reserves for all transaction
accounts.

We support the grant to the Board of flexible authority to

prescribe the most appropriate level of reserves.
We strongly support the notion of payment of interest on required
reserve balances.

We urge the Congress to express an intent that the

Federal Reserve Board should pay the highest possible rate of interest on
such balances consistent with sound monetary policy.
We question the need to restrict the situs of reserves to the
Federal Reserve Board.

We believe there are appropriate facilities within

the NCUA or the credit union movement where reserve balances could be
maintained.
We would, therefore, recommend that the provisions of this bill dealing
with the situs of reserves be relaxed and authority be delegated to each
industry's respective regulator to provide reserve account locations, in
addition to the Federal Reserve Banks.
Rate Controls.

Finally, S. 1664 grants temporary authority for setting

interest rates payments on transaction account balances.

This authority will

be exercised by a committee chaired by the Chairman of the Board of the
Federal Reserve System and made up of the Chairman of the Federal Deposit
Insurance Corporation, the Chairman of the Federal Home Loan Bank Board
and the Chairperson of the National Credit Union Administration Board, or
designees of each.
Uniform interest rate control as prescribed in S. 1664 fails to
recognize marketplace differences between financial institutions.

For

example, credit unions have established economies in existing share draft
programs through the concept of truncation.
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paper, the share draft itself, is stopped in the clearing process at the
payable-through bank.

This, along with other aspects of contemporary

technology, has been a significant factor in allowing credit unions to
process share drafts at a cost of approximately 8C to 13C per item.

This

compares most favorably to some estimates for check processing in the
banking industry at figures up to 35c per item.

The uniform interest rate

controls of S. 1664 will not permit each industry to reward its customers
with interest payments commensurate with innovative and economic operations.
We believe credit union members should continue to reap the benefits
of truncation and other technology developed by the credit union movement
in the share draft program.

We suggest that this innovation is available

to the customers of other financial institutions.

However, uniform interest

rate controls may tend to stifle any desire on the part of these financial
institutions to develop better and less costly services.
INTEREST RATE CONTROLS
CUNA opposes the principle of extending any sort of Regulation Q
type controls to credit unions, especially as contemplated in S. 1666 and in
S. 1668.
form.

We see little justification for continuing rate controls in any

They are anti-competitive and tend to protect the least productive

of financial institutions to the detriment of the small saver, the average
American consumer.
More than that, interest rate controls provide little, if any,
protection in periods of disintermediation.

They create a tendency for

financial institution deposits to flow into other money markets which are
uncontrolled.
impede

We believe such artificial restraints on interest rates

competition and harm the consumer.
-19 -
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Some of our competitors may complain that credit unions would continue
to enjoy a "marketplace" advantage due to a lack of rate controls.

On the

contrary, credit unions do not enjoy a "marketplace" advantage now.
While not subject to Regulation Q, credit unions are in fact subject
to rate control.

The maximum interest rate that may be charged to members is

set by the Congress in the Federal Credit Union Act.

Also, the Administrator

of NCUA, in consultation with the InterAgency Coordinating Committee
establishes a maximum permissible rate of return for share accounts.

The

board of directors of each credit union must work within the rate established
by NCUA considering the assets, market potential and specific needs of that
credit union.
We want to serve our members in a spirit of free and open competition.
In the absence of rate controls financial institutions will strive harder
and with more innovation for the consumer saving dollars.

Consumers will

be the beneficiaries.
We urge Congress to abandon rate controls, slowly if necessary.

If

in the judgment of the Congress this is not the appropriate time to phase
out Regulation Q controls, then do not subject credit unions to this anticonsumer, anti-competitive government edict.
SUMMARY
In closing, we again stress our belief that competition should be
encouraged in the consumer financial marketplace.

Therefore, we heartily

support S. 1665 which would grant federal charters to mutual savings banks
and would modernize credit union operations, restructure the NCUA and create
a more viable central liquidity system.

We are pleased by the Carter

Administration's attempts to bring all consumers in the United States the
advantages of interest-bearing transaction accounts, and thereby enhance
innovation and competition among all financial institutions for the
benefit of the public.
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Senator MCINTYRE. Thank you very much.
over the fundGentlemen, there seems to be a difference of opinion
fund.
ing arrangements for the central liquidity
passed by the
As you know, those in S. 1664 differed from those relate directly
differences
Senate in the FIA bill back on 1965. These
operations of the
to the involvement of the Treasury in the financial
central liquidity fund.
How would you characterize the differences on this issue, Mr.
Wielga?
Mr. WIELGA. Are you referring to the initial funding, borrowing
from the insurance fund?
Senator MCINTYRE. Yes.
Mr. WIELGA. Well, our position basically is that we are borrowing
from the insurance fund, which has been put up by the credit unions.
We would rather see a direct borrowing from the Treasury. It is just
one hand paying the other in any case. But I don't see that it is a
real problem.
Senator MCINTYRE. Mr. Williams?
Mr. WILLIAMS. Well, if I could, I will have Mr. Hellie answer that.
Mr. HELLIE. Mr. Chairman, we don't feel it is an issue one way or
the other, whatever the Congress decides, we can live with it.
But it is basically our belief,first of all, we would just as soon permit
the money to be borrowed from ourselves and pay interest to ourselves—NCUA.
And,second, we can,in an internal arrangement with NCUA,make
the CLF operative more quickly than waiting for a financial arrangement with the Treasury which would depend on appropriation.
Senator MCINTYRE. The NCUA administrator said that credit
unions do not need across the board relief from the 1 percent rate
ceiling, 1 percent per month. AFL—CIO also takes great issue with
this provision. Yet both of your organizations have indicated you do
need such relief.
Would you please explain why you feel the rate must be hiked
to 11/2 percent?
Mr. HELLIE. Mr. Chairman, we did not ask for an across the board
relief. I realize in his statement the Administrator said no case has
been demonstrated for an interest rate higher than 12 percent.
What the Administrator in my view failed to appreciate or recognize is that up until now we have not been operating with lines of
credit or credit cards. I think if you check with other segments of the
financial industry, you will find that they are having in many cases
a hard time making it at 18 percent in those particular areas.
Mr. WIELGA. Mr. Chairman, we also are not asking for the rate to
be increased in any way,shape, or form across the board. We do believe
that the Administrator should be given authority to increase the rate
in times of financial distress. For instance, in 1974, in the very tight
money situation, in my own experience in my own credit union, we
were borrowing money at 12 percent to lend to our members at 12
percent. It was not truly economical. Therefore, in certain instances
it might be in the consumer's interest if the credit union were given
permission to go above the 12 percent for a given service.
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For instance, a rate on a line of credit arrangement at 13 percent
from a credit union is more economical from a consumer standpoint
than a 15 or 18 percent rate at another institution.
However, we do believe this should be strictly under control, and
we are not at all in favor of credit unions raising the rates, or of this
being given as a blanket authority.
Senator MCINTYRE. Why is there a need for a separate share draft
provision for credit unions? Would it not be just as easy to provide
NOW accounts for all institutions and simply permit credit unions to
substitute the NOW account for the share draft?
Mr. WILLIAMS. Mr. Chairman, we spent a great deal of money in
educating our membership
Senator MCINTYRE. You can't uneducate them?
Mr. WILLIAMS [continuing]. About share drafts, in advertising it.
We feel the share draft account as we know it today is certainly much
different from a normal NOW account. It does have truncation. It is
electronically as well as paper based, whereas the other systems are
predominantly paper-based systems.
So we feel there is a substantial difference between the share draft
account and the NOW account.
Senator MCINTYRE. Do you agree, Mr. Wielga?
Mr. WIELGA. Yes, indeed. Credit union accounts are quite different,
credit union members are used to calling their accounts shares. The
truncation concept Mr. Williams mentioned is very important. And
they are not entirely parallel to a NOW account in another type of
institution.
Senator MCINTYRE. Mr. Weber.
Mr. WEBER. Mr. Williams, do I assume correctly from your answer
that your organization has no concerns about subjecting a nonnegotiable kind of withdrawal, electronically, to the same restrictions as it
were that would apply to a paper-based NOW account, reserves, rate
ceilings, and everything else?
There has been some concern expressed at these hearings over permitting electronic accounts, technically nonnegotiable withdrawals,
to be subject to all of the restrictions proposed for NOW accounts,
yet you seem to have no concern about that.
Mr. WILLIAMS. There really isn't any basic concern currently on
our part.
There may be one that develops in the future. We are properly
insured against losses in that regard, the consumer certainly is not
going to suffer as a result of it.
We feel that in the future, any type of demand deposit account, a
NOW account, a share draft account, will probably have to be electronic in order to flow, to eliminate the paper flow through the Federal Reserve system. The present NOW and demand deposit system
is just uneconomical. That is the reason that the share draft program
of the credit unions has been fairly successful.
In our State, Texas, we do not have a large number of credit unions
on the share draft system; we have 34, but there are 34,382 members
at the end of April who are on them, and we cleared 462,000 share
drafts through the system for approximately $21 million in our State
in that month.
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In our particular credit union, we are actually, instead of.losing
money as some of the other institutions do by electronic media, and
the methods we are currently using, we are actually making money
off the share draft transactions. And we are taking into consideration
all of our expenses, various income, and we make money per item on
the share draft account, and we are paying, in addition to that., 51/2
percent daily dividend on a share draft account and setting aside a
reserve.
So I think there is a great deal of difference between the two systems
currently. I really have no qualms, we haven't had any members to
my knowledge, at least, and we have 13,500 accounts, who have suffered losses. The credit union has, but we have recovered through our
bonds and other insurance programs.
Mr. WEBER. I recognize the differences. What I am suggesting is
you seem to be satisfied, notwithstanding the differences, with treating
them all alike from the standpoint of reserves.
Mr. WILLIAMS. Yes, sir.
Mr. WEBER. Mr. Wielga.
Mr. WIELGA. Basically we agree.
Senator MCINTYRE. Gentlemen, are you satisfied with the grandfathering provision in S. 1664 regarding share drafts?
Mr. WIELGA. No, we are not, sir. The grandfathering provision as
we understand it applies to existing accounts. It does not apply to
existing programs. It would create a difficulty for credit unions already operational in the share draft system, and already paying a
higher rate than the bill would allow under a uniform ceiling.
The credit union would have to choose whether to reduce the rate
for its existing members, and if it has already demonstrated that it
can in fact provide these accounts at a higher rate, I don't see any
reason why it shouldn't be included. The whole program should be
included and continue to have its members enjoy a higher rate of
interest on these accounts.
Beyond that, we hold—and we agree with CUNA on this point,
very vehemently—that we are already operative with existing authority that we have now under the present law. In effect the law is
imposing a new restraint on something we are already doing, that
we presently have the authority to do.
Senator MoINTYRE. Gentlemen, I am generally concerned whether
the current regulation of credit unions is satisfactory, particularly in
light of the expanded powers that are contemplated in Public Law
95-22 and S. 1665. Of course the restructuring of NCUA was designed
to address this problem. What can you tell me this afternoon about
the adequacy of regulation within the credit union industry, in light
of all that seems to be going on?
Mr: WIELGA. Having just passed an examination by the Federal
examiners, I would say it is adequate, but I really prefer to let
Mr: Hutchinson, who is a credit union manager, chairman of our
legislative committee, and also an alumnus of the NCUA advisory
board, to answer that question.
Mr:IlIrrcinwsoN. Thank you, Mr. Chairman.It is a very interesting
question that you pose. I think the Credit Union Administration,
like any regulatory agency of any form of government, has its pluses
and minuses.
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I think generally the Administration has been faced with some
fantastic problems as the agency itself was created.
Immediately upon the creation of the agency we had the passage of
the share insurance law, and there was an immediate need for expertise
that was not necessarily present. I think the Administration is to be
commended for the forthright manner in which it approached the
situation.
It was fortunate in its initial Administrator to have the type of person who was able to cope with that.
I think generally that the credit unions have been supervised reasonably well. But certainly there is room for improvement,and I would
imagine that no matter what administration you had or what regulations or laws you have, there would be room for improvement.
I think as we address ourselves to additional powers I am particularly concerned about the fact that the workload of the'
Administrator
under the present law seems to be almost insurmountable. That is why
we are so strongly in favor of the restructuring of the NCUA,to make
it a three-power type of operation. With that situation, we could define
the powers, separate and divide them, and more efficiently administer
the responsibilities. Of course in the area of insurance, that is a very
complex one, as we know, since the city of Hartford is the insurance
capital of the world, and very familiar with insurance problems. Insuring of the shares of credit unions is no different from other types
of insurance. It takes a special expertise. I think having a separate
head in the NCUA to address itself specifically to insurance would be
an advantage.
But generally I would say that the Administration in its regulatory
powers has done a fairly good job that could be improved upon.
Senator MCINTYRE. Mr. Williams?
Mr. HELLIE. Mr. Chairman, we feel very substantially as Mr. Hutchinson does. I think the supergrades, the employment of supergrades
within the agency, and increasing that capacity is very important
for the reasons of expertise and workload.
Another way of phrasing it is the agency and the movement which it
regulates needs to become additionally sophisticated and talented at the
same rate.
Mr. HUTCHINSON. Mr. Chairman, could I add another comment?
Senator MCINTYRE. Yes.
Mr. HurcHiNsoN. One other thought that came to my mind is the
history we have in the credit unions in regard to a situation where a
credit union gets into difficulty. I think we have a good track record
on that, and that the Administration has addressed itself adequately
to that.
I think the early warning system which was developed by Mr.
Nickerson when he was Administrator is certainly something we are
very proud of, and I think the banking industry itself indicates that
also.
Senator MoINTTRE. Mr. Wielga, you have not addressed the issue of
where you want reserves held against these transaction accounts. Do
you have an opinion as to where the reserves should be held?
Mr. WIELGA. I think the requirement that reserves be held is simply
writing into the law what any prudent credit union manager would do
in any case.
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As to where the reserves should be held,I think we would prefer that
the first thing be in an insured institution at the option of the manager
or the supervisory committee.
Failing this, Fed member banks would be fine. Of course, where we
would most like to see them held is in the central liquidity fund, which
we hope you will enact into existence.
Senator MCINTYRE.I want to thank you, Mr. Williams,and your associates, and Mr. Wielga and your associates, for your testimony here
this afternoon. We will now recess the committee until 9:30 tomorrow
morning.
[Thereupon, at 1:40 p.m. the hearing was recessed, to reconvene
at 9:30 a.m. the following day.]

NOW ACCOUNTS, FEDERAL RESERVE MEMBERSHIP,
AND RELATED ISSUES
THURSDAY, JUNE 23, 1977
U.S. SENATE,

AFFAIRS,

COMMII1EE ON BANKING, HOUSING AND URBAN
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS,

Washington, D.0.
The subcommittee met at 9:30 a.m. in room 5302, Dirksen Senate
Office Building, Senator Thomas McIntyre (chairman of the subcommittee) presiding.
Present: Senators McIntyre and Tower.
Senator MCINTYRE. The subcommittee will come to order.
This morning we resume our hearings on S. 1664 and related bills.
We call as our first witness this morning Mr. Mark Silbergeld, director of Consumers Union. He is accompanied, I understand, by Ms.
Ellen Broadman, staff attorney.
We want to welcome you here this morning, Mr. Silbergeld. We are
glad to see you. Sit down and relax and let's see how long your statement is-13 pages is not the longest in the world, but if you can save
us a few lines here and there in the interest of time—I think this morning we have 10 witnesses to hear.
STATEMENT OF MARK SILBERGELD, DIRECTOR, CONSUMERS
UNION WASHINGTON OFFICE, ACCOMPANIED BY ELLEN
BROADMAN, STAFF ATTORNEY
Mr. SILBERGELD. Thank you, Mr. Chairman. It's always a pleasure
to appear before the subcommittee. We will simply offer our statement
for the record and summarize as briefly as possible in view of the long
list of witnesses which you expect to hear this morning.
Senator MCINTYRE. Good.
Mr. SILBERGELD. We strongly support the NOW account provisions
of the legislative proposals which the committee is considering in these
hearings. We believe consumers have shown through the New England
experience that they want these kinds of accounts, that these kinds of
accounts are a preferred method,for many of them, of handling their
personal finances, and that NOW accounts as a form of short-term
demand deposit provide for a more efficient allocation of resources.
Instead of the present practice of depository institutions offering
indirectly what regulation does not now permit them to offer directly
in order to attract demand deposits, in the form of clock radios, alarm
clocks,free trips to wherever it may be—
(623)
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Senator MCINTYRE. I don't know. Do commercial banks do that? I
have seen them in the windows in the banks up in New Hampshire
there, for example, eggbeaters and other things like that, but I have
never seen—have commercial banks gotten to that point? Are commercial banks doing it to your knowledge?
Mr. SILBERGELD. I will have to go back and check the files, the newspaper ads, to identify the particular institutions, but the point is that
the market does this because of the various restrictions.
Senator MCINTYRE.Do you think it's a good idea?
Mr. SILBERGELD. No; because it forces the consumer to take the benefit by selecting an institution that's offering a benefit in order to attract
a deposit. The benefit is available only in the form that the institution
offers. That form is limited because of these kinds of restrictions. If we
had NOW accounts and if the market permitted all institutions to pay
that money directly, we believe that all institutions would be forced
to stop that kind of offer which in effect only gives the consumer the
choice of the clock radio, or whatever, and offer the consumer instead
the direct payment with which the consumer could buy anything he desired, including the clock radio or something perhaps much more important. For this reason we believe that it is extremely beneficial to
consumers to have a form of demand deposit in which they can obtain
the benefits which are now paid indirectly in the most direct form,
which is cash, and in which they themselves can decide how they are
going to spend the earnings or benefits from those deposits.
The arguments which have been raised against this form of personal
banking accounts have been rather incredible for us to see.
Senator MCINTYRE.Where have you seen them?
Mr. SILBERGELD. Well, we've seen them in some of the previous testimony heard before this committee. I point out there appears to be a
split in the banking community with some banking interests being in
favor and some being opposed to NOW accounts, and certainly some
opposing them more vocally than others, but one would have to conclude, despite arguments against NOW accounts, that the New England experience shows that consumers really do want these and that
there—or at least a substantial number of consumers.
We are interested in preserving consumer choice so those consumers
who want traditional forms of checking accounts can have those, and
we believe that those will be preserved. But a substantial number of
consumers want NOW accounts and from the New England experience
we have to believe that passage of this legislation would greatly benefit
consumers.
Now I will ask Ms. Broadman to address some of the specifics of the
bill which we cover in our prepared statement, Mr. Chairman.
Senator MCINTYRE. Before that, let me ask you, do you think everybody should have a NOW account?
Mr. SILBERGELD. I think every individual should have the choice.
We are not in favor of having only one available form of individual
deposit accounts. We are in favor of presenting the consumers with a
choice among several forms of demand accounts and letting each consumer determine what form best suits their personal needs.
Senator MCINTYRE. A NOW account wouldn't fit the needs of many
consumers, would it?
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Mr. SILBERGELD. Well, that could well be, but that depends upon a
number of hypotheses.
Senator McIrrrynz.Suppose you're going to write a lot of checks.
Mr. SILBERGELD. Yes it depends, among other things, on the patterns of check writing activity. It depends on what the market will
force the institutions offering NOW accounts to charge as service
charges on NOW accounts and on checking accounts because many consumers now pay service charges on checking accounts as well. It depends on how several of these variables work out once NOW accounts
are in place. But it could well be that for some consumers,indeed substantial numbers of consumers,that they may prefer checking accounts
or EFT-serviced accounts in order to handle their personal finances
and we feel it's very important that the choices be preserved.
Senator MCINTYRE. Assume that the NOW accounts go nationwide.
Let's not call them NOW accounts nationwide. Let's begin to call them
something else like interest on your spending money or interest on
checking accounts, something that begins to make a little bit of sense
to our Texas friend. If a bank in Texas said in a directors' meeting,
"We don't want these things," wouldn't this law mandate that they
have them?
Mr.SILBERGELD. No,Mr. Chairman.it doesn't.
Senator MCINTYRE. In other words, they don't have to have these
things?
Mr.SILBERGELD. NO,sir.
Senator MCINTYRE.If they don't like it,they don't have to have it?
Mr.SILBERGELD. The market may mandate that they have it.
Senator MCINTYRE.The market won't bother these people.
Mr. SILBERGELD. If we're talking about a market where there's not a
lot of competition, then they certainly wouldn't have to have it.
Senator MCINTYRE. Is competition mod for the consumer? It may
not be good for the banker,but is it good for the consumer?
Mr. SILBERGELD. Competition is something without which consumers cannot do. There are to many markets already where we have limited competition. This is one effort to assure competition where competition has been limited before. That's one of the reasons we strongly
favor it.
Senator MCINTYRE. You see. Arthur Burns warned in the paper the
•Dther day—warned against NOW accounts. Did you happen to catch
that headline?
Mr.SILBERGELD. Yes.
Senator MCINTYRE.Did you read the whole story?
Mr. SILBERGELD. I read several accounts, Mr. Chairman, as well as
read Dr. Burns'testimony in full. It takes us back to the days, as you
well know, of the Economic Stabilization Act extensions. Arguments
were offered against a provision on the grounds that they would destroy competition—what they really meant was that they would
destroy the favored position of the lea ding competitor who is insulated
from competition. Market shares stability is not the same as institution
stability and competition produces a degree of market share instability
because competitors in the marketplace are always taking steps and
countersteps to seek to keep their customers. That is not the same as
financial instability. Financially stable institutions in a competitve
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situation can expect to gain and lose market shares from time to time
and still remain sound and active in the marketplace.
Senator McINTyRE. Let's listen to your very effective associate,
please.
Ms. BROADMAN. I'd like to address three major points in the bill.
First, the interest ceilings on NOW accounts should not be limited to
a rate below the interest ceilings on savings accounts as is provided for
in the bill. There's no justification for keeping such an artificially low
ceiling on interest payable on NOW accounts.
Some assert that this restriction is necessary to preserve banking
stability, but the experience of the New England banks proves that
this is not true and that the offering of NOW accounts at a rate.of 5
percent in no way impairs the financial solvency of these institutions.
The second point is that many of the institutions are already paying
interest rates approaching 5 percent. Mr. Burns in his testimony earlier this week mentioned this fact. A wide variety of indirect interest
payments are currently being paid,including free or low cost checking,
interest bearing accounts that are easily transferred into noninterest
bearing accounts and gifts. The wide array of indirect interest payments currently being made on checking accounts certainly approaches
the 5-percent interest ceiling.
To impose an artificially low ceiling would in fact encourage the
development or at least the maintenance of these indirect interest payment systems which are not to the benefit of the consumer. This system
is expensive. Subsidized services encourage consumer to overutilize
them and add onto banking service costs. The expense of transferring
interest bearing accounts into noninterest bearing checking accounts,
and back and forth is obvious—extra telephones,extra personnel,extra
bookkeeping services are required. So that interest rates approaching 5
percent, are being indirectly paid. To impose a ceiling below this level
would encourage the development of indirect interest payment systems which are not desirable from the consumers' viewpoint.
The second point that I'd like to make refers to the grandfather
clause. It's somewhat unclear from the legislation whether or not individual NOW accounts that are in effect at the date the act is enacted
would be grandfathered or if the rates provided by the institutions that
offer NOW accounts would be grandfathered. If individual account
rates are grandfathered, those institutions that are now offering NOW
accounts would pay two different interest rates on different accounts
in.the bank. The bookkeeping problems are obvious and enforcing
this kind of two-tiered payment scheme could be quite difficult.
The second alternative is to grandfather the rates in the institutions
currently offering NOW accounts. This would mean that new and
old NOW accounts offered by these institutions would have interest
rates approaching the same level that they currently pay. The problem
with this is it gives a strong competitive advantage to institutions that
currently offer NOW accounts if they are able to pay higher interest
rates than those institutions which do not.
Because both of these alternatives are rather undesirable, we purpose that the lowest interest ceiling that Federal Reserve Board be
allowed to impose on NOW accounts be 5 percent. This rate has been
proven to not impinge on financial solvency of the institutions in-
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volved. It appears to reflect fairly accurately the indirect interest payment rates that are currently being paid.
We also suggest that interest ceilings be set only insofar as is necessary to maintain the solvency of the banks.
The third point that I'd like to address is the definition of the NOW
accounts in the act. It's somewhat unclear—although the definitional
language suggests so—if electronic funds transfer systems could be
considered NOW accounts. We propose that accounts involved in the
EFT systems should be subject to the same requirements as accounts
that are considered NOW accounts so that EFT system gain no competitive advantage over other kind of systems.
In conclusion, I'd just like to reemphasize that we strongly favor the
authorization of NOW accounts and share draft accounts and strongly
urge the subcommittee to consider our suggested amendments to
S. 1664. Thank you.
Senator MCINTYRE. Well,the testimony Tuesday indicated that there
is a substantial period and that they—in their experiments in New
England and New Hampshire particularly, and Massachusetts especially, the smaller banks—small commercial banks objecting to this
thing, and finally realizing that the name of the game was interest on
your spending money, they went to work and really won the competition at least in New Hampshire—won the competition with the thrifts,
but there is a period of transition that bothers us and so we have
listened carefully to testimony yesterday about such a period to allow
a 1-year period before it would go into effect and then a year period
to adjust to the more moderate rate of interest.
I personally don't like this because we feel experience has shown that
the 5 percent is what it will take for the person who wants a NOW account and begin to merge his own savings account and his checking
account into one. But I understand and appreciate your desire that we
don't lower the interest rate at all nationwide. That's your point, isn't
it?
MS. BROADMAN. Yes as you said, the act will not go into effect until
1 year after its enactment,so there is a period in there where the banks
nationwide could prepare for NOW accounts.
The second point is other banks can look at New Eno-land,learn from
their experience, and adjust their fees if they plan to offer NOW
accounts.
The third point is that New England had no phase-in period and
there's been no evidence that their financial solvency has been impinged
by NOW accounts.
Senator MCINTYRE.Do you have a NOW account?
MS.BROADMAN. Yes;I do.
Senator MCINTYRE. Good for you.
Mr. Silbergeld,I want to congratulate you on what was an excellent
statement and I congratulate you for making it so abbreviated.
For one thing, I think your analysis of implicit costs from indirect
interest payments to captive consumers is one of the best we have seen
to date. Of course, this is a question that we seem to be plagued with.
Everybody in Texas asks this question. There is no such thing as a
free lunch and if the consumer gets interest on their checking accounts,
then ultimately the consumers will have to pay. You have laid that
question to rest, have you not?
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Mr. SILBERGELD. Well, I would hope so, Mr. Chairman. There is no
such thing as a free lunch. People are paying now. The questions are
two. No. 1, whether you see what you're paying; and, No. 2, if somebody else may be paying for you or you may be paying for somebody
else. It's simply a question of, No. 1, getting the cost out in the open
and, No. 2, in either letting competitive pressures eliminate some crosssubsidies or at least making the cross-subsidies more obvious so the
market can work its way with those.
Senator MCINTYRE. These costs are out in the open for everybody to
see. What does it do to competition?
Mr. SILBERGELD. It should increase it. Also, assuming that you have
a reasonably competitive market, it should create pressure to produce
that combination of cross-subsidies, whether it be broader than present
or narrower than present, that most consumers are willing to tolerate
in a mix of costs in exchange for services rendered.
Presently, because they are hidden; the market doesn't really adjust
to what the buyer side of the marketplace would prefer.
Senator MCINTYRE. There's a study called the Keefe study and it
concludes that if priced correctly it is unlikely that NOW accounts will
be of any benefit to the average consumer. Even to the extent that some
consumers may not benefit from NOW accounts, aren't consumers
fully protected in the sense that NOW accounts simply provide an alternative to traditional checking accounts and that those who wish to
maintain low balances and write a large number of checks will be no
worse off in the sense that they will still have the option of low service
charge, non-interest-bearing checking accounts?
Mr. SILBERGELD. Mr. Chairman, Mrs. Broadman has read the study,
at least the summary of the study,and would like to address that.
Ms. BROADMAN. I think that's especially true since the act provides
that only individuals may have these NOW accounts. This means corporations, and others, are going to continue using checking accounts
that do not bear any interest so that consumers will continue to have
the choice between NOW and checking accounts.
The study also fails to recognize the fact that most people now keep
very low balances in their checking accounts because they don't get
any interest on them. However, if they had a NOW account, the balances would be significantly higher and the benefits to them would certainly outweigh the service costs.
In Carol Greenwald's supplement to her testimony, she cites some
very interesting figures. Apparently in Connecticut, where NOW accounts have been priced fairly conservatively, commercial banks have
paid $586,000 in interest as compared to $3,000 that was charged for
services in February of 1977. In Massachusetts, during February of
1977, commercial banks paid $2.9 million in interest on NOW accounts
and collected $105,000 in service charges. So it's fairly clear that consumers are going to be gaining more from NOW accounts than they
are going to have to pay in service charges. The study is deficient in
that it assumes that most people who have low balances in their checking accounts will maintain those balances in their NOW accounts and
concludes they will not reap the benfiets that they actually will.
Senator MCINTYRE. Mr. Silbergeld,to my mind,there is no question
left about whether NOW accounts are pro or anticonsumer. Regard-
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less of what my opinion is, or your opinion is, or somebody else's
opinion is about NOW accounts, they are interest bearing checking
accounts. They are checking accounts that pay interest and which consumers in New England have resoundingly endorsed. The figures are
startling. I think one out of five in New England .like these accounts
and have them. Those people know what they are doing.
Hasn't this issue been resolved, and by the only people who can resolve it?
Mr. SILBERGELD. Well, it's a funny thing, Mr. Chairman. Many of
the people who argue that Government is interfering too much in the
marketplace are the same people who come in and want the Government to stop the marketplace from making those kind of decisions. If
you agree that consumers should decide what is best for consumers,instead of letting institutions which offer services to consumers and the
regulators of those institutions decide,then certainly that question has
been resoundingly answered by the consumers of New England. The
question should not be NOW accounts or not NOW accounts, but over
the details of the bill such as the phase-in period or no phase-in period
and the conditions for setting ceilings.
Senator MCINTYRE. Mr. Silbergeld, obviously I'm intrigued by the
arguments offered that NOW accounts are anticonsumer. You and I
both know that consumers outside of New England probably don't understand the fact that NOW accounts are tantamount to interest on a
checking account, to having a checking account that pays you interest.
Do you have any doubt that the American public will respond favorably to interest bearing checking accounts if they knew about them,if
they were aware of them?
Mr. SILBERGELD. No,sir.
Senator MCINTYRE. You don't have any doubt? You think the
people in Texas would say,"No,that's not for us?"
Mr. SILBERGELD. I assume people in Texas are just as interested in
having them.
Senator MCINTYRE. Or people in Montana saying,"We want silver
dollars in our pocket. We like to hear the jingle-jangle."
Mr. Silbergeld, the lack of awareness, the lack of knowledge among
the people of this country, is one of our biggest stumbling blocks in
this whole exercise.
Mr. SILBERGELD. There's no question Mr. Chairman, familiarity has
to come through experience in the marketplace and not by reading
about it in a magazine or a newspaper, and I have no question that the
New England experience has shown that direct familiarity with these
kinds of accounts has resulted in their being extremely popular. I can
only assume that if people in other parts of the country do not react to
this bill the way they did to the seatbelt buzzer bill a few years ago it's
because they had more experience with the seatbelt buzzer than they
have with NOW accounts. I assume introduction of NOW accounts in
other parts of the country will produce the same kind of response.
Senator MCINTYRE. NOW accounts—what other name can we use
that would be more enlightening to the average person? I was looking
at, one NOW account that we have up there in New Hampshire and
they've come up with—they had an expression "interest on your spending money." That sounded pretty good. But we've got to find some
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word that's better than NOW account, which is nothing more than an
acronym for negotiated orders of withdrawals.
Mr. SILBERGELD. Which is a lawyer's phrase, Mr. Chairman, and I
would suggest something like interest-bearing checking accounts probably ought to be used and probably ought to be written into the bill
so that this unknown acronym that represents a three-word legal
phrase ought to be changed into something in plain English.
Senator McINTYRE. I probably ought to refer the question to the
Pentagon because they are the masters in acronyms. They talk in
acronyms.
Mr. SILBERGELD. Mr. Chairman,I'd rather you referred it to the new
chairman of the Civil Aeronautics Board who's already—I think you
saw it in the Star—ordered his lawyers to stop talking legalese and
start talking English. Perhaps he could come up with a phrase in good
English.
Senator MCINTYRE. I think I ought to offer a contest or a prize—
interest-bearing account, IBC, doesn't mean a thing. I've got to work
on that.
One last question to you, Mr. Silbergeld. You refer to this in your
statement. The gentleman who originated the NOW accounts Mr.
Haselton, president of the Consumers Savings Bank in Worcester, formerly of New Hampshire, expresses concern over that provision in
S.1664 which gives the Federal regulatory agencies the right to classify
all transaction accounts as NOW accounts in that it will have the effect
of stifling further innovation. We are going to name all these accounts
NOW accounts, not share drafts. He's suggested at the very least distinctions be made between paper-based and electronic accounts and
between negotiable and nonnegotiable withdrawals. What are your
thoughts on that?
Mr. SILBERGELD. Well, as Ms. Broadman said in her presentation, if
an EFT-serviced account works the way a NOW account does, as the
NOW account is defined in the bill or may be defined in the bill if
you're going to change the definition in any way, it ought to be subject to the same freedoms and restrictions as NOW accounts. Although
we believe that the EFT-service systems provide some substantial potential advantages for individual banking and savings institution customers, we are also concerned that consumers be preserved a choice of
personal account services. We would not want to see EFT get such an
advantage that—and especially in view of the tremendous initial investment that has to be recouped from those who have invested in
EFT—we would not want it to get such a competitive advantage that
in a period of very few years it becomes the only form of individual
accounts available to consumers. So I would disagree. I would not
argue that simply because there's need for innovation in electronically
serviced systems that it should be given a competitive advantage over
paner-based systems.
Senator MCINTYRE. What are you doing about trying to educate the
people of this country that the NOW account is a good thing for them
that may fit something that is very needful to them and make their
lives a little easier? They would be able to pay their rent by check instead of going down to the flat below them and finding the landlord
and handing him $85 and trying to get a receipt,or instead of trudging
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over to the utilities like you do now, just write out a check. What are
you people doing? You're the banner carriers for the consumers. Are
you doing anything about it?
Mr. SILBERGELD. You were first and we were second, Mr. Chairman:
Certainly, after the legislation that authorized the New Englanct
NOW accounts we ran a five-part banking series in the 1975 issues of
Consumer Reports. The fourth section of that dealt with financial institution reform and the freeing-up of various institutions to offer
wider variety of services, very strongly supported NOW accounts, described them and how they work to our readers. That series has been
available or at least was available for quite some time as a reprint in a
separate section reprinted from the magazine, and we have done what
we believe is the best we can to make the information, on how NOW
accounts work and why they are good for consumers, available to
those who care to read it.
Senator MCINTYRE. Lately, since these hearings began, we have
been getting very bad press. Irving Levine, who's a commentator for
NBC,and a very fine one led off one of his shows—he came in here and
Senator Tower of Texas asked a question, "What are they going to
cost? Who's going to pay?" They caught that question, and then the
Secretary of Treasury was quoted as saying, "I wish I were smart
enough to tell you," and that was the beginning of a whole page of an
answer in which the Secretary went very deeply into the fact that
competition and unmasking some of the secret hidden little monopolies
that some of our banker friends enjoy in a very good way,and then the
television—I didn't see this, so I'm not quoting—then the television
screen switched to Boston, Mass. and I hope Carol Greenwald can tell
me what bank because I called Mr. Levine and I said, "Hey, it's all
right for you to have your ideas on this but how about a little equal
time? Would you come up and let me tell you why I think NOW accounts are good?" And he was very gracious and said he would be glad
to come by the office and talk about it. Then he said, "You know, I
didn't prejudge this thing at all. I had a NOW account up in Boston
and they charged me 25 cents a check and I though that was a real ripoff." And his view was that NOW accounts are good for the rich and
well to do but for the poor people it was not that effective, and that's
what appeared on national TV. Then,the next morning we get a blast
from the headlines of the Washington Post saying"Burns says beware
or warns of NOW accounts, something that's going to undermine the
financial centers of the world."
Well, do you support the differential between what banks and thrift
institutions can pay on time and savings deposits? Right out of the
dark here comes a tough one.
Mr. SILBERGELD. I think we would rather address that question in
the context of much broader financial institution reforms. You will
recall Mr. LeMaistre's testimony on Monday in which he said he
wished he were here before the committee addressing a much broader
and comprehensive financial institution reform proposal rather than
piecemeal, but since that appears not to be political reality he was
going to fro about it piecemeal.
I would rather not address that question piecemeal. I'd just as soon
take a look at that in the context of much broader financial institution
reforms than is contained in this bill.
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Senator MCINTYRE. Of course, in this bill it appears pretty much
with a very narrow approach to some of the problems.
Mr. SILBERGELD. Yes, and we are not sure, when limited to the context of this bill, which way is best divorced from the broader question
of financial institution reform. So at this point we'd rather not take a
position on that.
Senator McIN-TvRE. Well,thank you very much, Mr. Silbergeld, and
your associate, for your help this morning. We appreciate it. If you
believe in NOW accounts keep talking about them.
[Complete statement of Mr.Silbergeld and Ms.Broadman follows:]
STATEMENT OF MARK SILBERGELD, DIRECTOR, AND ELLEN BROADMAN,
ATTORNEY, WASHINGTON OFFICE, CONSUMERS UNION
Consumers Union 1 appreciates the Subcommittee's invitation to present our
views on S. 1664. This Bill addresses an issue of significant concern to millions of
prospective consumer holders of Negotiable Order of Withdrawal (NOW) accounts and Share Draft (SD) accounts. The proposed legislation would authorize federally insured commercial banks, mutual savings banks, savings and loan
associations, and credit unions to offer SD accounts to members. Today, NOW
accounts are offered by financial institutions in six New England states. One year
after the enactment of S. 1664. NOWs and SDs could be offered nationwide.
Consumers Union supports the basic proposal of S. 1664, to authorize the nationwide operation of NOW and SD accounts. At the same time we urge the
Subcommittee to give careful consideration to a number of important details of
this legislation, as we will discuss in greater detail this morning.
The propoQed legislation's basic provisions direct the Federal Reserve Board
to prescribe interest rate limitations for NOWs and SDs for a period of three
years after the bills' effective date, and to exercise standby authority to prescribe
rates for the following three years.
S. 1664 would direct the Board to establish reserve requirements within specified ranges for both member and non-member institutions that offer NOWs and
SDs. Over a three-year phasein period, non-member depository institutions with
outstanding NOWs and SDs, would be required to slowly build such reserves.
The bill would direct that reserves established for NOWs and SDs be maintained by depository institutions with a Federal Reserve Bank or with a Federal Reserve System member bank or Federal Home Loan Bank, provided the
member of FHL bank maintained such funds in the form of balances in a Federal
Reserve Bank of which it is a member or at which it maintained an account. The
Board also by regulation would be authorized to permit depository institutions
to maintain in reserves in vault cash.
The proposed legislation further authorizes Federal Reserve Banks to pay
interest on all reserve balances maintained at the banks, at rates to be established by the Board that do not exceed 10 percent of the net earnings of the
Banks during the preceding year, before the payment of interest.
Finally, S. 1664 extends the Board's authority to set interest ceilings on time
deposits through December 15, 1979, for the stated purposes of allowing the
Administration sufficient time to study the impact of Regulation Q and the
elimination of unnecessary Federal regulatory restraints.
Consumers Union supports S. 1664 insofar as it would permit financial institutions to offer NOW and SD accounts nationwide.
PROHIBITIONS AGAINST NOW'S AND SD'S CANNOT BE JUSTIFIED
Prohibitions against interest on demand deposits are a vestige of antiquated
concerns of the 1930's that have since been proved to be unfounded. The two
1 Consumers Union is a nonprofit membership organization chartered in 1936 under the
laws of the State of New York to provide information, education, and counsel about
consumer goods and services and the management of the family income. Consumers Union's
income is derived solely from the sale of "Consumer Reports," its other publications and
films. Expenses of occasional public service efforts may be met, in part, by nonrestrictive,
noncommercial grants and fees. In addition to reports on Consumers Union's own product
testing, "Consumer Reports," with its almost 1.8 million circulation, regularly carries
articles on health, product safety, marketplace economics, and legislative, judicial and
regulatory actions which affect consumer welfare. Consumers Union's publications carry
no advertising and receive no commercial support.

633
explained
justifications that emerged in 1933 for imposing this prohibition are
report
and artfully disposed of in the Federal Reserve Board's January 21, 1977
The proentitled "The Impact of the Payment of Interest on Demand Deposits."
interest
hibition was based, in part, on the incorrect belief that the payment of
fact, other
on bankers' balances had drained loanable funds from rural areas. In
funds out of
incentives have been determined to be responsible for the flow of
interrural areas.' Moreover, today rural banks are able to place highly liquid,
prohibition fails
est-bearing funds in numerous non-local institutions, so that this
to achieve the intended effect of keeping rural deposits in rural areas.
The second argument made for the prohibition was that the ban on interest
was necessary to preserve bank stability and to assure that banks could afford
to pay for deposit insurance. The widespread success of the six New England
institutions that currently offer NOW accounts serves as empirical proof that
financial solvency is not impinged upon by NOW account interest payments.3 The
bank
lack of any correlation between interest rates paid on demand deposits and
failures, documented in several studies, cited In the FRB report,' further confirm
of
that NOWs and SDs will not necessarily jeopardize the financial stability
banks.
The irrelevance of these arguments to a decision to permit the operation of
NOW accounts today is obvious.
CONSUMER
NOW'S AND SD'S WILL IMPROVE BANKING OPERATIONS AND BENEFIT THE

Moreover, current economic realities indicate that the authorization of interest
payments on demand deposits would improve the operation of the banking institutions, reduce expenses ultimately borne by consumers, and enhance consumer
earnings. Interest payment prohibitions have forced institutions competing for
demand deposits to design contorted schemes to attract funds through indirect
"interest" payments. The long list of indirect interest payments includes: (1)
subsidization of check-related services (e.g. free or below cost checking accounts) ; (2) gift giving; (3) more attractive loan rates for depositors than
nondepositors ; (4) more convenient banking hours and locations; and (5)
interest-bearing accounts that can easily be transferred to demand deposit accounts, in many cases by prior written authorization or telephone authorization
which does not even require the customers presence in the offices of the institution. Numerous other devices have been instituted for large depositors, including
negotiable time certificates of deposit, and interest-bearing nondeposit liabilities
with very short maturities (Federal funds borrowing and securities sold under
repurchase agreements).
The prohibitions against the payment of interest on demand deposits has
resulted in the development of these price and nonprice mechanisms for circumventing the ban. Financial institutions, competing with one another for deposits,
have designed indirect interest payment schemes to attract depositors.
For example, institutions that offer free or below cost services encourage
over-utilization of these services by consumers and add unnecessary expenses to
their operations. And, in the case of an interest-bearing account that may be
easily transferred to a demand deposit account, the financial institution must
incur the cost of additional phone calls, personnel, bookkeeping, and other overhead costs involved in shifting funds back and forth between the accounts.
Such complexities and inefficiencies have and will continue to evolve within
the banking system due to the efforts of competitors to circumvent the prohibitions on NOW's. The added costs incurred because of these practices are ultimately transformed into lost dollars for the user of banking services—the
average American consumer. By allowing the payment of interest earned on
checking accounts to be paid directly, S. 1664 promises to allow more meaningful
competition among banking institutions, to streamline the unnecessary frills
devised to attract deposits, and to replace these extras with more desirable cash
benefits for the consumer.
This direct interest payment system will also allow the consumer to spend
their interest dollars as they please. Now, consumers may only effectively
"spend" their earnings on checking services, conveniences, special loan options,
gifts and other frills that financial institutions offer. By authorizing cash interest payments, S. 1664 broadens the American consumer's spending choices to
2 FRB,supra at 11.
2 Paulus, Effects of "NOW" Accounts on Costs and Earnings of Commercial Banks in
1974-1975 (1976).
'Supra at 13.
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include any consumer goods or services which the consumer may prefer. The
bill would thus assure that interest payments will ultimately be employed for
the production of goods and services desired most by the consumer.
SEPARATE CONSIDERATION

The authorization for the payment of interest by Federal Reserve System
Banks on reserve balances which member banks are required to maintain is not
related to the operation of NOW or SD accounts. The latter have to do with the
scope of services extended to consumers by competing financial institutions and
with the cost to consumers of maintaining various forms of accounts from which
they can make payments to third parties by written instruments. The former
has to do with disincentives to membership in the Federal Reserve System. This
former provision should be considered in separate legislation.
INTEREST CEILINGS

Section 104 of the proposed legislation directs the FRB, after consulting with
a committee composed of the Chairperson of the Federal Deposit Insurance
Corporation, the Chairperson of the Federal Home Loan Bank Board and the
Administrator of the National Credit Union Administration—to set rate ceilings
for NOW's and SD's that are lower than the rate limits prescribed for savings
deposits at member banks. These limitations would remain in effect for 3 years,
and could be extended for an additional 3 years if a majority of the committee
determines that these limitations are warranted in light of monetary needs,
consumers interests, and the preservation of safety, soundness and a competitive
balance among depository institutions.
No valid justifications have been made for keeping NOW and SD account
interest rates below those paid for savings accounts over such an extended
period of time. In fact, experience suggests that this ceiling is not necessary for
the protection of the banking industry and will result in dollar losses to the
consumer. Just as the prohibition against interest payment on demand deposits
has resulted in indirect interest payment mechanisms, so would an artificially
low ceiling result in the development of similar mechanisms for circumventing
the ceiling.
The solvency of New England banks was not impinged upon when placed under
a 5 percent interest ceiling without any phase-in period.' Credit Unions have
similarly flourished under a 7 percent interest ceiling for SD accounts. These
institutions did not even have the one year waiting period incorporated into
S. 1664 (which does not become effective until 1 year subsequent to its enactment
date). Thus, until well-substantiated arguments are given for imposing the
proposed rate ceilings for NOW's and SD's, we oppose their imposition.
In addition, this ceiling is likely to constrain banking institutions from paying
directly the full amount of interest now being paid directly. A survey of member
banks conducted by the FRB indicated that the average indirect interest payment made in 1975 in the form of below cost checking services amounted to at
least 4 percent for small and medium banks and 4.7 percent for large banks.6
To the extent that these banks have made other indirect payments not included
in the FRB survey, they would appear to have paid even higher rates. And inflation may have further increased these figures. If banks are indirectly paying
interest rates that exceed rate ceilings which the Board imposes under section
104 or S. 1664, considerable justification must be given for continuing to restrain
banks from passing on this interest in form of cash to the consumer. Low
ceilings would result in the retention of the indirect-interest-paying mechanisms
that have been developed to circumvent the prohibition against interest payments on demand deposits.
No interest ceiling should obtain, except that the committee should be authorized to impose the highest rate ceiling found to be necessary to preserve the
stability of the banking industry, after publishing such proposed ceiling rates
and considering public comment, under the procedures prescribed in 5 U.S.C. 553,
the Federal Administrative Procedures Act. If the committee determines that a
significantly higher interest ceiling or that no limitation is required, consideration should be given to amending the ceilings imposed on mortgage interest rates
to assure that disincentives to extend mortgage loans are not created.
Paulus, Effects of "NOW" accounts on costs and earnings of commercial banks in
1974-1975.
6 FRB,"The Impact of the Payment of Interest on Demand Deposits,"
supra at 21.

CLARIFICATION OF GRANDFATHER CLAUSE

Proposed section 104(b) provides that institutions offering NOW or SD
accounts prior to the enactment of S. 1664 may continue to pay interest on such
accounts at the rates in effect at the time of enactment, for a period of 3 years.
This provision could be interpreted to (a) sustain the rates paid on existing
individual accounts or (b) authorize the institutions that offer NOW's at the
date of enactment to pay enactment-day rates for all their NOW and SD
accounts.
If the former reading is correct, some institutions may be forced to pay
different interest rates on accounts opened prior and subsequent to the Bill's
enactment. The unwieldly administrative complications involved in this dual
rate system suggest that another interpretation might be preferable.
Under the latter interpretation, institutions that currently offer NOW's could
offer new NOW's at the interest rate they paid at the time of the bill's enactment.
If the federally imposed interest ceiling for NOW's is lower than this rate, NOW
pioneers will enjoy a decided and unfair competitive advantage over newcomers.
To minimize or eliminate these discrepancies, the highest interest ceilings in
effect in the six New England States or for credit unions (5 percent for NOW's
and 7 percent for SD's) be adopted as the lowest authorized ceiling that
the committee could impose on NOW's and SD's. The financial success
of the New England institutions and of credit unions that have offered these
accounts indicates that these interest ceilings have not endangered the solvency
of these institutions.
EXTENDING THE GRANDFATHER CLAUSE

Section 104(b) grandfathers interest rates for the 3-year period after the act's
effective date. However, under proposed section 104(a), rate limitations are
authorized to be extended for up to 6 years. Thus, if rates imposed between years
3 and 6 are less than the rate paid by offerors on the enactment date, these
offerors will be forced to reduce their rates for the 3-year period. It seems incongruent to grandfather these rates during the initial 3-year transition period, yet
temporaily abolish them for the final 3 years of transition. Therefore, section
104(b) should be rewritten to grandfather rates for the duration of the rate
ceilings imposed pursuant to section 104(a).
DEFINITION OF NOW ACCOUNT

Proposed section 101(c) defines a negotiable order of withdrawal as a deposit
or account on which withdrawals are made by "negotiable or transferable instrument or other similar item" (emphasis added) to pay third parties or others.
Section 103 authorizes the FRB, FDIC Board, FHLB Board and NCUA Administrator to issue jointly regulations designating certain arrangements as
NOW's or SD's to prevent evasions of the interest rate limitations and reserve
requirements imposed by S. 1664.
These provisions suggest that accounts serviced by Electronic Funds Transfer
Systems (EFTS) may be encompassed by the definition of a NOW account.
Clarifying language should be included in section 101(c) which establishes that
EFTS-serviced accounts may qualify as NOW accounts. If such accounts are
deemed to be NOW accounts, they should be subjected to the same restrictions,
if any, and reserve requirements as other NOW accounts. Also, some language
may be necessary to clarify that the financial institution, rather than the terminal operator (e.g. retail establishment) is the depository institution under the
act.
CONCLUSION

In conclusion, Consumers Union endorses the authorization of NOW and SD
accounts nationwide, and urges the subcommittee to consider carefully our
recommendation changes in S. 1664.

Senator MCINTYRE. We are happy to welcome as our next panel the
very distinguished panel of Mr. John L. Williams, Jr., vice chairman,
conference of State bank supervisors, Federal legislative committee, commissioner of banking and securities, State of Kentucky: Mr.
Alvis J. Vandygriff, National Association of State Savings and Loan
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Supervisors and deputy commissioner for savings ancl loans for the
State of Texas—I have to say "great State of Texc for Senator
Tower—Mrs. Carol Greenwald, banking commissioner, Commonwealth of Massachusetts; Mr. William E. Whitesell, secretary of
banking, Commonwealth of Pennsylvania; and Mrs. Virginia Long,
commissioner of banking, State of New Jersey.
I want to welcome all of you people coming here on this June day
and assisting this subcommittee with this rather difficult problem. We
will ask you to testify in the order in which I called you. All right,
Mr. Williams,let's hear from you, please.
STATEMENT OF JOHN L. WILLIAMS, JR., VICE CHAIRMAN, CONFERENCE OF STATE BANK SUPERVISORS, FEDERAL LEGISLATIVE
COMMITTEE; COMMISSIONER OF BANKING AND SECURITIES,
STATE OF KENTUCKY
Mr. WILLIAMS. Thank you, Mr. Chairman.
It's a pleasure to appear before you this morning. My name is John
L. Williams, Kentucky's banking commissioner and vice chairman
of the Federal legislative committee. With me is Larry Krieder, executive vice president-economist of the conference. I'm going to be very
brief in my statement. I know you have been here 4 days and you have
heard a lot of these things already, so I will summarize and add some
points:
(1) While CSBS takes no position on whether there should be NOW
accounts, State bank commissioners recognize the pros and cons of the
issue; time alone will determine whether the consumer advantages of
NOW's will be as significant as claimed by advocates of these interestbearing deposits, or conversely, whether the adverse effects will be as
great as feared by opponents of such accounts.
(2) State bank commissioners in five of the New England States
offering NOW's recently expressed to CSBS the view that NOW accounts in themselves were causing no supervisory problems from the
standpoint of adversely affecting the safety and soundness of the
institutions offering them. The State bank commissioner in Rhode
Island stated in summary that he did not think NOW's were necessary;
that this was because in Rhode Island depository institutions already
have been able to offer accounts similar to NOW's. The other four
State bank commissioners stated that based on the experience to date,
it was their opinion NOW's were proconsumer in that they had permitted depositors as a whole to earn more income on their deposits than
otherwise would have been possible. Several commissioners thought
the accounts were more advantageous from this standpoint to the more
affluent depositor, but that no class of depositor was disadvantaged
because of NOW's; that they had the choice to use them or not. The
commissioners contacted by CSBS thought NOW's were in the main
being favorably received by depositors and that they were procompetitive in their effect. The consensus expressed by those commissioners
contacted was that States should retain the right to set reserves held
against NOW's in State-chartered depository institutions.
With reference to the proconsumer qualities attributed to NOW
accounts by the New England State bank commissioners who were
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contacted by CSBS, it should be pointed out that some State bank
commissioners in areas outside New England might hold contrary
views regarding proconsumer aspects of such accounts.
(3) CSBS is deeply concerned about the harmful effects of provisions in S. 1664 which would call for compulsory affiliation with the
Fed for reserve-setting purposes of all federally insured depository
institutions with respect to NOW's offered by such institutions.
The Federal Reserve Board has made no clear showing that it needs
reserve-setting authority over NOW's or any other deposits offered
by State-chartered nonmember depository institutions in order to carry
out its monetary policy responsibilities. There is strong evidence that
the Fed does not need such authority. The Fed can, and does, conduct
its monetary policy operations principally through its Federal Open
Market Committee. A study commissioned by CSBS in 1974 shows that
while major monetary policy weaknesses have been revealed in the
recent past, and should be anticipated in the future, operational affiliation of some banks with the Fed for reserve purposes cannot be considered high on the list of factors contributing to these weaknesses, if
eligible at all for inclusion.
(4) In connection with claims the Fed has made in the past that
reserves should be uniform between member and nonmember banks
from the standpoint of equitable treatment between the two classes of
institutions, research by CSBS would indicate that (a) optional affiliation with the Fed for reserve-setting purposes is consistent with equitable treatment between member and nonmember banks as two groups;
(b) by some Fed officials' criterion, the Fed violates the concept of
equitable treatment among member banks fully as much as allegedly
exists between member and nonmember banks of comparable size
groupings; (c) the Fed unilaterally, and without disruption of monetary policy, can correct inequities it perceives among its own members
and between member and nonmember banks by adjusting member bank
reserve requirements. If statutory limitations now in effect make some
adjustments impossible, the Fed can ask for modifications of such
provisions.
(5) It is the position of CSBS that some State-chartered banks
benefit by membership in the Fed, particularly if they choose to play
a major role in providing correspondent services. Other banks benefit
from nonmembership, particularly if they do not choose to play a
major role in providing correspondent bank services.
(6) The option of affiliation with the Fed that is available to the
banks assures equitable treatment for the two classes of banks and
contributes to a dynamic private correspondent banking network.
The private correspondent banking network would be adversely
affected by the reserve-setting provisions of S. 1664. These provisions
would cause nonmember banks in order to fulfill the proposed reserve
requirement provisions to transfer funds from accounts with their
commercial correspondent banks to the Fed. This would compel nonmember and member banks to rely on the inclinations of the Fed for an
increasing proportion of correspondent-type services and would cause
a significant shift of an important economic activity from the 'private
competitive sector to a centralized governmental agency.
(7) It is the position of CSBS that maintaining correspondent interbank operations within the private banking sector of the economy
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tends to strengthen the dual system of State-Federal checks and balances. Conversely, locating interbank functions within Federal agencies tends to dilute State Federal checks and balances. It tends unnecessarily to place a Federal agency in an undesirably dominant role
over banks and banking. In the absence of a clear showing that a Federal Government agency can provide interbank services as effectively
and at less total cost than can private financial institutions, this function should be left primarily to the private sector as at present.
(8) With respect to the argument advanced for requiring uniformity in reserves held by member and nonmember banks on the
groimds that member banks are disadvantaged in that they must
hold required reserves with the Fed in vault cash or non-interestbearing assets, while nonmember banks may hold reserves in interestbearing assets in some States, CSBS desires to point out the following: (a) In 11 of the 22 States which permit reserve requirements to
be met with interest-bearing obligations, CSBS research shows that
nonmember banks in those States hold a sufficient amount of noninterest-bearing reserve eligible items to meet the State's reserve requirements. (b) In the 38 States which do not permit required reserves
of nonmember banks to be in income-earning form, CSBS research
has shown that insured nonmember banks in these States hold an
amount of non-interest-bearing balances 45 percent greater than
required by State reserves provisions. It would appear that the reserve
equitable-treatment question has been overstated by the Federal Reserve Board.
(9) With respect to the claim that the Fed is concerned that its loss
of membership will weaken the soundness of the banking system,
CSBS doubts that banking failures of recent years have been due in
any significant degree to the fact such banks did not have access to the
Fed as the lender of last resort. Nor has there been any showing that
the safety and soundness of individual banks in general or the banking
system as a whole has been weakened by the withdrawal of banks from
the Federal Reserve System. Conversely, some who are familiar with
the workings of the banking system feel that the correspondent banking function has been strengthened by withdrawals to date from the
Fed.
(10) States will continue to act in a responsible manner in their
reserve-setting actions, and they should continue to have the authority
to set reserves for State-chartered banks that do not choose to be
members of the Fed,and for other State-chartered financial depository
institutions.
(11) CSBS does not believe the NOW account issue should be
used as a vehicle for broadening the Fed's reserve-setting powers; the
question of whether the Fed should have broadened reserve-setting
powers and should be permitted to pay interest on reserves required
to be held with it should be the subject of separate and extensive hearings and not tied to the NOW account question.
(12) CSBS supports those aspects of S. 1668 which would limit
the Fed's reserve-setting powers to commercial banks that are members of the Federal Reserve System and to federally chartered thrifts.
(13) CSBS strongly supports the principle of providing a Federal
charter option for mutual savings banks as spelled out in S. 1665.

(14) With respect to provisions of S. 1666 which would require
100 percent insurance of public deposits and retirement savings placed
in individual retirement accounts and Keogh plans, CSBS has expressed the view that 100 percent insurance of public deposits is unnecessary, based in part on the loss experience involved in such funds.
Furthermore, once 100 percent insurance is open to public deposits or
to accounts such as IRA's and Keogh plans, it becomes virtually impossible to restrict such coverage. The ultimate result would be 100
percent insurance for all deposits. CSBS believes this to be undesirable.
Not only would it have the tendency toward virtual "nationalization
of banks," as recently expressed by FDIC Chairman George A. Le
Maistre but CSBS believes it would ultimately open the door to credit
allocating proposals by the Federal Government.
Senator McINTYRE. Thank you, Mr. Williams.
[Complete statement follows:]
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STATEMENT OF MR. JOHN L. WILLIAMS, JR.
ON BEHALF OF
THE CONFERENCE OF STATE BANK SUPERVISORS
Mr. Chairman, it is a pleasure to appear before
you and the
members of this Subcommittee. I am John L.
Williams, Jr., Kentucky's
Colmissioner of Banking and Securities and Vice
Chairman of the Federal Legislation Committee of the Conference of
State Bank Supervisors (CSBS), on whose behalf I am testifying
today. Accompanying
me is Dr. Lawrence E. Kreider, Executive Vice
President-Economist
of the Conference.
The supervisory members of CSBS are composed of
officials' of
the state governments responsible for the charter
ing and regulating
of state -chartered commercial and mutual savings
banks in the fifty
states, and of such officials in the Commonwealths
of Puerto Rico,
Guam and the Virgin Islands. In a number of states
our state bank
supervisors are also state savings and loan associa
tion and state
credit union supervisors.1/ Although some portion
s or all of my
statement today may be consistent with the views of
state credit
union and state savings and loan association regulat
ors, it is presented as the consensus view of state bank supervi
sors.
At the outset may I comment that while the Confere
nce takes no

1/

State-chartered credit unions are supervised by
the same official as state-chartered commercial banks in Alabama
, Arizona,
Colorado, Connecticut, Georgia, Idaho, Iowa, Kentuck
y, Louisiana,
Maine, Maryland, Massachusetts, Michigan, Minneso
ta, Mississippi,
Montana, Nebraska, New Hampshire, New Jersey, New
Mexico, New
York, North Dakota, Oklahoma, Oregon, Pennsylvania,
Rhode Island,
South Carolina, Tennessee, Utah, Vermont, Virgini
a and West
Virginia.
State -chartered savings and loan associations are
supervised by
the same official as state -chartered commercial
banks in Alabama,
Arizona, Connecticut, Delaware, Florida, Georgia
, Hawaii, Idaho,
Kentucky, Louisiana, Maine, Michigan, Minnesota,
Montana,
Nebraska, New Jersey, New Mexico, New York, North
Dakota, Oklahoma,
Pennsylvania, Rhode Island, South Carolina,
South Dakota, Utah,
Vermont, Virginia, West Virginia and Wyoming.
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position on whether there should be NOW accounts, state bank commissioners as a group, and representing various parts of the nation,
recognize the pros and cons of the NOW account issue.
At the time S. 1664 was introduced, NOW accounts were characterized as proconsumer in their thrust, and as "...perhaps the most
competitive new development in the financial institutions industry
in a decade."

Time alone will determine whether the consumer advan-

tages of NOW accounts will be as significant as claimed by advocates
of these interest-bearing deposits.

Your Subcommittee is scheduled

to receive testimony today from Ms. Carol S. Greenwald, Commissioner
of Banks for the State of Massachusetts, regarding the experience in
her State with respect to NOWs.
In this connection, the state bank commissioners in five of
the other New England States offering NOWs recently expressed their
views to CSBS regarding these accounts.

The Commissioner in the

State of Rhode Island stated in summary that he did not think NOW
accounts were necessary; that this was due solely to the fact that
in Rhode Island depository institutions already have been able to
offer accounts similar to NOWs.

The other four state bank commis-

sioners stated that in their views NOWs were proconsumer in that they
had permitted depositors as a whole to earn more income on their deposits than otherwise would have been possible.

It was the view of

several that the accounts were more advantageous from this standpoint to the more affluent depositor, but that they thought no class
of depositor was disadvantaged because of NOWs; that they had the
choice to use them or not.

The commissioners thought these accounts

were in the main being favorably received by depositors and that
NOWs were procompetitive in their effect.

None of the commissioners
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thought NOW accounts were causing supervisory problems from the
standpoint of adversely affecting the safety and soundness of the
institutions offering them.

On another aspect of the NOW issue,

the consensus expressed by New England commissioners contacted was
that states should retain the right to set reserves held against
NOWs by state -chartered depository institutions offering them.
While CSBS has no position with respect to whether there should
be NOW accounts, it is deeply concerned about the harmful effects of
provisions in S. 1664 which would call for compulsory affiliation
with the Fed for reserve -setting purposes of all federally insured
depository institutions with respect to NOWs offered by such institutions.

This provision - which would result in federally insured

state -chartered nonmember commercial and mutual savings banks, federally insured state-chartered S&Ls and state -chartered credit
unions being forced to set aside reserves against NOWs in the amount
and manner prescribed by the Fed - is being advanced apparently on
the basis of enhancing the ability of the Federal Reserve effectively to conduct monetary policy.

Others have claimed that reserve -

setting power for the Fed is necessary to achieve equitable treatment between member and nonmember banks.
Another provision of the bill would authorize the Fed to pay
interest on the reserves required to be held with it for NOWs, and
on reserves for other deposits now required to be placed with the
Fed by member banks.

Secretary of the Treasury W. Michael Blumenthal

in forwarding this bill to the Congress commented with respect to
this interest-paying provision that banks have been withdrawing
from the System because it is costly for them to hold their reserves
in non-interest earning form; that "The Board of Governors of the
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Federal Reserve System is concerned that this loss of membership
will weaken the soundness of our banking system and the System's
ability to conduct monetary policy."
The Conference doubts that the banking failures of recent years
have been due in any significant degree to the fact such banks did
not have access to the Fed as the lender of last resort.

Nor has

there been any showing that the safety and soundness of individual
banks in general or the banking system as a whole has been weakened
by the withdrawal of banks from the Federal Reserve System.

Con-

versely, some who are familiar with the workings of the banking
system feel that the correspondent banking function has been strengthened by withdrawals to date from the Fed.
Banks should continue to have the option of affiliating with
the Fed or of leaving the System.

First of all, the Fed, outside

of some ex cathedra pronouncements, has made no clear showing that
it needs reserve -setting authority in order to carry out its monetary policy responsibilities.

CSBS has publicly asserted that the

Fed, in fact, does not require such authority over all state-chartered commercial banks in connection with its monetary policy role;
that its monetary policy responsibilities are handled principally
through its Federal Open Market Committee operations.

A study com-

missioned by CSBS in 1974 dealing with the optional affiliation question, a copy of which is being furnished for the record, states in
part :./
2/

A CSBS commissioned study in 1974 by Professors Ross M. Robertson
and Almarin Phillips entitled Optional Affiliation With The Federal Reserve System for Reserve Purposes is Consistent With 1377—
fective Monetary Policies holds that while major monetary policy
weaknesses have been revealed in the recent past, and should be
anticipated in the future, operational affiliation of some banks
with the Fed for reserve purposes cannot be considered high on
the list of factors contributing to these weaknesses, if eligible
at all for inclusion.
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There is substantial agreement that the reserve measure
most useful for control purposes is the monetary base
(base money), which is defined as the net monetary liabilities of the federal government (i.e., the Federal
Reserve and the U.S. Treasury)... Growth of the monetary
base is essentially determined by Federal Reserve holdings of U.S. government securities, the major source
component of the base. Although views differ on the
precision with which the monetary base can be regulated,
the consensus among monetary economists is that its
size can be set within very close tolerances on a monthly basis.
Whether the Fed needs reserve -setting authority in connection
with its monetary policy role was touched on in an article appearing in the Spring 1973 issue of The Bankers Magazine entitled "Where
Does American Banking Go From Here?", authored by Henry C. Wallich,
then Professor of Economics at Yale University, and Mable I.
Wallich.

They stated:

...The bulk of commercial banking has been exposed to a
special tax, in the form of reserve requirements. It
makes no essential difference that the revenues from
the tax reach the Treasury via the Federal Reserve. There
is no particular reason for this tax since the Federal
Reserve can quite well conduct monetary policy operations
without required reserves. (Underlining Added) (P. 25)
The Hunt Commission Report also concluded that "So long as a
reasonably stable proportion of deposits are held by banks for
clearing and transactions purposes, reserve requirements are unnecessary for open market operations to control the monetary base
effectively." (P. 66)
Aside from the monetary policy considerations, the Fed has
claimed in the past that reserves should be uniform between member
and nonmember banks from the standpoint of equitable treatment between the two classes of institutions.

A study by CSBS in 1974 on

the equitable treatment question, a copy of which is being furnished for the record, concluded that:
(a)

Optional affiliation with the Fed for reserve purposes
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is consistent with equitable treatment between member and nonmember
banks as two groups;
(b)

By some Fed officials' criterion, the Fed violates the

concept of equitable treatment among member banks fully as much as
allegedly exists between member and nonmember banks of comparable
size groupings;
(c)

The Fed unilaterally, and without disruption of monetary

policy, can correct inequities it perceives among its own members
and between member and nonmember banks by adjusting member bank reserve requirements.
An argument also advanced for requiring uniformity in reserves
held by member and nonmember banks states that member banks are
disadvantaged in that they must hold their required reserves with
the Fed in vault cash or non-interest-bearing assets, while nonmember banks may hold reserves in interest-bearing assets in some
states.

It is interesting to note that in 11 of the 22 states

which permit reserve requirements to be met with interest-bearing
obligations, CSBS research shows that nonmember banks in these
states hold a sufficient amount of non-interest-bearing reserve
eligible items to meet the state's reserve requirements.

Thus,

the "privilege" of being able to meet reserve requirements with
interest-earning assets is relatively unimportant to nonmember
banks as a group in those 11 states.

In the 38 states which do not

permit required reserves of nonmember banks to be in income -earning
form, CSBS research has shown that insured nonmember banks in these
states hold an amount of non-interest-bearing balances 45% greater
than required by state reserve provisions.
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It is the position of CSBS that some state -chartered banks
benefit by membership in the Fed, particularly if they choose to
play a major role in providing correspondent services.

Other banks

benefit from nonmembership, particularly if they do not choose to
play a major role in providing correspondent services.

Today banks

have this option of affiliation with the Fed available to them, and
the continuation of this ch ice assures equitable treatment for the
two

classes of banks.
Continuing the policy of optional affiliation with the Fed for

reserve -setting authority - with respect to NOW accounts and other
type deposits - is vital to the state segment of the dual banking
system.

Compulsory affiliation for reserve purposes, even for NOWs,

would transfer a share of regulatory responsibility over the banking
structure to the federal level and would set a most unfortunate precedent that cannot be defended.

Optional affiliation with the Fed

for reserve -setting purposes, like the choice of chartering options
available under our dual banking system, prevents heavy-handed regulation that would result were this freedom of choice not available
to banks.
Not only would a heavy concentration of control over individual
banks be in the hands of a single agency - the Fed - but in an agency which was established with a relatively high degree of isolation from the normal democratic disciplines of public opinion.

This

relative independence was designed largely to permit the Fed to pursue aggregate monetary policies believed to be in the public interest.
Expansion into other areas of banking regulation, especially direct
control over individual banks, is inconsistent with the fundamental
nature of the structure of the Federal Reserve System.
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In view of the combination of the foregoing factors,
it is the
position of CSBS that states should continue to have the authority
to set reserves for state-chartered commercial banks that have not
chosen to be members of the Fed, and for state-chartered thrift institutions with respect to NOW accounts.

The Fed has made no show-

ing that NOWs possess such unique characteristics that optional
affiliation - which has been in effect since the Federal Reserve came
into existence - must now be scrapped, and compulsory affiliation
invoked with respect to NOWs and their reserve requirements.
States will continue to act in a responsible manner in their
reserve-setting actions.

As expressed in a Resolution adopted De-

cember 12, 1972, by CSBS, it is believed that in connection with
an
expansion of powers of thrift institutions, the reserve requireme
nts
for state-chartered mutual savings banks, state-chartered S&Ls and
state -chartered credit unions should be determined by the respectiv
e
state legislatures and/or those state authorities responsible for
chartering and supervising such institutions, and that such institutions should bear comparable reserves as determined by state law.
Comparable reserves mean a similar percentage reserve requirement for comparable types of liabilities.
The Subcommittee is also considering S. 1668 in connection with
proposals for nationwide NOW accounts.

CSBS supports those provi-

sions of S. 1668 which would permit the Fed to set reserves against
NOW accounts only for commercial banks that are members of the Federal Reserve System and with respect to federally -chartered thrift
institutions.

CSBS does not believe that the NOW account issue

should be used as a vehicle for broadening the Federal Reserve's
reserve-setting powers.

The question of whether the Federal Reserve
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should have broadened reserve-setting powers and whether it should
be permitted to pay interest on reserves required to be held with
it should be the subject of separate and extensive hearings, and
not tied to the NOW account issue.

S. 1665 - S. 1666
S. 1665 would provide for a federal charter for mutual savings
banks in those states which authorize state-chartered mutual savings banks../

S. 1666 would also provide this federal chartering

option.
The Conference strongly supports a federal charter option for
mutual savings banks.

Under our unique dual banking system which

provides federal and state chartering options, commercial banks,
S&Ls and credit unions have been able to innovate more broadly
and in a more expeditious fashion than would have been possible were
they operating solely under a single chartering source.

This choice

of chartering options has also acted as a healthy and leveling influence on the regulatory climate at both the federal and state
levels.

Because of the foregoing CSBS heartily endorses the princi-

ple of providing a federal charter option for mutual savings banks
in those states which authorize state-chartered mutual savings banks.
CSBS believes that federally-chartered mutual savings banks
should be subject to the branching provisions of the National Bank

3/

Mutual savings banks presently can operate in the following
states where they do so exclusively under state charter:
Alaska, Connecticut, Delaware, Indiana, Maine, Maryland, Massachusetts, Minnesota, New Hampshire, New Jersey, New York,
Oregon, Pennsylvania, Rhode Island, Vermont, Washington and
Wisconsin.
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Act to the same extent as federally chartered commercial banks.
Insurance of Deposits
Title II of S. 1666, Section 301 would require 100% insurance
by the FDIC, the FSLIC and the National Credit Union of public deposits.

Section 302 would remove the dollar restriction on insur-

ance of accounts for retirement savings placed in Individual Retirement Accounts and for Keogh plans and would provide for 100%
insurance of such accounts at federally insured savings and loan
associations.
CSBS has expressed the view in the past that 100% insurance of
public deposits is unnecessary, based in part on the loss experience
involved in such funds.

Further, the Conference has stated that

once 100% insurance is open to public deposits, or to accounts such
as IRAs and Keogh plans, it becomes virtually impossible to restrict such coverage.
for all deposits.

The ultimate result would be 100% insurance

This end result, CSBS believes is undesirable.

Not only would it have the tendency towards virtual "nationalization of banks," as recently expressed by FDIC Chairman George A.
LeMaistre, but in the view of CSBS full insurance coverage would
open the door to credit allocating proposals by the federal government.

,
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PREFACE
The Conference of State Bank Supervisors appreciates the scholarly
work of Professors Almarin Phillips and Ross M. Robertson on this
position paper. In it they analyze the question of the relationship between
optional affiliation of some banks with the Federal Reserve System for
reserve purposes and the effectiveness of monetary policy.
Dr. Phillips is Professor of Economics and Law, University of Pennsylvania, and Dr. Robertson is Professor of Business Economics and
Public Policy, and Director of Business History Studies, School of Business, Indiana University.
Dr. Phillips was Professional Staff Co-Director of the President's Commission on Financial Structure and Regulation (Hunt Commission), and
Dr. Robertson is widely recognized as one of the nation's foremost authorities on the history of monetary policy. Professors Phillips and Robertson
have had extensive experience outside academia and government, as well
as within, in responsibilities sensitive to the impact of monetary policy on
the economy and attuned to the mechanics of monetary policy's impact
on the economy.
For purposes of this paper, the authors imposed only two major constraints. The first was a time-horizon constraint. They refrained from
the interesting but highly speculative exercise of assuming knowledge of
what the financial world would be like beyond, say, ten years hence. The
second was a socio-economic-political constraint. The paper assumes
that the majority of Americans prefer a relatively free economy—one in
which financial and physical resources generally are allocated as determined by millions of people expressing themselves through the marketplace and not as determined by a few people in a centralized federal
government agency.
Based on their analyses of the historical evolution of the role of bank
reserves plus more contemporary evidence on the manner in which monetary policy affects the economy, the authors conclude:
1. A large number of variables affect the level and rate of change of the
money supply. even though some variables may weigh more heavily
than others.
2. The interrelationships among variables are complex and uncertain.
Attempts at precision assume knowledge of major variables that does
not exist and cannot reasonably be expected to exist in the foreseeable
future.
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3. Major monetary policy weaknesses have been revealed in the recent
past, and a prudent person should anticipate more in the future. Optional affiliation of some banks with the Federal Reserve for reserve
purposes, however, cannot be considered high on the list of factors contributing to these weaknesses, if eligible at all for inclusion.
4. Compulsory affiliation of additional banks with the Federal Reserve for
reserve purposes would further increase the power that the Federal Reserve has over banks and would force the dilution of state and local
determination of the structure.
5. Foregoing the known merits of the dual banking system with its healthy
state-federal checks and balances for uncertain benefits, if any, from compulsory affiliation of all banks with the Federal Reserve for reserve
purposes would not be in the public interest.
(s

onald E.

arson

lig
°
l
PCIA40
Donald E. Pearson
President
Conference of State Bank Supervisors
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OPTIONAL AFFILIATION WITH THE FRB FOR RESERVE
PURPOSES IS CONSISTENT WITH EFFECTIVE
MONETARY POLICIES
For more than two decades a series of congressional committees and
official and unofficial commissions have examined the financial structure of
the United States with a view to correcting its alleged deficiencies. More
recently the discontent of public officials and private citizens has focused
on the disruption of U.S. financial markets, and particularly the market
for urban residential mortgages, resulting from periods of monetary restraint. Early in his tenure in office President Nixon appointed a Presidential Commission on Financial Structure and Regulation (the Hunt
Commission), and many of the proposals of that commission were transmitted by the Department of the Treasury to Congress on August 3, 1973,
as "Recommendations for Change in the U.S. Financial System" with the
urging that reform proposals be considered as a package rather than piecemeal.'
Meantime, Federal Reserve officials, beginning in the spring of 1973
with an official policy statement by Chairman Arthur F. Burns, have
pressed for a specific change in the financial structure that presages a
divisive argument. The proposal is that all insured nonmember banks
be subject to reserve requirements of the Federal Reserve Board. A bill
introduced by Representative Henry F. Reuss (D.-Wis.) in September
1973 would require that the nearly 8,000 federally insured banks now
subject to state reserve requirements be brought into the Federal Reserve
System for purposes of defining and holding reserves against deposit liabilities. The disclaimer that the presently insured nonmember banks would
not have to become "members" of the Federal Reserve System was scornfully received by the managers of state nonmember banks, to whom the
reserve requirements of Federal Reserve are the very essence of System
membership.
The proposal that all commercial banks keep reserves with Federal
Reserve is actually as old as the System itself, but after the original act
specified compulsory membership only for national banks the question was
not raised again until 1933. Legislation establishing the Federal Deposit
Insurance Corporation originally required Federal Reserve membership
as a condition of admittance to insurance, but the requirement was postThe revision of this publication published September 24, 1973, did not change
the recommendation to avoid piecemeal legislation. It did, however, reflect Federal
Reserve annoyance with Treasury's original stand against uniform reserve requirements for all banks.
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poned and finally dropped in 1939. On various occasions since the early
1950s Federal Reserve officials have made a half-hearted case for a
uniform set of reserve requirements, but one sensed that they were not
really in earnest, because, among other reasons, the political turmoil
generated by nonmember banks would make a serious coercive effort not
worth the candle.
In the 1970s, however, Federal Reserve leadership apparently means
business, whatever the political costs. In his April 1973 address to the
Governing Council of the American Bankers Association Chairman
Burns argued that reserve reform was necessary to ensure "adequate
control over the supply of money and credit in the years to come" and to
establish an "equitable sharing" of the costs of monetary control. In the
press release accompanying the introduction of his bill Congressman Ruess
of the House Banking Committee remarked that the bill ". . . provides a
missing link in connecting the supply of bank reserves and the supply of
money." Moreover, the bill ". . . will permit the Federal Re ,erve to exercise better control over the money supply, and contribute thereby to our
achieving more stable economic and financial conditions."
Combined, these statements seem to assert that in the absence of a
uniform set of reserve requirements a part of the commercial banking
system somehow largely or entirely escapes central bank control. The
further implication is that if all banks were required to keep reserves
with Federal Reserve, rather than allowing nonmember banks to keep
reserves substantially as deposits with large commercial banks, the management of monetary processes by the central bank would be greatly
simplified. Why? Because the predictability of money-supply changes
would allegedly be greatly improved. Finally, the contention seems to be
that if Federal Reserve could improve its hitherto capricious control of
the rate of change of the money stock by bringing all commercial banks
into the System the war against economic slumps on the one hand and
inflation on the other would be sooner. won.
In sum, Federal Reserve authorities argue that if all banks were required to keep reserves according to their mandates "the precision and
the certainty" with which monetary policy is executed would be increased.
It will be argued below that any improvement in control of the rate of
change of the money supply through such a change in institutional arrangements would be trivial. Indeed, the central bank could probably achieve
nicer control within the limits imposed by the Present state of monetary
theory by reversing some of its own recent changes in reserve rules. Federal Reserve authorities have found it preferable to base the argument
for universal control of reserves on ostensibly technical reasons while
barely mentioning the real reasons. The real reasons for Fed moves at
this time are twofold: (1) a growing concern over a slow and small, but
4

655
nevertheless steady, decline in System membership and in the proportion
of commercial bank assets owned by member banks, and (2) the increasing likelihood that a large number of the hitherto nonbank financial intermediaries—particularly savings and loan associations, mutual savings
banks, and credits unions—will one day be given powers to create liabilities that will make them part of the payments mechanism. Sophisticated
observers have long noted that, except for the large money-market banks,
membership in the Federal Reserve System is largely a matter of indifference for effecting monetary policy. Federal Reserve prefers absolute
authority to an authority subject to the political checks and balances
guaranteed by sharing power with other federal agencies and with state
jurisdictions.
Thus, top Federal Reserve officials, choosing not to attack the integrity
of the dual banking system headon, have tried to achieve the same objective by seeking legislation that would impose their own reserve requirements on all banks. Although unsupported by empirical evidencce, the
argument that the precision of monetary controls would thereby be improved has a certain plausibility to those unacquainted with the intricacies
of the process of money creation and with the number of variables that
must be accurately predicted to assure adequate control of the money
supply. The existence of different reserve requirements for member and
nonmember banks does not complicate the problem of monetary controls
to any significant degree; Federal Reserve could make far more important
changes for more precise control of the money stock by altering its own
reserve rules for member banks.
1.
Reserve arrangements for U.S. commercial banks are hereditary,
plainly bearing the marks of a banking system forged in the nineteenth
century. By 1860 several state laws required banks to keep reserves against
both their note and deposit liabilities. In strict practice reserves were
kept as gold and silver in bank vaults, but as time went on the custom
developed of keeping deposits, known as correspondent accounts, with
banks in other cities.2 The Currency Act of 1863 and the National Bank
Act of 1864, which substantially amended the 1863 legislation, recognized
prevailing practice by permitting the new national associations to keep
their reserves in two forms—as cash in vault or as deposits with a national
bank in one of 17 "redemption" cities. Banks located in New York (later
2 If a bank in St. Louis knew that a substantial volume of checks drawn by depositors would be made payable to Chicago firms, it kept funds on deposit with a
Chicago bank to meet these foreseeable obligations. In case of emergency these
deposits would serve as well as cash in vault, for they could be used to meet obligations of the bank in Chicago or be transferred for use at home.
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called a "central reserve" city) were exceptions in that they had to keep
all their reserves as cash in vault.3 Banks in the 16 other redemption cities
(later redesignated "reserve" cities) had to keep half their reserves as
cash in vault but might keep the other half as deposits with national banks
in New York. Banks in all other cities and towns (country banks) had
to keep two-fifths of their reserves as cash in vault but might deposit the
remaining three-fifths in a national bank in a redemption city. In whatever
form they were maintained, reserves were set at 25 per cent for banks in
redemption cities and at 15 per cent for country banks.
Reserves were originally to be calculated as a percentage of deposits
plus notes outstanding. After 1874 national banks were no longer required
to keep reserves against notes but were to keep on deposit with the U.S.
Treasury a 5 per cent redemption fund that could also be counted as
part of reserves against deposits. Henceforth national banks calculated
their minimum legal reserves only as a percentage of deposits.
On March 3, 1887, Congress amended the National Bank Act to permit
cities of 50,000 or more to become reserve cities upon the application
of three-fourths of their national banks; cities of 200,000 or more could
become central reserve cities under the same condition.4 The amendment
made no change in the basic reserve structure against deposit liabilities.
Country banks still had to keep a reserve of 15 per cent, three-fifths of
which might be deposits with national banks in reserve or central reserve
cities. Reserve city banks were still required to keep a reserve of 25 per
cent against deposits, one-half of which might be balances with banks in
central reserve cities. Banks in central reserve cities had no choice but to
keep a 25 per cent cash reserve against deposit liabilities. Thus, banks
electing to become central reserve city banks could no longer count
balances with New York as a part of their reserves. Within a few days
banks in St. Louis and Chicago applied for central reserve city status,
and the Comptroller of the Currency shortly approved the applications.5
Except for relatively minor changes, such as a ruling of the Comptroller
that national banks in computing deposits subject to reserve might deduct
amounts due from banks from amounts due to banks, and a 1908 statute
exempting U.S. government deposits from reserve requirements, these
basic rules remained in effect until passage of the Federal Reserve Act.
3 Cash was to be held in the form of "lawful money." In 1864 "lawful money"
meant gold, silver, and greenbacks.
The designation "central reserve city" and "reserve city" appeared for the first
time in this legislation; the term "country bank" was not used in the 1887 law but by
that time had become customary.
5 St. Louis maintained its central reserve city status until July 1, 1922. New York
and Chicago remained central reserve cities until the classification was abolished
effective July 28, 1962.
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Although the reserve provisions of the Federal Reserve Act were based
on principles established by the National Bank Act, some changes were
made that later proved significant. For one thing, reserves of banks in
the national banking system were viewed as serving a definite liquidity
function. Banks were encouraged to use their reserves fully to meet deposit withdrawals, and the only penalty for a deficit was a prohibition
against making new loans. As early as 1873 the Comptroller of the Currency held that minimum reserves specified by law were not intended to
insure partial payment to a bank's creditors but were only to deter an
individual bank from expansion of its liabilities. Should the reserves of a
national bank fall below minimum requirements, the Comptroller might
notify the bank of its deficiency, and if the deficiency were not made good
within 30 days the Comptroller might, with the concurrence of the Secretary
of the Treasury, appoint a receiver to wind up its business. Thus, the law
did not require the Comptroller to take action against a bank with reserves
below the legal ratio. Moreover, before the establishment of the Federal
Reserve System the Comptroller could learn of deficits in a given bank's
reserve position on only seven dates (five call dates and two examination
dates) a year. More important, in times of monetary stringency Comptrollers allowed banks to let their reserves fall well below legal minimums
without taking punitive action. During the entire period 1864-1914 there
is no instance in which the Comptroller required a solvent bank to make
up a deficiency on threat of liquidation.
The Federal Reserve Act was not explicit on this point, but within a
very few years after the inception of the System it became apparent that
the concept of bank reserves was changing from one of providing liquidity
to one of furnishing the fundamental basis of monetary control. As the
Act was finally approved, member-bank reserve requirements against demand deposits were 18 per cent for central reserve city banks, 15 per cent
for reserve city banks, and 12 per cent for country banks. The question
of reserve requirements against time deposits was puzzling, for the National Bank Act had made no distinction between time and demand
deposits. By 1913 the banking laws of most states either required no
reserves against time and savings deposits or required a smaller reserve
than against demand deposits. To enable member banks to compete with
state banks for time deposits, the required reserve against such deposits
was reduced to 5 per cent for all member banks.
The permanent reserve provisions of the Federal Reserve Act, to be
effective three years after the organization of the System, required member
banks to hold part of their reserves as deposits with Federal Reserve
Banks of the districts in which they were located and part as vault cash,
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with an optional remainder to be held either as cash or deposits with
Federal Reserve. During this interim period reserve city and country member banks were permitted to carry part of their reserve balances with
banks in central reserve and reserve cities. On November 16, 1914, the
date set for beginning the operations of the Federal Reserve System,
member banks deposited the first payment of their reserves. Federal Reserve authorities had requested that deposits be made in gold so far as
possible in order that Reserve Banks might establish a gold reserve, and
member banks complied. Subsequent transfers were made without difficulty, and the centralization of reserves was accomplished.
A heavy gold inflow to the United States that began early in 1915
prompted the Federal Reserve Board to request legislation amending the
Federal Reserve Act so as to concentrate further the gold supply of the
Reserve Banks. With the entry of the United States into the war and the
likelihood of forthcoming deficit financing, there was a widespread opinion
that gold reserves of the country should be further centralized, if for no
other reason than to increase the potential lending power of the Reserve
Banks.6 By an amendment to the Federal Reserve Act approved June 21,
1917, Congress established new reserve requirements that were to prevail
until the 1930s. In accordance with this amendment, legal reserves of
member banks of the Federal Reserve System were to consist solely of
deposits with Federal Reserve Banks. The old classification of central
reserve city, reserve city, and country banks was kept, and reserves required against demand deposits were set at 13, 10, and 7 per cent
respectively. Banks of all classes had to keep only a 3 per cent reserve
against time deposits. Although total reserve percentages were much less
than those prescribed in the original Act, such cash as a commercial
bank needed to keep in its vaults to carry on day-to-day transactions did
not count as legal reserve after June 1917. Because the minimum balances
required to be held at Reserve Banks were substantially higher than
under the original Act, member banks had to transfer reserve funds to
the Reserve Banks. Once again, these deposits were largely in gold, as
requested by the Federal Reserve Board.
The liberalization, on balance, of reserve requirements apparently
improved the attractiveness of Federal Reserve membership to state6 In 1913 the framers of the Federal Reserve Act, like everyone else who professed to know anything about money, believed firmly in the virtues of the gold
standard. The Act required the Reserve Banks to keep gold reserves against their
major liabilities; gold holdings were to be at least 40 per cent of the value of
Federal Reserve notes outstanding and 35 per cent of member-hank deposits. Thus
a gold constraint put an upper limit on the amount of Federal Reserve credit that
could be created.
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chartered banks.7 As of June 30, 1914, there were 7,518 national banks,
all of which had to enter the System or give up their national charters,
and 17,498 state banks, which might opt for membership. Despite the
great discrepancy in numbers, national banks in 1914 accounted for about
one-half of assets and liabilities of commercial banks in the United States.
Despite outraged threats of many national bankers to give up their charters
rather than be coerced into membership, only a handful of national banks
actually made the change to state charters. By the same token, after nearly
three years of System operation only 53 state-chartered banks had chosen
to become members of the Federal Reserve System. State-chartered banks
were subject to as many different reserve requirements as there were
state jurisdictions, but by this time state rules in general were conforming
to the notion that cash in vault and balances due from correspondent
banks should constitute bank reserves. At the inception of the Federal
Reserve a number of state laws would not permit deposits of state banks
with Federal Reserve to count as reserves satisfactory to state authorities.
Accordingly, state laws were gradually modified to permit state member
banks to keep reserves according to federal rules and to be subject to the
supervision of the Federal Reserve Bank in the district in which they were
located.
Almost as soon as the 7-10-13 per cent requirements for country, reserve city, and central reserve city banks were established, the Board
began to seek authority to raise and lower these required ratios. But not
until 1933 was permissive legislation forthcoming and then only for the
duration of the economic emergency and with the permission of the
President. The Banking Act of 1935 finally gave the Board of Governors
permanent authority to raise and lower required reserve ratios. Henceforth, the long-standing ratios of 7, 10, and 13 per cent could be as much
as doubled; that is, the percentages held by country banks could vary
from 7 to 14, those for reserve city banks from 10 to 20, and those for
central reserve city banks from 13 to 26.8 Reserves against time deposits
for all classes of banks could be set between 3 and 6 per cent. Rules
regarding variance of reserve ratios established in 1935 have with one
exception remained essentially the same to the present. In the late summer
7 Liberalization of reserve requirements was not the only 1917 statutory change
aimed at enticing state banks to join the System. Exemption of state member banks
from examination by the Comptroller of the Currency, easier provisions for withdrawal from the System, relief from the limitations on national banks regarding
loans to a single borrower, less restrictive real estate lending powers for national
banks, and patriotic exhortation were all effective in boosting Federal Reserve membership beginning in 1918.
's With the -golden avalanche" of the mid-1930s, brought on as Europeans sent
their funds to safety, excess reserves grew steadily. Although the economy had by no
means recovered from the Great Depression. Board officials were concerned about
the threat of inflation. In late 1936 and early 1937 the Board raised reserve require-
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of 1948 Congress granted the Board temporary power to raise reserve
ratios even higher, and during ensuing months partial use was made of
this authority, which expired on June 30, 1949.
In the period from mid-1949 to December 1959 the rules regarding
reserve requirements of member banks remained unchanged, though there
were minor changes in required percentages in this period.9 Over a
transitional period from December 1, 1959, to November 24, 1960, banks
in all geographical classifications were allowed to count a part of vault
cash as reserves; effective November 24, 1960, all member banks were
allowed to count all vault cash as reserves. As noted above, in mid-1962
the central reserve city classification was dropped, and until mid-1966 there
were only three such categories—a percentage reserve requirement against
net demand deposits of reserve city and country banks and a percentage
reserve requirement against time deposits for both reserve city and country
banks. Effective on two July dates in 1966 the Board began a series of
changes in regulation D that increasingly "splintered" the reserve requirements of member banks. For example, in the first 1966 change, reserves on
savings deposits for both geographical categories were listed at 4 per cent;
on other time deposits up to $5 million they remained at 4 per cent, but
on other time deposits in excess of $5 million they were raised to 5 per
cent. Effective in September 1966 the 5 per cent figure was raised to 6
per cent." In January of 1968 the number of categories for reserve requirement purposes was raised to 7 when the reserve percentage figure
for net demand deposits of reserve city banks was set at 161
/
2 per cent
for deposits under $5 million and 17 per cent for deposits over $5 million,
and reserve percentages for country banks were set at 12 per cent for
demand deposits under $5 million and 121
/
2 per cent for demand deposits
over $5 million.
In 1969 the number of categories was raised to 9, and by the end of
1970 the number stood at 11. Briefly, effective July 31, 1969, an amendment to Regulation D restated the definition of gross demand deposits
to include outstanding checks or drafts arising out of Eurodollar transactions. Effective July 25, 1969, the Board of Governors changed Regulations D and ID so that attempts by banks to secure nondeposit funds
through sale of loans to affiliates and to nonbank investors under repurments by the full 100 per cent allowed by law. Unlike more recent changes in
reserve requirements, the 1936-37 increase was not highly buffered by offsetting
Federal Open Market Committee transactions. There was an ensuing drop in the
money supply and in loans and investments of commercial banks, and the consequence was the nasty "recession" of 1937-38.
9 Federal Reserve Bulletin, August, 1966, p. 1184.
10 Federal Reserve Bulletin, September, 1966, p. 1329.
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chase agreements would be subject to reserve requirements. Effective
October 16, 1969, member banks with one or more foreign branches were
required to maintain reserves against their foreign branch deposits. Finally,
effective October 1, 1970, the Board imposed a 5 per cent reserve requirement on funds obtained by member banks from the issuance of commercial
paper by their affiliates."
It is tedious and unnecessary to trace recent changes in further detail.
More significant than any single change in the previous decade was the
decision of the Board, announced on June 20, 1972, to restructure reserve
requirements of member banks so as to make required reserves a function
of bank size rather than of geographical location. Although the distinction
between country and reserve city banks was not formally rescinded, it
no longer has any meaning so far as reserve percentages are concerned.12
As originally announced, to become effective in two steps in late September and early October 1972, the ratios established for the various portions
of a bank's net demand deposits were as follows:
Amount of net demand deposits
(in millions of dollars)

Reserve percentage applicable

2 or less

8

2-10

10

10-100

12

100-400

13

Over 400

171
/
2

Because of litigation over proposed changes in Regulation J that accompanied changes in Regulation D, the restructuring of reserves did not
take place until November 1972 but was accomplished in two steps as
previously scheduled. As of June 30, 1973, the reserve percentages as
shown above were still in effect.
11 Recent changes have complicated these special reserve requirements even further. For example, effective June 21, 1973, member banks were made subject to
an 8 per cent marginal reserve against increases in the aggregate of outstanding
single-maturity time deposits of $100,000 and over above a specified base. Effective
October 4, 1973, marginal reserve requirements against these liabilities were increased from 8 to 11 per cent, and effective December 13, 1973, they were reduced
to 8 per cent again. Interested readers may inform themselves of such shifts in
requirements by referring to the table "Reserve Requirements of Deposits of Member
Banks" that appears in each issue of the Federal Reserve Bulletin and to further
sources cited in the table footnotes. See, for example, Federal Reserve Bulletin,
July, 1973, p. A9. See also Appendix One of this paper.
12 Effective November 9, 1972, any bank having net demand deposits of more
than $400 million would be considered to have the character of business of a reserve
city bank, and the presence of the head office of such a bank in a city constitutes
designation of that city as a reserve city. In addition, cities in which Federal Reserve
Banks or their branches are located are also reserve cities. Banks having net demand
deposits of $400 million or less are considered to have the business of a bank outside
a reserve city.
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One further complicating change in the method of computing member
bank reserves needs to be considered. In September 1968 lagged reserve
requirements were introduced whereby member banks' required reserves
are computed on the basis of deposit levels two weeks earlier. At the
same time all member banks were placed on a one-week settlement period,
the "statement week," that runs from Thursday through Wednesday. Deposits are measured at the close of each business day, and because a
seven-day week is used, Friday's deposits count also for Saturday and
Sunday if a bank is closed for business on weekends. The basic rules for
reserve computation are as follows:
1. The required reserve balance of a bank is based upon the average daily
net deposit balance held by the member bank at the close of each business day during the second computation period prior to the settlement
week for which the computation is made. (For example, member bank
required reserves for the statement week ending October 17, 1973, were
computed on deposits subject to reserve requirements held by these banks
during the statement week ending October 3, 1973.)
2. The reserve balance of a bank consists of the average daily balance with
the Federal Reserve Banks held by the member bank at the close of
each business day during the computation period for which the computation is made and the average daily currency and coin held by the member
bank at the close of business each day during the second computation
period prior to the computation period for which the computation is
made.
3. Any excess or deficiency in a member bank's required reserve balance
is carried forward to the next following computation period to the extent
of 2 per cent of such required reserves, except that any portion of such
excess or deficiency not offset in the next period may not be carried
forward to additional computation periods.

Penalties for reserve deficiencies are assessed monthly under present rules,
and the penalty is assessed at a rate of 2 per cent per annum above the
discount rate. But commercial bankers do not like to show reserve deficiencies on their statements and will strive at considerable cost to adjust
reserves to avoid penalties.
2.
The preceding sketch of the evolving role of reserves in American
banking (plus a reading of post-1960 changes in reserve requirement
rules as shown in Appendix I) suggests the number and complexity of
the variables that affect the size and rate of change of the money supply.
The problem is to simplify and categorize these variables so that intelligent
noneconomists, interested in public policy questions, can make sense of
them.
The best way to get at the task at hand is to depict a brief schema of
monetary processes, laying out in bare outline the way by which Federal
12
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Reserve controls the stock of money. The interested reader can then
answer for himself the question at issue: does it make any real difference
from the monetary policy standpoint whether all banks are required to
keep reserves according to Federal Reserve mandates?
The quantity of money in a modern economy depends fundamentally
upon the amount of reserves available to the banking system. At any point
in time the volume of reserves is a function of transactions in the private
and governmental sectors that may, under present rules of the game, be
counterbalanced by the central bank. The counterbalancing action of the
central bank is primarily through the injection or absorption of centralbank credit. In the United States, the injection or absorption of credit is
through Federal Reserve action.
(1) Federal Reserve may lend to member banks via the discount
window. Under the original Act it was presumed that Reserve Bank credit
would be extended by rediscounting the assets of member banks that took
the form of "eligible paper"—that is, promissory notes or bills of exchange of short maturities created as the result of an agricultural, industrial, or commercial transaction. In 1916, an amendment was passed
enabling a member bank to get an out-and-out loan from its Federal
Reserve Bank at the prevailing rediscount rate. Such a loan, called an
"advance," could be obtained on the basis of the member bank's own note
secured by eligible paper or by government obligations. When Federal
Reserve authorities felt that an expansion of bank loans was desirable,
the Reserve Banks would set the rediscount rate at a level that was low
relative to prevailing interest rates. When bank credit was expanding at
a rate that threatened inflation, the rediscount rate would presumably be
raised to a high level relative to market rates of interest. In any case, the
rediscount rate, in the tradition of European central banking, was assumed
to be in close touch with market rates and would presumably be used in
such a way as to encourage or discourage borrowing from Federal Reserve
acting as a true lender of last resort.
The discount rate (as it is called nowadays rather than rediscount rate)
never became a significant tool of monetary control in American practice.
The most important single reason for the impotence of the discount rate
has been the insistence of the Board of Governors on control of Reserve
Bank discount windows through Regulation A, a complex set of rules that
guarantees the regulation of member-bank borrowing by administrative fiat
instead of through changes in the discount rate. Federal Reserve credit
is still injected and absorbed through the discount window; but the magnitudes involved are relatively small, and the traditional central bank use
of the discount rate as a control instrument has gone by the board.
(2) By all odds the most important instrument of monetary control
in the United States is open market operations. Acting on the general
13
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direction of the Federal Open Market Committee, the trading desk of
the Federal Reserve Bank of New York (under the supervision of a Vice
President of that Bank and a few other System experts) buys and sells
government securities for System account—i.e., for all twelve Reserve
Banks." The consequences of open market purchases and sales are immediate; a purchase injects bank reserves and a sale absorbs bank reserves.
Specifically, when the Federal Reserve Bank of New York buys a million
dollars worth of treasury bills, the appropriate functionary exchanges an
officer's check for the securities, which are always purchased from a
dealer in U.S. government securities. The dealer firm deposits the check
in its commercial bank account, and the receiving bank sends the check
to Federal Reserve, which recognizes the validity of its own item and
credits the reserve account of the depositing bank. Demand deposits and
reserves (member bank deposits with Federal Reserve) thus rise by the
same amount—$1 million." Conversely, when the New York Fed sells
a million dollars worth of treasury bills, Federal Reserve receives a dealer's
check in exchange for the securities. Federal Reserve then sends the item
to the commercial bank on which it was drawn; the commercial bank
charges the account of the dealer and authorizes a reduction of its own
reserve account. Demand deposits and reserves fall by the same amount—
$1 million.
There is nothing "theoretical" about the effects of open market operations; they are demonstrable and can be seen with the naked e1e. Moreover, Federal Reserve carries out open-market purchases and sales in
massive amounts, entering the market on a day-to-day and even an hourto-hour basis. And the magnitudes are enormous. For the 12 months ending June 30, 1973, purchases and sales of U.S. government securities
grossed approximately $190 billion. Outright transactions amounted to
nearly $90 billion, and purchases and sales on account of repurchase
agreements were well over $100 billion." For all practical purposes
13 There is no reason why open market operations should be transacted only in
government securities. Indeed, the very first open market purchases were in municipal
warrants of the City of New York, and it is more or less obvious that such operations could be carried out in other debt instruments, common stocks, commodities,
or anything else. In fact, when Federal Reserve buys anything from paper clips to
computers, it injects a tiny amount of reserves into the banking system, for the only
way the central bank can discharge any obligation is by writing a check on itself. In
practice, Federal Reserve almost exclusively buys Treasury issues for open-market
account, predominantly in the short end of the maturity range. Occasionally, small
transactions will take place in federal agency issues and bankers' acceptances.
14 Several bond dealers are in fact money-market banks. If the securities were
bought from a bank dealer, Federal Reserve would in effect credit the reserve
account of the bank so that reserves, but not deposits, would increase by the amount
of the purchase.
15 Federal Reserve Bulletin, August, 1973, p. Al 1.
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open-market operations are the effective instrument for use in controlling
the money supply.
(3) We have already observed that Federal Reserve can use changes
in required reserve ratios as an instrument of monetary control. A change
in a required reserve ratio does not affect the total amount of member
bank reserves, but it does affect the amounts of required reserves and so
of excess reserves in the System. In practice changes in required reserve
ratios have been infrequent; all the major changes since 1935 can be put
in one table that could be printed on a single page of the Federal Reserve
Bulletin. Federal Reserve authorities have consistently characterized this
instrument of control as "inflexible," and when reserve ratio changes are
made, there is frequently an offsetting or partly offsetting open-market
operation. More recent uses of the application of reserve requirements
against specific types of bank liabilties are questionable at best and serve
only to complicate the monetary process that Federal Reserve says it
wishes to make simpler and more predictable.
The ultimate objective of the central bank is to affect the level of income
in the economy and the rate of change of income over time, the appropriate levels and rates of change to be determined by reference to such indicators as the rate of unemployment and the rate of change of prices. To
accomplish this objective, Federal Reserve must choose some reserve
measure—reserves against private deposits, total reserves, unborrowed
reserves, the monetary base, or some variant thereof—that can be related
to whatever monetary aggregate—M I, M2, M3, or bank credit—the monetary authorities wish to control." The factor that relates the chosen
reserve measure to the money stock must therefore be a multiplier of some
sort.
There is substantial agreement that the reserve measure most useful for
control purposes is the monetary base (base money), which is defined as
the net monetary liabilities of the federal government (i.e., the Federal
Reserve and the U. S. Treasury). Base money, popularly and somewhat
inaccurately referred to as "high powered money," consists of commercial
bank reserves plus currency held by the nonbank public." Growth of the
16 rk41, the "narrow" definition of the money supply, is equal to net demand
deposits of commercial banks plus foreign demand balances at Federal Reserve
Banks plus currency outside banks. M2, the "broad" definition of the money supply,
is equal to M, plus time deposits of commercial banks less negotiable CDs of
$100,000 or over. M, is equal to M2 plus deposits of mutual savings banks and
share capital of savings and loan associations. For magnitudes involved see Federal
Reserve Bulletin, August, 1973, p. A16.
17 The discussion of base money and the monetary multiplier that follows is
not intended to be pedagogically satisfying but should enable the general reader to
comprehend the basic variables involved in the determination of the money supply.
For a lucid, straightforward exposition of the key definitions and of the relationships
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monetary base is essentially determined by Federal Reserve holdings of
U. S. government securities, the major source component of the base.
Although views differ on the precision with which the monetary base can
be regulated, the consensus among monetary economists is that its size can
be set within very close tolerances on a monthly basis.
The ratio of the narrowly defined money supply (demand deposits plus
currency, or M1) to the monetary base has in recent years varied within
a narrow range of approximately 2.53 to 2.68. In recent months it has
varied just above and below 2.6. In other words, over periods of a few years
this ratio is stable and reasonably predictable. The existence of this stable
ratio leads to the concept of a "money multiplier," which enables the
monetary authorities to determine how much money will be generated by
an addition to the monetary base of a dollar.
Upon what variables does the size of the monetary multiplier depend?
Without going into the algebra of the relationships, we can say that the
multiplier depends upon the following key ratios:
1. The r-ratio. The "r-ratio" is defined as a weighted-average reserve
ratio against all deposits of commercial banks. It is computed by dividing total reserves by total deposits. In making this computation the
monetary authorities must make estimates for nonmember banks on
dates between benchmark call-date data presently available four times
each year. Nevertheless, the "r-ratio" is the least volatile of all the
ratios that determine the money multiplier.
2. The k-ratio. The "k-ratio" is defined as the ratio of currency outside
banks to total demand deposits. If the nonbank public always held a
fixed proportion of currency to demand deposits, this ratio would be
constant. The fact is, however, that at certain times of the year and at
certain points in the business cycle the public wishes to hold more or
less of its assets as cash. If, with a given increase in the monetary
base, the amount of currency the public desires to hold remains unchanged, the new base money remains in the banking system entirely
to support an increase in deposits. Thus, the "currency drain" that
accompanies an increase in the base must be estimated in determining
the amount of base money that must be supplied to achieve a desired
increase in the money stock.
3. The t-ratio. The "t-ratio" is defined as the proportion of time deposits
to demand deposits of all commercial banks in the system. Although
time deposits are not included in the narrow definition of the money
supply, banks must keep reserves against them. As we have observed,
the reserve requirements of member banks are much lower against time
between the monetary base and the money multiplier see Jerry L. Jordan, Review,
Federal Reserve Bank of St. Louis, October 1969, pp. 10-19, also available as
Number 46 in the Reprint Series of that Bank. For a more extended, but still
readable, exposition of these phenomena, see Albert E. Burger, The Money Supply
Process (Belmont, California: Wadsworth Publishing Company, 1971). For an
almost entirely nonmathematical treatment, see A. James Meigs, Money Matters
(New York: Harper and Row, 1972), especially Chapter 9, pp. 157-171.
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deposits than against demand deposits, and in general the different
state jurisdictions require lower reserves against time deposits than
against demand deposits. Because a given amount of reserves permits
more time deposits to be supported than demand deposits, Federal
Reserve officials must be able to estimate the public's desire to hold
time deposits relative to demand deposits in order to determine how
much the money supply will change following a change in base money.
In some respects the variables affecting the "t-ratio" are more complex
than those affecting either the "r-ratio" or the "k-ratio." For the growth
of time deposits depends not only on competition among banks and
the nonbank intermediaries for household and business savings but also
on the legal ceilings on rates payable by these institutions as imposed
by Federal Reserve, the Federal Deposit Insurance Corporation, and
the Federal Home Loan Bank Board.
4. The g-ratio. The "g-ratio" is defined as the proportion of U.S. government deposits in commercial banks to the total of private demand deposits. None of the definitions of the money supply includes
U.S. government deposits. Yet commercial banks are required to hold
the same proportion of reserves against federal deposits in the Treasury
tax and loan accounts as against private demand deposits. Thus, changes
in the amount of U.S. government deposits in commercial banks affect
the amount of private deposits the banking system can support with a
given amount of base money. Fluctuations in the "g-ratio" are primarily
the result of shifts in Treasury balances from the tax and loan accounts
in commercial banks to the Treasury's checking accounts with Federal
Reserve. Although changes in this ratio are predictable on the basis
of information from the Treasury, the "g-ratio" is the most volatile of
the four we have just considered. (See Chart 1.)

The foregoing relationships can be summed up as
= m1 B
where M1 is the narrow definition of the money supply, B is the monetary
base, and ml is the monetary multiplier. The monetary base, B, is on
balance under the control of Federal Reserve through open market operations. To control the money supply it is the further task of Federal Reserve
technicians to estimate the monetary multiplier for relevant periods of time
by predicting the four ratios just described—the "r-ratio," the "k-ratio,"
the "t-ratio," and the "g-ratio." The "r-ratio" in turn depends upon the
estimation of seven ratios. The equation for the monetary multiplier and
the functional relationship between r and the ratios on which its values
depend are further complicated by lagged reserve requirements.' The
monetary multiplier, as plotted in Chart 2, is the following quotient:
1 +k
m1 =

18 See

r(1

Jerry L. Jordan, op. cit., pp. 15-16.
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In comparison with the relative stability and small downward trend in
the "r-ratio," the "t-ratio" shows pronounced short-term variability and a
strong upward trend. This reflects three phenomena. One is short-term
movements of funds within commercial banks between demand deposits,
on the one hand, and time and savings deposits, on the other. These shifts
depend in large measure on money market conditions. A second is the
volatile shift of funds between time deposits and money market instruments; e.g., extreme disintermediation from commercial bank time deposits
initiated in December 1968 and continuing through much of 1969. The
third is the higher rate of long-term growth in bank time and savings
deposits relative to demand deposits. This higher rate of growth has
occurred as business demand deposits have declined relative to total deposits over recent years. The instability of the "t-ratio" makes control of
M1 by Federal Reserve far more uncertain than do variations in the
"r-ratio." It is not easy to predict the distribution of changes in base
money between M, and M,, the latter a broader definition of the money
supply.
None of the ratios in Chart 1 reflects shifts in funds between commercial banks and the thrift institutions, but these shifts have also been
pronounced on several recent occasions. Thus, uncertainty with respect
to the distribution of changes in base money between M I and M.,—or
commercial bank deposits—and M3-which includes thrift institution
deposits—is also a factor in the precision of effecting monetary policy.
Indeed, the intra-commercial bank shifts between demand and time/saving
accounts and the shifts between commercial bank and thrift institution
deposits far overshadow any problems reflected in the variability of the
"r-ratio." Yet it is the latter on which Federal Reserve is focusing attention.
By now it should be apparent that the number of variables affecting
the money supply process is so large that the question of whether nonmember banks do or do not hold reserves with Federal Reserve is really
insignificant. If Federal Reserve officials feel strongly on this point, we
should expect to have an official study supporting the proposition that
present institutional arrangements, allowing banks with approximately 20
per cent of total demand deposits to remain outside the System, seriously
affect the predictability of Federal Reserve policy actions. Apparently
no such study exists; if it does exist, the results have certainly not been
published."
19 In 1968 Governor Andrew F. Brimmer presented a paper before the 67th Annual
Convention of the National Association of Supervisors of State Banks entitled "The
Rationalization of Commercial Bank Reserve Requirements." However, this paper
was simply a study of the likely effect of proposed reserve changes on the distribution of reserves between nonmember banks on the one hand and member banks on
the other. In the last paragraph of this paper Governor Brimmer remarked that the
20
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The question of changing institutional arrangements so as to make the
money multiplier more stable and more predictable has been the subject
of recent academic inquiry. For example, Albert E. Burger concluded after
empirical investigation that "Increased splintering of reserve requirements
and the introduction of lagged reserve requirements both have tended to
introduce greater variability in the reserve ratio, therefore making it more
difficult for the Federal Reserve to predict the results of any policy
action." 2° George J. Benston concluded that shifts of deposits between
member and nonmember banks may be a source of instability in total
demand deposits, but his chief concern was that the amount of demand
deposits at nonmember banks is available only on June and December
call dates with consequent uncertainty of estimating these amounts in
interim periods. In any case, Benston rejected the proposition that nonmember banks as a group are not subject to Federal Reserve contro1.21
In a comprehensive review of institutional arrangements likely to reduce
the accuracy of monetary control, William Poole and Charles Lieberman
offered a "reform shopping list" suggesting nine changes that would improve monetary control. One of these nine changes would require all
nonmember banks to adhere to Federal Reserve requirements, but the
principal concern again seemed to be that such a requirement would
simply provide Federal Reserve with better short-term money supply
data.22 The other eight items on the reform shopping list were as follows:
1. Eliminate reserve requirements against Treasury deposits in commercial
banks.
2. If M1 is accepted without qualification as the definition of money
for policy purposes, eliminate reserve requirements on time and savings
deposits.
3. Abandon lagged reserve requirements in favor of contemporaneous
reserve requirements.
4. Amend regulations and invest in additional data processing equipment
to reduce Federal Reserve float to the greatest extent possible.
5. Change the treatment of vault cash in the reserve requirements so that
only a percentage, equaling the marginal reserve requirement on demand deposits for each bank, is allowed as reserves.
6. Set the discount rate so that it is always above money market rates of
interest, and end administrative control over member bank borrowing.
adoption of a system of universally applicable reserve requirements "would greatly
strengthen the control of the monetary base by the central banks," but this statement
was not supported adequately by empirical evidence.
2(1 A. E. Burger, op. cit., p. 57.
21 George J. Benston, "An Analysis and Evaluation of Alternative Reserve Requirement Plans," The Journal of Finance, Vol. XXIV, No. 5 (December 1969),
pp. 858-860.
22 William Poole and Charles Lieberman, "Improving Monetary Control," Brookings Paper on Economic Activity, 2:1972, pp. 293-335.
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7. Require all nonmember banks to furnish deposit and vault cash data to
the Federal Reserve more frequently.
8. Determine seasonal factors for the money stock as an expression of the
seasonal aspects of monetary policy rather than by standard seasonal
adjustment techniques. Since these seasonal factors would define seasonal monetary policy they would not be subject to later revision.

The effects of lagged reserve requirements have been in the direction
of increasing the variability of reserve adjustment pressure on individual
banks and of inducing greater variability in aggregate reserve adjustment
pressure.23 The basic reason is that, whereas under coincident reserve
requirements required reserves increase simultaneously with increases in
bank liabilities, under lagged reserve requirements there is no effect on
required reserves during a period in which banks are acquiring assets and
expanding bank liabilities. Thus, two weeks later individual banks may
find themselves under severe pressure to make reserve adjustment, and
Federal Reserve may have no choice but to accommodate hard-pressed
banks via the discount window. In the course of his book-length treatment of the problems of accurately regulating the money supply, Meigs
does not mention uniform reserve requirements for all banks as a necessary reform, but does pay particular attention to the "epic absurdities" of
lagged reserve requirements.2'
3.
It is always difficult to come to grips with an intellectual adversary
who maintains his side of the argument by issuing dicta, providing no
detailed evidence for ex cathedra statements.25 Until Federal Reserve provides a research study that adequately supports its basic contentions,
reasonable men can only conclude that there is not a solid case to be
made for dismantling the dual banking system and replacing it with a
single federal system.
Federal Reserve arguments that all insured commercial banks should
be required by federal statute to keep reserves with Federal Reserve Banks
can be listed briefly and the rejoinder to them summarized succinctly.
1. Unless all banks keep reserves with Federal Reserve, banks holding
about 22 per cent of total commercial bank deposits escape central bank
control.
23 See R. Alton Gilbert, "The Effects of Lagged Reserve Requirements on the
Reserve Adjustment Pressure on Banks," Financial Analysts Journal, SeptemberOctober, 1973, pp. 1-10.
24 A. J. Meigs, op. cit., pp. 182-186.
25 It may be objected that detailed argument cannot be expected in a speech such
as the April 1973 address of Chairman Burns referred to in the opening section
of this paper. Yet the official legislative recommendation for uniform reserve
requirements as contained in the 59th Annual Report of the Board of Governors
of the Federal Reserve System (1972) is even less specific than the Burns' speech.
See pp. 195-197 of the 1972 Annual Report.
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This contention deludes those who are innocent of money matters and
even a few who should know better. As has been observed, open market
operations are for all practical purposes the instrument of monetary control. Like the rain from heaven that falls on us all regardless of our
merits, open market operations affect member and nonmember banks
alike. There is not one shred of evidence to the contrary. To be sure,
the great money-market banks, for which the vast socialized services of
the central bank are a prerequisite to profitable operation, are the first
to be "splashed with cash" and the first from which reserves are absorbed.
But as these banks adjust their assets in response to central-bank action,
all commercial banks feel the deposit-creating or deposit-destroying
tremors that run through the system.
Nonmember banks essentially keep their reserves with member banks.
Thus nonmember banks are closely linked to the whole System, for their
reserves deposited with member banks are subject to the reserve requirements of Federal Reserve. As Clark Warburton has remarked, "If nonmember banks as a group expand more rapidly than member banks, they
will lose deposits and correspondent bank balances to member banks; and
this will tend to keep the expansion of nonmember banks closely in line
with that of member banks." 2"
In any event, any reasonable attempt to prove that nonmember banks
escape central-bank control should first demonstrate that noninterestbearing, noninvested, reserve-type assets of nonmember banks in the
aggregate respond fundamentally differently to major monetary policy
moves than do comparable assets of member banks.27 Such has not been
the case. For example, during various periods of monetary restraint of
the decades of the 1950's and 1960's the reactions of member and nonmember banks were essentially the same—neither group reduced significantly beyond the long-run trend its ratio of noninvested, reserve-type
assets to total deposits.
2. One of the instruments of monetary control is exercised when Federal
Reserve changes required reserve ratios. The use of this instrument is
made less effective partly because a proportion of total bank deposits
is left untouched by such changes. But the "greater loss," according
to one Federal Reserve official, arises because the Board is inhibited
in its use of changes in reserve requirements, since increases in required
reserves worsen the competitive disadvantage of member banks and
threatens further attrition of membership. "This inhibition has been
unfortunate, for there have been times when the prompt and pervasive
impact of higher reserve requirements would have been the best way
to signal that monetary policy is moving toward added restraint . . ."

26 Clark Warburton, "Nonmember Banks and the Effectiveness of Monetary
Policy," Monetary Management, Research Studies Prepared for the Commission on
Money and Credit (Englewood Cliffs, N.J., Prentice-Hall, 1963), p. 341.
27 Assets herein include deposits with Federal Reserve, demand deposits with
other banks and currency and coin.
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Changes in required reserve ratios do indeed "touch" nonmember banks
because they affect the reserves member banks must keep against what are
in affect the reserves of the nonmember banks, their correspondent
balances. Moreover, this instrument of control was sparingly used even
in the days when no inhibition such as attrition of membership influenced
policy actions. As to the announcement effect of changes in reserve requirements, discerning persons must indeed be cynical. The best possible
signal of changing monetary policy, well forged in more than two centuries
of use by the Bank of England, is clearly a change in Bank Rate—in
this country, the discount rate. The restoration of the discount rate to
true money market status would return to its arsenal the best possible
Federal Reserve weapon for signaling nuances of change in monetary
policy. Further, major changes in monetary policy not announced publicly
are noted privately in the money market shortly after Federal Reserve
action has been taken.
3. By rquiring all banks to keep reserves with Federal Reserve, "the
precision and the certainty" with which the central bank exercises its
controls would be improved. The effects of given policy actions on the
volume of deposits and bank credit—or more accurately—on the
money supply, would be more predictable.
As indicated by the brief summary of money-supply processes provided
in Section 2, the uncertainty of prediction introduced by the fact that nonmember banks do not keep reserves with Federal Reserve is both absolutely and relatively very small indeed. At most this arrangement makes
for no more uncertainty of prediction than the arrangement that small
member banks have smaller required reserve ratios than large member
banks. If increased certainty of prediction of the money multiplier is
deemed a worthy end, as indeed it is, Federal Reserve should act at once
to secure repeal of the statutory requirement of reserves against U.S.
government deposits, an anachronistic reminder of the monetary folklore
of another generation. But, for that matter, any one of the items on the
"reform shopping list" of Poole and Lieberman, noted above, is a candidate for change if monetary control is to be improved. The only changes
that might be helpful with respect to nonmember bank reserves would
be the simple one of requiring periodic reports of deposits and reserves
or acceptance by Federal Reserve of alternative methods reportedly
already developed for reliable estimation of nonmember bank data. In a
word, Federal Reserve should be required to make a case for its own
regulated ununiform reserve requirements.
Nor does it make any difference for. purposes of monetary control that
a slowly decreasing proportion of commercial bank assets and deposits
fall under the direct control of Federal Reserve. Indeed, a good case can
be made in support of the view that additional banks not heavily involved
24
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in correspondent banking services be permitted to withdraw from the Fed.
Although such banks choosing to withdraw might represent only a small
fraction of the total banking resources of the nation, some additional
withdrawals would strengthen the correspondent banking system to the
benefit of the public and, in many cases, would achieve greater equity
among banks. In any case, there is little or no theoretical or empirical
justification for the argument of Federal Reserve that erosion of System
membership may ". . . weaken public confidence in the nation's central
bank and its ability to maintain a stable currency and a sound banking
system."
For massive injections of Federal Reserve credit in recent years suggest that "precision" of monetary control is not what is lacking. One finds
it hard to believe that a rate of change of the money stock at a 6.3 per
cent average annual rate from 1967 to 1972, compared with an average
annual rate of 2.1 per cent in the 1951-61 decade, is the consequence
of lack of "precision" of monetary control; or that a runup of the monetary stock at an 11 per cent annual rate during the first seven months
of 1971 just happened; or that the money stock showed practically no
increase from early July to early October 1973, after increasing at a 10
per cent annual rate during the previous three-month period, because of
failure to predict more accurately changes in the monetary base and in
the money multi ter. One finds it hard to believe that added precision associated with compulsory affiliation for reserve purposes would be
more than a distant candle flickering in the night compared with the dual
uncertainty of (1) time lags between monetary policy actions and their
primary influences on the economy and (2) imperfections in the art of
forecasting the state of the economy a year hence in order to determine
appropriate current policy changes. The conclusion must be that what is
needed is not greater precision of the mechanism controlling the wheel
and rudder but better lights to steer by. .
The American dual banking system admittedly diffuses the absolute
authority of a single autarchic monetary authority. In the most equitable
of all possible institutional arrangements, it permits those banks that find
System membership desirable, for whatever reason, to elect membership.
It also permits those that find nonmembership desirable, for whatever
reason, to elect nonmembership. Because there is a choice, there is relief
from coercion, for any member bank that feels unjustly dealt with may
withdraw, and any bank that would escape state supervisory tyrrany may
alter its charter to become a national bank and join the System. The issue
is really not economic at all but political. Those who resist the notion that
the U.S. economy requires a czar over all our financial institutions will
resist also the proposition that all commercial banks should be under
permanent Federal Reserve surveillance.
25
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APPENDIX ONE
Following are the changes in Regulations D, J, and M that have occurred effective September 1, 1960, and later. Although efforts have been
made to assure the accuracy of this list, all changes should be verified by
reference to official Federal Reserve sources.
1. Effective September 1, 1960, the reserve requirement of central reserve
city banks against their net demand deposits was reduced from 18 per
cent to 171
/
2 per cent. This action reduced required reserves approximately $120 million and reserves available to support private nonbank
deposits (RPDs) $100 million.
2. Effective November 24, 1960, the reserve requirements of country banks
against their net demand deposits was increased from 11 per cent to 12
per cent. This action increased required reserves approximately $380
million and RPDs $360 million.
3. Effective December 1, 1960, the reserve requirement of central reserve
city banks against their net demand deposits was reduced from 171
/
2
per cent to 161
/
2 per cent. This action reduced required reserves approximately $250 million and RPDs $200 million.
4. Effective October 25, 1962, the reserve requirement of reserve city banks
against their time deposits was reduced from 5 per cent to 4 per cent.
This action reduced required reserves and RPDs approximately $410
million.
5. Effective November 1, 1962, the reserve requirement of country banks
against their time deposits was reduced from 5 per cent to 4 per cent.
This action reduced required reserves and RPDs approximately $360
million.
6. Effective June 9, 1966, balances accumulated for the repayment of personal loans (hypothecated deposits) were eliminated from time deposits
following a change in Regulation D. This change reduced all commercial
bank other-time deposits about $1.1 billion and member bank other-time
deposits about $900 million.
7. Effective July 14, 1966, the reserve requirement of reserve city banks
against time deposits (other than savings deposits) in excess of $5 million
was increased from 4 per cent to 5 per cent. This action increased required
reserves and RPDs approximately $350 million.
8. Effective July 21, 1966, the reserve requirement of country banks against
time deposits (other than savings deposits) in excess of $5 million was
increased from 4 per cent to 5 per cent. This action increased required
reserves and RPDs approximately $70 million.
9. Effective September 8, 1966, the reserve requirement of reserve city banks
against time deposits (other than savings deposits) in excess of $5 million
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was increased from 5 per cent to 6 per cent. This action increased required
reserves and RPDs approximately $370 million.
10. Effective September 15, 1966, the reserve requirement of country banks
against time deposits (other than savings deposits) in excess of $5 million
was increased from 5 per cent to 6 per cent. This action increased
required reserves and RPDs approximately $75 million.
11. Effective March 2, 1967, the reserve requirement of all member banks
against savings deposits and the first $5 million of time deposits was reduced from 4 per cent to 31
/
2 per cent. This action reduced required
reserves and RPDs approximately $425 million.
12. Effective March 16, 1967, the reserve requirement of all member banks
against savings deposits and the first $5 million of time deposits was
reduced from 31
/
2 per cent to 3 per cent. This action reduced required
reserves and RPDs approximately $425 million.
13. Effective January 11, 1968, the reserve requirement of reserve city banks
against net demand deposits in excess of $5 million was increased from
161
/
2 per cent to 17 per cent. This action increased required reserves
approximately $360 million and RPDs $310 million.
14. Effective January 18, 1968, the reserve requirement of country banks
against net demand deposits in excess of $5 million was increased from 12
per cent to 12/
1
2 per cent. This action increased required reserves approximately $190 million and RPDs $170 million.
15. Effective April 17, 1969, the reserve requirement of all member banks
against net demand deposits was increased /
1
2 percentage point. This action
increased required reserves approximately $660 million and RPDs $590
million.
16. Effective during the last half of 1969, certain promissory notes and other
instruments became subject to Regulation D. See August 1969 Federal
Reserve Bulletin, pp. 655-656.
17. Effective October 16, 1969, a 10 per cent marginal reserve requirement
was established on certain foreign borrowings, primarily Eurodollars, by
member banks and on the sale of assets to their foreign branches. This
action increased required reserves and RPDs approximately $400 million.
18. Effective October, 1970, the reserve requirement of all member banks
against time deposits (other than savings deposits) in excess of $5 million
was reduced from 6 per cent to 5 per cent. At the same time, a 5 per cent
reserve requirement was imposed against funds obtained by member
banks through the issuance of commercial paper by their affiliates. This
action reduced required reserves and RPDs approximately $500 million
(net).
19. Effective January 7, 1971, the reserve percentage required to be maintained against certain foreign borrowings, primarily Eurodollars, by
member banks, and the rate of assets to their foreign branches was raised
from 10 per cent to 20 per cent. This action had little effect on required
reserves and RPDs.
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20. Effective November 9, 1972, Regulations D and J were revised to (1)
adopt a system of reserve requirements against demand deposits of all
member banks based on the amount of such deposits held by a member
bank, and (2) to require banks—member and nonmember—to pay cash
items presented by a Federal Reserve Bank on the day of presentation
in funds available to the Reserve Bank on that day. These changes
reduced required reserves approximately $2.5 billion effective November
9, and $1 billion effective November 15, and increased required reserves
$300 million effective November 22. On the same dates, RPDs were
reduced $2.3 billion and $785 million, and increased $235 million, respectively.
21. Effective the June 21-27, 1973 reserve week, an 8 per cent marginal
reserve requirement (the regular 5 per cent plus a supplemental 3 per cent
was imposed on further increases in the total of (a) outstanding. single
maturity certificates of deposit of $100,000 and over issued by member
banks, and on (b) outstanding funds obtained by a bank through issuance
by an affiliate of obligations subject to the existing reserve requirement on
time deposits. The requirement will apply to increases over the base week
of May 16, 1973. The 8 per cent marginal requirement would not apply
to banks whose obligations of these types aggregate less than $10 million.
See May 1973 Federal Reserve Bulletin, pp. 375-376.
22. Effective the June 21-27, 1973 reserve week, the reserve requirement on
certain foreign borrowings of U.S. banks, primarily Eurodollars, was reduced from 20 per cent to 8 per cent, thus affording roughly parallel treatment at present with the marginal requirement on large-denomination certificates of deposit and bank-related commercial paper. The Board also
acted to eliminate gradually the reserve-free bases still held by some banks
subject to this measure.
23. Effective the July 12-18, 1973 reserve week, a reserve requirement was
applied to funds raised by banks through sales of finance bills (sometimes
called working capital acceptances). Under this requirement, finance bills
became part of the total obligations subject to the 8 per cent marginal
reserve requirement. This increased required•reserves by about $90 million.
24. Effective the July 19-25, 1973 reserve week, the reserve requirement on all
but the first $2 million of net demand deposits at member banks was increased by one-half of one percentage point. The change increased required
reserves by about $760 million.
25. Effective the August 30-September 5, 1973 reserve week, member banks
that were requested to file the base amount of deposits subject to marginal
reserves they had outstanding during the week ending May 16, 1973, were
asked to revise their base to include multiple maturity time deposits of
$100,000 or more.
26. Effective the October 4-10, 1973 reserve week, the marginal reserve requirement increased from 8 to 11 per cent subject to the proviso that in no
event shall the reserve required of a member bank on its aggregate amount
of time and savings deposits exceed 10 per cent. An increase in the marginal reserve requirement to 11 per cent required member banks to
maintain an additional $450 million required reserves. The effect of this,
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however, was largely offset by Federal Open Market Committee transactions.
27. Effective the December 13-19, 1973 reserve week, the marginal reserve
requirement on large denomination certificates of deposit was reduced from
11 to 8 per cent. This reduced by about $375 million the reserves required
to support member bank deposits. The monetary policy impact of this
reduction was partly offset by Federal Open Market Committee transactions.
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PREFACE
The Conference of State Bank Supervisors, in this position paper, has
undertaken an analysis of one of the most important public policy questions affecting our Country's financial institutions and dual banking system:
Whether or not the present system of optional membership in or affiliation
with the Federal Reserve System is consistent with equitable treatment
between member and nonmember banks. The Conference is indebted to
its Executive Vice President-Economist, Dr. Lawrence E. Kreider, for this
thorough and conceptually sound inquiry, to its Director of Research, Mr.
Raymond T. Garea, for statistical and editorial inputs, and to several
correspondent/respondent bankers for counsel and guidance on various
interbank relationships.
In its continuing effort to place all banks under the umbrella of its
authority, the Federal Reserve System has asserted that the present system
is inequitable since nonmember banks can meet state reserve requirements
with earning assets while member banks must hold so-called idle reserves
with the Fed. The Conference has consistently challenged the Federal
Reserve to document their claims; and, itself has undertaken a significant
amount of analysis of this question.
CSBS and others have long contended that nonmember banks also have
noninterest-bearing, reserve-type assets, that member banks tend to benefit
from more noninterest-bearing, correspondent-type liabilities and that in the
final analysis the present system is consistent with equitable treatment.
This study was designed to determine which of the two prevailing viewpoints is most accurate from the standpoint of noninterest-bearing funds
plus other major factors relating to membership or nonmembership.
The analysis refutes the claim of the Fed that member banks as a whole
are inequitably treated by virtue of their reserve requirements, and demonstrates that it is far more likely that some banks enjoy a net benefit from
Fed membership and some from nonmembership. It further asserts that
the banking system is strengthened by the existence of a member/nonmember alternative primarily because such a choice has fostered the
evolution of the dynamic and responsive private correspondent banking
system.
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Specifically, this study relates to two groups of banks, member and
nonmember, and the analysis has led to the following four conclusions:
1. Optional affiliation with the Fed for reserve purposes is consistent
with equitable treatment between member and nonmember banks
as two groups.
2. To the extent, if any, that inequity exists, it is as great between one
member bank and another as it is between member and nonmember
banks.
3. To the extent inequities may exist, they could largely be corrected by
moderate changes in Fed reserve requirements within the framework
of existing statutes and regulations and without disrupting appropriate monetary policies.
4. Beyond the question of equity, a system including optional membership is a great stimulant to the interbank correspondent system
which serves so well the many and diverse needs of bank customers
in thousands of communities in the United States and throughout
the world.
A workable banking system with emphasis on private initiative and
efficiency should not be disrupted by more federal government control,
absent demonstrated benefits therefrom.

,cl
John B. Olin
President
Conference of State Bank Supervisors
September 1, 1976
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OPTIONAL AFFILIATION WITH THE FEDERAL RESERVE
SYSTEM FOR RESERVE PURPOSES IS CONSISTENT
WITH EQUITABLE TREATMENT BETWEEN BANKS
In the evolutionary development of our banking system, equitable treatment between banks should be a major consideration. Specifically, the
concept of equitable treatment should embrace the question of optional
affiliation or membership of state-chartered banks in the Federal Reserve
System.
The question of equitable treatment, however, is not simplistic. It involves more than reserves per se, although the level and form of reserves
are factors to be included. It cannot be answered with statistical precision,
although statistical measures must be employed, albeit with knowledge of
their limitations. It cannot be answered fully by saying that banks have
the option of being members or nonmembers and thus the option of converting from an allegedly inequitable to an allegedly preferred status,
although that freedom can be exercised in cases where adverse discrimination exists. It cannot be answered fully by measures of profitability,
although such measures are helpful to the extent ceteris paribus conditions
can accurately be identified. And it most certainly cannot be answered by
assertions such as, "Well, everyone knows the system is unfair," although
this study suggests there may be some inequitable circumstances—for both
member and nonmember banks.
This study quantifies the key measurable factors involved in the equitability concept as they relate to member vis-a-vis nonmember status. It
takes into account:
1. Reserve requirements
2. The form of reserves
3. Seventeen size groupings of banks
4. Placement and size of corresponent balances
5. Sources of correspondent balances
6. Private vs. government "correspondent banking"
7. Placement and magnitude of other large, low-cost deposits associated with Federal Reserve membership and nonmembership
8. Costs of providing correspondent services associated with "due to"
balances
9. Benefits from reserve and other noninterest-bearing, reserve-type
assets
10. Tendencies to maintain somewhat comparable noninterest-bearing,
liquidity balances as generally recognized prudent banking practices
irrespective of reserve requirements
The findings are accurate to the extent that the availability of data and
judgment permit.
3
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However, the study does not presume statistical precision; such does not
exist. It does not treat statistically such matters as equality of opportunity
between member and nonmember banks as regards interinstitutional shortterm financial transactions, international transactions, trust and securities
services, or benefits from asset and liability items other than noninterestbearing, reserve-type assets and noninterest-bearing, correspondent-type
liability balances. Nor does it distinguish fully between national and state
member banks.
The study is relevant to the question of equitable treatment of member
vis-a-vis nonmember banks of comparable asset, liability and service
package structures and serves as one objective guide in future considerations of our evolving bank structure.
METHODOLOGY
Over a period of nearly three years, the Conference of State Bank
Supervisors accumulated data, tested hypotheses, and checked conclusions
with numerous people knowledgeable of the workings of our U.S. banking
system. Data for dates covering diverse monetary and economic circumstances were evaluated. Most of the data used in this publication are as
of December 31, 1973. Although cyclical and secular trends may exist,
evaluation of 1973 as well as previous and subsequent data does not
suggest that the data as reported in this study are invalid as used. Thus,
in this publication the present tense frequently is used, assuming that data
evaluated remained descriptive of patterns prevailing at the time of the
writing.
Banks are stratified in this publication by charter status and size.
Although six charter status stratifications were employed in the analytical
processes of this study, primary emphasis is placed on member vis-a-vis
nonmember groupings.
Throughout this publication, banks frequently are referred to as member
or nonmember. The primary distinction between the two groups for purposes of this study is placement of reserves with the Fed vs. elsewhere, not
membership or nonmembership per se. The purpose of this study is to
determine whether or not the concept of a system of optional membership,
or whatever nomenclature one may use, is inherently inequitable as has
been alleged by some. Thus, the membership/nonmembership nomenclature as used is valid at the time of this writing and will remain conceptually valid as long as placement of reserves with the Fed vs. other
forms is at issue.
A sequence of relevant hypotheses are tested individually and collectively. Hypotheses range from a simplistic one, "Some banks have relatively more noninterest-bearing, reserve-type assets with the Fed than do
others," to more comprehensive hypotheses embracing major noninterest4
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bearing, reserve-type assets as well as noninterest-bearing, correspondent
liabilities which are related to member/nonmember status. Such assets
and liabilities are adjusted for costs of and benefits from same. This more
inclusive concept is the final statistical yardstick used in this study to test
the question of the equitability of optional membership or optional affiliation with the FRS for reserve purposes.
The long but technically descriptive phrase for this measure is the "Sum
of Net Nonearning, Reserve-Type Assets (SNNRTA) Less the Sum of
Net Benefits from Correspondent-Type Balances (SNBCTB)." This long
phrase is clarified by the sequence of analyses to follow. It is called the
"Net 'Burden' Ratio" in the final Table.
As a part of and in addition to this series of statistical measures, judgmental factors are considered. Indeed, nearly all statistical measures
require one degree or another of judgmental inputs. Such measures were
checked with knowledgeable personnel with extensive experience in respective areas.
THE QUESTION
In the long-standing public debate over continued optional membership
or affiliation of state-chartered banks with the Fed for reserve purposes,
one issue has been that of equitability betwen two classes of banks, member
and nonmember. One body of spokesmen, led by some senior Federal
Reserve officials, has claimed that the present system is inequitable, that
over 8,000 nonmember, nonaffiliated banks get a "free ride" leaving approximately 5,800 state and nationally chartered member banks to bear
the burden of monetary policy as a result of their so-called idle reserves
with the Fed.
Others believe this is not so, that nonmember, nonaffiliated banks also
carry noninterest-bearing, reserve-type assets; that both groups enjoy certain benefits from noninterest-bearing, reserve and reserve-type assets; that
member banks tend to benefit from more noninterest-bearing, correspondent-type liabilities; that in the final analysis the present system of optional
affiliation is consistent with equitable treatment and that some member
banks benefit more than most nonmembers from noninterest-bearing,
reserve-related assets and liabilities—and perhaps should.
This study is designed to test the hypothesis that the present system of
optional membership in or affiliation with the Federal Reserve System is,
from the standpoint of noninterest-bearing funds plus other major factors
relating to membership or nonmembership, consistent with equitable treatment between member and nonmember banks.
A companion issue was covered in the booklet Optional Affiliation with
the Federal Reserve System for Reserve Purposes Is Consistent With Effective Monetary Policy, published by the Conference of State Bank Supervisors in 1974.
5
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MEMBER/NONMEMBER NONINTEREST-BEARING,
RESERVE-TYPE ASSETS
Noninterest-Bearing, Reserve-Type Assets With Fed
The issue of equitable or inequitable treatment of member vs. nonmember banks has frequently been oversimplified by the assertion that only
member banks carry "idle" or "sterile" reserves. It is, of course, true that
only member banks carry reserves with the Federal Reserve System and
that member banks have relatively little or no control over these reserve
assets. As noted in Table 1, reserve assets of member banks on December
31, 1973, on average, were equivalent to 5.7% of total deposits, adjusted
for cash items in the process of collection. The ratio for the largest size
group was approximately double that of several of the smaller size groups.
Nonmember banks obviously had no reserves with the Fed.
However, that is only a small fraction of the analysis needed to reach an
objective conclusion. Analyses and statements based only on legal reserves
per se are superficial. Other noninterest-bearing, reserve-type financial
assets and other factors must be considered.
Noninterest-Bearing, Reserve-Type Assets in Demand Balances
With Banks
All groups of banks have assets in the form of noninterest-bearing, demand balances with banks ("due from" items). This is by far the largest
form of reserves for nonmember banks as a whole, and all banks hold
demand balances with other banks for a variety of nonreserve reasons.
As can be seen in Table 2, the ratio of noninterest-bearing, demand balance assets to total deposits adjusted is much higher for nonmember banks
(.0760) than for member banks (.0383). Nonmember banks typically
must have higher "due from" balances so as to meet state reserve requirements and tend to have more than legally required in order to "pay" for
correspondent services, some of which member banks get from the Fed,
and to maintain what they deem to be prudent liquidity and nonrisk asset
ratios.
Corroborating the latter point, it has been noted in state-by-state analyses that there is not a close relationship between state "due from" reserve
requirements and actual balances held. For example, nonmember domestic banks in Illinois, a state with no reserve requirements for domestic
state-chartered banks, hold total noninterest-bearing financial assets in
approximately the same ratio to total deposits as the nonmember bank
average for the United States.
Noninterest-Bearing, Reserve-Type Assets in Currency and Coin
Currency and coin represent a third major noninterest-bearing, reservetype financial asset of commercial banks. As noted in Table 3, this item
averages about the same for member as for nonmember banks.
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Table 1: Ratios of Noninterest, Reserve-Type Assets in Form of Reserves With Federal Reserve Banks to Total Deposits Adjusteda,
Insured Commercial Banks, United States, December 31, 1973.
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Table 2: Ratios of NOnintereSt, Reserve-Type Assets in Form of Demand Balances With Banks in the U.S. to Total Deposits Adjusteda ,
Insured Commercial Banks, United States, December 31, 1973.
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bFor total deposits adjusted, see Table 1, columns 3 and 7.

(2)

(1)

2,604,078

57,002
176,941
60,304
18,595
86,044
102,998
260,673
130,417
187,605
478,980
661,194
265,387
104,663
11,743
1,532

Currency
and coin
($1,000)

(4)
Nonmember

0172

.0279
0197
.0160
0147
0196
0158
.0164
0160
0155
0177
0174
0162
0156
.0215
0384

Ratios
col. 4 to
total deposits
adjustedb

(5)

Table 3: Ratios of Noninterest, Reserve-Type Assets in Form of Currency and Coin to Total Deposits Adjusteda, Insured Commercial Banks, United States, December 31, 1973.
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Noninterest-Bearing, Reserve-Type Assets in All Three Forms
Table 4 includes the sum of the three major reserve-type asset items as
tabulated separately in Tables 1, 2 and 3. Table 4 is an intermediate step
in the analysis of equitable treatment of member and nonmember banks of
different sizes.
The "Total" line in Table 4, considered alone, suggests that member
banks are inequitably treated vis-a-vis nonmember banks as measured by
ratios of "idle" or noninterest-bearing, reserve-type assets relative to deposits (.1124 vs. .0932 for a difference of .0192). This, however, is only
a partial answer to "THE QUESTION."
FURTHER ANALYSIS NECESSARY
It would be misleading to accept averages developed in Tables 1 through
4 without further analysis. Data which make up the averages suggest that
factors other than noninterest-bearing, reserve-type assets must be considered. First, as noted in Table 4, different size categories of member
banks have widely diverse ratios. Member banks above $3 billion in deposits, for example, have an average ratio nearly 50% above member
banks in the $500-$750 million category. And as can be determined from
Table 1, member banks with deposits greater than $3 billion have an average ratio of reserves with the FRS approximately 80% larger than member banks in the $500-$750 million category and nearly double several of
the smaller categories.
Thus, by some Federal Reserve officials' criterion, the Fed violates the
concept of equitable treatment among member banks fully as much as
allegedly exists between member and nonmember banks of comparable
size groupings. Further, the Federal Reserve System unilaterally can correct inequities it perceives among its own members and between members
and nonmembers by adjusting member bank reserve requirements. It has
not pursued such a course of action and thus has not demonstrated an
inclination to correct what some of its senior officials claim to be an
inequity. This failure to make corrections, which it readily could do unilaterally and without disruption of monetary policy, either raises serious
questions about giving the Fed reserve-setting powers over additional institutions, if one of the major goals is to achieve equitable reserve treatment
between all institutions, or suggests that some Fed officials have erred in
claiming inequality based only on reserve ratios. It seems reasonable to
assume that the Fed does not knowingly or willingly treat larger member
banks inequitably vis-a-vis smaller member banks and that relevant factors
other than reserves certainly must exist and should be taken into account.
Second, a breakdown of member banks into state and national charters
(Table 5) reveals that the largest size category (over $5 billion) of statechartered member banks had an average ratio of reserves with the Fed
10
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Sum of
NRTAb
($1,000)

16,086,495
2,797,049
8,634,348
2,544,273
2,099,006
1,449,417
1,547,006
2,532,030
3,656,184
1,675,031
2,577,585
4,065,704
3,739,628
921,200
253,829
17,924
4,249

54,600,958

Bank
total
deposit
size

$5B
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Total

Member

1124

1236
1351
1035
0991
.0868
0979
1006
1035
1104
1134
1149
1156
1163
1232
1396
1569
3060

Ratios
col. 2 to
total deposits
adjustedc

(3)

a For definition of total deposits adjusted, see Table 1, footnote a.
bFor derivations of sums of noninterest-bearing, reserve-type assets, see Tables 1, 2 and 3.
cFor total deposits adjusted, see Table 1, columns 3 and 7.

(2)

(1)

14,117,396

-184,496
690,234
318,502
142,766
426,768
603,785
1,442,185
653,562
1,003,666
2,500,148
3,640,463
1,662,950
760,473
78,571
8,827

Sum of
N RTAb
($1,000)

(4)
Nonmember

0932

-0905
0769
0849
1133
0973
0927
0908
0804
0831
0927
0962
.
1021
1138
1440
2214

Ratios
col. 4 to
total deposits
adjust edc

(5)

Table 4: Ratios of the Sum of Noninterest, Reserve-Type Assets (NRTA) in Form of Reserves With FRB, Demand
Balances With
Banks in the U.S., and Currency and Coin to Total Deposits Adjusteda, Insured Commercial Banks, United
States,
December 31, 1973.
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0545
20,056,056
367,891,980
4,711

0659

7,764,686

117,735,331

1,078

.0633
0749
0615
0560
.0452
0558
.0467
0463
0508
0464
0476
0448
0404
0386
0399
0357
0405
5,887,359
848,999
3,785,336
1,082,241
864,372
633,125
537,658
887,202
1,376,014
588,382
868,946
1,322,340
1,086,384
229,466
54,585
3,205
442
92,927,959
11,328,628
61,504,193
19,318,527
19,090,816
11,335,191
11,502,441
19,134,315
27,054,267
12,659,038
18,243,785
29,514,516
26,869,880
5,941,105
1,366,748
89,677
10,894
8
3
43
25
35
28
36
81
208
151
310
854
1,671
799
377
57
25

37,213,074
9,360,122
21,870,320
6,333,397
5,072,731
3,461,415
3,863,191
5,306,706
6,048,545
2,111,451
4,173,384
5,646,549
5,261,014
1,535,174
450,759
24,510
2,989

5
3
14
8
9
8
12
23
46
25
71
169
336
205
121
16
7

1091
0514
0524
0466
.0272
0340
0491
0433
.0496
0453
0436
0417
0395
0385
0417
0404
0133

(9)

4,063,544
481,555
1,147,230
295,351
138,027
118,012
190,061
230,171
300,129
95,683
182,052
235,576
208,272
59,173
18,819
991
40

(8)

Number
of banks

aFor definition of total deposits adjusted, see Table 1, footnote a.

Total

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Number
of banks

National
Ratios
col. 8
to
col. 7

(7)

Reserves
with FRB
($1,000)

(6)

Total
deposits
adjusted
($1,000)

(5)

Ratios
col. 4
to
col. 3

Reserves
with FRB
($1,000)

Bank
total
deposit
size

(4)

State-chartered member

(3)

Total
deposits
adjusted
($1,000)

(2)

(1)

Table 5: Ratios of Noninterest, Reserve-Type Assets in Form of Reserves With Federal Reserve Banks to Total Deposits Adjusteda,
Federal Reserve Member Banks, United States, December 31, 1973.
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72% above national banks of the same size category. Presumably the Fed
does not knowingly or willingly treat state-chartered banks inequitably
vis-a-vis national banks. This, too, suggests that other relevant factors
exist.
Third, a breakdown of state-chartered banks into member and nonmember categories (Table 6) reveals that state-chartered member banks,
in most size categories, have higher ratios of noninterest-bearing, reservetype assets and that state-chartered member banks as a group had an
average ratio 37% greater than state-chartered nonmember banks. Recognizing that state-chartered banks have the option of membership or nonmembership in the Fed, recognizing that 50% of the state-chartered banks
with total deposits of $200 million to $1 billion each and 92% with total
deposits in excess of $1 billion each were members of the Fed, and assuming managements of state-chartered member banks to be prudent and
responsible from a profit standpoint, one must assume there are net benefits to many banks from membership in the Fed. To believe otherwise
would demand the unrealistic assumption that managements of approximately 1,000 state-chartered banks are incompetent to decide whether or
not their banks should be members of the Fed.
Thus, assuming the Federal Reserve System to be reasonably fair toward
large vs. small and state vs. national-chartered banks and assuming managements of state-chartered banks to be reasonably prudent from the
profit standpoint, it is apparent that factors other than noninterest-bearing,
reserve-type assets as well as legal reserves must be considered in an analysis of the question of equitable treatment of member vis-a-vis nonmember
banks as groups.
MEMBER/NONMEMBER NONINTEREST-BEARING,
CORRESPONDENT-TYPE LIABILITIES
Higher ratios of noninterest-bearing, reserve-type assets of member
vis-a-vis nonmember banks tend to be offset by higher noninterest-bearing,
correspondent-type liabilities which, in significant degree, are functions of
member/nonmember status. Membership in the Fed normally is a prerequisite to a major presence in the correspondent banking business. Thus,
correspondent-type deposits must be a part of any analysis of the equitable
treatment question.
Correspondent-type liabilities, in this context, shall include those major
balance sheet items having the following characteristics:
1. Noninterest-bearing deposit liabilities
2. Large accounts
3. Relatively low velocity and/or administrative cost per dollar items
4. Accounts attracted to a bank by virtue of its member or nonmember
status
13

(6)

0932
14,117,396
8,248

.1281

15,088,863

1,078

0905
0769
0849
1133
0973
0927
0908
0804
0831
0927
0962
1021
1138
1440
2214
184,496
690,234
318,502
142,766
426,768
603.785
1.442,185
653,562
1,003,666
2.500,148
3,640,463
1,662,950
760,473
78,571
8,827

0
0
2
11
6
3
13
27
116
96
203
793
2,431
2,244
1,902
342
59

1791
1345
1080
0848
.0815
.0705
0895
0983
1087
0978
.1111
1082
1055
1117
1466
1252
2144

5
3
14
8
9
8
12
23
46
25
71
169
336
205
121
16
7

6,667,500
1,259,514
2,362,535
537,199
413,605
244,198
345,911
521,719
657,988
206,648
463,834
611,471
555,428
171,505
66,098
3,069
641

Ratios
col. 6 to
total deposits
adjustedc

(7)

Number
of banks

Nonmember
Sum of
NRTA
($1,000)

(5)

Ratios
col. 3 to
total deposits
adjustedb

(4)

a For definition of total deposits adjusted, see Table 1. footnote a.
b For total deposits adjusted, see Table 5, column 3.
c For total deposits adjusted, see Table 1. column 7.

Total

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Number
of banks

Bank
total
deposit
size

State-chartered member

(3)

Sum of
NRTA
($1,000)

(2)

(1)

Table 6: Ratios of the Sum of Noninterest, Reserve-Type Assets (NRTA) in Form of Reserves With the FRB, Demand Balances With
Banks in the U.S., and Currency and Coin to Total Deposits Adjusteda, State-Chartered Insured Commercial Banks, United
States, December 31, 1973.
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These criteria include demand deposits from:
1. Other commercial banks
2. Mutual savings banks
3. The United States Government
4. States and political subdivisions
Certain other liabilities which might meet the above criteria (e.g., savings and loan association correspondent-type balances) are excluded
because data are not readily available. Exclusion, however, does not
significantly alter the final conclusions of this study. Benefits from the four
classes of liabilities listed above and costs of holding same will be considered in later sections.
Demand Deposits From Other Commercial Banks
On December 31, 1973, member bank demand deposit liabilities "due
to" other commercial banks (after adjustment downward for cash items
in the process of collection) exceeded $16.5 billion (see Table 7). This
was equivalent to 3.7% of the total deposits adjusted of all member banks.
For many member banks, percentages were much higher. Nonmember
banks held only $0.6 billion, equivalent to only 0.4% of their total deposits
adjusted.
Member banks held more than 96% of all adjusted demand balances
"due to" commercial banks. This nearly universal inclination to place
balances with member banks exists with both member and nonmember
respondent banks.
Demand Deposits From Mutual Savings Banks
A comparable pattern prevails for mutual savings bank correspondenttype relationships with commercial banks. As can be determined from
Table 8, demand deposits held by member banks and owned by mutual
savings banks (after adjustment downward for cash items in the process
of collection) exceeded $900 million, represented 93% of all adjusted
demand balances "due to" mutual savings banks and were equivalent to
0.2% of member banks' total deposits adjusted. Nonmember commercial
bank demand deposit liabilities "due to" mutual savings banks were relatively small overall.
Demand Deposits From Federal Government
A somewhat less decisive pattern prevails for federal and state and
local government demand deposits. Adjusted demand deposits for the
United States Government in member banks exceeded $7 billion (see
Table 9). This represented 84% of all such deposits with commercial
banks and was equivalent to 1.5% of member bank total deposits adjusted. The comparable figure for nonmember banks was only 0.9%.
15
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7,140,400
1,114,807
3,573,126
740,440
909,374
498,778
525,965
727,629
696,208
184,445
197,754
136,747
54,320
14,229
9,604
1,761
468

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Member

0366

0548
0538
0428
0262
0339
0306
0313
0277
0199
0120
0085
0038
0016
0018
0052
0152
0335

Ratios
col. 2 to
total deposits
adjustedc

(3)

644,418

-29,791
35,322
6,514
4,548
56,300
69,956
170,873
74,457
52,250
62,026
50,353
19,579
10,328
1,706
408

Demand deposits
adjusted
from CBs
($1,000)

(4)
Nonmember

0042

0146
0039
0017
0036
0128
0107
0107
0091
0043
0022
0013
0012
0015
0031
0102

Ratios
col. 4 to
total deposits
adjustedc

(5)

a Demand deposits from commercial banks are reduced by the amount associated with cash items in process of collection. This adjustment is
made because such balances are essentially the result of "wash transactions," and as such, bring no direct balance sheet benefits per se to
the bank. Studies by Dr. Robert Knight, Economist, Federal Reserve Bank of Kansas City, have shown that an average of 42.5% of demand
deposits from commercial banks are offset by uncollected balances. This figure is used herein.
bFor definition of total deposits adjusted, see Table 1, footnote a.
c For total deposits adjusted, see Table 1, columns 3 and 7.

16,526,161

Demand deposits
adjusted
from CBs
($1,000)

Bank
total
deposit
size

Total

(2)

(1)

Table 7: Ratios of Correspondent-Type Balances in Form of Demand Deposits Adjusteda From Commercial Banks in the U.S. to
Total Deposits Adjustedb, Insured Commercial Banks, United States, December 31, 1973.
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0030
0025
0018
0020
0013
0012
0009
0015
0009
0005
0020
0010
0009
0010
0009
0016
0019

403,015
52,141
158,178
53,124
32,290
18,463
14,486
37,840
33,101
8,633
44,956
38,821
30,747
7,657
1,753
186

934,891

$5B4
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Total

77,195

0005

0017
0006
0012
0002
0005
0003
0001
0002
0000

7,621
4,275
20,614
2,286
6,261
8,951
5,736
3,421
360

Ratios
col. 4 to
total deposits•
adjustedc

(5)

0008
0026

Nonmember

7,621
10,049

Demand deposits
adjusted
from MSBs
($1,000)

(4)

a Demand deposits from mutual savings banks are reduced by the amount associated with cash items in the process of collection. This adjustment
is made because such balances are essentially the result of "wash transactions," and bring no direct benefit to the bank. It is assumed the reduction factor is nearly constant for demand deposits from MSBs, U.S. Government, States and Subdivisions, and I PCs. From the 42.5% figure
used for commercial banks (see Table 7), the percentage of demand deposits for the above categories that are uncollected balances can be derived. This figure is estimated to be 12.4% and is used herein.
bFor definition of total deposits adjusted, see Table 1, footnote a.
c For total deposits adjusted, see Table 1, columns 3 and 7.

Ratios
col. 2 to
total deposits
adjustedc

Demand deposits
adjusted
from MSBs
($1,000)

(3)

Bank
total
deposit
size

Member

(2)

(1)

Table 8: Ratios of Correspondent-Type Balances in Form of Demand Deposits Adjusteda From Mutual Savings Banks to Total
Deposits Adjustedb, Insured Commercial Banks, United States, December 31, 1973.
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-25,577
109,959
57,493
12,281
66,344
45,734
113,228
42,393
83,759
289,746
386,658
129,660
38,827
3,239
453
1,405,351

0177
0207
0189
0208
0190
0161
0126
0103
0075
0059
0066
0099
0099
0091
0101
0084
0073
0149

2,316,393
429,257
1,579,949
535,819
459,114
239,607
193,657
252,751
249,179
87,278
148,286
349,637
321,023
68,147
18,360
960
102

7,249,519

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Total

Nonmember

0092

0125
0122
0153
0097
0151
0070
0071
0052
0069
0107
.0102
0079
0058
.0059
0113

Ratios
col. 4 to
total deposits
adjustedc

(5)

a Demand deposits from U.S. Govemment are reduced by the amount associated with cash items in the process of collection. See Table 8, footnote a.
bFor definition of total deposits adjusted, see Table 1, footnote a.
cFor total deposits adjusted, see Table 1, columns 3 and 7.

Demand deposits
adjusted
from U.S. Govt
($1,000)

Ratios
col. 2 to
total deposits
adjustedc

Demand deposits
adjusted
from U.S. Govt
($1,000)

(4)

Bank
total
deposit
size

Member

(3)

(2)

(1)

Table 9: Ratios of Correspondent-Type Balances in Form of Demand Deposits Adjusteda From the United States Government to
Total Deposits Adjustedb, Insured Commercial Banks, United States, December 31, 1973.
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Demand Deposits From State and Local Governments
Unlike deposits from the U.S. Government, adjusted demand deposits
from state and local governments tend to go to state-chartered nonmember
banks. As noted in Table 10, subject deposits were equivalent to 3.2% of
nonmember bank total deposits adjusted compared with 2.4% for member
banks.
Total Correspondent-Type Demand Deposit Liabilities
The sums of noninterest-bearing, correspondent-type demand deposit
liabilities "due to" commercial banks, mutual savings banks, federal government plus state and local governments are aggregated in Table 11.
Member banks generally have an advantage in attracting noninterestbearing, correspondent-type liabilities. On December 31, 1973, subject
deposits with all member banks were equivalent to 7.5% of total deposits
adjusted compared with 4.6/ for nonmembers—an overall advantage of
2.9 percentage points in favor of member banks. Some groups of member
banks tended to have a four to six percentage point advantage over nonmembers of comparable size in attracting correspondent-type balances.
Membership in the Fed clearly has significant advantages for many
banks. The attraction of reasonably profitable correspondent balances to
member banks from both member and nonmember banks helps explain
why approximately one-half of all state-chartered, domestic, commercial
bank assets are in banks which have exercised their option for membership in the Fed.
The correspondent banking system in the United States is highly efffective and facilitates a remarkably flexible flow of funds in response to
diverse needs. It generally serves well the socio-economic interests of the
people of all parts of this Nation. The fact that such a system has developed through the private sector instead of the federal government is
one of the major reasons for its flexibility, thus its success. By placing
balances in the private banking system, member and nonmember banks
are contributing to and participating in this dynamic correspondent system.
In considering legislative or policy actions, the federal government and its
agencies should be cognizant of such facts and seek to minimize the risk
of damage to a system which has met this Country's needs in so effective a
manner.
RESERVE-TYPE ASSETS LESS CORRESPONDENTTYPE LIABILITIES
Returning to Table 4, it is noted that member banks as a group had a
1.9 percentage point disadvantage in noninterest-bearing, reserve-type
assets (11.2% minus 9.3%). Conversely, Table 11 considered alone
19
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0456
6,903,019

0748

36,350,012

Total

aFor definition of total deposits adjusted, see Table 1, footnote a.
bFor derivations of sums of noninterest, correspondent-type balances, see Tables 7 through 10.
For total deposits adjusted, see Table 1, columns 3 and 7.

0431
0386
0433
0438
0539
0445
0570
0377
0394
0424
0468
0472
0475
0532
0686

-87,952
346,295
162,535
55,197
236,666
289,872
905,134
306,769
475,944
1,145,145
1,772,351
769,464
317,892
29,061
2,735

0841
0923
0860
0835
0992
0781
0764
0745
0599
0546
0509
0472
0474
0524
0561
0611
0631

10,947,930
1,909,784
7,177,743
2,142,796
2,397,248
1,156,094
1,174,678
1,821,685
1,985,005
807,268
1,142,680
1,661,049
1,524,282
391,834
102,060
6,984
877

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

Ratios
col. 4 to
total deposits
adjustedc

Sum of
CTBb
($1,000)

(5)

Ratios
col. 2 to
total deposits
adjustedc

Nonmember

Sum of
CIBb
($1,000)

(4)

Bank
total
deposit
size

(3)

(2)

(1)
Member

Table 11: Ratios of the Sum of Correspondent-Type Balances (CTB) in Form of Demand Deposits Adjusted From Commercial
Banks in the U.S., Mutual Savings Banks, U.S. Government, and States and Subdivisions to Total Deposits Adjusteda,
Insured Commercial Banks, United States, December 31, 1973.
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suggests that member banks as a group had a 2.9 percentage point advantage in noninterest-bearing, correspondent-type liabilities. Thus, data
reported in Tables 4 and 11 might be interpreted to suggest that member
banks as a whole have a 1.0 percentage point net advantage (2.9% minus
1.9%) in noninterest-bearing assets and liabilities which tend to be
associated with member/nonmember status. Considered alone, this would
suggest that nonmember banks are inequitably treated.
Subject noninterest-bearing assets, however, tend to be associated with
identifiable benefits and noninterest-bearing liabilities with identifiable
costs. These benefits and costs must be considered in arriving at an estimated net benefit from or net cost of membership vis-a-vis nonmembership
in the Fed. The following sections are addressed to those considerations.
MEMBER/NONMEMBER NET BENEFITS FROM
NONINTEREST-BEA RING, CORRESPONDENT-TYPE
LIABILITIES
Although correspondent balances in many banks tend to be reasonably
profitable, they are not "free." A wide variety of services normally must be
provided in order to attract and retain such noninterest-bearing liabilities.
These services include check clearing, loan participation, investment counseling, management guidance, personnel selection and countless other
inter-bank and intercommunity aids.
Although cost accounting in this area does not always lend itself to
statistical precision, it is estimated that the average cost over time of providing correspondent services is equivalent to the income from 70% of the
correspondent balances, i.e., on average it takes approximately 70% of
the gross income from those assets or investments made possible by noninterest-bearing, correspondent-type liability balances to cover the cost of
related bank services. The remaining 30% is considered to be a net benefit
from such noninterest-bearing balances.
Although 70-30 is a reasonable estimate of the U.S. average, there are
significant differences from one bank to another. Some banks, for a variety
of reasons, may enjoy a 60-40 ratio and others only an 80-20 mix. Still
others in our competitive market economy doubtless are near marginal or
submarginal due to location, volume of correspondent business, historical
accident or other factors. In our dynamic correspondent banking system,
there are and always will be banks which are either deciding to expand or
contract their reliance on correspondent services as sources of net income.
Thus, the 70-30 cost-profit mix represents an estimated average for the
approximately $40 billion of noninterest-bearing, correspondent-type liabilities included in Table 11.
Table 12 reflects this estimate. Although member banks as a whole
obviously benefit more from correspondent-type business than do non22

0137
2,070,905

0224

10,905,044

aFor definition of total deposits adjusted, see Table 1, footnote a.
2 and 4.
bFor sums of correspondent-type balances, see Table 11, columns
C For total deposits adjusted, see Table 1, columns 3 and 7.

Total

Ratios
col. 4 to
total deposits
adjustedc

(5)

0129
0116
0130
0131
0161
0133
0171
0113
0118
0127
0140
0142
0142
0160
0206

.30 times
sum of
CTBb
($1,000)

Nonmember

26,386
103,388
48,760
16,559
71,000
86,962
271,540
92,030
142,783
343,543
531,705
230,839
95,368
8,718
820

Ratios
col. 2 to
total deposits
adjustedb

(4)

0252
0277
0258
0250
0298
.0234
0229
0223
0179
0164
0152
0142
0142
0157
0168
0183
0189

Member

(3)

3,284,379
954,892
2,153,323
642,839
719,174
346,828
352,403
546,505
595,501
242,198
342,804
498,314
457,285
117,550
30,618
2,095
263

.30 times
sum of
CTBb
($1,000)

Bank
total
deposit
size

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

(2)
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members (ratios of .0224 vs. .0137), the average margin of benefit is
greatly reduced by the costs of providing services associated with such
business.
MEMBER/NONMEMBER NET NONEARNING,
RESERVE-TYPE ASSETS
As observed above, noninterest-bearing, correspondent-type liability
balances really are not free—expenses are associated with them. In like
manner, noninterest-bearing, reserve-type assets have partially offsetting
benefits: indirect noninterest income is associated with such assets. Benefits
include access to the Fed discount window, short-term advances from
commercial banks, free shipment of currency and coin, check clearing,
management consulting, personnel assistance, loan participations, security
investment services and outlets for other short-term investments. Thus, a
net of only some fraction of 100% of subject assets should be imputed as an
idle funds cost in determining net costs of noninterest-bearing, reserve-type
assets.
Tables 13 through 16 represent an analysis of net idle funds costs of
holding such assets. Costs are expressed in Tables 1 3 through 15, columns
4 and 7, and Table 16, columns 3 and 5, as ratios of net nonearning,
reserve-type assets (NNRTA) to total deposits adjusted after diverse fractional adjustments are made (e.g., Tables 13 through 15, columns 2 and
5), to account for the fact that subject noninterest-bearing assets are not a
total loss—that some benefits are attributable thereto. NNRTA takes into
account reserves with the Fed; demand balances with banks in the U.S.,
which constitute the primary reserve base for nonmember banks; and currency and coin, which account for part of the reserve base for all banks.
Net Nonearning, Reserve-Type Assets in the Form of
Reserves With FRS
As a generalization, each dollar of noninterest-bearing assets (reserves)
held by banks with the Federal Reserve more nearly represents a complete
loss of direct income than does other noninterest-bearing, reserve-type
assets held by banks. Since net benefits from correspondent balances are
analyzed elsewhere in this publication, such benefits are excluded from this
section of the analysis. In addition, the ratio of reserves held by banks with
the Federal Reserve which are net nonearning assets probably averages
slightly higher for large member banks than for medium and small member
banks.
Table 13 reflects these concepts and represents a downward adjustment
of data in Table 1, columns 4 and 5. Table 13 says, for example, that 70%
(.700) of reserves held with the Fed by banks of the largest size category
are net ascribable benefits. Ratios for smaller banks decline moderately to
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18,986,761

6,965,632
924,735
3,403,470
943,650
681,631
507,017
487,571
743,053
1,106,254
448,062
683,148
1,012,645
841,526
187,615
47,712
2,727
313

Subject
NNRTA
($1,000)

Member

(3)

0390

.0535
.0446
.0408
.0367
.0282
.0342
.0317
.0304
.0334
.0303
.0304
.0288
.0261
.0250
.0262
.0238
.0225

Ratios
col. 3 to
total deposits
adjustedd

(4)

n.a

-n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Estimated
ratios
NNRTA to
subject RTAc

(5)

n.a.—not applicable
aExcludes income offsets associated with correspondent-type balances. See Tables 7 through 12.
bFor definition of total deposits adjusted, see Table 1, footnote a.
c For total reserve-type assets (RTA) in the form of reserves with the Fed, see Table 1, column 4.
d For member bank total deposits adjusted, see Table 1, column 3.

Total

.700
.695
.690
.685
.680
.675
.670
.665
.660
.655
.650
.650
.650
.650
.650
.650
.650

Estimated
ratios
NNRTA to
subject RTAc

Bank
total
deposit
size

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

(2)

(1)

0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

Subject
NNRTA
($1,000)

Nonmember

(6)

0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

Ratios
col. 6 to
total deposits
adjustedd

(7)

Table 13: Ratios of Estimated Net Nonearning, Reserve-Type Assets (NNRTA) in Form of Deposits With Federal
Reserve Banksa
to Total Deposits Adjustedb, Insured Commercial Banks, United States, December 31, 1973.
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Estimated
ratios
NNRTA to
subject RTAb

100
110
120
130
140
150
160
170
180
190
200
200
200
200
200
200
200

Bank
total
deposit
size

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

0412
0366
0427
0591
0450
.0430
0401
0334
0338
0374
0393
0429
0490
0612
0914
0396

84,146
328,507
160,082
74,502
197,619
280,440
638,016
272,035
408,030
1,010,584
1,489,634
698,781
327,905
33,414
3,647
6,007,342

700
680
660
640
620
600
580
560
540
520
500
500
500
500
.500
500
500

0057

2,768,929

Subject
NNRTA
($1,000)
0037
0065
0032
0034
0033
0037
0052
0060
0070
0086
0093
0102
0113
0131
.0158
0181
0378

Ratios
col. 6 to
total deposits
adjustedc

(7)

481,723
136,256
271,255
88,478
80,416
55,678
81,300
147,892
234,177
127,262
208,771
359.782
366,026
98,464
28,747
2,077
525

Nonmember

(6)

Subject
NNRTA
($1,000)

(5)

Estimated
ratios
NNRTA to
subject RTAb

(4)

Ratios
col. 3 to
total deposits
adjustedc

Member

(3)

aFor definition of total deposits adjusted, see Table 1, footnote a.
bFor total reserve-type assets (RTA) in the form of demand balances with banks in the U.S., see Table 2, columns 2 and 4.
c For total deposits adjusted, see Table 1, columns 3 and 7.

Total

(2)

(1)

Table 14: Ratios of Estimated Net Nonearning, Reserve-Type Assets (NNRTA} in Form of Demand Balances With Banks in the U.S.
to Total Deposits Adjusteda, United States, December 31, 1973.
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---.)

Estimated
ratios
NNRTA to
subject RTAb

.150
.160
.170
.180
.190
.200
.210
.220
.230
.240
.250
.250
.250
.250
.250
.250
250

Bank
total
deposit
size

$5B+
3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M
.0015
.0017
.0029
.0034
.0041
.0044
.0042
.0049
.0047
.0052
.0053
.0050
.0047
.0046
.0050
.0073
.0205
0033

1,646,366

Ratios
col. 3 to
total deposits
adjustedb

(4)

197,754
36,316
245,023
87,494
99,218
65,417
65,343
119,834
155,926
77,078
120,683
177,219
153,710
35,059
9,172
835
285

Subject
NNRTA
($1,000)

Member

(3)

.200
.205
.210
.215
.220
.225
.230
.235
.240
.245
.250
.250
.250
.250
.250
.250
.250

Estimated
ratios
NNRTA to
subject RTAb

(5)
(6)

633,741

-11,970
38,042
13,266
4,183
19,790
24,204
62,561
31,952
46,901
119,745
165,298
66,346
26,165
2,935
383

Subject
NNRTA
($1,000)

Nonmember

aFor definition of total deposits adjusted, see Table 1, footnote a.
bFor total reserve-type assets (RTA) in the form of currency and coin, see Table 3, columns 2 and 4.
c For total deposits adjusted, see Table 1, columns 3 and 7.

Total

(2)

(1)

0041

.0058
.0042
.0035
.0033
.0045
.0037
.0039
.0039
.0038
.0044
.0043
.0040
.0039
.0053
.0096

Ratios
col. 6 to
total deposits
adjustedb

(7)

Table 15: Ratios of Estimated Net Nonearning, Reserve-Type Assets (NNRTA) in Form of Currency and Coin to Total Deposits
Adjusteda, Insured Commercial Banks, United States, December 31, 1973.

C::)
00

6,641,083

96,116
366,549
173,348
78,685
217,409
304,644
700,577
303,987
454,931
1,130,329
1,654,932
765,127
354,070
36,349
4,030

SNN RTA
($1,000)b

(4)

a For definition of total deposits adjusted, see Table 1, footnote a.
bFor derivations of the sums of net nonearning, reserve-type assets (SNN RTA), see Tables 13, 14 and 15.
For total deposits adjusted, see Table 1, columns 3 and 7.

0481

7,645,109
1,097,407
3,919,748
1,119,622
861,265
628,112
634,214
1,010,779
1,496,357
652,402
1,012,602
1,549,646
1,361,262
321,138
85,631
5,639
1,123

3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

23,402,056

0587
.0530
0470
0436
0356
0424
0412
0413
0452
0441
.0451
.0440
0423
0429
0471
0493
0808

SNN RTA
($1 ,000)1)

Total

Ratios
SNN RTA to
total deposits
adjustedc

(3)

Bank
total
deposit
size

Member

(2)

(1)
Nonmember

0438

0471
0408
0462
0624
0495
0467
0441
0374
0377
0419
0437
0469
0530
0666
.1010

Ratios
SNN RTA to
total deposits
adjustedc

(5)

Table 16: Ratios of the Estimated Sum of Net Nonearning, Reserve-Type Assets (SNNRTA) in Form of Reserves With the
FRS,
Demand Balances With Banks in the U.S. and Currency and Coin to Total Deposits Adjusteda, Insured Commercial Banks,
United States, December 31, 1973.
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a low of .650. Conversely, the remaining 30 to 35% represent benefits
received due to membership which were previously mentioned; e.g., check
clearing, etc.
Thus, after adjusting for benefits received (again, income associated
with correspondent-type balances has been excluded at this point of the
analysis), idle reserves held by member banks with the Fed, expressed as
a ratio to total deposits adjusted, averaged .0390 on December 31, 1973
(Table 13, column 4). Nonmember banks obviously had no reserves with
the Fed.
Net Nonearning, Reserve-Type Assets in the Form of Demand
Balances With Banks in U.S.
Whereas member banks have reserves primarily in the form of noninterest-bearing balances with the Fed, nonmembers have reserves primarily in the form of noninterest-bearing demand balances with banks in the
U.S. For purposes of liquidity, operating balances, perceived nonrisk asset
needs and other reasons, nonmember banks often have noninterest-bearing
balances with banks in the U.S. in excess of legal reserve requirements.
Member banks, of course, also place noninterest-bearing demand balances
in other banks in the U.S., but generally have lower ratios than do nonmember banks.
Since member banks carry a large proportion of their legal reserves with
the Fed and have relatively less noninterest-bearing balances with banks in
the U.S. than do nonmember banks, it is assumed in this study that member
banks tend to work each limited correspondent asset dollar harder than
do nonmembers. Thus, a relatively smaller fraction of member bank demand balances with banks should be considered as net nonearning assets.
Table 14 includes a tabulation of estimates of subject ratios ranging from
.100 for larger to .200 for smaller member banks. The lower ratio for
larger banks recognizes the larger base over which they can spread personnel costs normally needed to manage assets more thoroughly and with
greater precision.
For reasons stated above, nonmember bank demand balances, somewhat
like reserves held by member banks with the Fed, normally have a high
nonearning ratio, in a direct sense. It is assumed that smaller nonmember
banks tend to depend relatively more on their city correspondents for a
variety of services than do larger nonmembers. Thus, Table 14 assumes
that smaller nonmember bank demand balances with banks in the U.S.
have relatively lower net nonearning ratios (.500 for smaller vs. .700 for
larger).
A comparison of Table 14, column 4 with column 7 reveals that nonmember banks on average have a much higher (less favorable) ratio of
net nonearning demand balances with banks in the U.S.(NNDBB) than do
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member banks (.0396 vs. .0057). To review, this primarily reflects the fact
that nonmembers tend to carry more correspondent balances than needed
to pay for correspondent services because nonmembers also satisfy a large
proportion of their reserve requirements and perceived riskless asset needs
by demand balances with banks in the U.S. whereas member banks tend to
satisfy these needs with reserves in the Fed and carry little or no more
balances with banks than needed to pay for correspondent services.
Net Nonearning, Reserve-Type Assets in the Form
of Currency and Coin
Currency and coin constitute the third and generally smallest reservetype asset held by both member and nonmember banks. Although currency
and coin are included as reserves for most banks, their primary function
is operational. They are held specifically as a part of each bank's package
of services; and since expense and risk are incurred in the holding and
handling of currency and coin, banks try to hold little or no more than
needed to accommodate their operational/transactions functions. Thus,
only a small proportion of currency and coin should be considered as net
nonearning, reserve-type assets.
There may be minor differences, however, from one group of banks to
another. As tabulated in Table 15, it is assumed that larger banks, reflecting economies of scale, manage currency and coin holdings with a little
more precision than medium and smaller banks. The larger groupings,
particularly of member banks, in fact have relatively less as can be observed by returning to Table 3, columns 3 and 5.
It is also assumed that larger member banks tend to have the lowest
ratios of nonearning currency and coin. In addition to economies of scale,
member banks frequently use currency and coin as part of their packages
of correspondent services. As tabulated in Table 15, this ratio is assumed
to be .150 for the group of banks above five billion dollars in total deposits.
For a few large member banks, the ratio probably is even lower.
In summary, currency and coin, as a noninterest-bearing, reserve-type
asset group, is not a major factor in the analysis of the question of equitable
treatment of member vis-a-vis nonmember banks. Both classes of banks
generally include currency and coin as reserves, and both tend to hold little
or no more than needed for transactional plus operational purposes since
some costs and risks are associated with currency and coin holdings. Currency and coin, however, are included in this analysis so as to present a
complete picture of all major noninterest-bearing, reserve-type assets.
Net Nonearning, Reserve-Type Assets in All Three Forms
Tables 13, 14 and 15 include tabulations of net nonearning, reserve-type
assets in the forms of reserves with FRS, demand balances with banks in
the U.S., and currency and coin. Table 16 is a summation of these three.
30

712
It may be recalled from Table 6 that the sums of noninterest-bearing,
reserve-type assets as a ratio to total deposits adjusted for member and
nonmember banks, without netting out benefits attributable thereto, suggested inequitable treatment overall against member banks (ratios of .1124
vs. .0932). Table 16, however, reveals that after adjustments for earnings
other than interest directly attributable to such assets, the disparity is, on
average, significantly less (ratios of .0481 for member vs. .0438 for nonmember banks).
Further, in 10 of the 15 deposit size categories which include both member and nonmember banks, the ratio was relatively unfavorable for nonmember banks, implying inequitable treatment for nonmembers. Most
notably, those groupings of larger nonmember banks which tend to hold
low volumes of noninterest-bearing, correspondent balances relative to
their member counterparts are, by this measure, inequitably treated. In
like manner, those groupings of medium-sized member banks which normally do not enjoy large noninterest-bearing, correspondent balances but
which bear the cost of membership are, by this measure, also inequitably
treated. However, excluding the two largest size categories (in which there
were no nonmember banks), the ratios for member and nonmember banks
were identical. This raises serious questions about the validity of the claim
that member banks as a whole are inequitably treated by virtue of a lack
of so-called uniform reserve requirements, particularly since the Federal
Reserve System unilaterally can adjust reserve requirements to moderate
whatever inequities it perceives to exist.
FINAL DATA ON EQUITABLE TREATMENT QUESTION
In the immediately preceding section on "MEMBER/NONMEMBER
NET NONEARNING, RESERVE-TYPE ASSETS," it was noted that
data on noninterest-bearing, reserve-type assets less benefits (other than
correspondent balances) attributable thereto, do not conclusively prove
that either member or nonmember banks as a whole are inequitably
treated vis-a-vis one another. The summary data on which that observation
is based is reproduced in Table 17, columns 2 and 5.
In a prior section on "MEMBER/NONMEMBER NONINTERESTBEARING, CORRESPONDENT-TYPE LIABILITIES," it was observed
that member banks tend to attract more noninterest-bearing, correspondent-type liabilities than do nonmembers. These correspondent-type deposit
liabilities were then adjusted downward to account for reserves held against
them, services supplied to the sources of them and costs of administering
them. Net benefits from subject deposits expressed as ratios of total deposits are tabulated in Table 12, columns 3 and 5. These same data are
reproduced in Table 17, columns 3 and 6.
Data in Table 17, columns 4 and 7 are the final numbers used to test
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0252
0292
0332
0493
0334
0334
0270
0261
0259
0292
0297
0327
0388
0506
0804
0301

0219
0116
0130
0131
0161
0133
0171
0113
0118
0127
0140
0142
0142
0160
0206
0137

0471
0408
0462
0624
0495
0467
0441
0374
0377
0419
0437
0469
0530
0666
1010
0438

.0335
0253
0212
0186
0058
0190
0183
0190
0273
0277
0299
0298
0281
0272
0303
0310
0619
0257

0252
0277
0258
0250
0298
0234
0229
0223
0179
0164
0152
0142
0142
.0157
0168
0183
0189
0224

0587
0530
0470
0436
.0356
0424
0412
0413
0452
0441
0451
0440
0423
.0429
.0471
0493
0808

0481

Total

aFor derivations of sums of net nonearning, reserve-type assets (SNNRTA), see Tables 13 through 16.
bFor derivations of sums of net benefits from correspondent-type balances (SNBCTB), see Tables 7 through 12.
For definition of total deposits adjusted, see Table 1, footnote a.
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3-5B
1-3B
750M-1B
500-750M
400-500M
300-400M
200-300M
100-200M
75-100M
50-75M
25-50M
10-25M
5-10M
2-5M
1-2M
0-1M

(7)

Ratios
SNNRTA
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Net
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ratios
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Ratios
SNBCTB

(6)

Ratios
SNNRTA

(5)
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total
deposit
size

(4)

(2)

(1)

(3)

Table 17: Ratios of the Estimated Sum of Net Nonearning, Reserve-Type Assets (SNNRTA)a Less the Estimated Sum of Net Benefits From Correspondent-Type Balances (SNBCTB)b to Total Deposits Adjustedc, Insured Commercial Banks, United
States, December 31, 1973.
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the hypothesis that either member or nonmember banks as groups are inequitably treated by virtue of the lack of so-called uniform reserve requirements. Columns 4 and 7 are the differences between net costs of noninterestbearing, reserve-type assets and net benefits from noninterest-bearing, correspondent-type liabilities expressed as ratios of total deposits adjusted.
These final numbers are then expressed as "net burdens" on respective
groups of banks.
CONCLUSION
Table 17, columns 4 and 7, for member and nonmember banks respectively, might be interpreted to imply that nonmember banks are inequitably
treated in the scheme of things. Nonmember banks have a "net burden"
ratio of .0301 overall while members have only .0257, an implied disparity
ratio of .0044 (approximately one-half of one percent of total deposits)
against nonmember banks as a whole.
It would be inappropriate, however, to conclude from these data that
nonmember banks as a class necessarily are inequitably treated. If they
were, in fact, inequitably treated, they could and doubtless would increasingly become members of the Fed. Further, the data are not subject to
statistical precision nor are individual banks analyzed. Nevertheless, this
analysis does refute the claim that member banks as a whole are inequitably treated by virtue of their reserve treatment.
It appears far more likely that some banks enjoy a net benefit from Fed
membership and some from nonmembership; and to the extent inequities
associated with Fed membership may exist, they most certainly are within
a range so narrow that they could be largely eliminated by changes in Fed
reserve requirements. These changes could be made unilaterally by the Fed
without changes in statutes or regulations and without adverse impact on
sound monetary policies. In the final analysis, observations of the market
place provide the best basis for judgment of whether or not member/
nonmember banking groups are inequitably treated, given options to switch
from one group to the other.
Some member bank officers and boards clearly have perceived that
responsible management concepts dictate they switch to a nonmember
status. Reportedly, bankers who have made that decision generally believe
profits have increased, capital bases have been strengthened and their
institutions' ability to serve their trade areas has been enhanced. In nearly
all cases, these have been banks with relatively low ratios of correspondenttype balances and relatively little inter-bank responsibilities.
Conversely, banks holding approximately three-fourths of all bank
deposits have exercised their options to retain Fed membership status.
These include over 1,000 state-chartered banks holding nearly one-half of
all state-chartered bank deposits. These state-chartered member banks tend
to provide more correspondent services and enjoy higher noninterest-bear33

715
ing, correspondent-type liabilities than nonmember banks. State-chartered
member banks, on average, hold correspondent-type liability balances
equal to 10% of their total deposits adjusted, more than double the ratio
for nonmembers as noted in Table 11, column 5. Membership in the Fed
generally is a prerequisite to heavy involvement in the correspondent banking business.
The banking system is strengthened by the phenomenon of member/
nonmember choice. Fed backing and services strengthen banks which provide large amounts of correspondent services. In a complementary manner,
nonmember banks which maintain the largest proportion of their reserves
with member banks help provide a financial base to support correspondent
services. This complementary relationship of member and nonmember
banks is of great net benefit to the entire socio-economic structure. Membership/nonmembership options and the closely interrelated correspondent
banking network so effectively linking all communities and segments of the
U.S. economy with one another through the private market place combine
to form a system superior to that of any other nation: a system far superior
in terms of sensitivity and responsiveness to the needs of millions of banking customers than any other system yet devised.
Under the present system of optional membership or nonmembership
with the Fed, everyone has an opportunity to "win," except perhaps those
in government agencies whose pride may be punctured a bit by restraints
against centralized power. Most importantly, society wins by virtue of the
responsive, flexible and free flow of funds throughout our banking system.
Furthermore, there are not only opportunities for equitable treatment as
analyzed in this publication, there are realized benefits, including a strong
correspondent banking system, which supercede the concept of equitable
treatment. Quite probably, society Would benefit from a few additional
withdrawals of banks from the Fed, particularly banks which are not significantly involved in correspondent services.
In conclusion, continued optional affiliation of state-chartered banks
with the Fed for reserve purposes is consistent with equitable treatment
between banks. This is demonstrated statistically and by observation of the
workings of the marketplace. Of even greater importance, a system of optional membership by banks and a system which is supportive of our correspondent banking network serves the socio-economic needs of our nation
more thoroughly and more responsively than any other system yet devised.
UNANSWERED QUESTION FOR FURTHER STUDY
This publication addresses itself primarily to the question of equitable
treatment of member vis-a-vis nonmember banks as two groups. The study
refutes the hypothesis that member banks as a whole are inequitably
treated by virtue of their reserve status per se.
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This study does not answer the somewhat separate question of whether
or not some individual banks are disadvantaged by the existing banking
structure. Perhaps that question merits a separate study beyond the scope
of this publication. Numerous bankers have claimed that their membership
status places their bank at a disadvantage. Others have reported increased
earnings as a result of switching from member to nonmember status. Others
enjoy net benefits from membership in the Fed.
What are the characteristics of those individual banks which now benefit
or would benefit by membership or nonmembership in the Fed? To the
extent individual banks are inequitably treated, how can parity be achieved
and our dynamic, private, dual banking system be maintained at the same
time?
With this study as background, the following hypotheses might serve as
the starting point for separate studies on the question of equitable treatment of individual member or nonmember banks:
Hypothesis: The primary factor beyond reserves per se determining
equitable/inequitable treatment of member vis-a-vis nonmember banks is their respective involvement or noninvolvement in the correspondent banking business.
Hypothesis: Aside from attracting correspondent business, some individual banks, large and small, take more advantage of
potential benefits from Fed membership than do others.
Some medium and small member banks benefit more fully
from Fed membership than others.
Hypothesis: Size of bank is not necessarily the only determinant of
benefits from membership or nonmembership. Some small
banks benefit and serve their trade areas more effectively
as a result of membership and some large banks as a result
of nonmembership.
Hypothesis: As a general observation, individual banks which benefit
from membership in the Fed tend to have relatively large
"due to" balances, use the Fed's currency and coin services fully, make frequent use of the Fed discount window
or consider its availability when establishing asset-liabilityliquidity management policies, and take advantage of the
Fed's statistical services as management aids.
These hypotheses are suggested as a basis for further study of only
individual banks.
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RETURN TO CONCLUSION
The study reported in this publication relates primarily to two groups of
banks—member and nonmember. The study concludes:
1. Optional affiliation with the Fed for reserve purposes is consistent
with equitable treatment between member and nonmember banks as
two groups.
2. To the extent, if any, that inequity exists, it is as great between one
member bank and another as it is between member and nonmember
banks.
3. To the extent inequities may exist, they could largely be corrected by
moderate changes in Fed reserve requirements within the framework
of existing statutes and regulations and without disrupting appropriate monetary policies.
4. Beyond the question of equity, a system including optional membership is a great stimulant to the interbank correspondent system which
serves so well the many and diverse needs of bank customers in
thousands of communities throughout the United States and the
world.

36

718
Senator MCINTYRE. Let's move right now to Mr. Vandygriff. We are
delighted to see you here. It's not the first time you have testified before this subcommittee, but it's always very interesting.
STATEMENT OF ALVIS I. VANDYGRIFF, NATIONAL ASSOCIATION
OF STATE SAVINGS AND LOAN SUPERVISORS; DEPUTY COMMISSIONER FOR SAVINGS AND LOANS, STATE OF TEXAS
Mr. VANDYGRIFF. Thank you very much, Mr. Chairman, and we appreciate this privilege and this opportunity.
Any connection with my prepared text may be purely incidental.
I would like to comment, in the interest of time, and read only portions of the statement if I may subject ourselves to any questions that
may come from the chair.
Senator MCINTYRE. Certainly.
Mr. VANDYGRIFF. I would like to say that we will address our comments to the provisions of those bills which you have introduced.
The members of the National Association of State Savings and Loan
Supervisors regulate SLate chartered savings and loan institutions in
the several States and territories. They supervise approximately 2,800
institutions having assets in excess of $120 billion. The officers of the
association are R. J. McMahon, president of the association and commissioner of savings and loan associations, Wisconsin; Richard J.
Francis, first vice president of the association and commissioner of
finance, Michigan; and I serve as second vice president, and deputy
commissioner of savings and loans,Texas.
Our comments will be limited to those provisions of the referenced
legislation which have a direct and material bearing upon the operations of State chartered savings and loan associations. We feel like we
should direct our emphasis upon one particular portion, the very first
part, and the association strongly supports the extension of the authority to regulate interest rates paid on savings and time deposits.
We feel that this is the attitude of the association. It's something that
was very forcefully stated in a resolution adopted by the association
in the annual convention in May and it's reproduced in the statement
giving forth our views,our opinions,and certainly our belief and desire
in connection with this.
We urge Congress to enact an extension of this rate control authority
for a period long enough to provide time for enactment and implementation of legislation which would enable the savings and loan associations to compete effectively for the savings deposits.
There's been so much said on this subject and it's one that's been
beaten from every side, but we feel definitely that there's a long-term
fixed rate with many of the associations having to do with long-term
mortgages that there should be some provision given for that benefit.
Senator MCINTYRE. You don't like this idea of no easy extensions of
regulation Q?
Mr. VANDYGRIFF. We want regulation Q extended for a longer
period.
Senator MCINTYRE. What would you like? 25 years?
MT. VANDYGRIFF. No.Ten years is a sufficient time.
Senator MCINTYRE. Thank you.
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Mr. VANDYGRIFF. We feel that that's a pretty good time, but we
would settle. Understand this is a negotiable term.
Now I'm going to surpirse you with respect to the next one, Mr.
Chairman, the nationwide NOW accounts. Our association has considered this issue at the last three annual metings and it's our desire
at this time that we will take no action. We are not offering opposition
to it or support of it except to say that it should be uniform. If there
is a NOW account, it should be uniform throughout all the financial
institutions and we would like to have that.
Senator MCINTYRE. You wouldn't like to have Texas held at 2 percent and New York at 5 percent?
Mr. VANDYGRIFF. Well, you have heard from some of our fellow
Texans, I presume. The only other thing that I will say in connection
with that, Mr. Chairman, is the fact that we do not believe that it is
an adequate thing that should be traded off for something else, in
particular, to give NOW accounts in lieu of giving up the rate differential, and we certainly would like to see that definitely given serious consideration by your honorable committee.
Senator MCINTYRE. Did you support the so-called FIA bill that
passed the Senate in 1975? Do you remember that?
Mr. VANDYGRIFF. Yes sir, I do quite well.
Senator MCINTYRE. Did your association support it?
Mr. VANDYGRIFF. Our association was in support at that time.
Senator MCINTYRE. I see. Thank you.
Mr. VANDYGRIFF. We do feel, of course, that the experience of the
supervisors would indicate certainly in those States—and you have
witnesses here today to testify from first hand knowledge of what's
taking place on the NOW accounts in the New England States.
Our next and third is the association supports a continuation of
authority for the moratorium on the conversion of savings and loan
associations from mutual to stock form of organization.
Mr. Chairman,this is a very vital issue insofar as many associations
are concerned. It's a method and the means to increase the capital in
the associations and it's very much needed. I see in connection with
some of the provisions, in particular the report from the General Accounting Office and also your comments, sir, on S. 1670, and we support this. We would propose, however, that the authority be amended
in order to permit a reciprocal provision and also to increase the numbers that may be converted from mutual to stock. We would like to
say that it should not exceed possibly 100 at this particular time.
That's based upon a review of the authority and it was my privilege
and the chairman is familiar with the fact that we worked on the
original proposals that went out from the Federal Home Loan Bank
Board and had an opportunity to have some input there, and they do
have adequate supervision.
We would not oppose legislation to require the Bank Board to monitor the post conversion activities of such institutions because we
think that is a vested right so far as Feds are concerned and it should
rest there and so far as the States it would rest within the States.
We would propose an additional amendment in that, to remove
the disability on conversions to stock associations insofar as the State
of Michigan is concerned. This is an unusual situation and there should
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be some provision there. It's not the statute that's
in
ulation. This comes about largely by an opinion by conflict; it's a regthe office of general
counsel and it certainly should be corrected in that respect.
The next is the support of the association with regard
to amendment of section 408 of the National Housing Act to
"service corporation." This is an unusual thing that alldefine the term
of us are faced
with at this particular time. Holding companies are creation
s of the
Federal Home Loan Bank Board, but they are State-charter
ed associations and, for this reason, there's a provision so far as
the
definition of "service corporation" and we would like to have
it replaced by
the provision that we have placed on page 8 of the stateme
nt.
We do oppose—the association unequivacably opposes the propose
punitive amendment to the Federal Home Loan Bank Act having d
to
do with a 5-year request of the requirement to remain for
a period of
5 years and then at the end of 5 years, if they desire not to become
member of the Federal Home Loan Bank System,that there would a
be
punitive damages imposed against them. We feel that this is certainl
y
contrary to the general purposes of the act which are underst
ood
to
supply liquidity to home financing institutions and inclusion of this
legislation of the punitive provision would appear to be motivated by
considerations which are perhaps less worthy than those that deserve
the sanction of this Congress.
I want to say how much I appreciate the privilege and the opportunity of presenting the testimony. We stand ready to answer or attempt to answer any questions that you may have and we would welcome the opportunity to supplement our remarks at any time. We
stand ready to offer any type or bit of information.that we can for
the refinement, the assistance, or the aid that we might offer to the
entire committee and certainly to you,Mr.Chairman.
[Complete statement follows:]
STATEMENT OF THE NATIONAL ASSOCIATION OF STATE SAVINGS AND
LOAN SUPERVISORS
Good morning, my name is Alvis Vandygriff, I am here today to present testimony on behalf of the National Association of State Savings and Loan
Supervisors (the "Association"). I will address my comments to the provisions
of
those bills introduced by Chairman McIntyre on June 9, including S. 1664, S. 1666,
S. 1667 and S. 1668 and S. 1670.
The members of the National Association of State Savings and Loan Supervisors regulate state chartered savings and loan institutions in the several states
and territories. They supervise approximately 2,800 institutions having assets
in excess of $120 billion. The officers of the Association are It J. McMahon
,
President of the Association and Commissioner of Savings and Loan Associations, Wisconsin; Richard J. Francis, First Vice President of the Association and
Commissioner of Finance, Michigan; and my self. I serve as Second Vice President and Deputy Commissioner of Savings and Loans, Texas.
Our comments will be limited to those provisions of the referenced legislation
which have a direct and material bearing upon the operations of state chartered
savings and loan associations. We will not comment upon proposals to enlarge
the authority of federally chartered financial institutions be they savings and
loan associations or credit unions. It would be inconsistent with our posture of
support for the dual system to attempt to impose our notion of what is appropriate
empowerment for associations which compete with those which we supervise. The
legislation before you, by its very nature, provides additional powers only to federal financial institutions. Its direct impact on the institutions we supervise,
therefore, is only insofar as it may delimit our authority or that of the associa-
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tions which we supervise in some manner. Our comments, therefore, will be to the
point of the impact of federal legislation upon our capacity and that.of state
chartered institutions we supervise. Just as we do not think it appropriate that
we intermeddle in the federal legislative process in a way calculated to attempt to
influence the powers of associations which compete with those we supervise, we
likewise object to federal legislation which has its purpose or effect to interfere
with our authority to regulate the operation of state chartered institutions or
impair the capacity of state chartered institutions to compete fully and effectively
in a working dual financial system of institutions. Because the bills pending
before the Committee contain a number of identical provisions, our comments
will be to the substance of the provisions rather than to the specific legislation
except to the extent that the legislation contains the only reference to the subject
matter. Our comments follow:
1. The Association Strongly Supports the Extension of Authority to Regulate
Interest Rates Paid on Savings and Time Deposits.
The attitude of the Association on this vital issue is succinctly stated in the
resolution adopted at the Association's Annual Convention in May. It is reproduced below:
The Federal authority for the regulation of rate paid on savings and
time deposits by financial institutions continues to be a perennial political football. Continuing uncertainty concerning the future of rate control ill serves the interests of (i) the public in reasonably priced home
finance, the interest of (ii) home builders in a stable and reasonably
price source of funds to finance future sales, (iii) savings and loan
management for reasonable stability in the assumptions upon which
business decisions are made and (iv) of state supervisors concerned
that the institutions which they oversee are not placed in a squeeze
between rising funds costs and substantially fixed portfolio yields.
The Association, therefore, urges the Congress to enact an extension of rate
control authority for a period long enough to provide time for enactment and implementation of legislation which would enable savings and loan associations to
compete effectively for savings deposits.
So much has been said about this subject it hardly seems that there is anything further required saying. We would only point out, that state officials are
primarily concerned with the safety and soundness of the institutions which we
charter and have primary responsibility of supervising. But there is a continuing
concern relative to financial liability of these institutions, particularly the smaller
institutions to compete in an environment in which their long term fixed return
investments may not be adequately matched with their short term rate sensitive
obligations.
2. Nationwide NOW Accounts.
Our Association has considered this issue at each of its last three conventions. The basis for its actions may be of interest to the Subcommittee. There
is a perception, substantiated in the proposal advanced by the American Bankers
Association and introduced by Senator McIntyre as S. 1668, that the nationwide NOW account power for federal savings and loan associations is considered in some quarters to be appropriate quid pro quo for the termination of
the one quarter of one percent differential which savings and loan associations
now have. Inasmuch as state chartered savings and loan associations would
gain nothing from the proposed bargain, we consider the proposal unworthy of
extended discussion. Even assuming, arguendo, that federal legislation could
somehow accord third party payment powers on state chartered savings and
loan associations, the suggestion that the elimination of the rate differential
would be an appropriate trade off for the third party payment powers is considered by our members to be so inequitable that the sentiment among the
members of the Association was to take no position either in support or opposition of nationwide NOW accounts.
The experience of state savings and loan supervisors with NOW accounts
which are being utilized by state chartered institutions not only in the five New
England states but also in Wisconsin and Illinois, suggests that the subject requires rather careful consideration. At least two sub-issues of the NOW account
topic need separate attention. The first is the desirability of providing savings
institutions with the authority to effect third party transactions. The experience
of our members would suggest that the transaction powers are in the public
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Interest and desirable. The second and more difficult issue is whether paying
interest on transaction accounts is consonant with the safety and soundness of
state chartered savings and loan associations. We are unaware of any conclusive
evidence that the payment of interest on third party transaction accounts has
Impacted positively on the financial strength of the state chartered institutions
which have participated in offering them. On balance, it would seem to be the
sentiment of the members of our association that third party transaction powers
are in the public interest and should be made available to savings associations.
There does not, however, appear to be similar support for paying interest on
such accounts in light of the impact that such an obligation could place upon
the safety and soundness of the institution involved.
3. The Association Supports A Continuation of Authority for the Moratorium
on the Conversion of Savings and Loan Associations from Mutual to Stock Form
of Organization.
It has consistently been the position of the Association that the Federal Government should not be in the position to frustrate the authority granted under
state law to permit the conversion of state chartered mutual associations to capital stock form of organization. From 1961 until 1972, the Federal Home Loan
bank Board ("FHLBB") imposed an illegal moratorium upon such conversions.
It was only after the threat of suit that the FHLBB removed that moratorium
and permitted the experimental conversion of Citizens Federal Savings and
Loan to a state chartered stock company. We have examined the report of the
General Accounting Office on this subject and also reviewed the comments of
Chairman McIntyre on S. 1670. We support S. 1670. We would propose, however,
that the authority be amended to increase the number of associations which may
convert from mutual to stock form to a total not to exceed one hundred. While
it would appear to us, based on a review of its authorities, that the FHLBB has
sufficient power to police the conversion process and the post conversion activity
of FSLIC insured savings and loan associations, we would not oppose legislation
to require the Bank Board to monitor the post conversion activities of such
institutions.
We would propose an additional amendment to S. 1670. It would be intended
to remove the disability on conversions to stock being accomplished in the state
of Michigan. The FHLBB has precluded State chartered mutual associations in
that State from converting to stock because of the fact that state law provisions
governing conversions are not wholly consonant with the regulations adopted by
the FHLBB pursuant to Public Law 93-495. There is no conflict between state
statutory law and federal law governing stock conversions. The conflict is between state statutory law and the Rules and Regulations adopted for conversions by the FHLBB.
The amendment which we propose would provide,in substance that:
the Federal Home Loan Bank Board shall not disapprove the conversion of a state chartered mutual association to state chartered stock
form of organization if the conversion complies with the provisions of
state law, provided the conversion under the provisions of state law does
not impair the safety and soundness of the institution involved or the
insurance risk of the Corporation.
While on the subject of conversions, we must record our opposition to Section
702 of S. 1666 which provides, that the FHLBB shall have the authority to permit the conversion of state chartered stock associations to federal stock charters,
but does not furnish equivalent authority for Federal stock associations to convert to state stock charters. The provision, perhaps as a consequence of infelicitous draftsmanship, would have the effect of making it possible only for state
stock institutions to move to the federal system. It would not permit the reverse.
It would be consonant with the position of our organization to support a revision
of Section 702 which would provide for the conversion of state or Federal stock
associations to the alternative form of stock charter upon the approval of the
regulator which would be issuing the charter of the resulting institution, that is,
if a Federal stock institution desired to convert to a state stock institution It
could do so upon satisfaction of the requirements provided by the state authority
issuing the charter. We do not think it would be consonant with the legislative
history of conversions or with the maintenance of the diml system to permit
federal supervisors, as would Section 702 as presently drafted, to forestall a
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stock institution within its system from converting to the alternative charter
form.
4. The Association Supports as Amendment to section 408 of the National
Housing Act to Define the Terms "Service Corporation".
Section 1001 of S. 1666 would provide, among other things, a definition of the
term "service corporation". The Association supports that amendment inasmuch
as it would eliminate substantial confusion in state and federal supervision of
service corporation subsidiaries of savings and loans controlled by holding
companies. The confusion results from an opinion by the Federal Home Loan
Bank Board's General Counsel. The position of the Association on this subject
is reflected in the resolution previously adopted by the Association. It is reproduced below:
Section 408 of the National Housing Act, the Savings and Loan
Holding Company Act, as amended, does not define the "service corporation" . . In light of the facts that all savings and loans controlled
by holding companies are state chartered and that their service corporation likewise derive power from State law, the Association urges
the Congress to include in Section 408 of the Act language defining
"service corporation" as an entity whose powers derive from and activities are limited only by the law of the state of incorporation.
5. The Association Opposes the Proposed Punitive Amendment to the Federal
Home Loan Bank Act.
S. 1666, specifically section 807, would require that any institution which
becomes a member of the Federal Home Loan Bank system shall be required to
remain a member for at least five years. The 'purpose of this amendment was
apparently to penalize institutions who, for their own reasons, choose to withdraw from the system prior to the expiration of the 5-year period. The legislation
would also propose to impose a penalty on any institution which subsequent to
enactment withdraws from the systems and thereafter seeks re-admission. The
amendment seems contrary to the general purposes of the Act which are understood to be to supply liquidity to home financing institutions. The inclusion in
this legislation of the punitive provision would appear to be motivated by considerations which are, perhaps, less worthy than those which deserve the sanction
of the Congress.
CONCLUSION

I 'appreciate the opportunity to have presented our testimony to the Subcommittee on the variety of bills before it. I, of course, stand ready to 'attempt to
answer any questions which the Subcommittee may have. I would welcome the
'opportunity to supplement our remarks subsequent to this time if there is additional information I might supply. I trust that the Subcommittee and staff will
feel free to call upon us if our 'assistance would be helpful in the refinement of
any or all of this legislation.
Thank you.

Senator MCINTYRE. Well, thank you, Mr. Vandygriff. It's always a
pleasure to hear from you. This is not the first time you have been here
and I hope we will see you many more times.
Now I will call on the distinguished banking commissioner of the
Commonwealth of Massachusetts, Mrs. Carol Greenwald. I think you
have been in on this NOW account from the very outset, haven't you?
Mrs. GREENWALD. Yes we have.
STATEMENT OF CAROL GREENWALD, BANKING COMMISSIONER.
COMMONWEALTH OF MASSACHUSETTS
Mrs. GREENWALD. I would like to comment on a question you asked.
Do commercial banks offer gifts? Yes,commercial banks do offer gifts.
I myself got a picnic basket from a commercial bank as a price of
opening my account there. So I do know they do that. Commercial
banks also offer TV giveaways,so I'm quite sure the commercial banks
are also in the gift business.
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Now, my testimony. I think that Congress should enact the NOW
accounts for the rest of the Nation because it's clear from the New
England experience that NOW accounts are popular with the public
and that the public correctly perceives that it offers a great benefit to
the individual. I don't think that the Congress should allow either
the bank lobbyists or the Federal regulatory agencies to hold NOW
accounts hostage to their political ambitions.
The very fact that the benefit of NOW accounts to the average
person has been raised and that it has been given any credence at all
seems to me to indicate superb lobbying by some bankers. It's clearly
obvious from the record and the data that—
Senator MCINTYRE. Would you like me to name the bankers for you
that are lobbying against this?
Mrs. GREENWALD. No; you don't have to. But the fact that there is
anybody who believes them amazes me.
Some of the data in my testimony was already cited, but it is very
clear that the average person derives financial bnefits from NOW accounts. The data comes from the Federal Reserve Bank of Boston.
Mr. Morris, president of the Federal Reserve Bank of Boston cited
it in his testimony. I will cite monthly figures. In February of this
year for all of New England,the amount of interest credited to people
holding NOW accounts is $7.7 million, compared to $191,000 charged
in service charges. That clearly shows there's economic benefit to individuals, and most of these banks do have minimum balances and
many of them are charging for checks. The average balance at a commercial bank in Massachusetts is about $2,300 and the average number
of checks written, according to the Federal Reserve, igainst commercial bank NOW accounts is 13 checks. Even if—and this is a rare case—
a bank charges you 25 cents a check, you still make out earning $76 for
that year over what you paid in service charges, and I would note that
$76 compares very favorably with the kind of tax rebates the Congress
is now considering. So that is not an insignificant sum of money for
the individual.
Senator MCINTYRE. I want to stop you there because Mr. Levine
said that he became prejudiced against NOW accounts when he found
out that they were charging him 25 cents a check. Now I don't know
whether he wrote 30 or 40 checks, but he obviously—if he's keeping a
low balance and writing a lot of checks, he would run into trouble,
wouldn't he?
Mrs. GREENWALD. That's right, and he should do what I did when
the bank charged 25 cents a check.I shifted to a free NOW account at a
savings bank. Two-thirds of the thrift institutions in Massachusetts
are still offering free NOW accounts and I recommend that he do the
same.
Going back to the argument that commercial banks are going to raise
service charges so high that they are going to make NOW accounts
unprofitable, I would suggest that that is a monopoly power the banks
would like to think they have, but if NOW accounts are authorized to
thrift institutions, commercial banks are going to lose the monopoly
position they have had in the checking account market. They will not,
in the long run, be able to raise service charges extremely high, unless
they are willing to write off their retail banking business because they
will face competition from the thrifts. An accounting study done for

725
the Massachusetts Savings Bank Association showed that even with
5-percent free NOW accounts, the thrift industry breaks even. It's
going to be very difficult for the commercial banks to keep their retail
market and charge extremely high rates.
What the commercial banks are really afraid of is that they are
going to lose their monopoly position in the checking account market.
That's their true concern, not a concern that the average individual is
going to be hurt by NOW accounts.
Finally, on the point of convenience, you know very poor people or
people with low incomes don't really have checking accounts. Instead
they keep whatever extra funds they have with thrift institutions because they are cognizant of the fact that they earn interest there.
By having NOW accounts for thrift institutions we are extending the
benefits of a third party payments mechanism to poorer individuals.
I'd like now to shift to some of the specific points in the bill. I'm
very much opposed to the bills saying that the interest rate ceiling
should be below the 5 percent which exists in Massachusetts and the
rest of New England. I am also opposed to the idea of letting the Federal regulatory authorities substitute their wisdom for the price setting
of the market. There are a variety of options being offered in Massachusetts right now, with different minimum balances and different
service charges. That is the essence of a free market. When you only
have one rate and one rate structure, you have by definition a monopoly
and I see no reason why the Federal Reserve System or any Federal
regulator should once again create a monopoly based pricing situation
when the market can give individuals a variety of options to choose
from.
I'd like to remind you of the Federal Reserve's first initial pricing
attempt. Back in 1974 their initial regulation on NOW accounts was
to limit them to 150 drafts in any one year and the initial staff memo,
which did not get into the regulation, was to require a 15-cent charge
per draft after the first five drafts in any 1 month. Now the market
produced a much better package for the public than the Federal Reserve was going to offer and I don't see any reason to suggest that the
Fed would do better in the future than it did in the past. I think we
should let the market set the price.
The bill holds out hope that this is temporary. There would only be
3 years with price setting by the Federal Government or with a 3-year
extension if the Fed feels it's still necessary. I simply refer you to the
record of regulation Q.Once an industry is protected from the market,
it comes to love that protection and it will lobby very effectively to keep
Congress from ever taking that protection away.
The way New England has been grandfathered into this bill is atrocious and I present for the rceord a proposed amendment which the
State of Massachusetts has sent to its delegation. Basically, what the
administration bill does is grandfather individual accounts. What our
proposed amendment would do would be to grandfather the States.
I don't know if you want me to read the amendment for the record.
I have submitted it for the record but that's what it does.
Senator MCINTYRE. Your entire statement, ladies and gentlemen,
will appear in its entirety in the record and that usually doesn't do any
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injustice to your summary statements, and so you can
be assured that
everything you have there will be in the record.
Mrs. GREENWALD. There were no massive interregional
New England and the rest of the country when the flows between
differential was
between 0 percent and 5 percent. There's no reason to believe
that
there would be interregional flows on any massive scale when
the
differential is between 3 and 5 percent and therefore if Congres
s insists
on setting NOW account levels at a lower than 5 percent
rest of the country, we very much want Massachusetts andrate for the
New England left alone.
Senator McINryRE. You want New England and Massachusetts
left where they are?
Mrs. GREENWALD. That's right, left alone at 5 percent ceilings.
Senator MCINTYRE. Well, let's assume that you're the legislator up
here and you really feel if we could get NOW accounts across
country we would agree, say, to that 3 or 31/2 percent interest, tothe
do
that and keep the bankers back home back in New England—becaus
the majority of them at least indicate that they would like the ratee
lowered to the 3 or 31/2 percent or 2 or even 1 percent, but would it
be worth the gamble in order to get NOW accounts out in to the Nation
to agree to standardize, say, at 3 percent and force New England
back to 3 percent?
Mrs. GREENWALD. Well, I don't have to remind you, Senator, especially you, that the public in New England would very much object,
to being rolled back to 3 percent,and that whether the majority of bankers would like them to be rolled back or not, if a poll were taken of
the public, there's no doubt in my mind what the public would say
about the Federal Government by fiat rolling their interest rate back
to 3 percent.
I do believe it's an unacceptable price for New England to be asked
to pay so that the rest of the country can have NOW accounts. I see
no reason why Congressmen would deny the benefit of 5 percent
interest rate to their constituents that they would be happy to give to
my constituents.
Senator MCINTYRE. The Independent Bankers Association indicates
probably the best thing would be to phase NOW accounts out, just
get rid of them.
Mrs. GREENWALD. You and I represent the public, not the banking
community. If we took a poll of our constituents, that would not be
their answer.
Senator MCINTYRE. I know that. See, the Independent Bankers—
you say down here in the last line of your summary that it would be
an extraordinary feat of lobbying if some bank lobbyist convinced
the American people that NOW accounts are bad for them. Take the
situation of a young Congressman in his office coming from a
small town, say in Indiana or Iowa. His local banker that he's dealt
with in his law practice or in his business calls up and says he would
like to come and see him. And we'll say this young Congressman is on
the Agricultural Committee or he's on the Merchant Marine Committee or he's on the Ethics Committee. He doesn't pretend to know
too much about banking except that if you borrow money they always
send you a note that interest is due. Yet this friendly face comes
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through the door, his old pal, Clint Roper. Clint says, "This stuff
about NOW accounts is terrible. It's a terrible thing." He doesn't have
to argue very long with this nonbanking Congressman to realize that
if Clint Roper of the hometown says these are bad they must be bad.
That's a very powerful lobby and that's exercised with great freedom over there and it stops us dead many, many times.
Mrs. GREENWALD. The Independent Bankers, if I remember their
testimony, didn't come out in favor of NOW accounts with 3 percent.
They came against NOW accounts. So you're going to 3 percent nationally will not win their support. They don't want them at any
price.
Senator MCINTYRE. But I might be able to shove them down their
throat at 3 percent. I'm just talking. I wouldn't want to shove anything
down anybody's throat, quite frankly.
Well, anyway, it's going to be quite a problem for the staff of this
committee to put something together.
Mrs. GREENWALD. I just want to briefly comment on a few other
items. The National Association of Mutual Savings Banks testified
there was no known opposition to the Federal charter option of savings banks. That's not quite accurate. I testified before I was against
the Federal charter option of savings banks and other commissioners
in the Northeast feel similarly, or some of them do. It's quite clear the
only reason the savings banks in the Northeast are so interested in the
Federal charter option is because a number of the commissioners in the
Northeast have been pressuring the State chartered institutions on
consumer legislation, like redlining and equal credit, to a far greater
degree than the Federal Home Loan Bank Board has pressured savings and loan associations. So they are pushing Congress into a situation of creating a competition in laxity and that's the only excuse for
their asking for a Federal charter at this time, and I put myself on
record as opposed to it.
Senator MCINTYRE. You're on record as opposing Federal chartering_for mutual savings banks?
Mrs. GREENWALD. That's right.
Senator MCINTYRE. Before the redlining issue appeared, the mutual
savings banks wanted a Federal charter—how long have they been
fighting for that—they have been for 20 years.
Mrs. GREENWALD. That's right. But in the previous bills they said
they wanted Federal chartering to include charters for new institutions. This bill says we're not interested in chartering any new institutions. This is simply a conversion game. In the past they have argued
that the States won't charter any new savings banks and we want to
expand our movement. The older bills, including the bill last year, included new chartering for Federal institutions. This bill is simply no
new charters, just conversion. That's different from what they have
asked for during the last 20 years.
Senator MCINTYRE. You don't think they are just trying to get their
nose under the tent and 2 years from now they will be wanting to go
into Texas? You don't think that's in the wind?
Mrs. GREENWALD. No; I don't. The thing is, there really isn't an
enormous demand for chartering savings banks. Today in Massachusetts we are having a hearing on chartering a savings bank and that is
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the first application in 22 years. There just isn't a great demand to put
up your capital in an institution that doesn't pay dividends. You
realize some individuals have to come forward and put forward a capital base for an institution to open its door, but people don't often
choose to put their money in a noninterest bearing account just to open
a bank.
Very briefly, on the last two points, I agree with the previous witness that the differential is not really your main issue at hand. NOW
accounts don't have the differential as part of them and while I'm not
in favor of regulation Q,I will admit that the whole issue of differential belongs in a whole financial reform legislation package and not in
this bill.
Lastly, on interest on reserves at the Fed,the Fed has tied interest
on reserves to NOW accounts and clearly they have very little connection. Paying interest on reserves is not at all going to offset the cost of
NOW accounts. NOW accounts are going to be most costly to small
banks who compete in the retail market with thrift institutions. Paying a 2-percent rate of interest on their reserve requirement is not
going to offset the cost.
On the other hand, the very large banks with very few retail accounts will have very few NOW accounts, but these banks hold large
reserves with the Fed and are going to have a windfall profit. I think
that should be thought through very carefully. Clearly what the Fed
has in mind here is that it wants a foot in the door on the question of
its setting required reserves for all banks. To say that the Federal
Reserve should set required reserves for interest-bearing checking accounts but not for noninterest-bearing checking accounts doesn't make
any sense.
What we have here is the old issue which has been before this committee many times. The committee should look at the whole issue
which has many ramifications. I'm not here to have the flag for the
dual banking system, but clearly a dual banking system exists because
belonging to the Fed is so expensive. The effect of this proposal on
the dual banking system should be studied because this will affect it.
You may well decide you don't care to continue in a sense subsidizing
the dual banking system this way. That's fine, but let's admit what the
issue is and face it clearly.
I think all the issues need to be explored before we get into saying
the Fed is going to pay interest on reserves. I think it's a question not
at all connected to NOW accounts. Thank you.
Senator MCIN'TYRE. It's not connected with NOW accounts?
Mrs. GREENWALD. Not with NOW accounts. NOW accounts at member banks would still have reserve requirements.
Senator McINTyRE. Didn't NOW accounts cause all this trouble?
MTS. GREENWALD. What trouble?
Senator McImrynE. That's why the Federal Reserve is beginning to
get very leery about loss of membership. New England leads in dep.,rture from the Federal Reserve and the Fed says that's all due to
NOW accounts.
Mrs. GREENWALD. In 1972, before NOW accounts, data from the
FDIC shows that the banks in New England had lower earnings than
the banks in the rest of the country, as a reflection of the fact that

729
New England happens to be the most depressed area of the country.
That was true in 1972 before there were ever NOW accounts. Earnings in New England continue to be the lowest in the country. Banks
faced with that have come to reevaluate what it means to be a member
of the Fed. In my own analysis, it doesn't make sense for any bank,
NOW accounts or not, to be a member of the Fed unless it's a very
large bank with a correspondent bank network.If you're a small bank,
you really have no benefits from the Fed that offset the cost of Fed
membership, regardless of whether you have NOW accounts or not.
It's that earning situation that predated NOW accounts that has led
to the drop in Fed membership and members are pulling out elsewhere because they are finally doing that cost accounting that says
services they get don't offset the cost of belonging to the Fed.
Senator MCINTYRE. Let the record show that I didn't mean by that
question that I thought NOW accounts were causing the flight the
Federal Reserve sees coming up or feels is present at the present time.
I was simply trying to draw out an answer from you saying that you
didn't believe it either.
Mrs. GREENWALD. Thank you,Senator.
Senator MCINTYRE.Thank you very much.
[Complete statement follows:]
TESTIMONY OF CAROL S. GREENWALD, COMMISSIONER OF BANKS
The public benefits of allowing financial intermediaries to offer interest bearing checking accounts is clear. Congress should not feel that it has to win bank
support for this legislation by offering them the quid quo of paying interest on
reserves held at the Federal Reserve. Congress should not allow the Fed to hold
NOW accounts hostage to its political ambitions. Paying interest on household
demand deposits and paying interest on reserves held at the Federal Reserve are
two separate issues. Each should have to stand on its own merits.
PUBLIC BENEFITS
To argue the benefits to the public from payment of interest on demand deposits
is to recite the obvious. In Massachusetts and New Hampshire and now in the
rest of New England, NOW accounts have become a welcome service geared to
the needs of bank customers; and it is time for the rest of the nation to enjoy
these benefits.
The obvious benefits of NOW accounts are that they provide consumers with
the convenience of a checking account while providing them with a fair return
for their money. Explicit payment for deposits and explicit charges for services
are most desirable from the consumer's viewpoint since it gives her the greatest
flexibility to choose between income and services according to her own needs. The
average person has a right to a fair return on her money. Banks should pay depositors the true worth of their deposits to the banks and charge borrowes the
tue costs of loans.
Neither individuals nor corporations are willing to subsidize commercial banks
by foregoing a reasonable return on their deposits. Interest-bearing time and
savings accounts now represent 60 percent of bank deposits. To an increasing
extent, corporate depositors now sell their deposits to the banks in the form of
interest-bearing certificates of deposit, rather than holding funds in checking
accounts. NOW accounts simply extend this practice of paying for deposits from
corporations to the public.
Even when a corporation does have a demand deposit, its money is not just
sitting there. The demand deposit is usually a compensating balance for a loan;
and, in addition, the corporation also receives services for its deposits. Banks have
argued that NOW accounts are expensive money, but then so are CD's.
Low income households have particularly benefitted from NOW account availability at thrifts. Individuals with low incomes often do not have checking accounts at commercial banks and keep all of their funds in thrift institutions.

92-747 0 - 77 - 47

730
NOW account availability at thrifts has allowed this group to enjoy the convenience of a third payment mechanism, while not causing them to lose significant interest income.
The public should have the right to have to have the convenience of one-step
banking at thrift institutions as well as at commercial banks. The needs of the
public are clear. They need the convenience of checking accounts at thrift
institutions.
INTEREST-RATE CEILINGS

The American economic system is based on a market economy in which the
forces of the market determine pricing and the allocation of resources. It is certainly appropriate for banking to join the market economy, instead of once
again asking for protection from competition.
In the past, banks have been protected from competition by barriers erected
by Government, with the blessing of the bank lobbyists. First, Government
has outlawed price competition by setting ceilings on rates paid depositors.
So banks freely advertise that they pay the highest rates allowed by taw.
Second, Government apportions markets with the result that competition among
existing institutions in individual retail banking markets is restricted, both by
limiting entry via restrictive branching laws and by segmentng deposit and
liability authorties so that thrifts and commercial banks cannot seek each others
customers. It is difficult to visualize that the public has benefits from these
restrictions on competition.
Authorizing interest-bearing checking accounts for all thrifts as well as for
conunercial banks would be an important step in breaking these artificial
barriers.
The ABA in S. 1668 has stated clearly that elimination of the differential is
its price for supporting the NOW account bill. The ABA is•trying once again to
trade the differential for making thrifts one-stop banking centers for households. But the orgin and rationale of the differential is much broader than
this—lying in Congress' attempt to insure adequate funds for housing. The
question of the differential must be discussed in the broader perspective of total
financial reform or in a discussion of restructuring the financial underpinnings
of housing finance. Since the proposed NOW accounts will not have any differential, the issue is not really germane.
As a firm believer in the market system, my first choice would be to put no
interest rate ceilings on NOW accounts, lest we create another regulation Q
morass. But I recognize that not everyone believes as strongly as I do in the
efficacy of the market or in the business ability of banks to price their services
realistically. I would strongly urge the Congress to set interest rate ceilings
on NOW accounts.at 5 percent, the level authorized for New Engand.
Government should not get into the fine tuning of price setting. The point
of ceilings is to set a maximum level above which there might be created concerns for financial stability. It is inappropriate for the Federal Reserve to be
in the management position of costing bank services.
Massachusetts and New Hampshire have shown that in periods of high
interest rates, free NOW accounts paying 5 percent interest are competitive and
attractive bank services; and that in a high rate environment it is not too costly
an account. Does tanyone believe that the Federal Reserve would have authorizod these accounts if it could have stopped them? Why should we substitute the
wisdom of the Fed for the discipline of the market? While the administration
bill provides for the elimination of rate controls in 6 years, we have seen with
regulation Q that this is a mirage. Rate controls once in place become a crutch
which institutions effectively lobby to maintain. Banks love to be able to
advertise: Highest rate allowed by law.
When market rates have fallen, banks have adjusted downward the return
on NOW accounts. Even in the competitive environment in Massachusetts, which
has probably the most competitive banking climate in the country, many banks
have raised minimum balance requirements and imposed service charges to reflect
market forces. Banks do not need Government to do their pricing for them.
If we leave the ceilings at 5 percent, the banks will be able to flexibly adjust the
net cost much more quickly and easily than if Government does it for them.
Banks are really big boys; they don't need Government to save them from themselves. Consumers are more likely to fare better with competitive determination
of rates than if a bank regulatory agency determines rates.
NOW accounts are really a cross between a savings account and a Checking
account. Since the average balance held in NOW accounts is so much larger
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than for checking accounts, it is clear that many consumers have moved their
savings accounts into NOW accounts. Consumers treat NOW accounts like savings
accounts because the 5-percent rate on NOW accounts is so close to the rate on
savings accounts. This would not be true if interest rates on NOW accounts were
substantially below those on savings accounts, as is contemplated in S. 1664 and
in statements made by the Fed indicating that a 3-percent rate should be authorized. If the NOW account rate were 3 percent, then households could be
expected to hold considerably smaller balances in NOW accounts, and to compensate via increased inter- account transfers, diminishing their own convenience
and the efficiency of the system overall. With the same amount of account activity, paying 3 percent on accounts with smaller average balances is likely to be
more expensive for banks than paying 5 percent on accounts with considerably
larger average balances.
Massachusetts and most probably all of the New England states, would strongly
object to any legislation which would make their banks roll back the interest
rate on NOW accounts from 5 percent. I am submitting for the record letters to
that effect from the Governors of Massachusetts and Connecticut. While we do
not want our bank rates rolled back by Federal fiat, we see no reason why our
banks should be placed at an earnings disadvantage vis-a-vis banks in the rest
of the country. If our banks can afford to pay 5 percent, then so can banks elsewhere. As the bank commissioner in Massachusetts, I can positively state that
no State chartered bank in Massachusetts has become a problem institutions
because of the introduction of NOW accounts. Commissioner Connell of Connecticut has authorized me to say that the same statement holds true for Connecticut.
S. 1664's treatment of NOW accounts in New England would be an administrative nightmare and a public embarrassment. S. 1664 proposes that only current
depositors in New England banks could be paid rates on NOW accounts in excess
of rates authorized by the Federal Reserve. So if a Massachusetts depositor
changes banks because she moves to another town, she finds that she will receive
a lower rate on that NOW account than other NOW account depositors. How is
the bank going to explain to the customer the equity of that situation. Let me cite
just one other example. I just changed banks because my bank was no longer
offering free NOW accounts. Assume now this legislation as proposed is passed.
I am a captive of my bank. I can no longer shop around for the best service
package because what is available to old depositors is not available to new
depositors. With a captive market, I would expect my new bank to begin raising
minimum balances and service fees.
The motivation for this provision must be attributed to a paranoiac fear that
higher rates on NOW accounts in New England will lead to massive inter-regional
flow of funds. I call this concern paranoiac because if such inter-regional flows
have not occurred when the differential between New England and the rest of
the Nation was 5 percent, I can't see why it should occur when the differential
is much smaller than that.
Interest bearing checking accounts paying a maximum rate of 5 percent should
be authorized for commercial banks and thrift institutions throughout the country. Consumers in the rest of the Nation are no less deserving than are those in
New England. Does it make sense for the Congress to authorize lower rates
for their hometown constituents than for mine?
REQUIRED RESERVES

The membership problem of the Federal Reserve is a separate issue from paying interest on household checking accounts. While the Federal Reserve has tried
to tie them together by indicating that payment of interest on required reserves
will offset the costs of NOW accounts, this is not true for the majority of banks
in the country which are nonmembers and it is not even true for most member
banks.
For non-members, it makes little sense for the Fed to set reserve requirements for NOW accounts when it doesn't for checking accounts. If the states
can be trusted to set reserve requirements on non-interest bearing checking
accounts, why can't they be trusted to set them for interest-bearing accounts?
For non-members, maintaining reserves at the Fed, even if paid 2 percent on
these reserves, is much more costly than their present reserve arrangements.
The arguments for holding reserves at the Federal Reserve against NOW account balances was brought up when NOW accounts were first authorized, but
the Fed's arguments did not prevail at that time. What in the experience of
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the Federal Reserve has changed so that non-member banks now need required
reserves against NOW accounts at the Fed?
Even for members, 2 percent interest on reserves held at the Fed will do little
to offset the earnings impact on banks which have large numbers of household
accounts and which will be in direct competition with thrifts for NOW accounts.
The largest commercial banks will receive a windfall from payment of interest
on reserves because they have large required reserve balances and a small proportion of household accounts in their deposit base. Thus payment of interest on
reserves does little to ease the cost burden of NOW accounts and may well have
anti-competitive implications for banking structure by increasing the earnings of
large banks versus small banks. The windfall gain to the larger member commercial banks would, of course, come out of the pocketbook of the general
taxpayers.
CONVERSION FROM STATE TO FEDERAL CHARTER FOR MUTUAL SAVINGS BANKS

The option of a federal charter to already-operating savings banks proposed
in S. 1665 can only lead to competition in laxity, especially since mutual savings
banks now exist in a number of states which are leaders in consumer legislation.
The Federal Home Loan Bank Board sees itself as an advocate of the industry
it regulates, and it would be a welcome haven to savings banks being pressed in
Massachusetts, Connecticut, and New York to be more responsive to the consumers they serve.
Savings bankers in Massachusetts have candidly admitted that they want
to escape from the pro-consumer pressures of Massachusetts regulation. At
one meeting of savings bankers the group was exhorted to write to their representatives in Washington to ensure that the federal charter option was put into
the bill. "This is crucial", he said, "unless you are happy with the social and
progressive tone of present banking regulation in this state." Massachusetts has
led the nation in passing mortgage disclosure regulations, truth-in-lending and
equal credit opportunity laws. Certainly, Congress doesn't want to be put in
the position of sheltering elements in the savings bank industry from this kind
of consumer regulation. A federal charter option would do just this.
Since S. 1665 would give mutual savings banks no additional powers, the only
reason for such conversion would be to take advantage of a potential laxity of
federal supervision in the areas of consumer protection and home finance.
The federal charter option has been endorsed by earlier studies, commissions,
and congressional committees and is strongly supported by the National Association of Mutual Savings Banks. Apart from the expected trade association support—after all, what national association would not promote expansion of its
industry, thereby increasing its own constituency, prestige, and influence?—it is
instructive to review the arguments that have been put forth in support of a
federal charter alternative.
The Hunt Commission favored federal charters for savings banks, arguing that
a system with only one regulator is vulnerable to two dangers. First, the Commission was concerned that a single agency may engage in overzealous protection
of existing firms by foreclosing new entry. This is really a false issue. There is no
evidence to suggest that savings bank growth has been frustrated by unavailability of new state charters. There simply has been no rush to form new savings
banks. The most recent new charter was issued in Puerto Rico (in 1966) and two
new savings banks were formed in Alaska (in 1965 and 1961). In the continental
United States, apart from two new savings banks formed in the early 1950's (In
Washington and Massachusetts), there were only isolated cases of savings bank
formations in the early 1930's and otherwise the rush to enter savings banking
virtually ended in the early years of this century. The trend was not halted by
overzealous protective policies of state regulators; rather, interest in new savings
bank entry apparently waned while growth continued in the commercial bank and
savings and loan sectors.
The second "danger" mentioned by the Hunt Commission is that a single agency
may not be as innovative or imaginative as it should be in exercising its authority.
Where is the evidence to justify this concern? Certainly there is no such evidence
in the history of savings banking in Massachusetts. The industry has pioneered
in significant ways and led the nation with innovations including deposit insurance, savings bank life insurance, term certificate accounts, and NOW accounts.
That laudable record could hardly reflect overly conservative or unimaginative
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state regulation. State regulation today has focused sharply on the interests of
the consumer, notably in Connecticut, New York, Maine, California, and elsewhere
in addition to Massachusetts; and again, it is precisely that innovative and
imaginative exercise of regulatory authority in the public interest that some
savings bank interests are now seeking to avoid.
CONCLUSION
NOW accounts have proved to be a popular and useful bank service in New
England. Congress should allow the rest of the nation to enjoy the benefits of
interest-bearing checking accounts at both commercial banks and thrift
institutions.
Fears about the costliness of NOW accounts on the safety and soundness of the
banking industry have not been borne out by the actual experience of New
England banks. Congress should not be swayed by these unfounded fears into
authorizing rate ceilings so low that they deny the public much of the benefit from
NOW accounts.
THE COMMONWEALTH OF MASSACHUSETTS,
EXECUTIVE DEPARTMENT,
Boston, Mass., June 15, 1977.
Senator THOMAS J. 1VIcINTYRE,
Chairman, Subcommittee on Financial Institutions, Committee on Banking,
Housing and Urban Affairs, Washington, D.C.
DEAR SENATOR MCINTYRE: In behalf of the people of the Commonwealth of
Massachusetts, I want to express my strong opposition to provisions in S. 1664
that would force reductions in interest rates paid on NOW accounts at
Massachusetts' banks.
NOW accounts have proven extremely popular here, representing another proconsumer innovation in this Commonwealth, which has an enviable record of
introducing progressive new banking services and laws—including deposit insurance. terms deposit accounts, and truth-in-lending among others. Our banks have
promoted NOW accounts aggressively since 1972.
Massachusetts' banks paid 51,4 percent on NOW accounts until 1974 when the
first federal NOW account legislation imposed a maximum rate of 5 percent. That
reduction, though small, affected thousands of customers at state-chartered and
almost exclusively state-insured institutions; but, from a broader perspective, it
appeared to be an acceptable price for expanding the number of institutions
authorized to offer NOW accounts, to the general benefit of the public.
The present bill, S. 1664, is a very different matter. Now, Massachusetts consumers would be cut back to still lower rates with no offsetting gain. The Federal Reserve Board, which will be authorized under this legislation to set the
rate, has recommended a 3 percent ceiling. It is outrageous that residents of
this Commonwealth be required to pay this price in order to produce a package
satisfactory to federal agencies and bank lobbyists.
The fact that the mandatory cut-back would be delayed three years is little
consolation for our consumers and does not appear to make any economic sense
either. During the three-year period, new NOW accounts would be subject to
the lower ceiling whether they are opened by new residents, new bank customers,
or by people changing banks for any reason. People who end up at the short end
of this two-tiered structure may be taken quite by surprise; they will surely
find no benefit, fairness, or sense in the result.
If banks in Massachusetts can operate satisfactorily with 5 percent NOW
accounts—and I've been assured that this is the case—then banks outside New
England can do as well. Rather than forcing cutbacks in Massachusetts and the
other New England states, the Congress should extend NOW accounts nationwide and give all consumers the benefit of a full 5 percent return.
Very trulys yours,
MICHAEL S. DUKAKIS, Governor.

Senator MCINTYRE. We will call now on Mr. William E. Whitesell,
secretary of banking of the great Commonwealth of Pennsylvania.
We are glad to welcome you here, Mr. Whitsell.
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STATEMENT OF WILLIAM E. WHITESELL, SECRETARY OF
BANKING, COMMONWEALTH OF PENNSYLVANIA
Mr. WHITESELL. Thank you, Mr. Chairman.
I appreciate the opportunity to appear before you this morning in
support of nationwide NOW accounts and I would like to submit my
written statement for the record and offer abbreviated comments
which I'm sure you won't oppose.
The widespread benefits which will accrue to consumers as a 2sult
of NOW accounts have become so obvious to most observers of the
banking scene, except for a small group of individuals who will be
forced to compete, that I'm a little embarrassed to have to make the
statement that I strongly favor NOW accounts. There are so many
arguments in favor of NOW accounts, the only question in my mind
is why they have not been permitted nationwide before this date.
Senator McINTYRE. My goodness. You should have been here earlier
this week.
Mr. WHITESELL. I read that testimony, Senator. Let it suffice to say
that I would like to add my name to those who urge in the strongest
possible terms that consumer interests be recognized by permitting
NOW accounts to be established by all those financial institutions
which wish to do so.
There are aspects of the proposed legislation which are not as obvious. For instance, it's not at all clear to me why Congress would wish
to subsidize the commercial banking system by paying interest on the
reserves. One must assume that the sole reason for this is to make
membership in the Federal Reserve more attractive. However,I'm not
sure why Congress should be concerned with the membership question
in the absence of any showing that membership is a prerequisite to
effective monetary control, and there has been no such showing.
Before I voted for such a significant raid on the Federal Treasury
by commercial banks,I would want the assurence that a large subsidy
was truly needed to preserve the dual banking system with effective
monetary controls. On this point I would not rely on the anguished
cries of the Federal Reserve System which sees its political base
eroding by the defection of its members or by the subjective testimony of commercial bankers who find themselves being placed in a
situation where they may have to become competitive for the first time
in their corporate lives. Nevertheless, Congress may conclude that it
has to subsidize the commercial banking system in order to extend the
benefits of NOW accounts nationwide.
Nationwide NOW accounts with a subsidy to commercial banks
would be better than present conditions which prohibit NOW accounts
outside of New England.
Finally, I would merely like to note an aspect of the bill which I
find puzzling. The ranges for reserve levels for member banks will be
changed by this legislation, apparently to abolish the Reserve city
bank classification and adjust downward minimum levels of reserves.
If the question of equity on the membership issue—and I don't accept that there is an equity question—is to be met by paying interest on
reserves, why does the System want broader power to reduce reserve
levels for member banks? Again,there are no studies or other evidence
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of which I have any knowledge that could show present limits to be
inadequate to meet the System's needs. That concludes my formal
statement.
[Complete statement follows:]
STATEMENT OF WILLIAM E. WHITESELL, SECRETARY OF BANKING, COMMONWEALTH
OF PENNSYLVANIA, DEPARTMENT OF BANKING
The following observations relate to S. 1664 which is currently being considered, along with other bills, to authorize nationwide NOW accounts and the
payment of interest on reserve balances kept with the Federal Reserve. The comments are divided into two parts to emphasize important aspects of the proposed legislation. So much testimony has already been given to the Congress on
the consumer benefits of NOW accounts that extensive comments in this area
seem redundant. Some more lengthy observations on the payment of interest on
reserves and related questions seem appropriate.
PART I. GENERAL OBSERVATIONS ON NOW ACCOUNTS
Interest rates already being paid timplioitly
It has already become commonplace to note that commercial banks are already
paying an implicit interest rate on demand deposits. This implicit payment of
interest rates has caused a number of inefficiencies to creep into commercial banking including but not limited to the failure of commercial banks to allocate costs
rationally among a number of services which they provide. Implicit payments
also deny to customers the option of receiving income which could be used to
purchase goods and services which appear to the consumer to be more desirable
than those so-called "free" services provided by commercial banks. The payment
of interest on demand deposits or the establishment of nationwide NOW accounts would give consumers the alternative of using income to meet wants
which provide the highest degree of consumer satisfaction.
Consumer choice widened
The nationwide establishment of NOW accounts would also give consumers
a wider choice as to the type of institution with which they would like to deal.
Some consumers would prefer to do most of their business with commercial
banks. They should have that right. Some consumers would prefer to do most
of their business with savings and loan institutions or mutual savings banks.
They too should have that right. Establishment of nationwide NOW accounts
would help to give them such an option. In some eases such as the Pennsylvania
ease, NOW account establishment would enable consumers who presently have
noninterest negotiated orders of withdrawal accounts at their mutual savings
banks to receive interest on those aecounts.
Also, we have tentatively determined in Pennsylvania that it is probably legal
for savings and loan associations who wish to offer noninterest negotiated
orders
of withdrawal to do so, although the precise form of the instrument
has not yet
been fully defined. Establishment of nationwide NOW accounts would obviously
allow consumers a considerably expanded choice in Pennsylvania and
elsewhere.
Expaasion of choice for commercial bankers
One of the arguments which commercial bankers frequently make in
the
Commonwealth of Pennsylvania is that they do not have the legal right to offer
the same kinds of accounts which savings and loan associations or mutual
savings banks can offer. The establishment of nationwide NOW accounts •for
all institutions would eliminate what they perceive to be an aspect of
discriminatory treatment. It would enable them to compete effectively for consumer
deposits, and I believe a large number of them would welcome the opportunity
.
Even at the time when the Pennsylvania Bankers Association
was opposing
expansion of NOW accounts to New York State, Pennsylvania and New
Jersey, a
number of commercial bankers from Pennsylvania were saying to
me that they
would be happy to see the accounts come to Pennsylvania. They believe
that the
Pennsylvania Bankers Association assumed its stance against NOW accounts
because of pressure from a very vocal group of conservative institution
s who are
always opposed to change of any kind and who fear the possibility of competition
in almost any form. Establishment of NOW accounts in Pennsyl
iania would
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clearly give the more progressive elements in the banking community there an
opportunity which they have been seeking to compete on what they would
consider to be more nearly equal terms. Some of the bankers in Pennsylvania
really do believe in the efficiency of competitive markets and merely ask that
they be allowed to compete in those markets.
PART II. QUESTIONS RELATED TO INTEREST ON REQUIRED RESERVES

would like to address secondly the question of whether interest should be
paid on required reserves. In commenting on the payment of interest on reserves,
I would like to pose a number of questions along with my observations.
I

Source of reserves
My first observation is that reserves for the banking system are created solely
by the Federal Reserve System. The Federal Reserve creates these reserves for
banks, and the banking system as a whole does absolutely nothing to earn or
somehow possess these reserves. Reserves are created by the Federal Reserve
through the simple act of purchasing United States Government securities in the
open market. Those purchases create the reserves which banks then use for expansion of the money supply. The expansion of the money supply which takes
place as banks both lend and make new investments, all based on newly acquired
reserves created by the Federal Reserve System, redistributes the reserves
throughout the banking system. Individual banks do nothing to earn the reserves.
They are, if you like, simply a gift from the Federal Reserve in the money creation
process. Banks did nothing to earn the reserves; those reserves were created by
the Federal Reserve in the money creation process; and, therefore, to pay interest
on those reserves effectively gives commercial banks a subsidy. I do not necessarily object to subsidizing commercial banks if the Congress determines that that
is what is required for a viable financial system. I do object to subsidizing commercial banks on some pretext that the reserves held by commercial banks are
really "their reserves." The reserves are "their reserves" simply because the
Federal Reserve uses the commercial banking system as the Federal Reserve
controls the money supply through the reserve creating and destruction process.
The Federal Reserve gave the reserves to the banks; and now it is proposed that
interest be paid on these reserves, clearly a proposal for subsidizing commercial
banks.
Why Tie Interest on Reserves to NOW Accounts?
Why is the issue of nationwide NOW accounts tied to the payment of interest on reserves at all? Certainly in New England where NOW accounts began,
commercial banks and other institutions .offering NOW accounts are not paid
interest on the reserves which they maintain with the Federal Reserve System.
It is true that some states allow a portion of reserves for state-chartered institutions to be invested in income earning assets. But is the Federal Reserve System really making the claim that it is losing control of the money mechanism
because of this? I recognize that Federal Reserve membership is a question of
some importance to the Federal Reserve System. I consider it a political problem, however.
Members of the Federal Reserve System and some sympathetic bankers have
frequently stated the proposition that the Federal Reserve will lose control of
the money supply if it does not continue to maintain a direct control over a
large proportion of the nation's deposits through required Federal Reserve Membership or direct reserve setting power. Perhaps it has struck members of this
committee as being odd that the Federal Reserve has produced no study to demonstrate the validity of this proposition. It certainly has struck me as being
very odd, especially in view of the fact that there have been a number of studies
which have taken just the opposite side of the argument. One of the first studies
appeared in The Journal of Finance in December 1964. It was entitled "Is the
Federal Reserve System Really Necessary?" and was written by Dean Carson.
Another study by Ross Robertson and Almarin Phillips appeared in The Banking
Law Journal, May 1974, entitled "Are Uniform Reserve Requirements Really
Necessary?" The article in The Banking Law Journal was essentially the same
study commissioned by the Conference of State Bank Supervisors on this question. A subsequent study by Dennis Starleaf, a professor at Iowa State University, appeared in The Jo7.ii nal of Finance in September 1975. The study by Starleaf demonstrated essentially the same propositions that the other studies had
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suggested. All indicate that the basic position taken by the Federal Reserve System in this matter is essentially unsurportable. Why has the Federal Reserve
not produced a comparable study refuting these positions which take issue with
the premise of its own claim that either membership or direct reserve setting
authority is necessary? Perhaps the answer to the question is that there
is no
good case to be made for Federal Reserve membership or the power to
set uniform required reserves, and the Federal Reserve System has recogni
zed this by
its silence. At a minimum, we would expect the Federal Reserv
e as the employer
of more monetary economists than any other institution
in the world to be able
to produce at least one academically respectable (or respect
able in any other
intellectual sense) study to demonstrate the validity of
its position. One would
think that if there are good arguments to be made, the Federa
l Reserve would
be the first to make them and to make the arguments
available in a form which
would be subject to the widest scrutiny and study by all
scholars and others interested in this question.
In saying all of this, I would not want to be misunderstoo
d. I have the greatest respect for the Federal Reserve System and
those economists whom it employs. One must wonder, howver, how the silence
on such an important issue
is to be explained if there are good and valid
arguments to be made in defense
of the position assumed by the Federal
Reserve. I for one would welcome a
demonstration by the System that its critics are
in error. Until such a demonstration is forthcoming though, I shall mainta
in my position that either membership in the Federal Reserve System or the
maintenance of required reserves at
a level set by the Federal Reserve constit
utes the System's response to a political and not to an economic problem.
Nationwide NOW Adoption Urged
I urged the Congress to pass enabling
spread to any state in the nation where legislation to permit NOW accounts to
institutions desire to offer them. I would
prefer that this not be tied to the paymen
be tied to a requirement that all reservet of interest on reserves and that it not
levels be set by the Federal Reserve
Board. However, if that is the price
which must be paid for nationwide NOW
accounts because of some political
reality as opposed to an economic necessi
I would still prefer to see the
Congress pass the legislation which permit ty,
s the
establishment of NOW accounts nation
wide.

Mr. WIIITESELL. If I could just second
said on the question of defection of membe what Carol Greenwald has
rship having nothing to do
with NOW accounts, in Pennsylvania and
Maryl
had a large number of banks that have left the and we have certainly
have interest-bearing NOW accounts in either system. And we do not
the bank departures in my mind have little or of those States, so that
nothing to do with NOW
accounts per se.
Senator 1VIcINTYRE. Well, if I understand
they are trying to
say, and I am not sure I do,it is like the strawwhat
on
the
camel's back. In
other words, if you had the NOW account cost
laid
onto
your banks,
it would bring a departure from the Federal
e. I think that is
the argument they make. NOW accounts seemReserv
to get blamed for it in
New England. But I am sure with your problems
you
vania, if we laid the costs—NOW accounts do cost have in Pennsylthey don't make money on NOW accounts directly. the banks money,
We feel that they
make money overall as a more competitive bank, and a bank
reaching
out to do all of the things we would like to see banks do.
So I think that is their argument, that NOW accounts
reasons for the departures from the Fed. Maybe they is part of the
have just seized
upon the popularity of NOW accounts in New England
as something
to carry them over the dam,I don't know.
Mr. WHITESELL. I believe that is the case, Mr. Chairman, becaus
e it
certainly wouldn't rationalize the kind of defections we have
had in
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Pennsylvania from the System, where we do not have interest-bearing
NOW accounts at all.
I think what is happening by and large is bankers may be becoming
more aware of their balance sheet in terms of profit and loss generally,
and therefore they decide System membership is just not for them and
they withdraw from the System. And the NOW account simply provides a convenient excuse, especially to those institutions outside of
New England, which may fear they will be faced with NOW accounts.
So they urge the New England bankers to be sure to throw that in as
one reason they are leaving the System.
Senator MCINTYRE. It is my understanding that the Independent
Bankers Association is made up primarily of the smaller banks, $10
million, $15 million, $20 million banks. And in New Hampshire these
bankers are not keen about the NOW accounts; they would like to get
rid of them, albeit the people up there are signing up as fast as they
can find them, where they fit that particular individual's choice of
where he thinks it would be good for him.
Not everybody, as I said before, signs up for a NOW account, not
everybody should have a NOW account. But there is a fear that Mrs.
Greenwald brought out, that the banks foresee the NOW accounts as a
threat to their regular checking accounts, as replacing the regular
checking accounts. So we have the problem of a great deal of objection
to the NOW accounts nationwide.
So thank you. We will now move to the final witness, Mrs. Virginia
Long,commissioner of banking. State of New Jersey.
We welcome you here. I think this is the first time you have had a
chance to testify before this committee and we look forward to what
you have to shed in the way of light on this difficult subject.
STATEMENT OF VIRGINIA LONG, COMMISSIONER OF BANKING,
STATE OF NEW JERSEY
Mrs. LONG. Mr. Chairman, thank you. I am delighted to be here
today to add my voice in support of NOW accounts.
I have submitted a rather lengthy statement which I hope will be
made a part of the record, and unlike the other participants this
morning, I will not outline the material which is a part of that statement, since in fact a lot of it is secondary reference by me to some of
the primary sources you have heard this morning.
I do have a couple of observations, however, which I think are
worthy of note.
I am the commissioner of banking of the State of New Jersey. I am
also the new commissioner of banking of the State of New Jersey. In
fact, I was only sworn in on May 16, 197'T. So that I have not been in
this position very long.
In addition, I do not come from any segment of the banking community, and I have no reasonable expectation of returning to any segment of the banking community. So that due to my newness in this
area, I have had indeed no point of view on this subject, no bias, no
prejudice. I haven't been a party to any of these hearings, I didn't
grow up as a part of the NOW controversy.

z
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I must confess to you that 6 weeks ago I never even heard of a NOW
account.
Senator MCINTYRE. Well, you must live in Texas. [Laughter.]
Mrs. LONG. SO during the last months
Senator TOWER. If she had lived in Texas, she would have heard
about it, because I have been talking about it.
Mrs. LONG. During the last month what we have done in the Department of Banking is to analyze and go over the reports of all of
the prior hearings in this matter, review as many of the learned
treatises as we were able to digest during that period, and tried to
cover all of the angles, thinking maybe we would be able to bring to
bear some kind of new point of view on this subject.
Having analyzed this material, we then applied to it what at least
is our rule of thumb, which is that banking legislation is essentially
a framework, only a framework, within which banks may operate
safely and soundly, consonant with the public interest.
Banking legislation indeed is not legislation to assure a certain level
of profits to any segment of the population; and subjects such as interest on checking accounts and savings accounts are legislative grants,
granted as gifts by the legislature to particular institutions for the
benefit of all the people and only for the benefit of the people, not for
the benefit of the institutions themselves.
Applying this rule of thumb, again coming new to the controversy,
I would like to be on record today as saying the department of banking
of the State of New Jersey stands firmly and foursquare for NOW
accounts, because they give people what they really deserve: They give
them a real monetary return on their money.
In a sense, it is a poetic justice, because they give the people what
the banks get from the people, they pay the people for the use of their
money.
They also give people options, a fair return,and the ability to choose
the kinds of services that they see best for their lifestyles.
The incredible popularity of the NOW accounts with the people of
Massachusetts of course attests to the significance of the NOW experiment, and having read, again, as many of the learned treatises as we
were able to, we found no countervailing factor which would outweigh
the validity and the importance of the NOW account to the people.
Now I heard Secretary Whitesell this morning say he was amazed
that it isn't the law of the land. And when I read all of the reports, I
was amazed that it wasn't the law of the land. But while the people
have spoken in Massachusetts, and in New England, and the will of
the people has been shown to the extent that there has been a tremendous surge of popularity for the NOW account, the truth is that
we really don't have much public participation in this entire process.
The reason we don't have is because it serves the interests of the
banking community to keep the people in the dark on issues like
these. And so long as people are kept in the dark on issue like these,
our legislatures and our legislators are going to be hard pressed to
come up with a decision which is right for the people. And we are
going to continue in a situation in which private interests are allowed
to establish the condition of the marketplace.
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Senator MCIN'FYRE. That reminds me of what I was trying to tell
you about my Congressman representing Hackensack, when he is on
the Committee on Labor, and he is very interested in these problems,
and all of a sudden on his schedule he sees that the vice president or
the president of the Hackensack Bank, a little bank in that town that
he has always traded with, wants to see him. And don't think they don't
do this. He comes in to see him and says "Mr. Congressman, good to
see you. How are you? I came down to tell you about a very bad bill
they have got."
Mrs. LONG. This is exactly the problem. Because unlike other issues,
when the president of the Hackensack Bank goes down to see his legislator, 10 regular ordinary citizens don't go down to see their legislators about NOW accounts, or other similar consumer-oriented legislation, because they don't even know that it is in the wind.
I think that is really one of the major problems that we are facing
at this point. We have got to get out on banking issues particularly,
because they have been repressed for such a long time• the people have
been repressed for such long time; the people have been in the dark,
they have been blacked out for so long on what is really happening
in the banking community.
I think we need some kind of an affirmative effort to see to it that
the public is educated, as far as banking issues are concerned, so that
they can participate meaningfully in banking decisions that are made
in the Congress, in the State legislatures, so they can outweigh the
significant lobbying force that the private interests have in this particular industry.
The details, again, of my presentation I am not going to offer. I did
want to say as a procedural matter I am in agreement with those of the
speakers before me who did say they believed that issues such as stemmina the tide of attrition from the Fed at this point, which has been
wed to the NOW concept in this particular legislation, in my estimation are issues of significant importance which ought to be dealt with
in a broader framework.
And I would hope that we would be able to consider the NOW account, which is a tremendous consumer-oriented piece of legislation,
in what is necessarily or what I would hope would be more of a vacuum,so it wouldn't be saddled with opposition by people who fear the
erosion of State power. I don't happen to be one of those, but there
are many among us who fear that. It shouldn't be saddled with opposition by people who have no opposition to NOW accounts, but are concerned or have axes to grin in other connections.
Let me thank you for the opportunity of being here this morning
and submit my testimony.
Senator MCINTYRE. Thank you Mrs. Long. It has been a very good
presentation for your baptism.I hope we see you back here many times.
[The complete statement of Mrs.Long follows:]
TESTIMONY OF VIRGINIA LONG, COMMISSIONER OF BANKING, STATE OF NEW JERSEY
May it please the members of the committee, I am Virginia Long, the
Commissioner of Banking in the State of New Jersey. I was formerly the
Director of
Consumer Affairs of my State as well as a Deputy Attorney General
and have.
for the past 11 years, been a practicing attorney in both the public
and the private sectors. I come new to the NOW controversey, as I came new
to the Depart-
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meat of Banking and the opportunity to be here today triggered my review of the
debate which has raged on the subject.
And I must tell you that I was surprised at the nature of the debate. In my
experience, debate on legislation initiatives at least in New Jersey, has always
been cast, albeit often fraudulently, in terms of the public good. Contrariwise,
here little effort has been made by many partisans to couch their arguments that
way at all. Indeed, they blatantly argue more or less profits, more or less advantage, more or less benefit to themselves.
But profits and competitive advantage are not the polestars of this inquiry
and those issues must be deemphasized. I respectfully submit to the committee
that the goal of banking legislation is to protect the public by establishing the
boundaries within which financial institutions can function with the degree of
safety that is necessary to ensure soundness. Our goal is not to ensure a certain level of profits to any individual institution or class of institutions. Unfortunately we have not always lived up to this goal and the patchwork in our
statutes attests to this unhappy state of affairs. We have allowed the strongest
lobby to win its points and the strength of private interests to determine the condition of the marketplace. We should not fall into this trap again. As I see it, the
question we must continually ask is whether we can defend a particular proposal
as being in the public interest, or as necessary to ensure the continued soundness
of the industry?
In this connection, I would also suggest that battles concerning the relative
powers of the Federal and States governments should be held in perspective by
keeping in mind the same overall goal of trying to act in the interest of the
people. Thus it should be recognized that it is unacceptable to argue that something is good or bad per se because it strengthens or weakens State or Federal
regulatory authority. Rather, the question is how any shift in authority will
affect the overall banking system and its ability to serve the people.
It is from this general framework that I have evaluated the proposed legislation. And, with this in mind, I would like to go on record as fully supporting the
nationwide NOW concept. I must candidly admit, however, that this particular
legislative vehicle causes me some problems. One primary problem is that it weds
concepts which I believe demand individual consideration.
Recognizing that Congressional committees have often considered banking
reform packages to avoid the danger of piecemeal changes, I still believe that
by keeping our overall aim constant and judging each proposal in light of the
public good, we can accomplish wholesale reform without the loss that necessarily results from not submitting each major proposal to a thorough scrutiny
on its own merits.
The danger of such a loss seems inevitable in the joint consideration of NOW
accounts and a proposal to stem attrition from the Federal Reserve to improve
the Board's control over monetary policy. Unlike some other state regulators, I
do not hold the view that these ideas deserve a separate forum because I am proNOW and anti the expansion of Federal power. In terms of the relationship
between State and Federal power, just as in terms of the relationship between
thrifts and commercial banks, I cannot see that maintaining the status quo is
in itself an argument for or against a proposal. Rather, I believe that movements in the allocation of power in conformity with a changing economic and
social picture may very well prove, in the long run, to strengthen our efforts
and serve the public good. But while I don't oppose efforts to stem attrition from
the Federal Reserve System (even if this must be done at the short term expense of the state) I do think it is wrong to subject the NOW account legislation to opposition by people who have no real feeling about NOWs but fear erosion of State power. I also think that the Federal Reserve System's problems
and questions such as whether interest ought to be paid on reserves (even in
the absence of NOWs) are of critical enough import to warrant separate review,
Assuming, however, that the committee decides to proceed with this shotgun
wedding, there are other difficulties worthy of comment, chiefly concerning the
provisions on the NOW interest rate ceiling.
It seems to me that the goal to be worked toward is a market set interest
rate, which is a basic tenet of capitalistic economics, with open competition
establishing what financial institutions will pay for the use of deposit money
and what the public will pay for the use of the bank's money. (See Financial
Institutions and the Nation's Economy. Discussion Principles, Title 1, which
posits as a basic premise that artificial ceilings on interest rates paid to de-
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positors reduce the incentive for Americans to save, discriminate against small
savers, and have not succeeded in preventing disintermediation. Book I, page 3.)
If we must initially stop short of marketplace set rates, my concern is that
the rate set pursuant to S. 1664 will not be high enough to give the public any
benefit. In this connection, some of the factors which the legislation says will
be taken into account in setting the rate do not seem like legitimate constraints.
For instance, we badly need a new perspective on the whole issue of competitive
balance. I cannot see limiting the return the public can earn on its money just
to ensure that one type of institution will be able to compete profitably with
another.
It would be like telling someone who invested in Ford Motor Co. stock that
he had to accept smaller dividends so that General Motors could compete in
attracting stockholders. The competition that was supposed to benefit the public
in the first place is illogically being used as a reason why the public cannot get
the return it would otherwise.
What I'm suggesting is that we need to look at these arguments freshly from
a public point of view. The need to maintain any existing balance between
competing institutions, in terms of NOW accounts in general and in terms of
depressing the interest rates, can only be supported by proving that a shift
would be contrary to the public interest. If not, we may well find ourselves
passing regulations to support differences which have outlived their public
usefulness.
On the other hand, there is legitimacy in considering the interest rate in conjunction with Regulation Q ceilings to the extent that .an immediate floating
NOW rate could conceivably draw large shifts of funds from savings accounts,
perhaps affecting the amount of money available for mortgages. This argument
for an initial ceiling is only of temporary merit, however, because there is a
pressing need to study Regulation Q with an eye toward a gradual removal of
the ceilings altogether. (To the extent that the NOW legislation has a sunset
provision foz ceiling setting authority, I agree with it, although I am concerned
about the possible extension of that authority.)
that it
Looking at Regulation Q and NOW ceilings in conjunction suggests passthe
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implicit payments which people may or may not want. If the interest is offset by
charges, the banking system will move toward one in which people pay for
services they use, rather than having one class of customers subsidize another.
In this way people can choose what is best for them. For instance, if you are
a precise recordkeeper and never overdraw on your account you should be entitled to a fixed percent of interest and should be allowed to pay for a simple
checking service. If overdraft checking is important to you, you should be able
to pay for the cost of that service and obtain a fixed percent of return on your
deposit. Whether you write many checks each month or few, you should pay
for the system that is best for you and obtain a fixed return.
There has been some argument that if charges were used to offset interest,
people with relatively small balances would be hurt by NOWs.(See for instance,
the Keefe Special Report "NOW Account Implications," and "The Effect of
NOW Accounts on Small Banks and the Consumer," by E.A. Trautz, president
of the East Lansing State Bank.) Although this possibility was also suggested in
the Federal Reserve Board staff study on "The Impact of the Payment of Interest
on Demand Deposits," caution in accepting the hypothesis was advised "In sum,
because of the variety of responses available to banks and depositors. . . .
It is virtually impossible to assess with any certainty the distribution of gains
and losses across depositor groups that would result from payment of explicit
interest." (See page 70.) Moreover, it cannot be argued with any firmness that
customers with small balances wouldn't be getting enough interest to help them
and would be paying for formerly free services since this position assumes a
monolithic response to NOWs which our experience does not support. In fact, just
as all banks do not now offer free checking, so there will probably be a mix of
explicit and implicit interest offered, and banks will vary their charges depending
on their markets. Such variation may well include charges for NOW service and
no charges for regular checking, thereby obviating the loss to small balance customers. Customers will simply have the responsibility of seeking out what is
best for them.
But the most compelling response to those who argue that the accounts are not
in the public interest is to look at the figures indicating the popularity of NOWs.
The Paulus study, for instance, indicates that in 1974 and 75, NOW balances grew
at the rate of 7% percent per month. This suggests that people themselves certainly find the accounts beneficial. Indeed, at the hearing before this committee in
1975, the head of the Massachusetts Savings Association indicated that as of
June 1975 one out of four Massachusetts households had a NOW account—an
"unprecedented" public acceptance.
Other reasons for allowing NOWs include the fact that essentially the same
service is already being offered in a growing number of forms, such as a telephonic
transfer of money from a savings to a demand deposit. Undoubtedly, the ways of
offering the service will grow, as electronic technology continues to change the
face of banking. Allowing NOWs would simply allow the service to be given
through a more direct, efficient method and to a broader base of customers.
The final question presented then is whether these arguments are outweighed
by the potential harm of offering the accounts. Clearly, I don't believe they are.
The arguments against NOWs have not changed much over the past 5 years and
they are very much like the arguments used to keep the interest rate down. One
of the major issues continues to concern the competitive balance between institutions. The argument is that the balanc; between thrifts and commercial banks
would be upset if thrifts could offer a check-type account and to right the scales,
thrifts should lose the quarter point rate differential the yare allowed under
Regulation Q.
From the point of view of the public interest, though the argument is clearly
misstated insofar as the value of the differential is that it directs money to the
mortgage market. It cannot be abolished until an alternative means of serving
this function is found.(See Dr. Craig Swain, "Housing and Financial Reorganization," a paper prepared in connection with the FINE study.)
In any event, the argument about competitive advantage is spurious for there
is no parity to begin with. Commercial banks have a much more diverse ability
to deal in financial transactions than thrifts. Moreover, since the NOW acounts
would not be governed by the differential, the question of parity becomes irrelevant. Also, the evidence from New England is that the accounts have not affected
the competitive balance. The Paulus study, for instance, observes on page 12 that
despite the worries of commercial banks, ". . . no such shift in deposits between
institutions has occurred." In fact, he notes that commercial banks'". . . share
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of the passbook savings market, in both Massachusetts and New Hampshire, has
actually grown during the NOW experiment." Similarly, in his study, Ralph C.
Kimball of the Boston Federal Reserve Bank concludes that in the "new" states
offering NOW'S, "Commercial banks appear to hold a competitive edge in the
competition for NOW balances. As of August 1976, commercial banks held 74
percent of all NOW balances in Connecticut, 81 percent in Maine, 85 percent in
Rhode Island and 93 percent in Vermont. . ." (See "Recent Developments in the
NOW Account Experiment in New England," December 1976 New England Economic Review, page 18.)
The second major argument is that NOW accounts will have an adverse effect
on profits and that as interest rates rise, the profit drain will increase.
It is difficult for an outsider to argue with the figures financial institutions
can produce. But it is essential that our legislation not be dictated by the understandable desires of the industry to maximize profits. To some extent, then,
it becomes essential to rely on independent evaluations, such as those suggested
earlier which are offered by Bank Departments and documented studies. The
Paulus study on Page 6 says there is "accumulating evidence that NOW's have
not reduced significantly either commercial market bank shares or after tax
earnings at the aggregate level." The January 1977 study done for the board concludes that the payment of explicit interest on demand deposits would temporarily reduce bank earnings but that adjustments could be made. The study also
refutes the historical view that paying such interest can be correlated with bank
failures. It is essential to note that these evaluations suggest that after a transitional period the initial losses NOW's might induce can be expected to level off,
as competitive pressures are relaxed. Other studies suggest the importance of
management decisions in determining the cost impact of NOW's. (See, for instance, Donald Basch's article, "The Diffusion of NOW Accounts in Massachusetts," New England Economic Review, December 1976. One of Basch's points
Is that through pricing schemes, banks do have control over cost impacts. Similarly, Kimball's study, referred to earlier, indicated that the decisions banks
make in terms of such factors as minimum balances and charges per draft can
have important impacts on costs.) Note should be made that the Paulus study,
among others, does indicate that individual segments of the banking industry,
Including relatively small banks, may be hurt most by the introduction of NOW
accounts. However, it appears that rather than creating a problem, NOW's have
exacerbated already existing problems many of these banks had. This again
emphasizes the importance of management's role in determining the effects of the
new type of account, or of any new factor in the market. And, it seems unreasonable to penalize the public by withholding a needed benefit in order to assist
marginal banks.
None of this is meant to suggest that the profits of banks will not be affected
by the introduction of NOW accounts but merely that there is little evidence
that the effect need cause any long term problem for the basic safety and soundness of the industry.
Just as the industry can use its bottom line figures to argue against NOW
accounts, it can use the same arguments to keep the interest rate as low as possible. However, I think it is incumbent on legislators to rely instead on whatever outside evidence there is which, in this case, seems to suggest that the
NOW experiment in New England with a 5 percent interest rate has not caused
any real problems for the industry and has given the average consumer a chance
to get a monetary return on deposits.
I would like to end where I began by suggesting that the NOW debate has
raised some basic questions. We must ask what validity, in terms of the public
interest, remains in retaining a distinction between types of financial institutions,
what those distinctions should be and what restraints on the market are needed
to enforce them. And mainly, I think we have to ask how any of our regulations
can be defended as being in the public interest. I don't think the prohibition
against NOW accounts can be so defended.

Senator McINTYRE. Before I yield to my distinguished collegue
from Texas,I would like to ask a couple of questions.
Ladies and gentlemen, in his testimony before the subcommittee on
Monday,Secretary Blumenthal testified, and I qoute:
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It is also important from the standpoint of monetary policy that there be a
requirement of uniform reserve requirements. The experience in New England
indicates that there will be a significant movement of funds into NOW accounts
over the long run. Some of these funds will represent deposits flowing out of
banks which belong to the Federal Reserve System. A uniform reserve requirement on NOW's will neutralize the effect of such a movement on the conduct of
monetary policy. We know of no other practical way of assuring competitive
equality of treatment other than authorizing the Federal Reserve to set NOW
and share draft reserve requirements for all institutions.

May I have your comments on this, please, Mr. Williams, for you
attacked the notion of competitive equality in your statement.
What about the Secretary's suggestion that a uniform reserve requirement on NOW's will neutralize the effect of the significant movement of funds into NOW accounts?
Mr. WILLIAMS. Mr. Chairman, if I may, I would like to have Dr.
Kreider respond to that,our economist.
Senator MCINTYRE. Certainly.
Dr. KREIDER. Thank you, Mr. Chairman. At the outset, relative to
that specific statement, we would simply say it is not a valid statement.
There has been no showing whatsoever by the Federal Reserve, as
other witnesses have indicated, that there need be a relationship, or
that there will be a real relationship between NOW accounts and the
need for the Federal Reserve to have any additional role or regulation
or control over reserves affiliated with NOW accounts.
All I can say about the statement is there Las been no showing that
there is any validity to it, and from a monetary policy standpoint,there
is no reason to assume there is any validity to that statement.
Senator MCIN'rYRE. Do any of the others wish to comment on that?
Mr. WrirrEsELL. I am sure Commissioner Greenwald would like to.
and I know I would.
Mrs. GREENWALD. I just want to make a comment that wLen we talk
about banks leaving the system, I think we (Yet caught in a numbers
game. We are talking about numbers of banks.
'' But really what is Significant is the dollars. The four major Boston banks who are still members of the Federal Reserve System represent two-thirds of the commercial bank deposits in the State. So when we talk about banks leaving the system, I think we are getting into a trap. It really will not
hurt the Federal Reserve's control of monetary policy at all if a lar(Ye
number of small banks leave the system.
I am convinced the very large banks, which are the conduits of
monetary policy,are captives of the system.
Mr. WHITESELL. In my formal statement, Mr. Chairman, I make
some comments about that, and sug(rest that if there is any good
argument to be made for that, I would expect the Federal Reserve
System, as the employer of more monetary economists than any
other institution in the world, to come up with a study which would
demonstrate the validity of that.
Up to this point all we have heard is a kind of theological espousal
of that position. And by that I mean it is a statement of some kind
of divine faith or wisdom, based on no demonstration, no study.
There have been studies. The reason I am especially suspicious of
that argument is there have been a number of studies that show just
the opposite.
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Now it would seem to me that if the Federal Reserve had any ammunition to use on this, they would have responded to those studies
that demonstrate that it is not necessary to have uniform reserve
requirements.
Senator MCINTYRE. Mr. Williams, following up on this question of
reserves, the Fed has been worrying about membership for a long
time. Its first attempts at satisfying its own fears came in
form of a request for uniform reserve requirements for all banks.the
Now they are asking for interest on reserves to increase the attractiveness of membership.
As I understand the argument made by Paul Volcker, the president
of the Federal Reserve Bank of New York, the argument he made
yesterday was that part of the problem is the form in which the
nonmember reserves are held, and another is the varied structure of
State reserve requirements. Because there is such a wide variety of
requirements among State regulators, the Fed claims it can accurately predict the relationship between reserves and deposits.
They may be correct. If they are correct, a solution which may be
more acceptable to you and to the other State bank supervisors would
be to get together and try to establish uniformity in reserve requirements across all States. The Fed could then estimate the variables they
need more easily.
Can't this be done? Have you or your conference members ever
sat down and confronted this question, and will you do it, and give
us
a report as soon as possible?
Do you have any comment on that, Mr.Williams?
Mr. WILLIAMS. Mr. Chairman,I don't know that I can go to Massachusetts, being from Kentucky, and have much influence on the legislature in the State of Massachusetts on setting the reserve requirements, or go to Texas Senator Tower. We do well in Kentucky to be
able to get along with
'the legislature every 2 years down there.
Senator TOWER. You might do a little better in Texas. A lot of our
people came from Kentucky originally.
Mr. WILLIAMS. Thank you, sir. That is the reason it is such a great
State.
I think that, as I pointed out earlier in my prepared statement,
the gimmick,I will call it, of the Fed to use the NOW account is going
through the back door to put all of the banks into the members
in the Fed can't see that I should set the rate if I were going tohip
be
the negotiator for Montana,Texas,or Massachusetts, as opposed to the
rate we feel is equitable and fair in Kentucky.
Of course when we talk about reserves today, I wonder what we
are really talking about. The State of Illinois allows all of the reserves
to be held in interest-bearing Government securities.
As I mentioned, when we talk about moving reserves from the nonmember banks into the Fed, we are pulling money out of correspondent banks, where in Kentucky our largest bank is slightly over a billion
dollars and 30 percent of those deposits are correspondent bank deposits.'
And we have 345 banks in Kentucky, and only 87 are members
of the Fed. So when we move money out of the reserve requirements
being put into the correspondent banking system, we are in a sense
moving loanable funds and participation loans from their correspondent banks into the Fed.
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So I feel we are doing a good job in regulation of nonmember banks.
Senator McINTyRE.I think the question is is there any possibility of
the States getting together and in conference trying to come up with
something that is more uniform than the mish-mash we now see among
the different States. You don't think that is practical?
Mr. WILLIAMS. I don't think it is, I think it would be rather difficult
to get 50 States to agree.
Mrs. GREENWALD. I don't think it is possible. As Mr. Williams said,
in Massachusetts, yes, we have reserve requirements for State nonmember banks, but they are not reserves in the sense of the Fed. Reserves in
the Fed sense are sterilized cash, money withdrawn from the system.
The requirements we have are higher in percentage terms, but they
are not reserves at all. The city of Boston banks will hold 20 percent
of its demand deposits in reserve. But this reserve is Treasury bills
and balances with other banks. That is not reserves according to the
Fed. For purposes of monetary policy, I would argue most State chartered banks don't hold reserves. A uniform reserve would be imposing
a new system on the State-chartered banks.
That is mainly why they are State-chartered banks, because they
don't have those sterilized reserves, so I would say it would be
impossible.
Mr. WHITESELL. There is another aspect of that which Professor
Phillips addressed in the paper he did, and he is coming up on the next
panel, and I am sure he will want to address that this morning,Senator,
and that is a kind of assumption that those ratios change rapidly over
time and that is what affects monetary policy, the unpredictableness of
change.
Well,I would suggest to you that the changes are highly predictable,
hence introduce no static of the kind that the Federal Reserve System
seems to be talking about. Professor Phillips, I am sure, will address
that in a more scholarly fashion.
Senator MCINTYRE. Senator Tower.
Senator TOWER. Thank you, Mr. Chairman. I apologize for being
late,I was detained on a military matter.
Mr. Vandygriff, the allegation has been made that Texans are not
aware of NOW accounts. Actually I have heard quite a bit of discussion of NOW accounts in Texas. I understand that we actually have
had some experience in NOW accounts in at least one instance in
Texas.
Mr. VANDYGRIFF. Very definitely, Senator, and of course I think
possibly Texas was one of the first to inaugurate what is called NOW
accounts.
May I deviate for just a minute. The Chairman was asking a while
ago for some other name for this, and could I go afield and recall in
your very early life there was a woman governor of Texas, as you will
recall, and there was a slogan "Call for Ma." Maybe we could turn
that around and say "Ma for Pa," or money accounts for people that
work,Mr.Chairman,if you are looking for a new name.
But back to your question. The one association located in Austin,
Tex., actually inaugurated what was called negotiable order withdrawal more than 8 years ago.
It was a successful program for a while, because the first thing they
did was to authorize this, and they paid the full amount of interest as
they would on any passbook account.
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At that time the instrument that was negotiable, it was accepted by
the stores, and once a week was assembled, or even sooner than that if
the store so desired, and was presented to the association for payment.
After a while they were successful in getting it through the clearinghouse, to the fact that one of the banks in the city would accept these
negotiable orders. But it so happened that the Treasury was placed
upon this bank to the extent that they refused to permit them,so they
had to revert to their old system. And this continued for the full period
of some 4 or 41/2 years.
At the end of that time this one association had 2,100 accounts, for
a total of somewhere less than one-half million dollars involved in it.
It was automatically terminated because it got to be such an expense.
There was not a charge being made for the participation in this thing,
and it was at that time that it ceased to exist.
At the present time we have some six associations that have what
they call third-party payments. They pay all of the bills that come in,
they are rendering a service to the individuals and paying them the
full interest on their savings.
This has been and continues to be a very successful operation. So
really from this standpoint, it is the group that doesn't want it, it
shouldn't be forced upon them, but if it is for everybody, just make it
uniform in all respects.
Senator TOWER. Let me follow up with this question for any of you
to commenton.
What would you think of permitting NOW accounts for federally
chartered depository institutions only in States where State-chartered
institutions are permitted to do third-party transactions?
In other words, leave it up to the individual State to determine, and
have the Federals authorized only where State-chartered institutions
are so authorized?
Mrs. GREENWALD. I would like to begin by saying I am opposed to
McFaddenizing anything else in banking regulation. All you are doing
is enacting permissive legislation. You are not requiring one bank in
the country to offer this account. It will be the marketplace that will
determine whether banks offer this account, and I see no reason why
you should be protecting banks from the desires of the people and the
effects of the free market.
Mr. WHrrEsELL. In Pennsylvania our legislation says specifically
that the State-chartered institutions may pay interest on what we now
have, which is NINOW's, if the Federal institutions can. So we are
going to have a rather strange animal if we get the kind of legislation
you are talking about.
But I would prefer to let the market work, and the free market system will determine whether or not any institution in the country will
introduce these accounts, if Congress passes legislation which permits it.
Senator TOWER. Any further comments on that?
(No response.]
Senator TOWER. It is my understanding that the commercial banks
in New England have, at least they have testified that they have Jost
time and savings deposits to thrift institutions, when those institutions
obtained these third-party payment powers,because of the one-quarterpoint differential.
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In other words, they blame that for the loss. Now is it fair to maintain the differential when thrift institutions are permitted NOW
accounts? Do you have any comment on that?
Mrs. GREENWALD. All institutions are paying 5 percent on NOW
accounts. The differential is not there. In fact, the commercial banks
have been doing very well in taking over the NOW account market.
In the beginning the market was dominated by the thrift institutions, but as soon as the commercial banks began offering them,despite
the fact that they began later and fewer institutions were doing it, they
have gained a great deal more NOW accounts than the thrift institutions. So it is not true they have lost market share. They have been
able to compete through the branching networks they have very
effectively.
Senator TOWER. Are you telling me that the commercial banks are
getting just as much of time and savings deposits as the S. & L.'s are?
Mrs. GREENWALD. I am saying they are getting NOW accounts.
I thought you were talking about NOW accounts.
Senator TOWER. No; what the commercial banks testified to is that
they lost time and savings deposits to the thrift institutions with
NOW accounts, because of the one-quarter-percent differential.
Is it fair to maintain that differential if we are going to have NOW
accounts?
Mrs. GREENWALD. Well, as the committee knows, I am not an advocate of differentials or rate ceilings. But I don't think giving ar
institution NOW accounts equalizes all of the powers between the
thrift institutions and commercial banks. The powers have been
equalized more in New England than anywhere else, but certainly the
other thrift institutions in the rest of the country don't have personal
loan powers, they don't have variable rate mortgages, they don't have
many of the powers that the commercial banks have.
So I would talk about the differential in terms of legislation like
the FIA, which we supported.
Senator TOWER. Why did the banks lose deposits to the thrift institutions then?
MTS. GREENWALD. Because of the differential.
Senator TOWER. That is the point. Is it fair to maintain the differential?
Mrs. GREENWALD. The NOW account doesn't change whether it is
fair or not. Congress enacted the differential because they were concerned about housing finance. That is the issue that has to be
addressed.
Mr. WHITESELL. If I may jump in here and say I find that a curious
argument for this reason, Senator, that if you look at the NOW accounts in New England, the latest look I did at the data indicated
that the commercial banks had gotten more in NOW accounts.
So if deposit flows are tied in any way to NOW accounts, you would
expect commercial banks to in fact get more savings accounts as well.
So that the issue of the NOW account and the differential really
are two quite separate and distinct issues. The NOW accounts have
been more popular, if you like; in terms of dollars, certainly, they
have gone more into commercial banks. Therefore there must be
something other than the NOW account which is causing the greater
increase in savings in the thrift institutions.
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Now the American Bankers Association, I know, would like to tie
them together, in order to remove the differential between the two.
But NOW accounts really do not appear to me, from looking at the
data,to influence deposit flows.
Now what may influence deposit flows is the one-quarter-point differential. I really think that is a separate issue from the NOW account issue. Because, if the deposit flows were related to NOW account
increases, you would expect the savings deposits to rise with the NOW
accounts, and they haven't done that.
Senator TOWER. Any other comments on that? [No response.]
If we had to, you know, we have to consider everybody's concerns,
would you all be willing to accept removal of the rate differential in
exchange for nationwide NOW accounts?
Mr. VANDYGRIFF. Speaking from our standpoint, we think that is a
horse that has been beaten in many pastures, Senator, and certainly
it has no tie-in to it. We think there is a very definite need, it is essential to have the differential there to encourage, to increase and to
make possible long-term mortgage loans. There must be something,
and there must be some protection there because of the institutions
that have mortgage loans that now are 15 years old, that have another
15 years to go at a very low rate of interest.
Actually we think the differential is very essential to insuring that
money market to be there.
Senator TOWER. Any other comments on that?
Mr. WILLIAMS. Senator,I have never really felt the one-quarter-percent differential was really a big issue in deposits as it seems to be
portrayed.
After all, when you go to a savings institution to make a deposit,
you are going to draw a check on a bank, more than likely, unless
you happen to have cash in a coffee can around the house. But after
all, when you walk through the front door of your bank, it is convenient to open a savings account or buy a CD, and I don't think the
one-quarter percent is a big issue. I think, as pointed out here, the
savings and loans are making longer term loans, and they are committing themselves for 10 or 20 years on a home loan at a fixed rate of
interest.
So I think they ought to be entitled to have some differential there.
Mr. WHITESELL..One thing I found very curious when I became
secretary of banking in Pennsylvania was the great assemblage of
bankers who came to me and complained about the one-quarter-percent
differential, and I received that sympathetically because I was in
favor of doing away with all interest rate ceilings, including regulation Q. Then I began to look at the data in their banks,and I discovered
most of them who were complaining the loudest were in fact paying
3/
1
2 percent on savings deposits, while the thrift institutions were payin 51/
4.
So if they were all that concerned about the one-quarter-point differential, they certainly weren't reflecting it in the policies of the
commercial banks. They had a perfect legal right to raise that 31/2
percent they were paying on savings.
Mr. WILLIAMS. I concur with the secretary of banking of
Pennsylvania.
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Mrs. LONG. I hate to refer to my 3 weeks of experience as commissioner of banking in New Jersey, but during the 3 weeks I have been
there that is exactly what has been happening in New Jersey. The
figures are exactly as they have been expressed by the secretary of
banking of Pennsylvania. So it is not an unusual circumstance at all.
Senator TOWER. Thank you.
Senator MCINTYRE. I want to put in the record the June 22, 1977
issue of the American Banker, page 16. The headline reads "Texas
Bank Board Backs ABA's NOW Package." But of course to be perfectly fair, the ABA's package is tied with regulation Q. But it says
here: "The decision on the ABA package was taken by voice vote,
with only one nay said to have been heard." So I guess the word may
be reaching Texas. Let's hope so, anyway.
[A reprint of the article referred to follows:]
[From the American Banker, June 22, 1977]
TEXAS BA BOARD BACKS ABA's NOW PACKAGE
LAKE TRAVIS, TEX.—The board of directors of the Texas Bankers Association
might agreed this week to support the American Bankers Association's legislative
package on negotiable order of withdrawal accounts, provided the package remains unchanged.
At its first organizational meeting since new directors were elected in May,
the board voted overwhelmingly to support the ABA position. A request for
backing had been presented at the convention of the State BA in May by
W. Liddon McPeters, president of the ABA and of the $39 million-deposit
Security Bank, Corinth, Miss.
Charles L. Childers, president of the Texas BA and of the $98.3 milliondeposit Tyler Bank & Trust Co., will spell out his group's position at the July
18-29 ABA leadership conference in Washington. Mr. Childers said the state
association has "reservations about the wisdom of supporting NOW accounts
to begin with, but is willing to go along with the ABA as long as it doesn't
back up."
A Texas BA spokesman described the vote as based on an expectation that
banks will gain concessions from the savings and loan industry in return for
supporting national NOW accounts. The spokesman said the Texas bankers
"don't want to be in the position of giving away everything."
The decision on the ABA package was taken by voice vote, with only one nay
said to have been heard and 17 of the association's 24 directors present.
H. Hart Nance, a member of the board of the 1,327-member State BA and
president of the $191.6 million-deposit Citizens National Bank, Waco, said: "If
they (ABA) back off this position, let's fight it all the way."
The ABA legislative package on NOW accounts calls, among other things,
provides:
Parity of interest rate ceilings, reserve requirements and treatment of
reserves on such new accounts must be established for the benefit of all
customers of all institutions which offer such accounts.
The statutory interest rate differential must be removed from the Interest
Rate Control Act.
The new type of account must be the only interest-bearing transaction
account permitted for all banks, thrifts and credit unions or for any other
institutions which now or in the future offer such accounts.
Reserves on this type of account at banks which are not Fed members
could be held at any correspondent bank.

Senator MCINTYRE. Mr. Vandygriff, on page 4 of your statement
you say:

We are unaware of any conclusive evidence that the payment of interest on
third party transaction accounts has impacted positively on the financial strength
of the State-chartered institutions which have participated in offering them.
On balance, it would seem to be the sentiment of the members of your associa-
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tion that third party transaction powers are in the public interest and should be
made available to savings associations. There does not, however, appear to be
similar support for paying interest on such accounts in light of the impact that
such an obligation could place upon the safety and soundness of the institution
involved.

Now,Mr. Vandygriff, with all due respect, your allegation of safety
and soundness has come up earlier in these hearings, and it flies in
the face of our actual experience with NOW accounts to date in New
England.
Mrs. Greenwald, how do you respond to Mr. Vandygriff's assertion that NOW accounts pose a threat to the safety and soundness
of the institutions offering them?
Mrs. GREENWALD. There has never been any institution, while I have
been Commissioner of Banking, whose safety and soundness has been
endangered because it was offering NOW accounts.
Before coming here, I brought the question up to Larry Cornell,
the Bank Commissioner of Connecticut, and he authorized me to
say the same is true in Connecticut, no institution's safety or soundness has been endangered by having NOW accounts.
Senator MCINTYRE. In the transition period there have been banks
that have shown a decline in profitability. But as I think Mr. Haselton
said yesterday, as time went by, these banks were turning this around
and coming back into profitability.
Mrs. GREENWALD.That is correct.
Senator MCINTYRE. But there is a transition period. That transition period can affect some of the smaller banks' profitability, is that
right?
Mrs. GREENWALD. Yes; initially, depending on what proportion
NOW accounts are or household accounts are in the portfolio of demand deposits, that will affect your earnings. But even a big bank,
like Baystate Corp., which is heavily into household accounts because
it has a suburban chain of banks, can have its earnings affected. But
Baystate says they have a handle on it. Bill Crozier spent a year of
his life here lobbying against NOW accounts, and he says now he
has a handle on it, that he can compete with the thrifts, and we should
have NOW accounts.
Yes, there is a transition, but it doesn't get into the range of safety
and soundness questions.
Senator MCINTYRE.Do any of the others wish to comment?
I did want to ask a question that I asked the Federal Reserve Bank
of Boston yesterday, if there was any breakout, do you and your offices
have a breakout of say the First National Bank of Braintree, and it
says they offer NOW accounts, with a $100 minimum balance, and 5
cents per check. Is there any breakout of every bank in Massachusetts,
do you know?
Mrs. GREENWALD. Yes.
Senator MCINTYRE. You don't have it here,do you?
Mrs. GREENWALD. Yes; but I don't have it by name. We did a survey
of all of the banks in the Boston SMSA,which is most of the banks in
the State. but not all. We asked that, and I have it, but not by name of
the bank,it is by type of institution.
Senator MCINTYRE. How many of those banks charge 25 cents for
each check? Is that quite prevalent?
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Mrs. GREENWALD. No it is not. I should qualify this further. I was
surveying State-chartered institutions. The banks I know of who
charge 25 cents a check are two of the larger ones, the First National
Bank of Boston and the New England Merchants National Bank.
New England Merchants has said to me over the phone that they
they were not
were writing off the retail market in
Massachusetts,
you go to 25 cents a check,
interested in that business. It seems when
or a high minimum balance,that is what you are saying.
Senator MCINTYRE. Yes.
Mrs. GREENWALD. The First National Bank of Boston is clearly a
wholesale bank, and it too well may have made that decision, that
they are not in the retail market and don't intend to get into it.
Senator MCINTYRE. What was the other bank?
Mrs. GREENWALD. New England Merchants Bank.
Senator MCINTYRE. I am wondering if that is the bank Mr. Irving
Levine happened to open his NOW account in.
But they are wholesale banks, and are not interested in the retail
trade, is that correct?
Mrs. GREENWALD. That is correct. My survey, which I will submit
for the record, and these are all State-chartered institutions in the
Boston SMSA,show that there is not one bank here that charges 25
cents a check.
Senator MCINTYRE. I wanted to ask you today, as a result of yesterday's testimony, the New England Bankers acquainted with the NOW
accounts are saying the trend is toward balances, a $200 or $500 minimum balance, rather than a charge for the check.
Mrs. GREENWALD. That is certainly true of commercial banks. At
the present time of the State-chartered commercial banks, there are
only two in the Boston SMSA who are providing unlimited free
drafts with no minimum balance. The way it is going is to a minimum
balance. This tends to be $100 or $200. That, however, compares with
the fact that the average balance in NOW accounts in commercial
banks is $2,300 right now. The average balance in a household checking account in a commercial bank in Massachusetts is $800. So the
minimums are clearly way below what the average householder keeps
in his account.
Senator MCINTYRE. Mr. Williams, and then Mrs. Long,and then Mr.
Whitesell, and Mrs. Greenwald, and Mr. Vandygriff: Do you have
any doubt that the American public would respond favorably to interest-bearing checking accounts if they knew about them?
Mr. WILLIAMS. I cannot speak for CSBS on that issue. I can speak
individually. We have no NOW accounts in Kentucky, and the only
experience is from the New England States. But studies made indicate that small financial institutions, and I believe Commissioner
Greenwald pointed this out, would probably have a reduction in earnings of somewhere around 20 to 25 percent, and obviously, as has been
brought out before, somewhere down the line the free-lunch program
is gone, and if we have reduced earnings we are going to pick it up
someplace else. If we have a good,sound, viable institution. And if the
American consumer has this information, if this is true, I think they
would take a second look at whether they want to be paying this 25
cents a check and having the option of a NOW account.
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Senator MCINTYRE. I asked you, do you have any doubt that the
American public would respond favorably to interest-bearing checking accounts if they knew about them. I take it the answer is you first
look at the bank and say I don't think the bank would like it, because
it would cost them more money, and if the people knew it would cost
the bank more money, then it must follow probably they would take a
second look at it?
Mr.WILLIAMS. That is right.
Senator MCINTYRE. Mrs.Long?
Mrs. LONG. I really don't have any doubt but that the people would
respond favorably to NOW accounts, to the interest on checking
accounts, if they knew about them, which is not to suggest that everyone is going to get a NOW account, or everybody's life style would
benefit by a particular form of NOW account.
What is important, and important, I think, to most people, is
they have different kinds of options, so they can choose what is the
best option for their own life style. One of the very good options
which ought to be available to this particular one.
So I have no doubt there would be a good response.
Mr. WHITESELL. There is obviously no doubt in my mind that
consumers would respond affirmatively if they were offered NOW
accounts.
I think the idea that they would not is a banker-generated idea that
has sold itself among people who may not have followed all of the
way through that question to the ultimate end.
If you assume any kind of a competitive market at all, this is
simply going to redound to the benefit of the consumers. I don't
think there is any question about it.
Mrs. GREENWALD.I think the data is very clear, people have voted for
it with their money,they have wanted NOW accounts.
Senator MCINTYRE. Did you see the questionnaire that went out on
NOW accounts to all savings and loans from the Federal Home Loan
Bank of Boston?
Mrs. GREENWALD. That didn't go to the depositors in the bank, that
went to the bankers.
Nobody bothered to ask the public if they would like to receive
interest on their checking accounts.
Senator MCINTYRE. That is right. Mr. Vandygriff.
Mr. VANDYGRIFF. Very definitely I think the public would accept
them. I want to qualify one thing here, that possibly we are talking
a lot about payment of interest on checking accounts as against a
negotiable order of withdrawal for a savings and loan institution who
does not now have checking accounts.
I think that is the problem we have. Certainly, as Mrs. Greenwald
has ably presented, there is no doubt with respect to the banks, but
unfortunately the newspapers carried a lot of articles as to what
savings and loans were encountering, because they were not prepared
to handle checking accounts.
Senator MCINTYRE.I am going to ask Mr. Weber of the professional
staff,to ask the next question.
Mr. WEBER. Mr. Whitesell, I will ask you first, and then ask anybody else to comment who wishes to.
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One of our next witnesses, Prof. James Pierce—and this relates
to a point that was discussed to some extent earlier—suggests that
the costs of holding idle reserves for purposes of enhancing the
efficacy of monetary policy should be borne by society as a whole and
not just by the institutions directly involved.
He goes on to state in his testimony, and I quote:"While membership does not appear to have been much of a problem so far, if a sufficiently large proportion of checking accounts are not subject to reserve
requirements, a problem could develop. This could be the case when
all depository institutions are allowed to offer NOW and share-draft
accounts. It is likely that large conversions into NOW's or share drafts
will occur in all types of depository institutions. The Fed can find itself in a situation in which member bank NOW accounts do not represent a percentage of the total volume of these instruments. This problem can be avoided of course if nonmember depository institutions have
reserve requirements imposed against their NOW and share-draft accounts. This is exactly what S. 1664 provides. It is essential that this
provision of the bill be retained. If it were dropped, the Fed would be
faced with a far greater monetary policy problem than that posed by
attrition in membership."
Again, by paying a market rate of interest on reserves against NOW
and share drafts, by depriving the Fed of any discretion over the payment of interest, Professor Pierce suggests this takes into account the
traditional concerns of nonmember banks.
The difference here, of course, is between the traditional debate between uniform reserves, member banks,and nonmember banks,and the
debate at present where the advent of NOW accounts will call into
play, not just the reserves of commercial banks, but of savings and
loans and credit unions.
With all of these new participants, the issue perhaps is not so much
one of equitable treatment, but as Professor Pierce suggests, a fundamental issue of the ability of the Federal Reserve to conduct monetary
policy.
M. WHITESELL. I wish I had seen his statement before. I learned of
that only this morning.
My initial impression frankly is to reject that argument on this
basis—well, really there are two bases on which I reject it.
One is the suggestion that there won't be the same slippage if the
Fed in fact sets those reserve requirements and pays an interest on
them.
I would suggest that paying interest will in fact create some of the
same kind of problems that Commissioner Greenwald talked about, in
terms of the execution of monetary policy.
But even before that, the question is where do these reserves come
from. Now banks always talk about their reserves. But those aren't
the bank's reserves, they are the bank's reserve simply because the
if
Federal Reserve System created the reserves right out of nothing,the
So
system.
banking
you like, and gave them to the commercial
question of who should bear the responsibility here I think has to go
back to the first proposition, which is, does the Fed really need any
member banks at all ? And I am not convinced that the Fed needs any
member banks to create reserves.
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Senator MCINTYRE. Does anybody else wish to comment on that?
Mr. WILLIAMS. Dr. Kreider would like to comment, Mr. Chairman.
Senator MCINTYRE. All right, sir.
Dr. KREIDER. Mr. Chairman,I would fully endorse Secretary Whitesell's statement,and would add one supporting conceptual element to it.
That is, there is no evidence in New England or anywhere else that
the actions of the Federal Reserve System—by actions, I am referring
primarily to the Federal Open Market Committee operations, but more
broadly to their Federal Reserve credit, and even more broadly to the
monetary base; there is absolutely no evidence, logical or empirical,
that would suggest that the real monetary policy actions of the Federal
Reserve, again through adjustment in the monetary base, would affect
NOW accounts or institutions in an economy that had NOW accounts
any differently than an economy that did not have NOW accounts.
That is an assertion, and it bears no logic, and it bears no empirical
evidence to support it.
Senator MCINTYRE. We are going to try to educate the panel now.
Yesterday we had some interesting testimony from the President of
the Federal Reserve of Boston, and reading from page 424 of the
transcript of yesterday, June 22, 1977, for this subcommittee: I am
talking:
Gentlemen, we are being besieged with the question of what NOW accounts
cost. I would like to ask you this question: I still think there are some unanswered
questions. The principal one is, who pays for NOW accounts? Somebody is going
to have to pay. There is no such thing as a free lunch anymore. Who wants
to
take that one? Put up your hand.

That was to the panel of yesterday, Mr. Morris, who is the president
of the Federal Reserve of Boston,answers:
I think, Senator, you have to recognize the banks are already paying implicit
interest on demand deposits. We calculate the average account, free checking
account, costs the banks about 5 percent. This reflects the fact that the average
balance is relatively low. So we have already got implicit interest being paid.
What this bill would do is to permit banks to pay explicit interest and inevitably it is going to mean they are going to have to charge for services they
are now giving away. That is going to be the trade-off.
For a lot of consumers that will be a much better deal. For society as a whole,
it will make for a more efficient banking system.
Senator MCINTYRE. I am intrigued by trying to find out what the services are
that they are giving away.
Mr. MORRIS. Well, it costs the average bank about 20 cents to process a check.
In my case, the case of my family, we have a no-service-charge checking account
and we write about 50 checks a month. Now that costs my bank about $12.50 a
month to process my account. It costs about $3.00 just to draw up a statement
and send it out.
So I am getting a lot of services from my bank for which I pay no explicit
charge. But I would rather have a system under which they pay me interest on
my balance and I will buy their services if I am inclined to.
Now if I had to pay 25 cents a check, we wouldn't be writing 50 checks a
month. My wife writes checks for $2. She doesn't carry any cash, and if she
needs to make a payment of $2, she writes a check. But that is only because to her
the check is a free good.
Well, it is not a free good, of course, it costs the bank 20 cents to process it,
but we are not paying that 20 cents in an explicit fashion. So if we shifted to
a NOW account and paid a per-item charge for checks, we would be better off
and society would be better off, because we are abusing the check system now,
because it is a free good to us, but it is not a free good to society.
That is why I say the cost of these services to the banking system is greater
than their value to the consumer, and that is the essence of the inefficiency in
the price control situation we have in banking.

It sounds like a pretty good answer to me,but I am not an economist.
Ladies and gentlemen, Mr. Williams, Mr. Vandygriff, Dr. Kreider,
Mr. Whitesell, Mrs. Long, thank you very much for your interesting
testimony and your help here as we continue our hearings on S. 1664.
With that I excuse you with my appreciation.
We will call as our final panel, Almarin Phillips, dean of the School
of Public and Urban Policy, University of Pennsylvania; James
Pierce, professor of economics, University of California, Berkeley;
William L. Silber, professor of economics and finance, Graduate
School of Business, New York; and Prof. James Duesenberry, Harvard University.
On behalf of the committee I want to welcome you gentlemen here,
and I appreciate your attendance. I believe you are the final witnesses
on this problem that we have been having hearings on now for some
4 days. So we look forward with a great deal of interest to what you
have to say and the answers you will give to some of the questions
we will propound to you.
I wish you would go in that order, first Dean Phillips, then Dr.
Pierce,Dr. Silber, and Professor Duesenberry.
STATEMENT OF ALMARIN PHILLIPS, DEAN, SCHOOL OF PUBLIC
AND URBAN POLICY, UNIVERSITY OF PENNSYLVANIA
Mr. PHILLIPS. Thank you, Senator. It is a pleasure and an honor to
be here and I appreciate being asked. I have submitted for the committee's information a paper entitled "Implications of the New Payments
Technology for Monetary Policy." This paper will be published by the
Columbia University Center for Law and Economics, in a volume
entitled "Key Issues in Financial Reform." The paper will be revised,
but it may be inserted in the record,if you wish.
I would also like to note for the record that I am a public member
of the National Commission on Electronic Funds Transfer. One of the
rules of the Commission, Senator, is that when any member makes a
statement that he or she disclaim any possible interpretation that we
are speaking for the Commission. I sometimes think that the rules was
intended for all of the Commissioners, but every once in a while, and
today may be an indication of it, my own views are heretical enough
so that it may have been intended just for me.
Let me quickly summarize my views, but preface them by saying
with respect to all of them that I do recognize that in many cases some
kind of a phase-in toward the system I will be talking about is necessary. I would like to also concur with what seemed to be a consensus of
the previous panel that some of the issues involved do require
consideration in the broad scope,such as FIA or FRA.
From my point of view, interest should be paid on transactions
balances, on all transactions balances held in deposit financial institutions. It makes no difference whether one 1 alls them—you seemed to be
worried about a name, Senator—it makes no difference whether one
calls them NOW accounts, savings deposits or share accounts at this
point, because they are all moving into the transactions area.
Historically it is interesting to note that paying interest on transactions balances is not new, that there was no prohibition against the
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payment of interest on checking accounts and demand deposits until
the Banking Act of 1933 at the Federal level.
The reason for having to pay interest on demand deposits now is
that otherwise the customers of the deposit financial institutions will
simply find interest-bearing substitutes for those accounts. This
spelled out in some detail in my paper. I think that tendency to shift
will be even more pronounced in context of electronic funds transfer.
There has been some worry, and there was some discussion of it immediately previous to this panel's convening, about the viability of
banks and the question of costs if they have to pay interest on demand
deposits or NOW accounts.
There is an alternative to that, if my contention is correct, that in
the absence of their paying interest on their own liabilities, which are
in faet transactions balances,their customers will shift to the liabilities
of other forms of institutions.
The alternative, then, to paying interest may be that the deposit
financial institutions will tend to fade out of the business of holding
transactions balances and become transactors only, through the clearing system. There are great difficulties involved from a public policy
point of view should that transpire.
There is no reason for a mandatory difference in rates among the
various types of accounts, whether one is talking about passbook savings accounts or an ordinary checking account, or NOW accounts. To
the extent that it is possible, and clearly regulation Q and other provisions of FIA are involved in this, but assuming away the problem of
regulation Q,I would expect that if rates simply were not mandated
or,regulated at all by a central bank, that the market itself would
evolve into a system in which, as was suggested a few moments ago,
there would be fees assessed for the transactions costs involved in the
deposit institutions operations and interest would be paid on balances.
This would be true for all transactions accounts. I do not mean by
that that it will necessarily develop into a system where all of the
banks in Boston or in Keene will be paying the same amount of interest on the balances or charging the same transactions costs. In the
absence of mandating, each institution is in a position to be able to
decide for itself within its own market environment what the appropriate charge for transactions is, and what the appropriate interest
on balances is. Some may elect to
for high transactions costs and
low balances; some may elect to go in the opposite direction. I think it
will depend on their own clientele. They may do that internally in the
banks also among different accounts. This approaches the question
you were raising, Senator, with respect to the person who has a very
small balance and writes a substantial number of checks.
It is clear from my remarks already that I would like to see the provisions of FIA enacted with a phasing-out of both regulation Q on
time and savings deposits and the prohibition of interest on demand
deposits. What I will be saying in the next few moments is on the assumption,in fact,that that sort of reform will occur.
With that assumption,in addition to banks paying interest on their
own deposit liabilities, the Federal Reserve should pay interest on
reserve balances. I see in this context no reason to statutorily limit the
amount of interest payments to 10 percent of the earnings of the sys-
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tern as Secretary Blumenthal suggested. I believe that my position on
this restraint comes close to that of Chairman Burns, but my other
views are not included in his testimony.
In the world I see coming, again with EFT, if the interest which
the Federal Reserve paid on reserve balances were in.fact a marketoriented rate, certainly the question of banks dropping out of the
system would be solved to a considerable extent. But it is also true
that nonmembers, including among nonmembers the thrift institutions, might as a normal portfolio decision elect to hold balances with
Federal Reserve to obtain the services of the Federal clearing process.
It gives them an opportunity to avoid what they may regard as some
exercise of monopoly power by the banks with which they correspond.
From my point of view, the Federal Reserve should pay interest on
all of its reserve balances, not just those on NOW accounts, and with
no distinction between the reserves which are kept for savings accounts and the reserves which are kept for NOW accounts or demand
deposits.
Now more realistically, I think that there may be a need to phase in
this payment of interest on demand deposits, but the quicker we can
get to a system where the individual banks do regard the amount they
keep on balance with the central bank as a normal portfolio decision,
the better off we will be.
It was mentioned also in the previous panel that rather than having
Fed membership, numbers of financial institutions may elect to keep
what are essentially reserves from their point of view in the form of
correspondent balances with other banks in their system which do belong to the Fed. Whatever rates the Fed is paying to those who keep
balances would be passed on in a competitive environment to the corresponding banks.
From my point of view, movement in this direction, rather than
making monetary policy more difficult, would make monetary policy
more effective.
At the end of the previous panel there was a suggestion if those rates
were equivalent to market rates for similar type risks, the banks would
all deposit their money with the Fed and the total of reserves would
somehow go up, and monetary policy would become ineffective. I
think this is incorrect, and in the absence of some form of expansion
of central bank credit, the total of reserves in the system cannot be
influenced by the actions of the individual banks.
If an individual bank elects to increase the size of its balance with
the Federal Reserve, and if the Federal Reserve is neutral with respect
to the total of reserves in the system, some other bank or banks in the
system will lose the equivalent in reserves. That being the ease, the
Federal Reserve would still have control through open market
operations.
Also raised in the last discussion was the question of whether the
Fed would lose control because of the volatility of those balances.
My view is that that would not be the case, and indeed as the system
develops, there is probably no need for even minimum reserve requirements, if the interest rate that is paid is attractive.
This also creates an opportunity, I believe, for a central bank in
its monetary policy operations to explicitly take into account the twin
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goals of interest rate policy and the quantity of money policy. In this
contest, an increase in rate paid in bank reserves would certainly influence interest rates in whatever direction the change in rates paid on
the reserves was.It would not by itself influence the quantity of money.
We could have quantitative controls in open market operations without changes in interest rates, or vice versa. This would,I believe, be an
important innovation for the central bank.
I think a great deal of the argument about equality in reserves is
an illusion. One of the reasons it is an illusion was also discussed by
the previous panel. Nonmembers of the system do hold balances in
various forms, often with other banks and use the services of other
banks. Those would be necessary for clearing purposes locally, whether
or not they are members of the system; to impose the same reserve requirement at the Fed for them it would in fact be forcing higher
total reserves.
It is also true that the variety of services provided by the Fed to its
members and by the larger banks to their corresponding banks varies
a great deal among banks. Having the same percentage reserve requirement for all banks at the central bank does not create reserve
equality.
In conclusion, Senator, I would like to commend your work individually, the work of your subcommittee and the work of the whole committee. This is an area, as you know, that I have been worried about
for many years. Your committee is a stellar example of how democracy works. Thank you.
[The complete statement of Mr.Phillips follows:]
IMPLICATIONS OF THE NEW PAYMENTS TECHNOLOGY FOR MONETARY POLICY
(By Almarin Phillips')
I. INTRODUCTION
In the mid-1930's, John Maynard Keynes expressed the view that:
". . . The ideas of economists and political philosophers, both when they are
right and when they are wrong, are more powerful than is commonly understood.
Indeed, the world is ruled by little else. Practical men, who believe themselves to
be quite exempt from any intellectual influences, are usually the slaves of some
defunct economist. Madmen in authority, who hear voices in the air, are distilling
their frenzy from some academic scribbler of a few years back."'
There is an opposite side to this, however. Practical men, madmen in authority,
and especially academic scribblers often show an amazing ability to resist
change.
With an historic regularity which is somewhat frightening, a minority of
academicians—or, more generaly "voices in the wilderness"—dicern a complex
of
current events which appear to them to portend inevitable changes in the institutional, organizational, political and social world. Which of these "voices" is correct, of course, is not clear as they are set forth. It often is not clear decades later.
It is not an exaggeration to say though that, correct or incorrect, they are largely
ignored at the time of their expression. Existing paradigms—not just paradigms
of science but, as well, paradigms governing the behavior of the extant controlling
elements of private and public sector institutions—exert inertial forces which at
once make the voices have no more than wilderness effects and, until one or another of the voices is shown post hoc to have relevance, have little influence
on a
gradual process of intellectual and social change.
'The author is Professor of Economics, Law and Public Policy, University of
Pennsylvania, and a member of the National Commission on Electronic Funds
Transfer. The
expressions in this paper are individual views and should not be interpreted
as
those of
the Commission or any other of its members.
John Maynard Keynes, The Genera/ Theory of Employment, Intereat
and
Money
(1936), P. 383.
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II. THE HISTORICAL SETTING OF FINANCIAL REFORM

Consider the history of the deposit financial institutions of the United States in
this context. The need for a central bank to assure the uniformity, liquidity, and
control of the money supply was recognized by some at the time of the founding
of the Nation. The First and Second Banks of United States were compromise
efforts in the direction of a central bank, but both were aborted. "Free banking"—
or "wild cat banking"—emerged, with a non-uniform currency, no provision for
the issuance of small denomination coins until 1854, and periodic financial crises.
The structure of commercial banking up to the Civil War was obviously affected
by the legislative and technological framework within which the systems operated.'
The Civil War was the crisis which caused the first fundamental change. The
Currency Act of 1863 and the National Bank Acts of 1864 and 1865 provided for
Federal chartering of national banks, the establishment of reserve requirements
(which favored the sale of Government bonds) for these banks, the issuance of
National Bank Notes, a prohibition on real estate loans by national banks, a
prohibition on branching by national banks (effected by interpretation of the law
by the Comptroller of the Currency), and a 10-percent tax on State bank notes
was levied.
Again, the structure and performance of the system changed. By 1880, there
were about 2,000 national banks, about 900 of which were due to conversions
of State to Federal charters. Only 650 or so State banks remained. A saving
grace for the latter was the gradual introduction of deposit banking, with checks
replacing note issue despite initial consumer resistance. State banks were also
encouraged by preferable reserve requirements, easier examination procedures,
greater loan powers and, in some States, the ability to branch. By 1900, there
were 5,007 State banks and 7,420 national banks, reflecting growing chartering
rivalry between the States and the Comptroller. By 1920, the numbers had
grown to 20,635 and 9,656, respectively. Interestingly, the savings and loan
industry—then usually called "real estate and loan" companies—developed during this period because of the inability or reluctance of commercial banks to
engage in that type of business. Here we see strong adaptive responses by States
and by private financial institutions to the legal framework of the 1860's and
to the new technology reflected in deposit banking. Bank failures and periodic
financial panics remained in the system.
The atmosphere in which the Federal Reserve System was created was partially the result of these failures and panics. In 1893, 228 State banks and 69
national banks suspended payments on their deposit liabilities. In 1907-08, 141
State banks and 31 national banks failed. The general mileau was favorable
to change, however, and the Fed was created during the time that the central
Government intruded on children's and women's working laws, food and drug
purity, the electoral process for senators, monopply and other antitrust issues.
etc. It was the Progressive Era. Again, the law was changed in response to
inadequacies shown to have been characteristic of the old legislative and regulatory framework, with not a great deal of attention to the voices advocating a
central bank in decades past.
It has been argued that the elasticity in the currency supply provided by the
Federal Reserve System not only corrected for the inelasticity of the previous
system, but created too much elasticity. The adoption of the "real bills doctrine"
in the act permitted increases in supply in good times and contraction during
bad times. This probably accentuated the amplitude of the business cycle. The
Federal Reserve "invented" open market operations in the 1920's to offset the
impact of gold inflows. Nonetheless, bank failures remained a problem, with
Depression
738 suspensions in 1924, 924 in 1926, and 636 in 1927. When the Great
restrain
occurred—abetted by bank failures and Federal Reserve policies to
gold outflows—the failures rose to 1,292, 2,213, 1,416 and 3,891 in 1930, 11;23.
general
1932, and 1933. Here, bank structure was changing because of the
economic environment.
due
During the period 1900 through the 1920's, the structure also changed By
branches.
to branching. The 12,427 banks in existence in 1900 had only 119
1,281
1915, 27,390 banks had 785 branches. In 1920, 30,291 banks operated
mutual savings banks emerged during this period
2 An interesting aspect of this is that
banks were formed in States which
to attract the deposits of small savers. The savings and
have since spread very little
were then the population centers of the country
geographically.
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branches and in 1925, 28,442 banks had 2,525 branches. The early growth of
branching was partially due to technological change—better communication and
transportation services, in particular. By the mid-1920's branching grew because
of the rising bank failures, with "sound" banks acquiring failing banks where
permitted for state banks only. Here structure changed because of technology
and market conditions. The McFadden Act of 1927 extended branching privileges
to national banks to reduce the temptation of these banks to convert their
charters as well as to allow mergers to soften the effects of failure. Here, legislation responded to the changes occurring in structure and performance.
Changes in the law in the 1930's were also designed as a response to changes
in structure and performance. The acts include the Glass-Steagall Act of 1932,
the Emergency Banking Act, the Thomas Amendment and the Banking Act of
1933. Supervisory powers of the Comptroller were increased, the Federal Deposit Insurance Corporation was created,' national banks could branch on a
full par with State banks, interest on demand deposits was prohibited, controls
(regulation Q) were established for time and savings deposits, and the underwriting sale and distribution of securities by banks was prohibited. The Banking
Act of 1935 enlarged the supervisory powers of the FDIC (with the effect of
largely controlling chartering of State banks), the Federal Reserve was reorganized, a de jure status was given to the Federal Open Market Committee, and
Regulation Q was extended to all insured banks. Fifteen states expanded branching privileges around this time. While some attention may have been paid to the
voices of the past, it was largely crisis-borne, ad hoc, problem-oriented legislation which emerged.
During the early years of the Depression, mutual savings banks encountered
new failures and the only Federal legislation affecting them was their inclusion
for F.D.I.C. coverage. Failures of savings and loan associations reduced their
number from 12,804 in 1928 to 10,744 in 1935. The failures and evidence of at
least questionable and perhaps fraudulent practices by the associations gave rise
to the Federal Home Loan Bank Act of 1932, the Home Owners Loan Act of 1933,
and the National Housing Act of 1934. This combination of acts provided for
membership in a Federal Home Loan Bank System, with emergency loan powers,
the chartering of Federal, mutual savings and loans and the creation of the Federal Savings and Loan Insurance Corporation. The thrift institutions, however,
were seldom in direct competition with commercial banks on either the asset or
liability sides of their operations. "Markets were segmented into non-competing
groups.
The laws of the 1930's are still those governing the basic aspects of the deposit
financial institutions. There have, of course, been many changes in the structure
and performance of markets of the deposit financial institutions and some
changes in legislation and regulation. In the 1950's, after the commercial banks
had disposed of great amounts of government obligations required during World
War II, they turned to the retail market. The services rendered to households
was broadened, de novo branching and branching by merger increased, and rates
paid on savings and time deposits rose absolutely and relative to the rates paid
by thrift institutions. Competition for funds began to appear between the thrifts
and the commercial banks. By 1966, that competition was strong enough to cause
disintermediation and ceiling rates were imposed on the thrift accounts. Because
of the limited services available from the thrifts, a differential was set between
the maxima which thrifts and commercial banks could pay. Regulation responded
to the market.
Especially in states which prohibited or limited branching, the bank holding
company resumed its role as a substitute. In 1956, the Bank Holding Company
Act was passed, with an important amendment in 1970 to include one-bank holding companies within the purview of Federal Reserve controls. By 1970, however,
nearly 60 percent of all bank deposits were held by holding company banks, with
the number of OBHC's having increased from 550 in 1965 to 1,352 in 1970. Structure changed due to private decisions, with legislative and regulatory reform
following.
A similar story can be told of the bank merger movement. A total of 1,467 commercial banks ceased independent operations between 1952 and 1960 through
mergers, absorptions and consolidations. The Bank Merger Act was passed in
1960, and amended in 1966 after the famous Philadelphia National Bank case.
3 Many voices had been advocating this for a decade. Included in these expressions were
positions taken by advocates of unit banking States who saw deposit insurance as a means
of reducing the pressure for branching powers.
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In the 1966 "money crunch," the principal form of disintermediation was between banks and the thrifts. As noted, the extension of rate ceilings for the
latter were designed to cure this. But the rate ceilings planted the seeds for
other private responses. One of these was the introduction of C.D.'s. Another was
the expansion of the commercial paper market, later followed by the Eurodollar
market. Increased use was made of non-bank subsidiaries of bank holding companies for raising funds in markets not subject to rate ceilings. These illustrate
again private responses to regulatory constraints.
The 1969-1970 crunch was different. In it, all of the deposit financial institutions were at a disadvantage in buying funds relative to other segments of the
money and capital markets. Commercial and finance company paper outstanding
rose from $20.5 billion in 1968 to $40.0 billion in 1970. Regulation Q was relaxed
for large negotiable C.D.'s, but the deposit institutions nonetheless lost deposits
as businesses and individuals turned to commercial paper and other instruments
bearing higher rates. The Penn Central debacle illustrates what can happen
when uninsured liabilities are substituted for insured bank ecounts. In the wings
were other types of business standing ready to sell their own notes to bank and
thrift depositors as the gulf between regulated deposit and market rates widened
and, consequently, those institutions lacked loan funds. The 1974-1976 period of
high rates caused somewhat less obvious disintermediation because of further
relaxation of Regulation Q, with fixed maturity, non-negotiable C.D.'s bearing
premium rates.
Through all of this, voices for reform could be found. The Commission on
Money and Credit, the Heller Committee and the Hunt Commission advocated
major changes in law and regulation. They were followed by the proposed Financial Institutions Act, the Financial Institutions and the National Economy Study,
and the Financial Reform Act. There are no outward signs that many of these
proposals will be adopted. While technological and market conditions have
changed greatly since the 1930's, the voices are largely unheeded because of the
inertial and homeostatic forces of private and public organizations.
But, then, there are even greater problems. The proposals embodied in CMC.
Heller, Hunt, FIA, FINE and FR.& are old. They were old when they were written and they are now obviously older. They fail to detail regulatory reform
requirements except in the ancient ages of the 1950's and 1960's. There are
a few—but only a few—voices which suggest that events in the next few years
will require more drastic reform. There are still fewer who see the prospect of
orderly, transitional reform to be a distinct probability.
III. THE NEW PAYMENTS TECHNOLOGY AND MONETARY POLICY: UNHEEDED
ASPECTS OF REFORM

Until very recently, proposals for reform of the financial structure and its
regulation have centered on the prohibition of interest on demand deposits,
Regulation Q, assets and liability powers of the thrifts, chartering and branching,
reserve requirements, taxation, trust department powers, changes in the organizational framework of regulatory agencies, and housing and mortgage markets. While terms such as MAPS, SCOPE, ATM, CBCT, RSV, POS, ACH, and
debit card are now generally familiar terms, little attention has been given to
the impact of electronic funds transfers on the role and operation of the central
bank. Money is still ordinarily defined as Ali or M2, with some other aggregates
occasionally mentioned. Quantitative monetary controls are treated as though
EFT will not affect them. Arguments persist that mandatory membership or, at
least, reserve balances in the Federal Reserve System are needed for all institutions offering third-party payments services, ostensibly to make the quantitative controls more effective. The Chairman of the Board of Governors has recently suggested the payment of interest on reserve balances, but the underlying
purpose is to prevent the further erosion of membership. Aside from the alleged
effects of broad membership on the efficacy of monetary policy, the payment of
interest on reserve balances is not treated as a monetary policy tool.
Central banking in an EFT environment will be different from that of the
1920's, 1930's, 1940's, 1950's, 1960's, and 1970's. Reform of central bank operations will become a critical necessity. This reform is not a substitute to other
reforms; it is an addition to the list which should be considered.
There have been voices, but clearly wilderness voices, about basic monetary
reforms. In 1960, in a short, terse and logical argument, James Tobin suggested
that the Federal Reserve should pay interest on reserve balances held by mem-
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ber banks.' There was no EFT envisioned at that time and T bin pushed only
to the point that the variable discount rate should be paid oli 1..1 1ances in excess
of the mandatorily required membership reserves.
Going a bit further, Tobin urged that the prohibition against payments of
interest on demand deposits and ceilings on the payment of interest on time and
savings deposits be repealed. This part may seem like an old story, since CMC,
Heller, Hunt, FIA, FINE and FRA—not with totally similar conclusions—all
addressed the same questions. It is, nonetheless, true that Tobin's position was a
precursor of the primary regulatory problems associated with EFT. The effectiveness and efficiency of monetary policy would be much greater if something
approaching his 1960 reform proposals were in place in 1980. Still, Tobin has
been a lost voice on these critical issues and, given past history, it is difficult to
be sanguine about immediate changes.
IV. THE NEW PAYMENTS TECHNOLOGY AND ALTERNATIVES IN THE HOLDINGS OF
TRANSACTIONS BALANCES
It is necessary to consider what an EFT system, with everything "hooked
together" is likely to look like in the 1980's. Many variations are possible, with
differences in costs and revenues attaching to the alternatives, but Figures 1,
2, and 3 provide an idea of the links and nodes.
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FIGURE 1.—A single commercial bank in an EFT environment.
James Tobin, "Towards Improving the Efficiency of the Monetary Mechanism" Review
of Economics and Statistics, vol. XLII (August 1960) pp. 276-79. I am indebted to
Carole C. Phillips for calling this paper to my attention. I am also indebted to James Tobin,
with whom I have had a discussion of the relevance of his arguments to the issues of 1980,
in an EFT setting, and the immediate need for regulatory reform. Sessions with George
Mitchell, former Vice Chairman of the Board of Governors, with his staff, and with Willis
J. Winn, President of the Federal Reserve Bank of Cleveland and his staff, have helped me.
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Figure 1 shows a single commercial bank in the EFT system, with its electronic connections to several classes of customers, including non-bank financial
institutions." The bank portrayed, Bank A, is relatively large—say, at least
$100,000,000 in deposits—but it need not be a huge multi-billion dollar bank
with the new technologies that are emerging.
Bank A has a computer-based operating system (COS). The system consists
of hardware and software which serves internal bank needs and which has input
and output devices to handle electronic communications fund transfers with its
customers. Many of these customers have terminals (T) directly linked to the
COS of Bank A. Thus, some retail outlets will have terminals for their customers' deposits into the bank, withdrawals from the bank, check guarantee or
check verification, and bank debit and credit card transactions. Orders to switch
deposits from one type to another can be handled." These are today's POS's,
CBCT's, and RSU's. The retail outlets may also have terminal hardware and
software for payroll accounting, use of pre-authorized loans, inventory control
and general accounting services performed on the COS.
Non-retail business customers have terminals for similar 'accounting purposes,
Including payroll accounting and employee benefit packages. Household terminals—perhaps just a telephone with or without alpha-numeric capabilities—
allow them to order bill payments, use pre-authorized lines of credit and, with a
bit more sophistication, to make deposits from claims on others in the system.
The bank's own ATM's both on and off-premises, connect with the COS. Listed
on the opposite side of Figure 1 are S&L's, MSB's, CU's, brokers, insurance companies, and the debit/credit card companies whose services are rendered through
or by Bank A. Finally, in the bottom portion, the correspondent banks of Bank
A are shown. All of these have terminals with appropriately designed hardware
and software for connections with Bank A's COS.
This arrangement provides many options. All of the terminals on the righthand side of Figure 1 permit customers—business and retail—to make nearly
eostless and timeless transfers from interest bearing accounts to non-interest
bearing accounts, and vice versa. Payors need to keep nearly a zero balance in
anything like the present demand deposit bank liability. Payees can, by standing
order or by discretionary orders, move funds receipts out of non-interest bearing
accounts and into interest bearing accounts at Bank A.
The terminals on the left-hand side of the figure increase options further. The
deposits of thrift institutions can be debited or credited by electronic order from
any of Bank A's customers. Securities, including debt and equity and holdings
of mutual funds, can be bought and sold. They become more liquid and more
cash-like. Loan values of reserve life insurance policies become more liquid, also.
To the extent that the debit/credit card terminals and the retail outlet terminals
are on-line with the COS, the float on non-interest bearing credit cards will tend
to be reduced.
The correspondent banks shown at the bottom of Figure 1 can provide essentially the same services to their customers as does Bank A for its
customera
Each can be connected with the same customers classes as is Bank A,
but the
smaller banks have the option of utilizing smaller computer operating systems.
They can purchase computing services from Bank A in either
a batch or on-lino
mode when that is the more efficient means of payment. And,
of course, their
customers can engage in any debit or credit transaction with any
of the customers of any business or household in the entire system of which
Bank A is the
central node.
The part of the EFT system shown in Figure 1 is a small,
sub-system in the
totality of the EFTS. In fact, there is little possibility that it would
be an economically feasible part if it were independent of a larger system.1
Figure 2 shows
the next level of interconnections. Bank B and Bank C have the
same sort of
customer connections shown for Bank A in Figure 1. Each is
ACH I, for interbank clearings. S & L A is represented as having connected with
a direct connec5 It is not necessary that this be a commercial
bank. thrift with expanded powers could
be the focal organization. It seems probable, however, A
that commercial banks will play the
largest switching role for reasons of efficiency as well as
of operating powers.
In Figures 2 and 3 show the connections among banks
which permit customers of
banks other than Bank A to use the various terminals.
7 One reason for the adverse operating results of some of the
present efforts is that the
systems are not widely interconnected. They are akin to
which connects only a few subscribers. Each telephone has a telephone system, each of
little value until many subscribers are connected through a hierarchy of exchanges.
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tion with the ACH but, referring to Figure 1, it could access the ACH through
any of the banks belonging to the ACH. The correspondings banks could also
access the ACH directly rather than through a larger bank if that appeared to be
the more eocnomical way to operate.8
At the bottom of Figure 2, a sub-network for thrifts appears. They clear among
themselves by use of a Mutual Institution Network Transfer System—MINTS—
with the latter accessing the ACH. A similar sub-network could be established
for credit unions.
When the interconnections of Figures 1 and 2 combined, funds transfers of
intra-institutional (e.g., one bank), inter-institution of the same class (e.g., commercial banks) and inter-institutional of different classes (e.g., commercial banks
and S&L's) can be effected on a regional and local basis. Many kinds of debit and
credit transactions occur. And when the figures are combined, systems of debit/
credit cards with one or more of the deposit institutions acting as the host organization can appear.
To this point, the nation as a whole has not been added. This is done in Figure 3,
where a Super ACH clears among the local and regional ACH's.9 With this addition, one can access accounts of businesses and financial institutions for debits or
credits with little reference to specific geographic location. An additional level of
clearing could be put on top of even the Super ACH to provide international
clearing."
i Bank B
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I
1

ACH I

1

•
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! S&L A

Bank C

S&L C
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FIGURE 2.—Local and regional clearing in an EFT environment.
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FIGURE 3.—National clearing in an EFT environment.
8 A good guess—but only a guess—is that an hierarchical system of clearing will emerge
rather than every institution being connected directly to a central clearing facility.
Judged on the basis of other communication networks, a hierarchy of exchanges is less
costly.
9 Is the Super ACH the Federal Reserve System?
"The SWIFT organization is moving in this direction currently.
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With no view of the future and scant regard for today, it is customary to
think of transactions balances as being currency plus the demand deposits of
banks, or plus some other aggregates of deposit institution liabilities. It is customary to think that the Federal Reserve System, through its open market operations, reserve requirements and discount rate policies, can control some aggregate of liquid transactions balances in the economy. It is customary to think
that this makes some historically defined concept of money—M,, M2, M3, etc.
useful in the control of GNP and inflation, since all know that GNP=MV=PT,
with tautologically defined variables.
Money is not so easily defined with an EFT system such as that in Figures 1,
2, and 3. Many assets, as viewed by their holders, look more liquid. As noted,
institutional balances and inter-institutional balances are interchangeable with
low time and money costs. Whether or not laws are positively permissive, one
can use the interest bearing accounts of banks and thrift institutions for transactions purposes. Moreover, the liabilities of non-deposit institutions—including
trust departments of banks, accounts with a mutual fund, stock certificates, accumulated reserves in an insurance policy, short- or long-term negotiable municipal, state, or federal obligations, commercial paper, obligations from foreign banks
or governments are seen by the holders as a near equivalent of currency, or
"money in the bank."
V. POLICY IMPLICATIONS OF EFTS
From a public point of view, there are many worries about the impact of
these technological and operational changes. If sleeping peacefully is of concern,
one should slumber saying that the only thing that this means is that V—some
definition of V—is rising. Control of M—some definition of M—will allow the
central bank to keep things in order. The truth is that in the EFT environment
and with the present regulatory setting, any concept of V can rise close to infinity. The prohibition of interest on demand deposits will cause businesses and
households to shift to interest bearing assets. TO the extent that Regulation Q
keeps rates on savings and passbook accounts below other market rates, customers will shift from them to the liabilities of non-deposit institutions which
bear market rates. The greater difference between permitted deposit rates and
market rates, the greater are the incentives to shift. And then, what happens
to MV? As the central bank attempts to control some definition of M, the adaptive market response is to adjust by innovative variations in an accompanying
definition of V. Now is the time to stay awake and fret about the things that
Tobin spoke of in 1960.
On ancillary issues, if businesses and consumers see many more of their assets
as liquid, what kind of public policy can be used to avoid aggregative problems
reminescent of the 1920's and 1930's. If one person wants to see a piece of commercial paper, or a share in a mutual fund, or to take the cash value of an
insurance policy, no problems arise. What, however, if the actions become systematic? The answer is clear, There is an "old-fashioned" liquidity crisis because
of uninsured liabilities being conceived of—correctly from the individual view
and incorrectly from the corrective view—as money.
Another ancillary issue which frequently appears is found in the argument
that everything can be controlled. If markets, as presently controlled and regullated, cause banks to leave the Fed and encourage people to use the liabilities of
non-deposit intitutions for transactions balances, a suggested recourse is to
mandate membership for all institutions in the third-party payment system and
to extend the scope of regulation to all to make sure that Penn Centrals do
not default, to bail out Lockheeds and Franklin Nationals, to see that brokerage
firms are covered by insurance for customer balances, etc.
It cannot be stressed too much that all of this is a road to crisis. With
Regulation Q, with present reserve requirements, with present regulations on investments, with the present and differential restrictions on branching by brick
and mortar branches and by terminals, with proclivities to expand control and
to insure, the prognosis is one of crisis, and one in which the traditional deposit
institutions, including the Federal Reserve, will lose their roles. It is already
going on within them, among them, and between them and the non-deposit
institutions. The results are not happy to contemplate.
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VI. THE NEW PAYMENTS TECHNOLOGY AND A NEW REGULATORY SCENARIO

It is disquieting to observe that the lost voices proposed changes that would
avoid the potential crisis. Look at a different scenario, a scenario which a few
have suggested and which has been resisted by the inertial forces.
Suppose that there was no prohibition of interest payments on demand deposits.' With interest, businesses and consumers would be more willing to
hold transactions balances in the deposit institutions which comprise the present
system of effectuating the payments. In the EFT environment, non-interest
bearing bank demand deposits appear as a distinctly inferior way to hold balances. Data on the quantity and the velocity of AL, particularly in money market
cities, shows this clearly today.
If market determined rates of interest were paid on demand deposits, increases
in the velocity of Mi would be slowed. Keeping funds in these deposits becomes
part of portfolio management decisions by households and businesses. The MN'
multiple would be a useful policy instrument. The new payments technology
would be less likely to make monetary policy ineffective.
If market determined rates of interest were paid on demand deposits, the disintermediation within commercial banks and between savings and demand accounts would be alleviated.
If market determined rates of interest were paid on demand deposits, the
disintermediation between thrift institutions and commercial banks would be
alleviated. Of perhaps greater importance, the market dominated tendency for
businesses and consumers to shift transactions balances to the uninsured liabilities of non-deposit institutions would be alleviated.
The Salient point about EFT is that, without the freedom to pay interest on
demand deposits, the new technology will simply make Mi virtually disappear.
VI will rise precipitously. If Regulation Q is set below market rates, savings
accounts will also tend to disappear. Banks will become transactors of payments—hopefully with service charges, if they are to exist—and businesses and
consumers will look to other market-determined interest bearing assets as their
transactions balances.12
If interest were paid on demand deposits, the distinction between the historic
classification of demand and savings accounts would disappear. The differential
reserve requirements on savings and demand deposits would have to be eliminated. If, in an EFT setting, banks and the other deposit financial institutions
are to be not just transactors of payments, but also the holders of substantial
assets and of insured liabilities which the public regards as transactions balances,
market rates must be paid on their deposits.
Then, what of Regulation Q and the allied regulations affecting the thrifts?
The argument is clear. If a deposit financial institution must pay market rates
to buy money, if follows that to avoid the tendency for customers to use the
uninsured liabilities of other institutions as transactions balances, Regulation Q
must be phased out. Actually, it has partially been phased out even though the
enabling statute of the Banking Act of 1933 has not been changed. As severe
disintermediation among the deposit institutions and between them and nondeposit institutions has occurred, Regulation Q rates have been relaxed. With
EFT, however, the potential for shifting balances is not restricted to negotiable
instruments of $100,000 and over. It can easily be accomplished on a balance of
$100. The balance can easily be shifted to a liability of a non-deposit institution.
There will remain transactions costs with EFT, but they will be small and offer
opportunities to keep assets in the non-regulated sectors.
The recommendations of CMC, Heller, and Hunt are pertinent here. A deposit financial institution cannot buy money at market rates unless it can match
these with the rates charged for selling money, with various maturities and
risks. The old voices are clear, but the reactions of both the affected institutions
and their regulators reflect the inertia. "Keep things as they were years ago",
seems to be the dominant voice. Only a few voices seem to recognize that the
technology and market conditions of today and tomorrow make yesterday's modes
of operation and regulation quite ineffective.
"Or that nationwide NOW accounts were permitted.
12 This is not hyperbole. Cash managers of firms with significant liquid asset balances
have been managing portfolios to avoid Mi balances for two decades. The experiences with
Eurodollars and commercial paper are in point, but one should not neglect NOW accounts
and the New England phenomena.
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The central bank will also be affected by EFT. The Federal Reserve is properly
concerned with the efficacy of its monetary policy tools. The system is intended
to influence aggregate spending and regards its quantitative controls as the primary means of doing it. It is clear, however, that standing alone, the old quantitative controls will not work in an EFT environment. Balances kept at the Fed
are equivalent to having the income from some part of a financial institution's
assets taxed at a 100 percent rate. Non-interest bearing reserve requirements are
a positive inducement to leave the System. And if Federal Reserve membership
or reserve requirements for all of the present deposit institutions in the thirdparty payments system were mandated, the result in an EFT environment would
be that other instittuions—institutions without the 100 percent tax—would tend
to substitute their liabilities for those of the present deposit institutions.
There is a way to solve this problem which would retain or improve the effectiveness of quantitative controls. It would at once reduce the proclivity of banks
to leave the system and provide incentives for non-members, including the thrifts,
to keep reserve balances with the Fed. Thus, add to the scenario the payment of
interest on the balances which deposit financial institutions keep with the Federal
Reserve. Unlike the early Tobin proposal, which advocated interest on only excess
reserves with a rate equal to the discount rate, the suggestion here is that
interest be paid on all balances, with discretionary control over the rate based
on Fed policy objectives. Indeed, the rate paid on balances could replace the
discount rate as a signaling device to indicate the attitude of the Fed with respect
to monetary conditions.
The proposals rest on the fundamental proposition that, ignoring gold flows
and changes in currency in circulation, the total amount of reserves in the System
depends solely on Federal Reserve credit outstanding. If the latter does not
change, the reduction of loans and investments by one bank to increase its
reserves is matched by a reduction in the reserves of other banks.
If the Fed felt that monetary conditions required a tightening of credit, the
rate on reserve balances could be raised. The portfolio decisions of individual
banks would lean toward holding larger reserve balances. As they attempted to
reduce loans and investments, however, market interest rates would tend to rise,
paralleling the rate on reserve balances. Total reserves would not rise if the
amount of Federal Reserve credit remained unchanged. The loosening of credit
would have opposite effects.
The new policy would require a coordination with the discount rate and
operating policies at the discount window. If the discount rate were significantly
lower than the rate paid on reserve balances, an incentive would exist for institutions to borrow at the window and apply the proceeds towards increased reserves.
The same incentive exists now with respect to other loans and investments. The
extension of Federal Reserve credit through the window would have to be restricted by discount rate policy and by the implementation of "availability"
criteria.
If payments on reserve balances were 'adopted, mandatory minima for reserves
could, but need not, be established for third-party payments institutions that
elect to hold deposits in the central banks. If there were no strictly defined
minima, balances at the Fed would take on a role similar to secondary reserves
presently. They could be drawn down as the condition of individual banks required, but their levels would be subject to safety and soundness tests in the
bank examination procedure.
In an EFT environment, it is unreasonable to think that all third-party deposit
institutions will voluntarily elect to join the System, even with the inducement
of interest payments on reserves. State chartered institutions might well elect to
hold balances with other banks, receiving interest on those balances and accompanying services from those banks. Among those services would be the clearing
of 'accounts through the 'appropriate ACH and other clearing systems, including
the Federal Reserve. It is conceivable that certain larger banks—banks like Bank
A in figure 1, would retain membership and provide clearing services for nonmembers. Such an arrangement would still subject the non-members to state
reserve requirements. Moreover, increases or decreases in the rate paid on reserves of the members would be reflected in the rates on interbank balances.
Open market operations would work with this new arrangement. Most of the
initial impact of purchases and sales (or run-offs at maturity) of securities
would be on the member banks, but it would be transmitted to non-members as
fast as it is today. Open market operations might be even more efficient than they
now are if more institutions voluntarily elect to hold balances with the Fed.
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Another interesting aspect is that policy objectives relating to quantitative
goals could be coordinated with those relating to interest rate goals. For any
given level of reserves, merest rates could be increased or decreased by variations in the rate paid on reserve balances. For any given rate paid on reserves,
the quantity of reserves could be varied by open market operations. The sagacious
combination of the two policy tools could permit a larger money supply without
the effect of lowering interest rates without a larger money supply. Policy tradeoffs between the two goals which now frequently conflict would be possible.
What are the objections? First, some will maintain that paying interest on
reserve balances would provide a "windfall gain" to deposit financial institutions,
especially present member banks. This is a valid objection only if it is accompanied by the assumption that there exists a good deal of monopoly power in
banking markets. If there is instead substantial competition, the "windfall
gains" would be eroded through the market process. EFT will increase, not
decrease the degree of competition. Still, a "phasing-in" of the new policy might
be necessary to prevent short-term windfalls.
A second objection is that the contribution of Federal Reserve earnings to the
Treasury would be reduced. This is true. Its importance lies in the answer to
the question of who should pay this "tax". Presently, bank customers pay it
indirectly. With the proposal given here, the tax would fall on general taxpayers.
The final objection may not be expressed, but it could be the most important.
Some simply resist change; the status quo is preferable to novel policy. This
feeling may be prevalent enough among legislators, regulators, and the banking
community to shelve serious considerations of alternatives.
The idea that an EFTS is coming is not science fiction. As of early 1977, there
were 26 ATH's in operation and two more being put in place. Most ACH transactions are done in batch mode and involve government social security and veterans benefits, but the ACH's can be put into an on-line mode as the system
develops.
As of the same date, there were 184 operating and 149 planned sub-systems
encompassing parts of what are pictured above in Figures 1 and 2. These 333
subsystems, planned and operating, had 1,392 ATM's and 8,283 POS terminals,
including check authorization and guarantee terminals, many of which can be
upgraded for more complete POS services. There were 2,282 banks, 55 mutual
savings banks, 498 savings and loan associations and 25 credit units involved in
the 333 systems. Of these systems, 131 were shared by two or more institutions.13
Twenty-seven states have passed EFT laws. The National Commission on
Electronic Funds Transfer will report in October, 1977. A fairly reliable indicator that policy problems exist is the attention being given by the financial
institutions, their associations, their regulators and the legislatures of both
state and federal levels. The activities related to EFT must have some precipitating cauQe. EFT is coming as a market response to new technology.
While the change may he inevitable, it will not be costless to all. Some financial institutions will not try to adapt to the new world and they will be lost as
independent organizations. Some will try to adapt, but elect the wrong time, the
wrong hardware or software, the wrong marketing strategy, or be subject to
external factors which will cause their failure. Some will succeed. This pattern
is common when a major change in technology occurs in an industry. Attempts
at protective measures will exacerbate, not alleviate, longer term adjustment
prohlems. As Alfred Marshall put it:
"When one person is willing to sell a thing at a price which another is willing
to pay for it, the two manage to come together in spite of prohibitions of King or
parliament or of the officials of a Trust or Trade-Union"."
Madmen sometimes are in authority. Economists are frequently defunct as they
cling to old thoughts and institutions. The world is, over the centuries, powerfully
influenced by thought, but only with a time lag and often with the catalyst of
a crisis. Still, it is time for change and time for men of affairs and academic
scribblers to look to the future. EFT is going to have pervasive effects on all.

Senator MCINTYRE. How did you get me interested? I wanted to be
on the Judiciary Committee. They put Kennedy and Bayh, all of
those fellows on Judiciary. and my 20 years of practice in New
Hampshire went out the window.
13 These data were compiled by Peat, Marwick, Mitchell
and Co. for the National Commission on Electronic Funds Transfer.
14 Alfred Marsh.P. "The Old Generation of Economists and the New",
Quarterly Journal
of Economics (1896).
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I think, gentlemen, as we proceed, rather than to read these statements, try to give me an epigrammatic quote or two, so we can get
down to the question which is bothering this committee as we are
about to close.
Are we in a hopeless bog, or is there a way out, so we can move in
this area?
Are we hopelessly bogged down, and I am sure our friends in the
Independent Bankers Association would hope, or is there a chance we
can break out into the daylight and streak across the sky and do something for the people of this country, not particularly for the banks,
although we love the banks, we want to keep them sound and stable,
but we do want to keep them competitive.
Remember my old statement that they don't like the status quo, and
they don't like change. So we are in a tough spot.
All right, proceed, Dr. Pierce.
STATEMENT OF JAMES PIERCE, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CALIFORNIA, BERKELEY
Dr. PIERCE. Thank you. I will try to respond to your question but I
have one comment before I start. I feel it is anticlimatic for you to
hear my comments now since you have already heard my testimony
from others as well as criticisms. But let me try to be responsive to
what you asked.
No, I don't think the situation is hopeless, but I think it is very
complicated. The reasons have come out in the hearings themselves.
The bill we are discussing, S. 1664, really combines three elements
that are not naturally or easily combined.
The first is simply to allow NOW accounts nationwide, so consumers can receive interest on their checking accounts if they so choose.
That is element one. Element two is the payment of interest on reserves, whether that should be done or not, and why. And the third
element is the membership issue in the Federal Reserve itself.
I think those elements run at cross purposes and cause a lot of discussion and controversy. I suppose the reason that these things have
been combined is that the Congress attempted to pass nationwide
NOW accounts last year and failed, so the question is what makes us
think we will get it through this time.
It is not obvious to me that the chances are any better for passage
this year except we have in S. 1664 the support of two very powerful
institutions, namely,the Treasury of the United States and the Federal
Reserve. What I tried to do in my paper was to figure a scheme which
would hopefully retain the Federal Reserve's support for this bill and
still disarm some of the criticisms that have to do with membership,
that is, nonmember banks do not want to become members. You will
hear a lot of arguments, but the short answer is they do not want to
belong at any price. The argument that is put forth will depend on the
circumstances and the mood of the person. As a result, any bill that
contains the issue of membership is almost doomed from the beginning.
Independent bankers are quite vocal.
I was trying to come up with a scheme that would not require them
to be members, would not put them under the Federal Reserve's control,
with regulations, supervision, holding company provisions, or any-
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thing else, but would address the Fed's concern about controllability of
money and credit which has to do with the imposition of reserves on
institutions. It has nothing to do with membership per se—it has to do
with holding reserves.
I am proposing a system where reserves would be held, but those idle
reserves would earn a market interest rate equal to the Treasury bill
rate, and they would be held in such a form that the Fed has no regulatory control over those institutions. The Fed would not be able to vary
the interest rate paid because the interest rate would be legislated.
The Fed,in turn, ought to be satisfied, because it has the reserves.
My hope was to satisfy the Federal Reserve in its concerns about
monetary policy, even though there is a lot of empirical evidence that
nonmember banks have not really been a problem yet, and there is a
lot of theoretical evidence that says you do not need reserve requirements for monetary policy. The Federal Reserve is a very influential
and important and responsible institution that is very concerned about
the implications of lost membership for monetary policy. It says maybe
the theoretical results are incorrect. We are not about to give up our
control over reserve requirements on the chance that everything will
work out all right.
I must say I don't blame them at all. It is one thing as an academic
to propose to the Fed that they forget about reserves, and it is another
thing as an academic to expect them to really implement the suggestion.
I think that is asking too much of them.
I think this bill is not a lost cause, but one is going to have to reconcile the Federal Reserve's concern about controllability of bank reserves through reserve requirements, and the legitimate concerns of
the nonmember institutions of all kinds, not just banks, but S. & L.'s,
mutual savings banks, and credit unions as well. Until that can be
done, I think the bill really doesn't have much of a chance. That is
my answer to you.
[The complete statement of Dr. Pierce follows:]
STATEMENT BY JAMES L. PIERCE, PROFESSOR OF ECONOMICS, UNIVERSITY OF
CALIFORNIA, BERKELEY
It is encouraging that the Administration and the Federal Reserve have introduced S1664, a bill to authorize interest bearing checking accounts for consumers
on a nationwide basis. This subcommittee should be commended for moving so
quickly to hold hearings on this long overdue reform. However, it is discouraging
to read through the other bills, S1665—S1668, where the special interests of the
various depository institutions surface. These bills individually are so self-serving and collectively so conflicting that it is difficult to take them seriously. The
introduction of these bills suggests that the nation is still far from achieving comprehensive financial reform. It is most productive, therefore, to restrict attention
to S1664.
This bill, if appropriately modified, offers the prospect of a valuable new deposit instrument for households throughout the country and, hence, accomplishes
an important piece of financial reform. I strongly support the authorization of
nationwide NOW and share draft accounts. There is no economic justification for
granting a checking account monopoly to commercial banks. It should be left to
individual households to determine where they hold their checking accounts; the
Government has no business to make the decision for them. Furthermore, the
Government should not prohibit the payment of interest on the accounts. Corporations and other larger depositors have received interested in implicit form for
years. It is high time that ordinary citizens receive the benefits of interest-bearing
checking accounts.
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The rapid growth of NOW accounts in New England demonstrates the desire
of the public to have interest-bearing checking accounts. The New England experience also demonstrates that the sky will not fall for depository institutions
when they offer these instruments. These depository institutions did not have the
layer-upon-layer of protection that is contained in 81664 yet they survived and
most have prospered. There is every reason that the success in New England
would be repeated nationwide, but without some of the transition problems
encountered in that experiment.
While I agree with much of the thrust of S1664, there are provisions in the bill
that I find troublesome. The first provision that troubles me is in section 104.
That section establishes a special committee to set maximum interest rates for
NOW and share draft accounts. The bill directs the agencies involved to ". . .
give due consideration to such factors as monetary needs, benefits to consumers,
safety and soundness of depository institutions, and competitive balance among
depository institutions." This directive is sufficiently vague as to be meaningless.
There is no directive for this committee to coordinate its activities with the committee that sets rate ceilings consistent with Regulation Q. Furthermore, there is
no directive to keep any of the ceiling rates within sight, if not within touch, of
market interest rates. While 51664 provides that the new committee would dissolve within three to six years of its founding, it seems much more realistic to
assume it will be in business indefinitely as apparently is the case with the
coordinating committee on Regulation Q. The new committee should be given a
clear directive to bring ceiling rates on NOW and share draft accounts quickly
into line with Regulation Q ceiling rates. I see no justification for maintaining
the ceiling rate on consumer checking accounts below the rate on pass book
accounts. The committee should also be instructed to keep all ceiling rates in line
with market interest rates. Congress should require the committee to make
periodic reports explaining and justifying its decisions.
It may seem a small matter, but it is difficult to understand why the Chairman
of the Federal Reserve is made chairman of the committee. The Federal Reserve
has not exactly distinguished itself as the champion of the consumer. It would
be much more attractive to have the Administrator of the National Credit Union
Administration head the committee.
The most fundamental difficulty with the bill arises from mixing the issues
of interest-bearing checking accounts and interest payments on the reserves held
against these accounts with the issue of Federal Reserve membership. The membership issue, which should be given separate treatment and separate hearings,
has produced provisions in the bill that are unnecessary and undesirable. It is in
Title II of the bill that the orderly and logical treatment of NOW and share
draft accounts conflict with the Federal Reserve's desire to attract members.
Before turning to what I believe to be the deficiencies of Title II it might be
useful to review what is good under the Title. The approach to reserve requirements on NOW and share draft accounts is fairly sensible. Data from the New
England states suggests that households use NOW accounts in the same way that
they previously used their demand deposits. This suggests that while these
accounts are savings accounts in a technical sense they are used as demand deposit accounts. Under S. 1664 it would be possible for consumer demand deposits
to be converted to NOW accounts. So far as monetary policy is concerned, the
name of the accounts would be changed from demand deposits to NOW's but
the behavior of these accounts would not change. The current statutory limits
for reserve requirements on savings deposits is 3-10 percent. It is necessary to
raise the upper limit of this range in order to fold NOW accounts into savings
account category. S. 1664 provides the authority to raise the upper limit to 12
percent. While this limit seems too low for NOW accounts, it is a step in the
right direction.
A checking account can have the same implications for monetary policy independently of whether it is held at a member bank, a nonmember bank or any
other depository institution. It is appropriate, therefore, that any depository
institution that accepts NOW or share draft accounts should have reserves
imposed against it.
The method of collecting these reserves that is outlined in the bill appears
reasonable. A nonmember-institution has the option of either depositing the funds
directly with a Reserve bank or, if it wants nothing to do with the Fed, of
depositing the funds with some other institution that in turn deposits the funds
with the Federal Reserve. No matter how the funds get there, so long as the
money ends up in a Reserve bank, the needs of monetary policy will be met.
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These provisions seem satisfactory. The rub comes in the payment
on reserves by the Fed. The provisions setting forth the condition of interest
s for these
payments are unsatisfactory. Here the conflict between allowing NOW
or share
draft accounts and the Fed's membership drive surfaces. One would have thought
that the thinking of the drafters of the legislation would have run as
follows:
The lack of interest payments on required reserves can be justified on the
grounds
that the demand deposits against which they are held also pay no interest.
Since
the luxury of not paying interest on checking accounts will no longer
exist with
NOW and share accounts, it is appropriate that interest to be paid on the
reserves
held against these accounts. Furthermore, the legislation imposes Federal
Reserve
reserve requirements on nonmember depository institutions for the
first time.
Up to now these institutions have held the reserves specified by their
regulators
in the form of liquid earning assets. If in the interest of monetary
policy these
institutions are to transfer some of their assets into idle reserves
held at the Fed,
they must be compensated for the loss of earnings. The costs of holding
idle
reserves for purposes of enhancing the efficacy of monetary policy
should be borne
by society as a whole, not just by the institutions directly involved.
This line of reasoning would have a certain logic and political appeal
to it.
Rather surprisingly, when one looks at S. 1664 there is no similarity between
this reasoning and the provisions of the bill. In fact I can detect no discernibl
e
logic or reasoning to the provisions of the bill. All we are told is that
the Federal
Reserve will be given the authority to pay interest on required reserves in
any
manner it sees fit up to an expenditure of 10 percent of its earnings in the previous
year. We are not told on what required reserves it will pay interest and on what
reserves it will not. We don't know if only small member banks, only member
banks, or only issuers of NOW accounts will benefit; we aren't told much
of anything. In fact, all we know is that the Federal Reserve Board "... may establish
the manner in which interest may be paid on required reserve balances.
...
establishing such rates the Board shall give due consideration to such factors In
as
the effects on the revenues of the Treasury of the United States, monetary
and
financial conditions, safety and soundness of the depository institutions, competitive balance, benefits and costs of membership in the Federal Reserve System,
the likelihood of member bank attrition, and other circumstances surroundi
ng
depository institutions." This stirring directive gives the Fed the authority
to
spend approximately $600 million of the taxpayers' money on any group
of depository institutions that it finds deserving. Furthermore, for every dollar
increase in Federal Reserve "earnings" over the years the Board will be able
to
spend an additional 10 cents on some favored group of firms.
Activities in Washington never fail to amaze me. Here we have the Federal
Reserve, an institution that never tires of preaching to the world the virtues
of
fiscal integrity and tightly controlled spending, asking the Congress for authority
to spend potentially billions of dollars as it pleases. I would guess that the
Fed
plans to use this substantial spending authority in an attempt to solve its
membership problem, that is, to provide financial incentive for membership
in the
Federal Reserve System. Presumably, then, the payments would go to institutio
ns
that might be induced to either remain members or to become members. This is
just an educated guess on my part; it is impossible to determine from the
language of S1664 how the money would be spent. I do know, however, that the
Fed
is deeply concerned about what it perceives to be a severe membership problem.
It apparently believes that if enough money is thrown at this problem, it
can be
solved. It is questionable that this is the best solution to the problem. In order
to evaluate any solution it is important to determine the nature and severity of
the problem.
The Federal Reserve does find itself in a situation in which its membership is
eroding. The proportion of total demand deposits that are in nonmember banks
has risen steadily over the years and now stands at about 30 percent. If these
trends continue, the Fed could find itself attempting to control the growth
in
money and credit with a member bank deposit and reserve base that is small
compared to total deposits. The problem arises not from declining membersh
ip
per se but from the fact that nonmember institutions do not hold idle reserves
at the Fed. It is these idle reserves that help limit money and credit expansion
.
The problem need not be solved through membership but through the impositio
n
of reserve requirements on nonmember institutions. S. 1664 takes an important
step in this direction.
It is relevant to point out, however, that membership attrition does not appear
to have posed a significant problem for monetary policy so far. Existing
studies
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demonstrate the relative unimportance of membership as a factor inhibiting the
effectiveness of monetary policy. Even more importantly, I am aware of no study
that demonstrates the importance of membership as a factor complicating
monetary policy. Actually, existing studies indicate that the complex structure
of reserve requirements that the Fed has set up in order to encourage membership, such as lower reserve requirements for small member banks than for large
banks, have been a greater factor in complicating monetary policy than has been
the existence of nonmember banks. Shifts of funds among banks of different size
and between demand and time accounts have produced more instability in money
and credit relationships than have shifts of funds between member and nonmember banks.
Data collection is an important issue that is separate but easily confused with
the membership issue. The Federal Reserve does not have authority to collect
adequate data from nonmember banks and other depository institutions for purposes of monetary policy. The lack of adequate deposit data has led to several
very large revisions in the Fed's estimates of levels and rates of growth of the
monetary aggregates. This problem can be solved by authorizing the Federal
Reserve to collect timely reports on the deposits of nonmember depository institutions. It is not necessary that these institutions be members of the Federal Reserve, only that they report data on their deposits. S. 1664 provides this authority
for NOW and share draft accounts. The FDIC has begun to provide the Fed deposit data for nonmember banks. It is likely, therefore, that data reporting will
be a smaller problem in the future.
While membership does not appear to have been much of a problem so far, if
a sufficiently large proportion of checking accounts are not subject to reserve
requirements a problem could develop. This could be the case when all depository
institutions are allowed to offer NOW and share draft accounts. It is likely that
large conversions into NOW's or share drafts will occur in all types of depository institutions. The Fed could find itself in a situation in which member bank
NOW accounts do not represent a large percentage of the total volume of these
instruments. This problem can be avoided, of course, if nonmember depository
institutions have reserve requirements imposed against their NOW and share
draft accounts. This is exactly what S. 1664 provides. It is essential that this
provision of the bill be retained. If it were dropped, the Fed would be faced with
a far greater monetary policy problem than that posed by attrition in membership.
I suspect that it would be much easier to retain the provisions for reserve
requirements against the NOW and share draft accounts of nonmember depository institutions if they could be assured that they will receive a fair return on
their required reserves and that they will not be subjected to Federal Reserve
control. It appears to me that these assurances can be provided by paying a
market interest rate on reserves required against NOW and share draft accounts
and by depriving the Fed of any discretion over the payment of interest. This
could be easily accomplished by having the Treasury issue special securities
to
the Fed as its agent against the reserves held at the Fed against
NOW accounts
and share drafts. These securities would pay a market interest rate,
say the
Treasury bill rate, and would be owned on a pro rata basis by the
institutions
(members and nonmembers) that have reserve requirements imposed
against
their NOW and share draft accounts. Institutions that did not
directly deposit
their reserves with the Fed would still have a full ownership share
in the securities because they would be using member banks or Federal
Home Loan Banks
solely as the agents to make deposits at the Fed.
If interest payments are only paid on reserves held against
NOW and share
draft accounts, a market interest rate could be paid and only a
fraction of the
$600 million implicit in S. 1664 would be spent. The size of the
expenditure would
depend upon the volume of NOW and share draft accounts,
the reserve requirement imposed upon them and the level of market interest
rates. While it is impossible to know what the volume of NOW and share draft
accounts would be
under S. 1664, it is possible to obtain a rough estimate. If
all existing consumer
demand deposits and all pass book type accounts at commercial
banks, S. & L.'s,
mutual savings banks and credit unions were to convert
to NOW and share draft
accounts, the total involved would be approximately $475
billion.' It is pure
1 The Federal Reserve includes consumer holdings of
time certificates of deposits at
depository institutions to obtain its estimate
the figure to around $780 billion. It is highlyof the potential for conversion. thus swelling
unlikely that consumers would switch from
certificates to NOW accounts. Even if they would, the
conclusions concerning interest
expense are not greatly affected.
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speculation as to the extent and speed with which the public would convert this
$475 billion into NOW and share draft accounts. Some of the accounts will never
convert and many will convert slowly. A probable upper limit to the conversion
for the next few years is provided by the experience in the New England states
where NOW accounts have been very attractive to consumers because they paid
the maximum interest rate under Regulation Q. In those states less than 5 percent of the volume of consumer checking and pass book type accounts at all depository institutions are held in the form of NOW accounts. If, just to be safe,
we double this figure to 10 percent and apply it to the $475 billion figure for the
nation as a whole, we obtain an estimated conversion to NOW and share draft
accounts over the next few years of $47.5 billion. If we then assume a Treasury
bill rate of 5 percent and a reserve requirement of 12 percent—the maximum
allowable under S. 1664 we obtain an estimate of $285 million as the estimated
interest payments on reserves held against NOW and share draft accounts. If
reserve requirements were 3 percent—the minimum allowable under S. 1664—
the interest cost would be $71 million.
According to the calculations, the Treasury could save a substantial sum by
limiting interest payments to reserves held against NOW and share draft accounts. If the payments were so limited, these accounts would have to grow to
$100 billion for a 12 percent reserve requirement and $400 billion for a 3 percent
reserve requirement before the Treasury would expend the $600 million implicit
in S. 1664. It would take a very long time indeed before an interest payment of
that size would be required.
The payment of a market interest rate on reserves held against NOW and
share draft accounts would reduce the incentive for depository institutions to
oppose increases in reserve requirements should such increases prove necessary
for monetary policy purposes. The additional reserves put aside would earn a
market interest rate and, hence, the earnings of these institutions would not be
affected greatly.
An additional advantage of the proposal is that it eliminates the tremendous
discretionary spending power that S. 1664 accords the Fed. All depository institutions would be assured of a direct business-like arrangement in which they
receive an income from their required reserves held against NOW and share draft
accounts. Their ownership of the Treasury's special securities would be tangible
evidence of this arrangement
In summary, if S. 1664 were modified in the ways I have suggested, it would
be a very productive bill. Consumers would be assured of a return on their
checking accounts, nonmember depository institutions would be brought under
Federal
Reserve reserve requirements without threatening their independence or survival,
and the effectiveness of monetary policy would be maintained
and probably
strengthened.

Senator MCINTYRE. Well, you are the expert,Dr. Silber.
STATEMENT OF WILLIAM L. SILBER, PROFESSOR OF ECONOMICS
AND FINANCE, GRADUATE SCHOOL OF BUSINESS, NEW YORK
UNIVERSITY
Dr. SILBER. Mr. Chairman,I don't know whether I can answer your
question of whether or not the bill is a lost cause, but I hope in fact it
is not a lost cause. I think the two main provisions of the proposed
legislation, the payment of interest on required reserves by the Fed
and the legislation of NOW accounts which permit interest payments
on some form of checking accounts, are desirable changes in the
regulations.
From one standpoint, you have to recognize that required reserves
are currently a tax on bank earnings, since it imposes a zero return
the fraction of deposits held as reserves. One of the effects of that on
is a strong incentive of banks not to be a member of the Federal tax
serve. That can cause problems, I think, for the implementationReof
monetary policy.
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The second drawback of zero interest-bearing reserves stems from
the analogy with taxes. The tax is borne not only by the banks, but by
the depositors in the form of lower interest rates that they would
otherwise receive, and borrowers in the form of higher interest rates
that they would have to pay.
It would seem that payment of interest on reserves is almost an ideal
solution to the joint problems of Federal Reserve membership and the
misallocation problems of the required reserves tax. And I am almost
surprised that it receives the kind of attack that it has been
experiencing.
One Flaring problem,of course,in the proposal to pay interest on reserves is that it appears to be a windfall to the banks. Unlike the members of the panel that appeared earlier, I would argue that this is not
really a subsidy.It is the removal of a tax.
Second,I think it is possible to significantly diminish whatever appearance of a windfall there is by coupling the payment of interest on
reserves to the payment of interest on checking accounts. With interestbearing checking accounts and with competition between all financial
institutions,there is a very high probability that the payment of interest on reserves will be passed on to depositors in the form of higher interest on checking accounts.
Let me emphasize that I think NOW accounts ought to be legislated
in their own right. They provide another type of financial asset to consumers and that is good; choice is good. But it is especially appropriate for NOW accounts to be legislated alongside interest payment on
required reserves, given the problem of required reserves for Federal
Reserve membership.
Let me turn to the question of free services versus explicit interest
payments which you heard about earlier today as well. As soon as explicit interest payments are paid on reserves and on checking accounts,there will be explicit service charges, and that is clearly a more
desirable state of affairs. Many of us would prefer cash to the services
rendered. We could always buy the services. Second, by charging an
explicit price for the use of specific services, there's an incentive to
economize on scarce resources.
Let me just briefly touch on the shortcomings of the proposed
legislation.
First, it makes little sense—in fact, no sense at all—to tie the interest
payment on reserves to whatever loss in revenues accrues to the Treasury. From the arguments presented, it seems that the most importan
thing about reserves is the opportunity cost; namely,that they bear not
interest. In order to minimize this burden, and to maintain Federal
Reserve membership, the interest rate on required reserves ought to
be set in some relationship to Treasury securities. The tax loss ought to
be made up elsewhere. Taxes ought to be levied according to congressional concepts of fairness and equity, and not in a haphazard or often
capricious manner.
Second, it doesn't make sense to limit interest-bearing checking accounts to the format conforming to NOW accounts. There is every
reason to permit the payment of interest on any form of
account. In particular, small business firms—and large ones,checking
for that
matter, ought to have the same opportunity for gain as individua
ls.
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I think that small businesses will be the ones to be hurt most by limiting the legislation to NOW accounts.
Senator MCINTYRE. Say that again.
Dr. SILBER. I think small business firms will be most severely hurt
by limiting interest payments to the format conforming to NOW accounts since, as I understand it, small businesses would not be able to
hold NOW accounts.
Senator MCINTYRE. Let's start out with individuals and nonprofits,
I believe.
Dr. SILBER. But small business firms are the ones most closely tied
to the kind of credit extended by banks. They are the ones who fresiuently have to hold compensating balances. I think it is a mistake to
limit interest-bearing checking accounts to individuals. Small businesses ought to have the same kind of choice, namely, a free checking
account or an interest-bearing account with service charges.
Last, let me repeat something I am sure you have heard many times
before. I think regulation Q ought to be phased out. I don't think
there is any need for further study. This is an issue which has probably been studied more than any other issue that has come under the
question of financial reform. It is time to drop it. Those that are burdened most by regulation Q are small depositors with little financial
expertise. I don't understand why we should continue such discriminatory regulations.
Thank you.
[The complete statement follows:]
TESTIMONY BY WILLIAM L. SILBER, PROFESSOR OF ECONOMICS AND FINANCE, NEW
YORK UNIVERSITY
The two main provisions of the proposed legislation—the payment of interest
on required reserves by the Federal Reserve System and the legalization of NOW
accounts, in effect permitting interest payments on checking accounts—are desirable changes in existing regulations. It is also appropriate that these two alterations be implemented simultaneously since the distortions produced by
both types of interest rate prohibitions are closely related. I will begin with
an evaluation of the problems associated with required reserves imposed on member banks of the Federal Reserve System and then show why the payment of
interest on reserves is the best solution. The connection with payment of interest on checking accounts will become readily apparent.
INTEREST ON REQUIRED RESERVES
Commercial banks that are members of the Federal Reserve must hold reserves in the form of a deposit with their regional Federal Reserve Bank or
vault cash. The Federal Reserve Banks are not permitted to pay interest on
reserve balances. Required reserves are like a tax on bank earnings since there
is a zero return on the fraction of deposits held as reserves. The most direct
effect of zero-interest bearing required reserves is a strong incentive not to be
a member of the Federal Reserve System. By operating under a state, rather
than national, charter a bank is subject to state determined reserve requirements,
which are usuany lower than the Federal Reserve's and in some cases can be
in the form of interest bearing securities. The induced decline in Federal Reserve
membership reduces the precision with which the Fed can implement monetary
policy.
The second drawback to zero interest bearing reserves is directly related to
the analogy with taxes. While this tax is levied on banks that are members of
the Federal Reserve, the burden of the tax is borne not only by the banks but by
their customers as well. Depositors receive lower interest rates than they otherwise would and borrowers are charged more. Moreover, the burden is borne primarily by those borrowers and depositors that have fewest alternatives, such as
small businesses.
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An oft-proposed solution to the Federal Reserve membership problem is that
all commercial banks (or financial institutions, in general) should hold zerointerest bearing required reserves in proportion to their checking account liabilities. This would eliminate the incentive to drop out of the Federal Reserve
System, but it would exacerbate the special tax on banks (or all financial institutions). The burden of the tax would be borne by borrowers and lenders of all
banks (or financial institutions) while those who could borrow and lend in the
open market directly would escape.
At the opposite end of the spectrum, there have been proposals to eliminate
required reserves entirely. This would remove the burden of the special tax on
banks as well as reducing the incentive of member banks to leave the Federal
Reserve System. The main drawback, however, is that without required reserves,
the execution of monetary policy would be more difficult; not impossible by any
criterion, but more difficult in the sense of increasing the uncertainty of the
impact of a Federal Reserve open market operation.
It seems, therefore, that the payment of interest on required reserves is an
ideal solution to the joint problems of Federal Reserve membership and the tax
distortions of reserve requirements. If things were that simple, however, the
proposed legislation should have been long since enacted. There are a number
of arguments that can be marshalled against this proposal and it is to these
matters which I now turn.
APPARENT DRAWBACKS AND THE ROLE OF NOW ACCOUNTS

Payment of interest on reserves appears to be a windfall gain for banks.
Banks don't usually qualify for government giveaway programs. Without arguing
the merits of a "help the bank" program, it is possible to diminish significantly
the windfall to banks by coupling the payment of interest on reserves with the
payment of interest on checking accounts. This is just about what the NOW
account provisions of the proposed legislation accomplish.
As was emphasized above, part of the burden of zero interest on reserves is
borne by bank customers—both depositors and borrowers. The prohibition of
interest on checking accounts facilitates the shifting of the burden to depositors.
Interest bearing checking accounts together with competition between all types
of financial institutions makes it highly likely that much of the gain of interest
payments on reserves will be passed on to depositors in the form of interest on
checking accounts. NOW accounts should be legalized in their own right. They
provide another type of financial asset to consumers. But it is especially appropriate for NOW accounts to be legislated alongside the payment of interest on
required reserves.
There is a second drawback to the payment of interest on required reserves—
namely, the fact that the Federal Reserve will turn over to the U.S. Treasury
less interest income on its holdings of government securities. This will reduce
Treasury revenues and necessitate measures to make up the shortfall. I do not
think it important to dwell on how large the reduction in Treasury income will
be. As the legislation is currently written it will be very small, in view of the
limitations imposed on the interest payments on reserves. This limitation makes
little sense, however, in light of the arguments presented thus far.
The concept of taxation by regulation has come under increasing attack in
recent years. If taxes must be levied it is better that they conform directly to
Congressional concepts of fairness and equity rather than being distributed in a
hidden and often capricious manner. In other words, it is better that tax rates be
increased (or loopholes plugged) rather than levying the implicit tax of zero
interest bearing required reserves whose burden is distributed in a haphazard
manner among bankers, borrowers and depositors.
"FREE" SERVICES VERSUS EXPLICIT INTEREST PAYMENTS

There is another argument against the payment of interest on reserves, namely,
that holding zero interest bearing reserves is payment for the services rendered
by the Federal Reserve to member banks. These services include use of the discount window, check collection, wire transfers of funds and others. In a similar
vein, it is argued that depositors receive income-in-kind in the form of check
clearing when they hold zero-interest bearing demand deposits.
These arguments should not dissuade Congress from eliminating the restrictions on interest rate payments. As soon as explicit interest rates are paid on
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reserves and checking accounts there will be explicit charges for services
rendered. This is clearly a more desirable state of affairs. Implicit payments in
the form of services are inferior on two grounds. First, some of us (banks included) may very well prefer cash to services rendered, especially since we can
always choose to buy the services rather than having them foisted on us via legal
prohibitions. Second, by charging an explicit price for the use of specific services,
there is an incentive to economize on scarce resources. In particular, at the
present since check collection is "free" to member banks, there is a reduced incentive to economize on the resources devoted to such tasks. Similarly, individuals have little incentive to economize on the use of checks when they are not
charged explicitly. The regime of explicit interest payments with charges imposed for specific services is superior to the world of zero interest payments in
exchange for implicit services.
It is possible, of course, that some bank customers would prefer a zero interest
bearing checking account with the associated right to unlimited checking facilities. The proposed legislation will not prohibit such accounts. It will simply provide an alternative to those willing to economize on checking services.
SHORTCOMINGS OF THE PROPOSED LEGISLATION

The main deficiencies of the proposals under consideration are that they do
not follow through to their logical conclusions. It makes little sense to consider
the loss to the Treasury of the United States in deriving the appropriate interest
rate on required reserves. From the arguments presented thus far, it seems that
the most important consideration relates to the opportunity cost of required
reserves. In particular, in order to minimize the allocative burden of reserve requirements and to stem the attrition in Federal Reserve membership, the interest rate on required reserves ought to be set in some relationship to shortterm Treasury securities. In addition (but less important) most calculations
show that the impact of such a proposal on Treasury revenues would be relatively small, especially if the fhduced tax yield of NOW accounts is considered
on the other side.
It also does not make sense to limit interest bearing checking accounts to the
format conforming to NOW accounts. There is every reason to permit the payment of interest on any form of checking account. In particular, small business
firms (and large ones for that matter) ought to have the same opportunity for
gain as individuals. Viewed from a somewhat different vantage point: why
should a bank's payment of interest on demand deposits vary directly with its
number of consumer as opposed to business accounts?
The last provision of the proposed legislation extends the authority to prescribe interest rate ceilings under Regulation Q until December 15, 1979. While
the Administration justifies the extensions in terms of providing sufficient time
to study the impact of eliminating Q ceilings, there really is little need for further
study. I would be remiss in my obligation if I did not register a strong appeal
to drop entirely ceilings on deposit rates at financial institutions. Those that
are burdened most severely are the small depositors with little financial acumen.
Why retain such discriminatory regulations?

Senator MCINTYRE. Very good.
Let's hear from Prof. James Duesenberry, please.
STATEMENT OF JAMES S. DUESENBERRY, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY
Professor DUESENBERRY.I will try to be very brief.
Let me first reinforce what I think almost everyone has said, that the
introduction of NOW accounts—in fact,of any of a variety of forms of
paying interest on transactions funds—will be beneficial to the public
as a whole.
The present system is very inefficient in three ways. You have heard
the statment about the overuse of checks that Mr. Phillips made very
well.I agree entirely with that.

I
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It is also inefficient in a second way,because the gap between the cost
of demand deposits, even with free services, and the potential earnings, encourages banks to go in for excessive promotion. excessive
branching, giveaways, all sorts of wasteful activities to get those
accounts.
There is a third way which has not been mentioned yet. That is that
under the present system, or in States which do not have NOW accounts, those people who are fairly sophisticated and wish to obtai
interest on their funds spend a lot of unnecessary time and troub n
le
shifting back and forth between savings accounts and demand
funds.
I have a NOW account now. Before I had it, I was always invol
in some bank-by-mail affair, shifting from my savings account ved
to my
demand deposit account. Once in a while I goofed up and
to take
the subway down to the Five Cents Savings Bank and gethad office
r's
check so I could cover my demand deposit checks at the Harvan
ard
Trust
.
That's all over now. I save a lot of trouble. I think there
must
.
be
quite a lot of people that would save a lot of trouble.
This is something
which is a genuine free lunch. It is an inefficiency. Remo
ving it will not
cost anybody anything.
However, it is true that if banks are going to pay
on deposits, somebody will have to pay for most ofa lot more interest
as coming from three sources. First, there are some it, and I see that
will be additional competition and where,for insta areas where there
tion may compete with a commercial bank, and nce, a thrift institupermanently come out of bank profits in situations so some of it may
where the bank has
previously had a monopoly of a certain kind
of business in a limited
area.
Second, there will be some saving by the elimi
ing promotion and so on that I mentioned befor nation of the branche.
In connection with Dean Phillips' remar
ably becomes much more important as weks, that consideration probing, because we will probably have a more move into electronic bankefficient electronic banking
system if banks are paying interest on trans
action balances and also
making service charges.
Now finally, of course, banks will make
service charges. I would
suppose that if we would adopt this legisl
ation, that we will ultimately
be moving toward a system in which retail
banking will be done by
what are now commercial banks,S.& L.'s,
mutua
l savings banks, all operating in a somewhat similar way. The
will
all
be offering different
kinds of packages of accounts with
vario
us
syste
ms of minimum balances, free checks, accounts with full
and everything else in between, and eachinterest, full service charges,
consumer will find the thing
which is most to his advantage, and I
think this will increase the efficiency of the system.
Let me turn briefly to some of the
other issues. There is the question,
first, of the imposition of reserves. It
does seem to me quite important
that there should be reserves—a
nd I would say reserves at Federal
Reserve banks on all transactions,
that is on all accounts subject to
checks.
They should be the same for all
practical purposes, NOW accountskinds of institutions, because for all
will be money. They won't be any
different from any other kind of mone
y. Checking accounts ultimately
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are a substantial part of the total money supply. We don't know how
much we will convert to NOW accounts. In the end, I suppose a very
sizable amount.
I see no reason why they shouldn't be reserves, and I see no reason
they shouldn't be reserves held in the same way as all other reserves.
That does not imply supervision by the Federal Reserve. It does not
imply membership in the Federal Reserve in any other sense.
I do think that if you envisage that very substantial parts of what
is now covered by commercial bank checking accounts may shift into
other institutions, then the proportion of total money supply subject
to Federal Reserves will be substantially reduced unless reserves are
required for NOW accounts everywhere.
I don't say you can't operate without that, but it is my impression
that foreign banking systems, which have rather loose reserve requirements, have more difficulty in controlling their money supply than we
do.
I think we have a fairly good thing going in the present system, and
I don't really see any strong reason for departing from it.
As to the question of interest on reserves,I agree with those who have
said that reserve requirements are a tax. Of course, it is true that the
Federal Reserve creates reserves by buying securities in the first place.
Those reserves go, in the first instance, to any institution, member or
nonmember, which happens to have the deposits of the seller of the
security.
It then turns out that it is only a member bank which has no hold
on them. They should be regarded as essentially a tax.
So I don't see any ethical problem, so to speak, in paying interest on
reserves. Whether that is the best way to solve the membership problem,
I am not clear. A much better way might be simply to require everybody to hold the reserves, have access to Federal Reserve clearing facilities, possibly both pay interest and make service charges. But I don't
see anything radically wrong with the present proposal if that turns
out to be a proposal which is a workable one.
I think probably it would be desirable to apply the interest payment
to all reserves rather than to just reserves against NOW accounts,
because if there is anything in the membership argument, there is no
money in it if it is only going to be NOW accounts, particularly in
the transition period which is very difficult while NOW accounts are a
very small part of the total amount of the total bank deposits.
I believe it is correct, as was said in the earlier panel, that NOW
accounts are only the last straw. I think you said that yourself, Senator. Banks having competing problems have been sharpening the
pencils, asking themselves the question "how can we save a little
money ?" One more source of cost to them made them move a little
faster than otherwise.
As Mrs. Greenwald said, banks had been leaving the New England
district Federal Reserve membership well before NOW accounts were
introduced. That's perhaps because we have in New England the most
competitive banking environment.
I guess my final word should be that if you extend NOW account
privileges to the thrift institutions nationally, they will all become
more competitive than they now are. That will be a good thing.
[Complete statement follows:]

783
TESTIMONY OF JAMES S. DUESENBERRY, PROFESSOR OF ECONOMICS, HARVARD
UNIVERSITY
I appreciate this opportunity to testify on behalf of S. 1664. The proposed
legislation will, if enacted, make a significant contribution to the efficiency of
our banking system and to the rational pricing of banking services.
1. The present system makes a sharp distinction between demand and savings
deposits and prohibits interest payments on demand deposits.
2. The rising trend of interest rates has made these arrangements progressively
more cumbersome and inefficient and has encouraged the development of various ad hoc devices which erode the distinction between demand and savings
deposits. These developments have already been discussed in testimony by
Chairman Burns and others.
Corporations have been shaving their demand balances by active liquidity management for many years. Wealthy and sophisticated individuals can obtain interest on funds held for transaction purposes by shifting back and forth between
savings and demand deposits but the arrangements for doing so are inefficien
t
and impose unnecessary costs on both depositors and financial institutio
ns.
Nonetheless the competition for deposits inevitably leads to the spread of
new
arrangements which erode the distinction between savings and demand
deposits.
We are witnessing a gradual and inevitable transition toward payment
of
explicit interest on demand deposits. But under present arrangements that
transition inevitably discriminates between large and small depositors and
between depositors in different areas of the country and confuses the meaning
of
the monetary aggregates. The present legislation would, if enacted, provide for
an orderly transition to a more equitable and efficient system in which explicit
interest would be paid on consumer demand deposits. The new system
would
also lead to more rational pricing of bank services.
3. Ever since the prohibition of interest on demand deposits in
1933, banks
have paid implicit interest on demand deposits by providing checking
at less than full cost. Under the present system the amount of implicit services
interest
received by depositors depends on account activity rather than size
of balance.
If explicit interest is paid on NOW accounts banks will ultimately have
to recoup
the cost by increasing service charges. The result will be a gain
to depositors
with large balances and low account activity and a loss to those
in the reserve
position. But the efficiency of the system will be increased because
consumers
paying service charges will have an incentive to reduce the use of checks.
Moreover, since the marginal profitability of demand deposits will
be reduced, banks
will have less incentive to compete by advertising, promotio
ns and excessive
branch development.
These changes should facilitate the development of electronic banking
on a
basis which will provide convenient services to customers at minimum
cost.
4. The proposed legislation also has important implications for the
competitive
position of thrift institutions vis-a-vis commercial banks. If ceiling
rates on NOW
accounts are set at the same level for all institutions, thrift instituti
their presen rate advantage. However, they will gain by acquiring ons will lose
the "one stop
banking" advantage now available only to commercial banks.
Moreover, to the
extent that a greater proportion of their liabilities are held
poses, their deposit volume may become more stable. The for transaction purproposed legislation
will not solve all the problems of the thrift institutions but
it should on the
whole strengthen rather than weaken their position.
5. The proposed legislation also provides for important changes
in bank reserve
requirements. NOW accounts are money for all practical
purposes. Effective
monetary control requires that NOW accounts should be
subject to reserves. I
see no reason why those reserves should not be held at
whether they are for the account of member banks, Federal Reserve banks,
non-member commercial
banks or thrift institutions. That is especially true if
Federal Reserve clearing
facilities are porvided for all NOW drafts since the
reserve account of a nonmember institution would also serve as a clearing account.
6. The bill provides for the payment of interest
on bank reserves. The purpose
of this provision is (1) to offset the impact
of
bank profits during a transitional period when increased interest payments on
banks
still under pricing their checking services, (2) paymentwill pay interest while
of interest on reserves
will reduce the incentive for banks to leave the
Federal
erosion of system membership does complicate monetary Reserve system. The
control and in addition
makes an increasing number of relatively large banks
dependent on correspondents as lender of last resort.
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This is a somewhat makeshift expedient. It would be better to require all
institutions providing checking services to hold the same reserves and have access
to Federal Reserve lending and clearing facilities. (Choice of supervisory agency
is a separable issue.) It would also make sense for the Federal Reserve System
to pay interest on reserves and charge for services.
In view of the legislative history a larger reform seems impractical. The
present proposal solves some problems and moves in the right direction. Other
witnesses have testified as to the net cost to the treasury but after allowance for
taxes collected from banks and households receiving interest, they do not seem
unduly large.
7. The bill leaves many financial reform issues untouched but it does deal
constructively with some major problems and I urge you to support it.

Senator MCINTYRE. That will be a good thing?
Prof. DITESENBERRY. Yes.
Senator MCINTYRE. Dr. Silber, you have been shaking your head
quite a bit during this testimony of Dr. Duesenberry. Why?
Dr. SILBER. The only amendment I would make is that I think the
payment of interest on reserves is a far superior solution to the Federal Reserve membership problem than requiring reserves across all
banks or across all kinds of checking accounts. It is a far superior
solution because at the same time that it solves the membership problem, it also solves the tax problem—and creates a tax problem for the
Treasury—in that regulation of required reserves at zero interest is a
tax on the banks. I don't think that the Congress legislated that tax
on purpose. If they didn't, we should not have it.
Senator McINrt-RE. Well, I will begin the questioning.
Prof. DITESENBERRY. I think I advocated both. I advocated that all
checking deposits should be subject to reserve, but I also suggested—
I am perfectly willing to see some interest paid because it will turn
out in the transitional years when there's the most difficulty with costs
for competing banks that the amount of reserves that's involved in
the NOW accounts is going to be small, so that this is an additional
point.
Senator MCINTYRE. Very good.
Professor Pierce, to what extent would your proposals help the
Fed membership problem?
Dr. PIERCE. It depends upon what you mean by the membership
problem. To me, as an economist, the only membership problem has
to do with the ability of the Federal Reserve to impose reserve requirements on banks.
Senator McIrrrYRE. Does that mean turn it around? The complaint
is they are losing membership. How would your proposals turn that
around and put the membership bank up to where Mr. Burns and
his group at the Reserve would be happy?
Dr. PIERCE. That's the point I am trying to make. I don't think
it is either becoming or necessary for the Federal Reserve to engage in
membership drives. It so happens the Federal Reserve Act was set in
such a way that these institutions were called members.
It would have been quite conceivable to simply have the central
bank possess the authority to impose reserve requirements on banks,
period, and never have the concept of membership at all.
What my proposal would do would be effectively to increase membership in the sense that a very large number of institutions will get
into the money-creation business through NOW accounts, and they
would come under reserve requirement control. By "a large number,"
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I mean all the insured mutual savings banks,savings and loan associations, and credit unions in this country. That's a lot of "members."
They are not called members now, and insofar as Federal Reserve
ability to regulate and control these institutions, no,they are not members. As an economist, I don't care. What I care about is the ability
of the Federal Reserve to impose reserve requirements on these
institutions.
In my mind, from an economic point of view—and a monetary
policy point of view—it does solve a great deal of the "membership"
problem. I would be delighted as a central banker to gain 10,000 firms
with reserve requirements and lose two, which is essentially what
would happen.
One gets all hung up on this term "membership." One has to ask
the .Federal Reserve what it is trying to accomplish by trying to
retain or increase the number of members. Are they trying to do it
because of reserve requirement control? Or are they trying to do it
for other reasons? If it is for other reasons, I would like to hear what
they are.
Professor DITESENBERRY. Senator, I think I can give you what the
other reasons are. I think they are separable issues. Money supply
control is solved by requiring everybody to have reserves and keep
them at the Fed, as Professor Pierce suggested. That doesn't have
anything to do with any other aspect of membership.
There is an additional consideration. That's the lender of last resort.
The banking commissioners deprecated that problem, but I think the
fact is we are developing a situation in which quite a lot of mediumsized banks and banks that are $250 to $300 million banks have to rely
on their correspondents as the lender of last resort.
We have been very fortunate that we have had relatively few failures in this country, but I don't know how we would have coped with
the Franklin National case had they not been members—we would
have possibly found some cumbersome device by which the Fed would
have lent to some other and worked around it.
I think there is a good deal of sense in the notion that we should
not pyramid the lender of last resort function and have one set of medium-sized banks depending upon their large city correspondents when
they are in trouble and then find that maybe once in a while—and this
is a thing that happens only once in a while—the large city correspondent happens to be in trouble at the same time that some of its
correspondents are in trouble. So it is a significant consideration, but
it is entirely separatebl from the question of controlling the money supply through controlling the reserve base.
You can solve the money supply question by requiring everybody to
have reserves.I would urge you to do so.
There is this separable question which is of less clear-cut importance, I think, because these events are always so rare as to what proportion of the banking system should be members.
We have obviously long ago accepted the fact that 50 percent of the
banks with about 20 percent of the deposits need not be members and
no harm done. Where you draw the line, what size bank do you think
really ought to have direct access to the window? is a question—an
arguable question.
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This interest payment solution seems on the whole to be a positive solution that won't do any harm, and it does contribute to that
membership problem as well.
Senator McIxTYRE. Given an emergency,it is my understanding that
the discount window of the Fed is open to nonmembers?
Professor DITESENBERRY. Yes, sir, it is. But I think that the whole
processes are quite cumbersome in that kind of event.
The Fed's responsibility, where it has not supervised a bank, raises
all sorts of problems. Having served on a board of directors which,
fortunately, did not have any really bad cases—but nonetheless had a
few near misses—we went through considerable discussions as to exactly what would be done in the event of any kind of a problem. It
looked to me like it was a lot more difficult for the nonmembers than
for the members.
Dr. PIERCE. May I respond to that a little bit?
It came up not only today but in the testimony yesterday. The Federal Reserve, I think, in essence is saying, yes, we can solve the membership problem by simply imposing reserves; but no, you can't solve
the problem of availability to the discount or access to the discount
window. Therefore, we need new members.
I just don't agree.
If the current machinery is too cumbersome for the Federal Reserve
to be able to lend to a nonmember bank in an emergency situation, then
the Federal Reserve ought to be up here asking for the legislation to
be changed rather than saying the only way that we can accomplish
lending to nonmember banks in an emergency is to make them
members.
I just don't understand the logic of that proposition. The law states
what eligible assets are. The Federal Reserve knows what those assets
are. They can certainly have agreements with State bank supervisors
as to what those assets are and how they are going to be used. I have
no objection personally to having the Federal Reserve lend to nonmember banks. If you want a lender of last resort, it should have nothing whatsoever to do with the charter of the institution.
Senator MCINTYRE. Mr.Phillips, did you want to comment?
Dean PHILLIPS. Yes;I do, very briefly.
There should not be confusion—and I think the other panel itself
would agree with me—that in a system where reserves are in fact required at certain percentage levels, those reserves cannot be used for
the bank that is in difficulty. So that access at the window,as Dr. Pierce
suggests, may be important, or some sort of a lender of last resort
may be important.
In the absence of regulated or legislatively mandated required reserves, however, with interest on the reserve balances, the reserves can
be used in a way that is analogous to the way banks now use their secondary reserves. They can be pulled down by the bank itself if it feels
necessary. It provides much more flexibility to use the bank's own assets as a way of meeting its difficulties.
Senator MCINTYRE. I will leave this subject and move on.
Professor Silber, you state on page 3 it is not wise to dwell on how
large the reduction in Treasury income will be. You say, "As the
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legislation is currently written it will be very small,in view of the limitations imposed on the interest payments on reserves."
Is your idea of $600 million very small?
Dr. SILBER. It's relatively small compared to total Treasury
revenues. I don't know if it would be possible to translate it into an
across-the-board increase in the tax rate required to make that up. It
would probably be of the order of magnitude of some fractions of a
percentage point. But let me say that what I think is most important
is that if Congress wants a special tax on banks, they ought to be
taxed directly. Why do it in a regulatory form that makes little sense?
I don't see the Treasury's argument about revenue loss as important.
Senator MCINTYRE. You seem to talk about tax required or borne by
member banks to these reserves that are required. What happens to
your tax? Does your tax theory stand up when you take into account
the value the banks receive in Federal services?
Dr. SILBER. Well, they certainly do receive services, but I am sure
there would be quite a few banks which would rather pay for those
services directly and take whatever interest payments they get or they
could get on those reserves. It's far more efficient to have services paid
for directly than to have them paid for implicitly without prices as
a rationing device. Just like you or I would probably economize on the
writing of checks if we have to pay for them (getting interest on our
checking account instead) so too would banks economize on their clearing charges and their clearing costs if in fact they were charged for
them. That is a net gain to everyone. As Professor Duesenberry said,
that is a free lunch. You introduce the price mechanism.
Senator MCINTYRE. Professor Pierce, what are the advantages of
special Treasury securities? Why don't we just provide for a market
rate of interest on reserves? This too would remove discretion from
the Fed and would seem to be a simpler process.
Professor PIERCE. Yes; it is. But I was trying to take the objectio
raised by institutions into account. In the first place,I think there isns
a
distrust on the part of nonmember institutions of the Federal Reserve.
They fear they will fall into the Fed's clutches.
I was trying to come up with a method that would give them
tangible proof that the Government had entered into an agreeme
nt
with them. There would be a security that was issued against
required
reserves. Each member would have a pro rata share of that
physical
asset as opposed to a promise on the part of either the Federal
Reserve
or the .Treasury that interest is going to be paid. It
would
attractive because such instruments would bear an interest also be
the interest rate would be stated on the instrument. Again, rate and
they would
know.
It is my feeling that if the Treasury is able to issue special
to the Kuwaitis and to other institutions in foreign countrie securities
probably do the same thing for banks. It is not a difficult s, they can
thing and I
think has important psychological ramifications.
In terms of the economics of it, yes,it doesn't add
anything over and
above paying them interest. That's right.
Senator MCINTYRE. There is a question we would like
the panel to
respond to briefly.
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Our time has begun to run out.
Gentlemen, Dr. Phillips suggests interest be paid on all reserve
balances held by the fund with discretion to control—let me start
again.
Dr. Phillips suggests that interest be paid on all reserve balances
held by the Fed with discretionary control over the rate base on
Fed policy objectives. He suggested that the rate paid on reserve
balances could then replace the discount rate as a signaling device
to indicate the attitude of the Fed with respect to monetary conditions.
Moreover, if the Fed felt that monetary conditions required a tightening of credit, the rate on reserve balance could be raised. The loosening
of credit,would then have opposite effects. Do you believe that the
interest rate on reserves should be discretionary with the Fed?
Dr. Silber?
Dr. SILBER. I wouldn't want to tie this legislation to a change in the
fundamental tools that monetary policy uses to expand or contract
credit. I think they are fine as is, left alone. I do think that the interest
paid on reserves ought to be tied to the opportunity cost of those reserves, which is in fact the Treasury bill rate. I don't say it should
be equal to the Treasury bill rate and I don't say it should be paid on
all reserves, perhaps just those reserves that are in excess of what
banks would normally hold for transactions purposes. So,I don't think
there ought to be discretion, but I do think the rate paid ought to be
tied to some market rate.
Senator MCINTYRE. Professor Duesenberry, as brief as you can, sir.
Professor DITESENBERRY. I think we have a conflict between a political problem with respect to the nonmember banks, raised by Professor
Pierce, and a monetary management approach. From a monetary management approach, I would prefer a discretionary rate. That may not
be politically feasible in this particular connection. It may be that the
right answer is to introduce a low arbitrary legislative rate at this
point and reconsider at a later time the general issues of monetary
policy.
Senator MCINTYRE. Professor Phillips, in your statement, you do
not call for uniform reserves. You state if payments on reserve balances were adopted, minimum reserves could be, but need not be established for institutions which elect to hold deposits at the Fed. How
then do you respond to Professor Pierce's suggestion that in light of
the fact all types of depository institutions will be offering NOW's,
uniform rules are essential on that. Otherwise the Fed would be faced
with a greater problem than that posed by attrition in membership.
DEAN PHILLIPS. That is a difficult question to answer with the time
constraint. In fact, Dr. Pierce and I are going to meet after the session
to discuss it further.
Very briefly, the way I would see the banking system developing;,
especially again in the EFT framework, we will have a smaller number of large banks belonging to the system, receiving interest on their
balances and those banks operating through essentially a modern
analogue of correspondent banking system as the clearing mechanism
for other banks in their corresponding system.
Banks would charge their correspondents for transactions and services that are being rendered as well as interest on balances which the
nonmembers kept with corresponding banks the Federal Reserve in
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turn would provide a clearing of the interest effect. There is a significant impact from membership lost. I haven't checked out the
arithmetic to see if it's exactly right.
Dr. SILBER. I don't know if I agree. I am not sure I understand.
I think again, I don't see why interest on reserves ought to be set at
any other level than would be reflected—or than would take into account the opportunity costs of those reserves. That's a tax on the banks
which ought to be eliminated, and Congress, if it wants to tax the
banks,ought to do so explicitly.
Dr. PIERCE. Let me try to answer the explicit question and not get
into what Professor Silber was talking about. I haven't seen the calculations the Treasury or the Federal Reserve made. I tried to make
some myself this morning. If my calculations are correct, it would take
something like a $300 billion loss in deposits through membership attrition in order to lead to a "revenue loss of the Treasury" of 600
million,leaving the tax effects aside.
Senator MCINTYRE. Did you say billion?
Dr. PIERCE. It would take $300 billion in deposit loss—in other
words, the amount of deposits of banks that convert from members to
nonmembers would have to be $300 billion—before the revenue loss
to the Treasury would be $600 million. That's going to take forever.
It certainly is no basis for spending $600 million this year. We may
get of the interest effect. There is a significant impact from membership lost. I haven't checked out the arithmetic to see if it's exactly
right.
Dr. SILBER. I don't know if I agree. I am not sure I understand.
I don't see why interest on reserves ought to be set at any other level
than the opportunity costs of those reserves. Otherwise there's a tax
on the banks which ought to be eliminated. If Congress wants to tax
the banks,it ought to do so explicitly.
Dr. PIERCE. Let me try to answer the explicit question and not get
into what Professor Silber was talking about. I haven't seen the calculations the Treasury made for the Federal Reserve. I tried to make
some myself this morning. If my calculations are correct, it would
take something like a $300 billion loss in deposits through membership
attrition in order to lead to a "revenue loss of the Treasury" of $800
million,leaving the tax effects aside.
Senator MCINTYRE. Did you say billion?
Dr. PIERCE. It would take $300 billion in deposit loss—in other
words, that amount of deposits of banks would have to be $300 billion
to convert it from membership to nonmembership—before revenue loss
to the Treasury would be $600 million. That's going to take forever.
It certainly is no basis for spending $600 million this year. "We may
get up to $600 million in the year 2560, but it's certainly not going to
be this year. I don't understand the Treasury's logic. My calculations
are rough, but they have to be rough by a factor of a zillion in order
to come up with their conclusion. I just don't understand it.
Senator MCINTYRE. Professor Phillips?
DEAN PHILLIPS. I certainly agree with Bill Silber. My own view
is that the Treasury's proposal makes no sense, other than allowing
the Treasury to avoid the question of how they maintain some existing budget deficit in the event that a few hundred million dollars are
lost from the Treasury.
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Mr. Silber's point is a very good one, that the Treasury may be
maintaining what are essentially tax revenues from the present system, but it is a very inefficient tax. If we are going to tax people, let's
do it explicitly.
Senator MCINTYRE. Thank you.
Senator Proxmire.
Senator PROXMIRE. Dr. Pierce, couldn't the Fed's ability to conduct
monetary policy be adequately protected, if mandatory reserve requirements were applied only to those nonmember banks above a certain size,say $500 million in deposits?
Dr. PIERCE. In my judgment, yes. I don't see any reason for imposing reserve requirements on the thousands and thousands of tiny banks
in this country. I think your observation is correct, although I don't
know if the cutoff point should be exactly $500 million.
Senator PROXMIRE. We haven't really pushed these options as hard
as we should.
Dr. PIERCE. I think that is correct.
Senator PROXMIRE. Professor Silber, you said in your statement
that the decline in Federal Reserve membership reduces the precision
with which the Fed can implement monetary policy. That is an important issue because, of course, monetary policy is so vital. Is that
really so? If the Federal Reserve has the data it needs, data on deposit limits and reserves, and if uniform reserve requirements are
established on NOW accounts, and if the reserve requirements on
State nonmember banks were to become more uniform in structure
and form, then would the Federal Reserve have any reduction in its
precision of monetary policy controls when the banks leave the Federal Reserve System?
Dr. SILBER. I have to digest all the parts of that one. I don't think
it is a question of membership. I don't care whether they are members
of the Fed or not. I do care whether they have to hold reserves.I think
it is important that they do have to hold reserves.
Senator PROXMIRE. This bill requires mandatory reserves, uniform
reserves on NOW accounts for everybody.
Dr. SILBER. I think that is appropriate. The important factors for
the execution of monetary policy are that reserves be held and that
they be uniform, because that allows us to calculate fairly precisely
what the effect is, for example, of an open market operation.
I think that it is somewhat fanciful to expect that we will get more
uniform reserve requirements by various State banking commissions.
The earlier testimony this morning revealed that that would be very,
very unlikely. From that standpoint, I think that the uniformity of
reserve requirement aspects of membership are important, if not other
aspects of membership.
Senator PROXMIRE. I take it, both you gentleman,Professor Duesenberry and Mr. Silber, argue that the Federal Reserve should pay interest on all reserves held by Reserve banks; is that correct? They
haven't said how they plan to do this. They have offered no specific
plan. They want blanket authority.
Professor DIJESENBERRY. I think the important thing is that there
should be reserves, that you are then in a situation where the membership issue is one where the question is, how important is it to have
a lender of last resort?
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I think that is an issue that is of some importance. I don't have any
objection to their paying interest on reserves. I think there might be
some merit in it, but I don't really think that that is a vital feature.
Senator PROXMIRE. Couldn't it be argued also that the failure of the
Fed to pay interest on the reserves is a compensating balance for the
Fed's services? It does provide services without charge.
Professor DUESENBERRY. That is correct.
Senator PROXMIRE. If they unbundled those services
Professor DUESENBERRY. In my paper, I suggested the ideal situation would be for them to pay interest on reserves and charge for their
services.
Senator PROXMIRE. I agree with that. It would be a more efficient
system. You would have the market system working. People would use
or not use the services, based on their costs.
At the same time, maybe we can't do that. I just wonder if there is
not some logic in paying interest on NOW account reserves, that was
suggested by an executive of the Bank of America, and then viewing
the others the way we do now, that is, some kind of compensation for
the free services the Fed provides.
Professor DUESENBERRY. Paying interest on NOW accounts only,
will not,I think, do anything for the membership issue, particuarly at
the critical time. That is, at the time when there is the most pressure
on bank earnings.
The NOW accounts will still be growing, and I don't think that
will be that much of a concession. Now,it may be somewhat of a concession to the thrifts who will be asked to put up reserves for the
first time. So it may be of value in that connection, quite aside from
the membership issue with respect to commercial banks.
Senator PROXMIRE. Let me ask Professor Phillips and Professor
Pierce. You would agree we logically shouldn't separate this bill, so
we have title I that might include reserves paid on NOW accounts
as one item, and then a very urgent, but separate problem, of Fed
membership in title II that we should address separately.
Why should these two be tied together?
I get the feeling constantly that the Federal Reserve wants to
piggyback on NOW accounts. They are pretty popular now. They are
moving in very well. I don't see any logical connection.
Dr. PHILLIPS. Senator Proxmire, I am inclined to agree with you
strongly. They are not only separable. We could legislate with respect to nationwide NOW accounts bearing interest and ignore, I
think, the question of whether or not the Federal Reserve should hold
the reserves on those for a long time.
Senator PROXMIRE. Mr. Pierce?
Dr. PIERCE. Conceptually, I agree with you. I think it is piggybacking. There is no logical connection.
I made a joke last night if this had been a bill on subsidizing apple
production, you would see a title there that had universal membership
for financial depository institutions. I think this was fortuitous.
I think on the other hand, I would just raise a practical question
which I tried to address in an earlier question, namely, that Congress
attemtped last year to get universal NOW accounts, and it certainly
failed in the House.
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There may be enough support around to make one think that a bill
that only authorizes NOW accounts would pass this year. Certainly
you are in a better place to judge that than I am. What this bill has
that it didn't have last year is strong suppott on the part of the Federal
Reserve Board and the Treasury.
Senator PROXMIRE. I guess because the Federal Reserve and Treasury is supporting title II. It is also because we have a new administration. We have a President of the United States who supports NOW
accounts,I think. He indicated that. I think that makes a big difference.
Furthermore, I think that is more significant than Arthur Burns'
support. Maybe not.
Dr. PIERCE. What I am not sure about is how strong the Treasury's
support would be if Arthur Burns strongly opposed this bill. The only
justification for having the membership issue in this bill at all is that.
Otherwise,I think it ought to go.
Senator PROXMIRE. Thank you, Mr. Chairman.
Senator MCINTYRE.Thank you,Senator Proxmire.
Mr. Weber?
Mr. WEBER. Professor Duesenberry, very quickly a question that was
prompted by a comment Commissioner Greenwald made earlier. She
referred to the fact that the New England banks are in the forefront
of the Fed membership problem. Is it because they are a depressed
economy?
Is there any relevance to that? If so, to what extent would that be
contributing to Fed membership losses?
Professor DUESENBERRY.I think she was basically right.
I think there are two factors. One,New England has had a depressed
economy. Two, particularly in Massachusetts, I think the environment is much more competitive because we have very strong mutual
savings banks and some fairly strong cooperative banks as well as
commercial banks so that there's just a lot of competition there.
There was a lot of competition before NOW accounts and there is
even more now, so that has eprted pressure on bank earnings, and I
think particularly in some areas you have retail-oriented banks who are
up against a quite strong and active mutual savings bank which is
the situation which may be reproduced in other areas in the form of
strong S. & L.'s. I think both of those factors are relevant.
Let me just say something about the general question. There are
really two levels of the Federal Reserve membership issue. The bank
first has to make up its mind whether it is profitable or not to be a
member. It seriously has to sort of take action.
I think what has happened is that basically membership has not been
profitable to a large class of banks for a long time,but prestige,custom,
things like that make them ride along until suddenly they find that
they are under profit pressure. Then they look around for something
to do. That is it.
The underlying problem is the unprofitability of membership. Because if it were profitable to be a member, then competitive pressure
won't push you out.
Mr. WEBER. To ;follow up briefly, Commissioner Greenwald also
suggested that apart from the numbers game of how many banks have
stayed and how many banks have left the Federal Reserve System in
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Boston, nonetheless, the Federal Reserve Bank of Boston still controls
over two-thirds of the deposits in its district.
Professor DUESENBERRY. I think the figure is somewhere around
two-thirds.
Mr. WEBER. So its ability—the monetary policy question does not
come off as seriously as the numbers.
Professor DUESENBERRY. The figure has dropped nationally from 80
percent to, I think, about 75. In New England, it's dropped down to
something like two-thirds. It is really not a question of where we are
now, but where we may go.
On the reserves issue, if we have a bunch of thrifts with checking
accounts, then the proportion of checking balances that is subject to
reserves would be even smaller if we didn't require reserves in the
ordinary way.
Mr. WEBER. The last question for the panel.
Professor Pierce, perhaps I will ask you to respond first. I hope I
do justice to this.
If I understand the point Commissioner Greenwald was making
earlier, there is a school of thought which suggests that paying the
market rate of return on reserves is tantamount to having no reserves
at all in the sense that there is no incentive ,for a bank which is holding
reseves to open market operations—I am sorry—for a bank earning
the market rate on reserves to respond to market rate operations being
conducted by the Federal Reserve.
If I am getting a market rate on my reserve, if the Fed is trying to
sell me securities at the market rate, there is no incentive to respond
to them. Therefore, you are substantially undermining their ability
to conduct monetary policy.
Dr. PIERCE. I didn't understand her comment at all. Now I understand it a little bit.
I think the argument seems to be that normally when there is an
open market operation, banks find themselves with unwanted reserves,
and they would buy some assets, be it a Treasury bill, a loan, a mortgage, whatever.
For her argument to be true, you would have to say banks would
want to put all of their increase in deposits into either Treasury bills
or required reserves, assuming required reserves have the same interest
rate as Treasury bills.
That is not true. Banks don't hold that many Treasury bills. There
are more lucrative investments around. They will look at the return
they can get on reserves as opposed to the return they can get on commercial lending,or whatever it is they can do.
They will put a large percentage of the funds into 'mortgages, commercial lending,so on and so forth.
I don't think the argument is valid at all. It only applies for banks
that hold only Treasury bills.
Mr. WEBER. Professor Phillips?
Dean Purr_Lips. I tried to mention that in my first remarks. If it
were true—it is not true however—that if all the banks in the system
tried to increase their reserves they could succeed in doing so, then it
would be true that monetary policy, especially of open market operations, would no longer be effective. But this cannot happen. If an in-
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dividual bank or group of individual banks elects to hold more reserves
because of an attractive interest rate being paid by the Fed, in the
absence of some change in Federal Reserve credit, what one bank gains
in reserves, another bank in the system has to lose in reserves.
The Fed still has control over the reserve aggregate and hence the
aggregate of money.
Mr. WEBER. Any comment?
Senator MCINTYRE. Well, gentlemen, thank you very much for your
helpful testimony. We have now completed 15 hours on this. I guess
the staff has got something to work on here.
We do appreciate Professor Duesenberry and Dr. Silber and Dr.
Pierce and,of course, Dean Phillips,for being here and giving us their
excellent testimony.
Thank you very much,gentlemen.
You are all excused.
The hearings are adjourned.
[Whereupon at 1:09 p.m., the hearing was adjourned subject to the
further call of the Chair.]
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APPENDIX
9.5TII CONGRESS
1ST SESSION

S. 1664

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative day, MAY 18), 1977
Mr. MchnirRE (by request) introduced the following bill; which was read
twice and referred to the Committee on Banking, Housing, and Urban
Affairs

A BILL
To provide improved consumer deposit services; to promote
competitive balance among financial institutions; and to
enhance the effectiveness of the Federal Reserve System.
1

Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,
3

TITLE I

4

PAYMENT OF INTEREST ON DEPOSITS OR ACCOUNTS

5

SEC.

101.

Section 2 of the Act of August 16, 1973

6 (Public Law 93-100), as amended (12 U.S.C. '1832), is
7 further amended to read as follows:
8

"(a) A depository institution may permit depositors

9 or account holders to maintain negotiable order of with10 drawal accounts or share draft accounts.
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1
2
3
4
5
6
7
8
9

10
11
12

"(b) The term 'depository institution' means"(1) any insured bank as defined in section 3 of
the Federal Deposit Insurance Act;
"(2) any mutual savings bank as defined in section
3 of the Federal Deposit Insurance Act;
"(3) any savings bank as defined in section 3 of
the Federal Deposit Insurance Act;
"(4) any insured credit union as defined in section
101 of the Federal Credit Union Act;
"(5) any member as defined in section 2 of the
Federal Home Loan Bank Act; and
"('6) any insured institution as defined in section

13

401 of the National Housing Act.

14

"(c) The term 'negotiable order of withdrawal account'

15 means a deposit or account (1) on which payment of in16 terest or dividends may be made, (2) with respect to which
17 the depository institution may require the depositor or ac18 count holder to give notive of an intended withdrawal not
19 less than thirty days before the withdrawal is made, and
20 (3) on which the depositor or account holder is allowed to
21 make withdrawals by negotiable or transferable instrument
22 or other similar item for the purpose of making payments to
23 third persons or others. Such deposit or account shall consist
24 solely of funds in which the entire beneficial interest is held
25 by one or more individuals.
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1

"(d) The term 'share draft account' means a share ac-

2 count established at a credit union for an individual who is a
3 credit union member (1) using negotiable or nonnegotiable
4 drafts or other orders which are used to withdraw shares,
5 (2) which earns dividend credit, and (3) with respect to
6 which the credit union may require the account holder to
7 give notice of an intended withdrawal not less than 30 days
8 before the withdrawal is made.".
9

SEC. 102. (a) The first section of the Federal Reserve

10 Act, as amended (12 U.S.C. 221), is amended by adding

11 at the end thereof the following new paragraphs:
12
13

14
15
16
17
18
19
20

21
22
23
24

"The term 'depository institution' means"(1) any insured bank as defined in section 3 of

the Federal Deposit Insurance Act;
"(2) any mutual savings bank as defined in section
3 of the Federal Deposit Insurance Act;
"(3) any savings bank as defined in section 3 of
the Federal Deposit Insurance Act;
"(4) any insured credit union as defined in section
101 of the Federal Credit Union Act;

"(5) any member as defined in section 2 of the
Federal Home Loan Bank Act; and
"(6) any insured institution as defined in section
401 of the National Housing Act.
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1

"The term 'negotiable order of withdrawal account'

2 means a deposit or account (1) on which payment of inter3 est or dividends may be made, (2) with respect to which
4 the depository institution may require the depositor or ac5 count holder to give notice of an intended withdrawal not
6 less than thirty days before the withdrawal is made, and (3)
7 on which the depositor or account holder is allowed to make

S withdrawals by negotiable or transferable instrument or
9 other similar item for the purpose of making payments to
10 third persons or others. Such deposit or account shall con11 sist solely of funds in which the entire beneficial interest is
12 held by one or more individuals.
13

"The term 'share draft account' means a share account

14 established at a credit union for an individual who is a credit
15 union member (1) using negotiable or nonnegotiable drafts
16 or other orders which are payable through a bank and are
17 used to withdraw shares, (2) which earns dividend credit,
18 and (3) with respect to which the credit union may require
19 the account holder to give notice of an intended withdrawal
20 not less than thirty days before the withdrawal is made.".
21

(b) Section 2(a) of the Act of June 16, 1933 (Public

22 Law 73-66) as amended (12 U.S.C. 221a(a)), is further
23 amended by striking "and" and inserting after the words
24 "reserve bank" the following: ", depository institution, nego25 tiable order of withdrawal account and share draft account".
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1

SEc. 103. Section 19(a) of the Federal Reserve Act,

2 as amended (12 U.S.C. 461), is amended to add at the end

3 thereof the following: "In order to prevent evasions of the
4 interest rate limitations and reserve requirements imposed
5 by this Act, after consultation, the Board of Governors of the
6 Federal Reserve System, the Board of Directors of the Fed7 eral Deposit Insurance Corporation, the Federal Home Loan

8 Bank Board and the Administrator of the National Credit
9 Union Administration, are further authorized to determine

10 by similar regulation or order that an account or deposit on
11 which the payment of interest or dividends may be made is
12 a negotiable order of withdrawal account or share draft ac13 count where such account or deposit may be used to provide
14 funds directly or indirectly for the purpose of making pay15 ments or transfers to third persons or others.".

16

SEC. 104. (a) Section 9(j) of the Federal Reserve Act

17 (12 U.S.C. 371b), both as it appears in the Act of June
18

16, 1933 (ch. 89, sec. 11 (b), 48 Stat. 182, as amended),

19 and in the amendment made by section 2(e) of the Act of
20 September 21, 1966 (Public Law 89-597), is amended

21 by striking out the period at the end of the first sentence
22 and inserting in lieu thereof a comma, and adding the follow23 ing: "and negotiable order of withdrawal accounts and share
24 draft accounts, provided that the interest rates on negotiable

25 order of withdrawal accounts and share draft accounts shall
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1 be prescribed in consultation with a committee, the chairman
2 of which shall be the Chairman of the Board, or his designee,
3 and the other members of which shall be the Chairman of the
4 Federal Deposit Insurance Corporation, the Chairman of the

5 Federal Home Loan Bank Board, and the Administrator of
6 the National Credit Union Administration or their designees.
7 The rate ceiling established shall be uniform for all deposi-

8 tory institutions and shall be at a lower rate than the rate
9 prescribed for savings deposits at member banks. In the

10 event that the members of the aforesaid committee are un11 able to reach a majority decision on the rate ceiling for nego12 tiable order of withdrawal accounts or share draft accounts
13 within six months of enactment, the initial rate shall be
14 determined by the Board. The rate shall be changed there-

15 after from time to time only by majority vote of the Board,
16 the FDIC, Federal Home Loan Bank Board, and the Na17 tional Credit Union Administration. In prescribing the maxi18 mum rate of interest and dividends that may be paid on
19 negotiable order of withdrawal accounts and share draft
20 accounts, the agencies shall give due consideration to such
21 factors as monetary needs, benefits to consumers, safety and
22 soundness of depository institutions, and competitive balance
23 among depository institutions. Authority to prescribe limita24 tions on the rate of interest or dividends that may be paid by
25 depository institutions on negotiable order of withdrawal
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1 accounts and share draft accounts shall expire three years
2

after the effective date of this title. For a period of three

3

years after such expiration date, however, the agencies shall

4 be authorized only for that period of time to prescribe limi5 tations on the rate of interest or dividends that may be paid
6 by depository institutions on negotiable order of withdrawal
7 accounts and share draft accounts in accordance with the
8 provisions of this paragraph if a majority of the agencies deg termines that continuation or reimposition of such limitations
10 is warranted by the aforesaid factors used to determine the
11 interest rate ceiling.".
12

(b) Section 19(j) of the Federal Reserve Act (12

13 U.S.C. 371b), both as it appears in the Act of June 16, 1933
14 (ch. 89, sec. 11(b),48 Stat. 182, as amended), and in the
15 amendment made by section 2(c) of the Act of Septem16 her 21, 1966 (Public Law 89-597), is further amended by
17 adding after the sixth sentence the following: "However, for
18 a period of three years after the effective date of this Act,
19 depository institutions which are offering negotiable order of
20 withdrawal accounts and share draft amounts prior to the date
21 of enactment of this Act may pay interest on such accounts at
22 the rate the institutions paid on these accounts at that time
23 and may continue to offer these accounts to the same deposi24 tors having accounts at the date of enactment: Provided, how25 ever, That if, after the effective date, any such institution

802
8
1 lowers the rate of payment on these accounts, it may not
9

thereafter increase the rate to a higher rate than the uniform

3 rate set by the Board of Governors of the Federal Reserve
4 System, the Federal Deposit Insurance Corporation, the Fed-

eral Home Loan Bank Board, and the National Credit Union
6 Administration pursuant to this Act.".
7

(c) Section 18(g) of the Federal Deposit Insurance Act

8 (12 U.S.C. 1828(g)), both as it appears in the Act of
9 September 21, 1950 (ch. 967, sec. 2 (18(g)),64 Stat. 893,

io as amended), and in the amendment made by section 3 of
11 the Act of September 31, 1966 (Public Law 89-597), is
12 amended by striking out the period at the end of the second

13 sentence and inserting in lieu thereof a semicolon, and adding
14 the following: "except limitations on the rate of interest that
15 may be paid by insured nonmember banks (including insured
16 mutual savings banks) on negotiable order of withdrawal
17 accounts las defined in section 1 of the Federal Reserve Act
18 (12 U.S.C. 221) shall be determined as provided in section

19 19(j) of the Federal Reserve Act (12 U.S.C. 371b).".
20

(d) Section 4 of the Act of September 21, 1966 (Pub-

21 lie Law 89-597) as amended (Section 5B(a) of the Fed22 eral Home Loan Bank Act, 12 U.S.C. 1425b(a)), is
23 further amended by striking out the period at the end of the

24 first sentence and inserting in lieu thereof a semicolon, and
25 adding the following: "except limitations on the rate of
26 interest or dividends that may be paid on negotiable order
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9

of withdrawal accounts as defined in section 1 of the Federal
2 Reserve Act (12 U.S.C. 221) shall be determined as pro3 vided in section 19(j) of the Federal Reserve Act (12
4 U.S.C. 371b).".
5

(e) Section 117 of the Federal Credit Union Act, as

6 amended (12 U.S.C. 1763), is amended—

(1) by redesignating SEC. 117. as SEC. 117. (a) ;

7

8
9

and
(2) by adding at the end thereof the following new

10

subsection:

11

"(b) The Administrator may from time to time after

12 consulting with the Board of Governors of the Federal

13 Reserve System, the Federal Home Loan Bank Board, and
14 the Board of Directors of the Federal Deposit Insurance

15 Corporation, prescribe rules governing the payment and ad16 vertisement of interest or dividends on negotiable order of
17

withdrawal accounts or share draft accounts, including limita-

18 tions on the rate of interest or dividends, and this rate shall

19 be determined as provided in section 19(j) of the Federal
20 Reserve Act (12 U.S.C. 371b).".
21

TITLE II

22

RESERVE REQUIREMENTS AND EXPANDED DEPOSIT

23

POWERS

24

SEC. 201. (a) The last sentence of subsection (b) of

25 section 19 of the Federal Reserve Act (12 U.S.C. 461)
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1 is designated as paragraph (5) and that part of subsection
2 (b) that precedes that sentence is amended to read as
3 follows:

4

"(b)(1) Every member bank shall maintain reserves

5 against its demand deposits in such average ratio, not less
6 than 5 per centum nor more than 22 per centum, as shall be
7 determined by the Board: Provided, however, That in no

8 event shall the reserve requirement on any demand deposit
9 be less than 7 per centum for any member bank with net

10 demand deposits of more than $15,000,000.
11

"(2) Every depository institution shall maintain re-

12 serves which shall be at the same level for all depository
13 institutions against its negotiable order of withdrawal ac14 counts and its share draft accounts in such average ratio,
15 not less than 3 per centum nor more than 12 per centum,
16 as shall be determined by the Board.
17

"(3) Every member bank shall maintain reserves

18 against its time and savings deposits (other than negotiable
19 order of withdrawal accounts) in such average ratio, not less
20 than 3 per centum nor more than 10 per centum, as shall
21 be determined by the Board.
22

"(4) Every depository institution that maintains re-

23 serves pursuant to this section shall make reports concerning

24 its deposit liabilities and required reserves at such times and
25 in such manner and form as the Board may require.".
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1

(b) With respect to any depository institution that is

2 not a member of the Federal Reserve System on June 1,
3 1977, the required reserves imposed pursuant to section 201
4 of the Act against its negotiable order of withdrawal accounts
5 or share draft accounts on the effective date of this Act shall
6 be reduced by 75 per centum during the first year that begins
7 after the effective date, 50 per centum during the second
8 year, and 25 per centum during the third year.
9

SEC. 202. (a) Section 19(c) of the Federal Reserve

10 Act (as amended (12 U.S.C. 461 (c))), is amended by
11 changing "subsection" to "subsections"; by inserting "(1)
12 and (b)(3)" after "(b)"; and adding at the end thereof
13 the following: "Reserves held by any depository institution
14 to meet the requirements against its negotiable order of
15 withdrawal accounts and its share draft accounts imposed
16 pursuant to subsection (b)(2) of this section shall be in
17 the form of18

"(1) balances maintained for such purposes by

19

such depository institution in the Federal Reserve Bank

20

of which it is a member or at which it maintains an

21

account. However, the Board may by regulation permit

22

depository institutions to maintain all or a portion of

23

their reserves against their negotiable order of with-

24

drawal accounts or share draft accounts in the form of
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1

vault cash provided that such proportion shall be

2

identical for all depository institutions; and

3

"(2) balances maintained by a nonmember deposi-

4

tory institution in a member bank or in a Federal Home

5

Loan Bank provided that such member bank or Fed-

6

ral Home Loan Bank maintains such funds in the form

7

of balances in a Federal Reserve Bank of which it is

8

a member or at which it maintains an account. Bal-

9

ances received by a member bank from another deposi-

10

tory institution that are used to satisfy the reserve re-

11

quirements imposed on such depository institution by

12

this section shall not be subject to the reserve require-

13

ments of this section imposed on such member bank

14

and shall not be subject to assessment imposed on such

15

member bank pursuant to section 2 of the Federal De-

16

posit Insurance Act, as amended (12 U.S.C. 1817).".

17

(b) Section 19(c) is further amended by adding at the

18 end thereof the following: "Interest may be paid on re19 quired reserve balances maintained at Federal Reserve
20 Banks. The Board may establish the manner in which inter21 est may be paid on required reserve balances maintained at

22 Federal Reserve Banks, including limitations on the rates
23 of interest that may be paid: Provided, That the aggregate

24 interest that may be paid in any year on required reserve
25 balances may not exceed 10 per centum of the net
earnings
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in the previous year of the Federal Reserve Banks before
2 payment of interest on required reserve balances. In estab-

3 lishing such rates the Board shall give due consideration to
4 such factors as the effect on revenues of the Treasury of the
5 United States, monetary and financial conditions, safety
6 and soundness of depository institutions, competitive bal-

7 ance, benefits and costs of membership in the Federal Re8 serve System, the likelihood of membership attrition, and
9 other circumstances surrounding depository institutions.".

10

(c) Section 19(f) of the Federal Reserve Act, as

11 amended (12 U.S.C. 464), is amended by deleting "mem12 ber bank" and inserting in lieu thereof "depository institu13 tion".

14

SEC. 203. (a) Section 5 of the Home Owners' Loan Act

15 of 1933, as amended (12 U.S.C. 1464), is further amended
16 by deleting "savings" at each place it appears before "ac17 count" or "accounts".
18

(b) Section 5(b)(1) of the Home Owners' Loan Act

19 of 1933, as amended (12 U.S.C. 1464(b) (1)),is amended
20 by deleting the last sentence thereof and substituting the fol21 lowing: "An association may permit withdrawal or transfer

22 of deposits or accounts by negotiable order of withdrawal
23 as defined in section 2 of the Act of August 16, 1973, as

24 amended (12 U.S.C. 1832) and the Board may by regula-
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1 tion provide for withdrawal or transfer of savings accounts
2 upon nontransferable order or authorization.".
3

(c) Section 5A of the Federal Home Loan Bank Act,

i as amended (12 U.S.C. 1425a), is amended by redesignat5 ing subsection (f) as subsection (g) and by inserting before
6 such subsection, as redesignated, the following new subsec7 tion:
"(f) Every institution which is a member or is an in9 sured institution as defined in section 401(a) of title IV
10 of the National Housing Act (12 U.S.C. 1724(a)) shall

11 maintain reserves against its negotiable order of withdrawal
12 accounts as defined in section 1 of the Federal Reserve Act
13 (12 U.S.C. 221a) in accordance with the provisions of
14 section 19 of the Federal Reserve Act (12 U.S.0 461) in
15 amounts not less than such percentages of its aggregate
16 amounts of such deposits or accounts as may be prescribed
17 under section 19(b) of the Federal Reserve Act (12 U.S.C.
18 461) by the Board of Governors of the Federal Reserve
19 System.".
20

SEC. 204. Section 116 of the Federal Credit Union Act,

91 as amended (12 U.S.C. 1762), is amended by adding at the
22 end thereof the following new subsection:
23

"(c) Each insured credit union shall maintain reserves

24 against its negotiable order of withdrawal accounts and
25 share draft accounts as defined in section 1 of the Federal
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1 Reserve Act (12 U.S.C. 221a) in accordance with the
2 provisions of section 19 of the Federal Reserve Act (12
3 U.S.C. 461) in amounts not less than such percentages of
4 its aggregate amounts of such deposits or accounts as may
5 be prescribed under section 19(b) of the Federal Reserve
6 Act (12 U.S.C. 461) by the Board of Governors of the
7 Federal Reserve System.".
8

SEC. 205. (a) The first paragraph of section 13 of

9 the Federal Reserve Act (12 U.S.C. 342) is amended as
10 follows:
11
12

(1) by inserting after the words "member banks"
the words "or other depository institutions".

13

(2) by inserting after the words "payable upon

14

presentation" the first and third times they appear, the

15

words "or other items, including negotiable orders of

16

withdrawal or share drafts".

17

(3) by inserting after the words "payable upon

18

presentation within its district," the words "or other

19

items, including negotiable orders of withdrawal or share

20

drafts".

21

(4) by inserting after the words "nonmember bank

22

or trust company," wherever they appear the words "or

23

other depository institution".

24

(5) by striking the words "sufficient to offset the

25

items in transit held for its account by the Federal

92-747 0 - 77 - 52
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1

reserve bank" and inserting in lieu thereof the words "in

2

such amount as the Board determines taking into account

3

items in transit, services provided by the Federal reserve

4

bank, and other factors as t he Board may deem

5

appropriate".

6

(6) by inserting after the words "nonmember

7

bank" after the second colon the words "or other deposi-

8

tory institution".

9

(b) The thirteenth paragraph of section 16 of the

10 Federal Reserve Act (12 U.S.C. 360) is amended as
11 follows:
12

(1) by striking out the words "member banks"

13

wherever they appear and inserting in lieu thereof "de-

14

pository institutions".

15

(2) by striking out the words "member bank"

16

wherever they appear and inserting in lieu thereof "de-

17

pository institution".

18

(3) by inserting after the word "checks" wherever

19

it appears the words "and other items, including nego-

20

tiable orders of withdrawal and share drafts".

21

(c) The fourteenth paragraph of section 16 of the Fed-

22 eral Reserve Act (12 U.S.C. 248(o)) is amended by
23 striking out "its member banks" and inserting in lieu there-

24 of "depository institutions".
25

SEC. 206. The provisions of this Act shall become effec-

26 tive one year after date of enactment.

1
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TITLE III
2

EXTENSION OF FLEXIBLE AUTHORITY TO IMPOSE

3

INTEREST RATE CEILINGS ON DEPOSITS

4

SEC. 301. Section 7 of the Act of September 21, 1966

5 (Public Law 89597), is amended by striking out "Deeem6 ber 15, 1977" and inserting in lieu thereof "December 15,
7 1979".
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NATIONAL CREDIT UNION ADMINISTRATION
Washington, D. C. 20456

Office of the Administrator

2 3 JUN 1977

Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of June 15, 1977,
requesting the comments of this Agency on S.1664, a bill
to provide improved consumer deposit services; to promote
competitive balance among financial institutions; and to
enhance the effectiveness of the Federal Reserve System.
The National Credit Union Administration testified
essentially in support of these provisions on June 20,
1977. We did point out, however, certain problem areas
in the proposals.
1.
With regard to Title I, our basic concern is
that the legislation not be viewed as granting authority
for share drafts, but merely to provide consistent rules
between share drafts and NOW accounts. Since authority
is not granted, we felt that there should not be a one
year interruption of the share draft prograr- upon enactment of the legislation. I also expressed concern that
rate controls not be extended so as to place identical
ceilings on all accounts for all institutions. We also
recommended that reserves against share drafts be held
at the Central Liquidity Fund.
2.
Title II permits the payment of interest on
reserves held at the Fed. While supporting this concept,
the National Credit Union Administration feels that the
equitable distribution of payments of interest on reserves
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cannot be determined until the costs of Federal Reserve
services are determined through unbundling.
Title III extends Regulation Q for two years.
3.
The National Credit Union Administration recognizes the
necessity to meet the housing needs of the country, but
we strongly feel that the interests of the consumer will
best be served when rate controls can be eliminated.
Sincerely yours,

. AUSTIN MONTGOMERY
Administrator
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95TH CONGRESS
1ST SESSION

S. 1665

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative day, AfAy 18), 1977
Mr. MCINTYRE introduced the following bill; which was read twice and referred
to the Committee on Banking, Housing, and Urban Affairs

A BILL
To provide for the chartering of savings banks, to increase the
efficiency and flexibility of credit unions, and for other purposes.
1

Be it enacted by the Senate and House of Representa-

2

tives of the United States of America in Congress assembled,

3 That this Act may be cited as the "Financial Institutions
4 Amendments of 1977".
5

TITLE I—CHARTERS FOR THRIFT INSTITUTIONS

6

SEC. 101. Section 2(d) of the Home Owners' Loan Act

7

of 1933 (12 U.S.C. 1462(d))is amended to read as follows:

8

"(d) The term 'association' means a Federal savings and

9 loan association or a Federal mutual savings bank chartered
10 by the Board under section 5, and any reference in any law
II

815
2
1 to a Federal savings and loan association shall be deemed to
2 be also a reference to a Federal mutual savings bank, unless
3 the context indicates otherwise.".
4

SEC. 102. Section 5(a) of the Home Owners' Loan Act

5 of 1933 (12 U.S.C. 1464(a)) is amended to read as follows:

6

"SEC. 5. (a) In order to provide thrift institutions in

7 which people may invest their funds and in order to provide

8 for the financing of homes and family and consumer needs,
9 the Board is authorized to provide for the organization, in-

10 corporation, conversion, examination, operation, and regu11 lation, under such rules, regulations (including definitions of
12 terms used in this Act), or orders as it may prescribe, of
13 associations which may be known as 'Federal Savings and
14 Loan Associations' or 'Federal Savings Banks' (but only in
15 the case of associations which, prior to conversion, were
16 State mutual savings banks located in States which author17 ize the chartering of State mutual savings banks), and in

18 issuing charters therefore, the Board shall give primary
19 consideration to the best practices of thrift institutions and
20 the needs of the families, consumers and communities to be
21 served. An association which was formerly organized as a
22 savings bank under State law may, to the extent authorized
23 by the Board, continue to carry on any activities it was

24 engaged in on December 31, 1976, and to retain or make
25 any investments of a type it held on that date, except that
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3
1 its equity, corporate bond and consumer loan investments
2 may not exceed the average ratio of such investments to
3 total assets for the five-year period beginning on Janu4 ary 1, 1972.".
5

SEC. 103. The Federal Deposit Insurance Act is

6 amended by adding at the end thereof the following new

7 section:
8
9

'CONVERSION OF MIJTTIATJ SAVINGS BANKS
"SEc. 26. (a) Whenever a State-chartered mutual say-

10 ings bank which is an insured bank is converted into a
11 Federal savings bank or merged or consolidated into a
12 Federal savings bank or a savings bank which is (or within

13 sixty days after the merger or consolidation becomes) an
14 insured institution within the meaning of section 401 of the
15 National Housing Act, the Corporation shall calculate the
16 amount in its capital account attributable to such mutual say17 ings bank. For the purpose of such calculation, the amount so

18 attributable shall be deemed to be the total assessments
19 payable to the Corporation by such mutual savings bank
20 from the date its deposits became insured by the Corpora21 tion through the end of the immediately preceding calendar
22 year less the total of23

"(1) a sum computed for the same period equal to

24

the total amount of credits toward assessments from
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1

net assessments income received by such mutual savings

2

bank, and
"(2) a pro rata share for the same period of operat-

3

ing costs and expenses of the Corporation, additions to
5

reserve to provide for insurance losses (making due

6

allowance for adjustments to reserve resulting in a re-

7

duction of such reserve), and insurance losses sustained

8

plus losses from any preceding years in excess of re-

9

serves, such pro rata share to be calculated by applying

10

a fraction of which the numerator shall be the average de-

ll

posits of the mutual savings bank, which may be

12

determined from its report of condition to the Corpora-

13

tion in December of each year, from the date its deposits

14

become insured by the Corporation to the end of the

15

calendar year preceding the date upon which the calcu-

16

lation is being made, and the denominator shall be the

17

average of total deposits of all insured banks over the

.18

same period, which may be determined from the annual

19

reports of the Corporation during the same period.

20

"(b) As soon as possible after any such conversion, mer-

21 ger, or consolidation, the Corporation shall transfer to the
22 Federal Savings and Loan Insurance Corporation the amount
23 calculated in accordance with the provisions of subsection
24 (a)•
25

"(c) Whenever a State-chartered mutual savings bank
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which is an insured bank of the Corporation is converted into
2 a Federal mutual savings bank, the bank involved shall, on
3 the date on which it becomes an insured institution within the

4 meaning of section 401 of the National Housing Act, cease to
5 be an insured bank insofar as the Corporation is concerned,

6 but the obligations to and rights of the Corporation, depositors
7 of the insured bank, the bank itself, and other persons arising
8 out of any claim made prior to that date shall remain unim9 paired. All claims not made prior to such date but which
10 would have been properly payable by the Corporation if made

11 prior to that date, shall be assumed by the Federal Savings
12 and Loan Insurance Corporation.".
13

SEC. 104. Section 403(a) of the National Housing Act

14 (12 U.S.C. 1726(a)) is amended by inserting after "Fed15 eral savings and loan associations" the following: "and Fed16 eral mutual savings banks".
17

SEC. 105. The first paragraph of section 5(i) of the

18 Home Owners' Loan Act of 1933, as amended (12 U.S.C.
19 1464(i)), is amended by inserting "(Including a savings
90 bank)"after "member of a Federal Home Loan Bank".
21

TITLE II—CREDIT UNIONS

99

PART A—MANAGEMENT REVISIONS

23

SEC. 201. (a) Paragraph (1) of section 101 of the

94 Federal Credit Union Act (12 U.S.C. 1752) is amended
25 to read as follows:
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1

"(1) 'Federal credit union' means a cooperative

2

thrift institution incorporated in accordance with the

3

provisions of this subchapter for the purpose of (A)

4

encouraging thrift, (B) creating a source of credit at

5

fair and reasonable rates of interest, (C) meeting the

6

financial needs of its members and the member's family,

7

and (D) providing an opportunity for its members to

8

use and control their own money in order to improve

9

their economic and social condition;".

10

(b) Paragraph (4) of such section which begins with

11 "The terms 'member account'" is redesignated paragraph
12 "(5)"

and the succeeding paragraphs numbered (5)

13 through (8) are redesignated as paragraphs (6) through
14 (9), respectively.
15

(c) Paragraph (5) of section 101 of the Federal Credit

16 Union Act (12 U.S.C. 1752), as redesignated by (b) of
17

this section, is amended-

18

(1) by striking out "The terms"; and

19

(2) by striking out "(when referring to the ac-

20
21

count of a member of a credit union)"; and
(3) by striking out "Administrator" each time it

22

appears and inserting "Board" in lieu thereof.

23

SEC. 202. Section 103 of the Federal Credit Union

24 Act (12 U.S.C. 1753), is amended25

(1) by striking out the words "some officer corn-
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1

petent to administer oaths" and inserting "a witness

2

either individually or collectively," in lieu thereof; and

3

(2) by striking out the words "which shall be $5

4

each" at the end of paragraph (4).

5

SEC. 203. (a) Paragraph (5) of section 107 of the

6 Federal Credit Union Act (12 U.S.C. 1757) is amended
7 as follows:
8
9

(1) by striking subparagraph (A)(vi) and inserting in lieu thereof:

10

"(vi) the rate of interest shall not exceed 1 per

11

centum per month on the unpaid balance, inclusive of

12

all charges incident to making the loan, or such higher

13

rate for self-replenishing lines of credit or similar classes

14

of loans as is permitted by the Board, but in no case to

15

exceed 1.5 per centum per month on the unpaid bal-

16

ance;" and

17
18

(2) by adding the following new subparagraph to
paragraph (A):

19

"(x) loans must be approved by a credit committee

20

or a loan officer: Provided, That no loan may be made to

21

any member if, upon the making of that loan, the mem-

22

her would be indebted to the Federal credit union upon

23

loans made to him in an aggregate amount which would

24

exceed 10 per centum of the credit union's unimpaired

25

capital and surplus.".
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1

(b) Paragraph (7) of such section is amended to read

2 as follows:
3

"(7) to invest funds (A) in securities, obligations,

4

certificates, or other instruments of, or issued, or fully

5

guaranteed as to principal and interest by the United

6

States of America, any agency or instrumentality

7

thereof, or any corporation wholly or partially owned

8

or established by the United States of America or any

9

agency or instrumentality thereof, or by any trust or

10

trusts established by the United States of America or

1/

any agency or instrumentality thereof; (R) in obliga-

12

tions fully guaranteed as to principal and interest of any

13

State of the United States, the District of Columbia, the

14

Commonwealth of Puerto Rico, the Panama Canal Zone,
the several territories and possessions or any political

16

subdivision thereof; (C) in the shares, stocks, or obliga-

17

tions of any other organization, providing services which

18

are associated with the routine operations of credit
unions, up to 1 per centum of the total paid in and un-

20

impaired capital and surplus of the credit uAion with

21

the approval of the Administrator: Provided, however,

22

That such authority does not include the power to ac-

23

quire control, directly or indirectly, of another financial

24

institution, nor invest in shares, stocks, or obligations of

25

an insurance company, trade association, liquidity facil-
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1

ity, or any other similar organization, corporation, or

2

association, except as otherwise expressly provided by

3

this Act;".

4

(c) Paragraph (8) of such section is amended to read

5 as follows:

6

"(8) to place its funds (A) in shares, accounts,

7

or deposits of savings and loan associations and mutual

8

savings banks which are insured by the Federal Savings

9

and Loan Insurance Corporation or the Federal Deposit

10

Insurance Corporation; (B) in shares, share certificates,

11

share deposits, demand or time deposits of any federally

12

or State insured credit union; (C) in shares, share cer-

13

tificates, share deposits, demand or time deposits of any

14

central credit union in which such investments are spe-

15

cifically authorized by the Board of directors of the Fed-

16

eral credit union making the investment; (D) in

17

demand or time deposits of any bank or trust company

18

the deposits of which are insured by the Federal De-

19

posit Insurance Corporation; (E) (for Federal credit

20

unions, or credit unions authorized by the Department

21

of Defense, operating suboffices on American military

22

installations in foreign countries or trust territories of

23

the United States) in demand deposit accounts in banks

24

located in those countries or trust territories, if such

25

banks are correspondents of banks described in clause

823
10
1

(D) of this paragraph, subject to such regulations

2

as may be issued by the Board;".

3

(d) Paragraph (12) • of such section is amended to

4 read as follows: "in accordance with rules and regulations
5

prescribed by the Board, to sell, purchase, or handle any

6

money transfer instrument to or for members;".

7

(e) Paragraph (15) of such section is amended by in-

8 serting "to meet the financial needs of its members' families
9 and" after "to enable it".

10

SEc. 204. Section 111 of the Federal Credit Union

11 Act (12 U.S.C. 1761) is amended to read as follows:
12
13

"MANAGEMENT

"SEc. 111. The management of a Federal credit union

14 shall be by a board of directors, a supervisory committee,
15 and, when the bylaws so provide, a credit committee.
16

"The board shall consist of an odd number of directors,

17 at least five in number, to be elected annually by and from

18 the members as the bylaws provide. Any vacancy occurring
19 on the board shall be filled until the next annual election
20
21

by appointment by the remainder of the directors.
"The supervisory committee shall be appointed by the

22 board of directors and shall consist of not less than three
23 members nor more than five members; one of whom may
24 be a director other than the treasurer.
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1

"A record of the names and addresses of the executive

2 officers and the chairperson of the supervisory and, when
3 utilized, the credit committee shall be filed with the Board
4 within ten days after their election or appointment.
5

"No member of the board or of any committee shall, as

6 such, be compensated: Provided, however, That reasonable
7 health, accident, and similar insurance protection shall not
8 be considered compensation.".
9

SEC. 205. Section 112 of the Federal Credit Union Act

10 (12 U.S.C. 1761a) is amended to read as follows:
"OFFICERS

11
12

"SEC. 112. At their organization meeting and within

13 thirty days following each annual meeting of the members
14 thereafter, the directors shall elect from their own number
15 an executive officer who may be designated as chairperson
16 of the board or presi4nt, a vice chairperson of the board or
17 one or more vice presidents, a treasurer, and a secretary, of
18 whom the last two may be the same individual, and the per19 sons so elected shall be the executive officers.
20

"No executive officer, except the treasurer, shall be

21 compensated as such.
22

"The board of directors may employ a person to be in

23 charge of operations whose title shall be president or general
24 manager; or, in lieu thereof, the board of directors may
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1 designate the treasurer to act as general manager or presi-

2 dent and be in active charge of the affairs of the Federal
3 credit union.
4

"The duties of the officers shall be as determined in the

5 bylaws.
6

"Before the officer in charge of operations acting as gen-

7 eral manager or president or the treasurer shall assume the

8 duties of the office, such officer shall give bond with good
9 and sufficient surety, in an amount and character to be deter10 mined by the board of directors in compliance with regula11 tions prescribed from time to time by the Board, conditioned

12 upon the faithful performance of such officer's trust".
SEC. 206. Section 113 of the Federal Credit Union Act

13

14 (12 U.S.C. 1761b) is amended to read as follows:
"DIRECTORS

15
16

"SEC. 113. The board of directors shall meet at least

17 once a month and shall have the general direction and con18 trol of the affairs of the Federal credit union. Minutes of all
19 meetings shall be kept.
20

"Among other things, the board shall-

21

"(A) act upon applications for membership or ap-

22

point membership officers from among the members,

23

other than the treasurer, an assistant treasurer, or a loan

24

officer, to act on its behalf;

25
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"(B) require any officer or employee having
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custody of or handling funds to give bond with good and
2

sufficient surety in an amount and character in compli-

3

ance with regulations of the Board, and authorize the

4

payment of the premium or premiums therefor from the

5

funds of the Federal credit union;

6
7

"(C) fill vacancies on the board until successors
elected at the next annual meeting have qualified;

8

"(D) if the bylaws provide for an elected credit

9

committee, fill vacancies on the credit committee until

10

successors elected at the next annual meeting have

11

qualified;

12

"(E) appoint the members of the supervisory com-

13

mittee and, if the bylaws so provide, appoint the mem-

14

hers of the credit committee;

15

"(F) have charge of investments including the

16

right to designate an investment committee of not less

17

than two to act on its behalf;

18

"(G) determine the maximum number of shares

19

and share certificates, and the classes of shares and share

20

certificates that may be held by members, and in the

21

case of low-income credit unions, nonmembers;

22

"(II) subject to the limitations of this subchapter,

23

determine the interest rates on loans, the security, and

24

the maximum amount which may be loaned or provided

25

in lines of credit;
•
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"(I) authorize interest refunds to members from

2

income earned and received on such classes of loans

3

and under such conditions deemed fair;

4

"(J) provide for the hiring and compensation of em-

5

ployees, including loan officers in cases where there is

6

no credit committee;

7

"(K) if the bylaws so provide, appoint an execu-

8

tive committee of not less than three directors to act

9

on its behalf and any other committees to which it can

10

delegate specific functions;

11

"(L) prescribe conditions and limitations for the

12

investment, executive, appointed credit committee, and

13

any other committee which it appoints;

14

"(M) review at each monthly meeting a list of

15

approved or pending applications for membership re-

16

ceived since the previous monthly meetings together

17

with such other related information as it or the bylaws

18

require;

19

"(N) make provision for the furnishing of the

20

written reasons for the denial of any membership ap-

21

plication upon the written request of the applicant;

22
23
24

25

"(0) establish the dividend to be paid on share

accounts;
"(P) specify, prior to offering, the dividend rate

to be paid on share certificate accounts;
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1

"(Q) do all other •things that are necessary and

2

proper to carrying out the purposes and powers of the

3

Federal credit union.".

4

SEC. 207. Section 114 of the Federal Credit Union Act

5 (12 U.S.C. 1761c) is amended to read as follows:
6
7

"CREDIT COMMITTEE
"SEC. 114. The board of directors may appoint or the

8 members may elect a credit committee consisting of an odd
9 number of members of the credit union. The method used

10 shall be set forth in the bylaws. The credit committee shall
11 hold such meetings as the business of the Federal credit
12 union may require, not less frequently than once a month,
13 to consider applications for loans or lines of credit. Approval
14 of an application shall be by a majority of the committee

15 who are present at the meeting at which it is considered
16 provided that a majority of the full committee is present.
17 The credit committee may appoint and delegate to loan
18 officers the authority to act upon applications.
19

"If loan officers are utilized, loans or lines of credit

20 acted upon by the loan officer may be reviewed by the
21 credit committee and the approval of a majority of the
22 members who are present at the meeting when such re23 view is undertaken shall be required to reverse the loan
24 officer's decision provided a majority of the full committee

25 is present. Any member shall have the right upon written
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1 request to have a rejected application reviewed by the credit
2 committee.".
3

SEC. 208. Sections 1, 2, and 3 of Public Law 88-395

4 (12 U.S.C. 1773-1775) are repealed.
5 PART B—RESTRUCTURING THE NATIONAL CREDIT UNION
ADMINISTRATION

6

SEC. 211. Section 102 of the Federal Credit Union Act

7

1752a) is amended to read as follows:

8 (12

"CRDATION OF ADMINISTRATION

9
10

"SEC. 102. (a) There is hereby established in the execu-

11 tive branch of the Government an independent agency to be
12 known as the National Credit Union Administration. The
13 Administration shall be under the management of a National
14 Credit Union Administration Board.
15

"(b) The Board shall consist of three members, who are

16 broadly representative of the public interest, appointed by
17 the President, by and with the advice and consent of the
18 Senate. In appointing the members of the Board, the Presi19 dent shall designate the Chairman. Not more than two mem20 bers of the Board shall be members of the same political
21 party.
22

"(c) The term of office of each member of the Board

23 shall be six years, except that the terms of the two members,
24 other than the Chairman, initially appointed shall expire
25 one upon the expiration of two years after the date of ap-
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1 pointment, and the other upon the expiration of four years
be
2 after the date of appointment. Board members shall not
3 appointed to succeed themselves except the initial members

4 appointed for less than a six-year term may be reappointed
5 for a full six-year term and future members appointed to fill
6 unexpired terms may be reappointed for a full six-year term.

7 Any Board member may continue to serve as such after the
8 expiration of said member's term until a successor has
9 qualified.

10

"(d) The management of the Administration shall be

11 vested in the Board. The Chairman shall be compensated
12 at level III of the Executive Schedule (5 U.S.C. 5314) and
13 the remaining Board members shall be compensated at level

14 IV of the Executive Schedule (5 U.S.C. 5315). The Board
15 shall adopt such rules as it sees fit for the transaction of
16 its business and shall keep permanent and -complete records
17 and minutes of its acts and proceedings. A majority of the
18 Board shall constitute a quorum. Not later than April 1 of
19 each calendar year, and at such other times as the Congress
20 shall determine, the Board shall make a report to the Presi21 dent and to the Congress. Such a report shall summarize the

22 operations of the Administration and set forth such informa23 tion as is necessary for the Congress to review the financial
24 program approved by the Board.

fl
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1

"(e) The Chairman of the Board shall be the spokesman

2 for the Board and shall represent the Board and the National
3 Credit Union Administration in its offical relations with
4 other branches of the Government. The Chairman shall de5 termine each Board member's area of responsibility and shall
6 review such assignments biennially. It shall be the Chair7 man's responsibility to direct the implementation of the
8 adopted policies and regulations of the Board.
9

"(f) The members of the Board shall be ineligible

10 during the time they are in office or for two years there11 after to hold any office, position, or employment in any
12 credit union, except that this restriction shall not apply to
13 any member who has served the full term for which he was
14 appointed.
15

(g) The financial transactions of the Administration

16 shall be subject to audit on a calendar year basis by the

17 General Accounting Office in accordance with the principles
18 and procedures applicable to commercial corporate transac19 tions and under such rules and regulations as may be pre20 scribed by the Comptroller General of the United States.
21 The audit shall be conducted at the place or places where the
22 accounts of the Administration are kept.".
23

SEC. 212. (a) Section 101 of the Federal Credit Union

24 Act is amended-
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1
2
3
4
5

(1) by striking out clause (2) and inserting in lieu
thereof the following:
"(2) the term 'Chairman' means the Chairman of
the National Credit Union Administration Board;";
(2) by inserting "Administration" after "Union"

6

in clause (4).

7

(b) The Federal Credit Union Act is amended by strik-

8 ing out "Administrator" each place it appears and inserting
9 in lieu thereof "Board", and by striking out the personal
10 pronouns "he", "him", and "his" when referring to the
11 Administrator and inserting in lieu thereof "it", "they", and
12 "its" as appropriate wherever such words appear therein.
(c) Section 209 of the Federal Credit Union Act (12
13
14 U.S.C. 1789) is amended15

(1) by inserting in subsection (b)(1) the lan-

16

guage "on a calendar year basis" immediately following

17

"prepare annually";

18

(2) by inserting in subsection (b)(2) the Ian-

19

guage "on a calendar year basis" immediately following

20

"set of accounts".

21

(d) Section 5108 of title 5, United States Code, is

22 amended by adding the following new paragraph:
23

"(h) In addition to the number of positions authorized

24 by subsection (a), the National Credit Union Administra-
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1 tion is authorized without regard to any other provision to
2 this section, to place two positions in the Administration
at GS-18 and a total of fourteen positions in the Administra4 tion at GS-16 or GS-17.".
5

(c) Section 5314 of title 5, United States Code, is

6 amended by adding the following new paragraph:
7

"(62) Chairman, National Credit Union Administration Board.".

9

(f) Section 5315 of title 5, United States Code, is

10 amended by deleting in paragraph (92) the language "Ad11 ministrator of the National Credit Union Administration"
12 and inserting in lieu thereof "Members, National Credit
13 Union Administration Board (2)".
14

SEC. 213. The amendments made by this Act take effect

15 upon enactment, except that the functions of the Administra16 tor of the National Credit Union Administration under the
17 provisions of the Federal Credit Union Act, as in effect on
18 the date preceding the date of enactment of this Act, shall
19 continue to be performed by him in accordance with such
20 provisions until such time as all the members of the National
21 Credit Union Administration Board, established under the
22 amendments made by this Act, take office. All rules, regula23

tions, policies, and procedures of the Administrator in effect

24 on the date of enactment of this Act shall remain in effect
25 until amended, superseded, or repealed.
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PART C—SHARE INSURANCE

1
2

SEC. 221. (a) Paragraph (a) of section 201 of the

3 Federal Credit Union Act (12 U.S.C. 1781) is amended

4 by5
6
7
8
9

(1) inserting ", including the trust territories,"
after "several territories";
(2) striking out "title" and inserting "subchapter"
in lieu thereof; and
(3) striking out "Act" and inserting "chapter" in

10

lieu thereof.

11

(b) Paragraph (b)(7) of such section is amended by

12 inserting "except for accounts authorized by State law for
13 State credit unions" before the semicolon.
14

(c) Paragraphs (c) (1)(E) and (c) (2) of such sec-

15 tion are amended by striking out "for provident or productive
16 purposes" and inserting "at a fair and reasonable rate of in17 terest" in lieu thereof.
18

(d) Such section is further amended by striking out all

19 of paragraph (d) and redesignating paragraph (e) as (d).
20

SEC. 222. Section 202 of the Federal Credit Union Act

21

(12 U.S.C. 1782) is amended by striking out "his" in the

22 fifth sentence of paragraph (a)(1) and inserting "said
9;

24

officer's" in lieu thereof.
SEC. 223. Section 205 of the Federal Credit Union Act

25 is amended by striking out "for provident or productive par-
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1 poses" in paragraph (c) (6) and inserting "at a fair and
2 reasonable rate of interest" in lieu thereof.
3

SEC. 224. Section 208 of the Federal Credit Union Act

4 (12 U.S.C. 1788) is amended by striking out "SPECIAL
5 ASSISTANCE TO AVOID LIQUIDATION" and inserting "SPECIAL ASSISTANCE FOR FEDERALLY INSURED

CREDIT

7 UNIONS" in lieu thereof.
8
9

PART D—CENTRAL LIQUIDITY FUND
SEC. 231. The Federal Credit Union Act (12 U.S.C.

10 1751-1790) is amended by adding at the end thereof the
11 following:
12

"TITLE III—NATIONAL CREDIT UNION

13

CENTRAL LIQUIDITY FUND

14

"FINDINGS

15

"SEC. 301. The Congress finds that the stability of

16 credit unions will encourage savings and will be promoted
17 by establishing a National Credit Union Central Liquidity

18 Fund to provide funds to meet the temporary liquidity
19 needs of credit unions and for that purpose to provide for
20 the orderly transfer of funds among and between credit
21 unions and other financial institutions.
22
23
24
25

"DEFINITIONS
"SEC. 302. As used in this title"(1) 'member' means any shareholder of the National Credit Union Central Liquidity Fund;

836
23
1

"(2) 'temporary liquidity needs' include emer-

2

gency needs, seasonal needs, and needs arising from

3

local economic dislocations;

4

"(3) 'Central Liquidity Fund' or 'Liquidity Fund'

5

means the National Credit Union Central Liquidity

6

Fund;

7
8

"(4) 'Board' means the three member Board of
the National Credit Union Administration;

9

"(5) 'State credit union' means a credit union

10

organized under the laws of the States of the United

11

States or the District of Columbia, the several territories,

12

including the trust territories and possessions of the

13

United States, the Panama Canal Zone, and the Com-

14

monwealth of Puerto Rico and which is not prohibited

15

by the laws under which it is organized from becoming

16

a member of the Discount Fund in accordance with

17

the requirements of this title;

18

"(6) 'federally insured credit union' means any

19

credit union insured by the National Credit Union Ad-

20

ministration Share Insurance Fund;

21

"(7) 'State-insured credit union' means any State

22

credit union that has obtained a certificate of insurance

23

from a corporation authorized and duly licensed to insure

24

member accounts by the State in which the credit union

25

is chartered; and
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1

"(8) `paid-in and unimpaired capital and surplus',

2

for purposes of stock subscription to the Liquidity Fund,

3

means the balance of the paid-in share accounts as of a

4

given date, less any loss that may have been incurred

5

for which there is no reserve or which has not been

6

charged against undivided earnings, plus the credit bal-

7

ance (or less the debit balance) of the undivided earn-

8

ings account as of a given date, after all losses have been

9

provided for and net earnings or net losses have been

10

added thereto or deducted therefrom. Reserves shall not

11

be considered as part of surplus for such purposes.

12 "ESTABLISHMENT OF THE NATIONAL CREDIT

13
14

UNION

CENTRAL LIQUIDITY FUND

"SEc. 303. There is hereby created the National Credit

15 Union Administration Central Liquidity Fund which shall
16 exist perpetually within the National Credit Union Adminis17 tration unless and until dissolved or transferred by Act of
18 Congress. The principal office shall be located at the prin19 eipal office of the National Credit Union Administration but
20 the Board may establish such regional, district, or branch
21
22
23

offices as it deems necessary and appropriate.
"MANAGEMENT

"SEC. 304. The management of the Liquidity Fund shall

24 be vested in the Board. The Board shall administer the af25 fairs of the Liquidity Fund fairly and impartially and with-
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1 out discrimination in favor of or against any member, and
2 shall, subject to the provisions of this subchapter, extend to

3 each credit union authorized to secure advances such ad4 vances as may be made safely and reasonably with due
5 regard to the maintenance of an adequate credit standing for

6 the Liquidity Fund and its obligations.
7
8

"INITIAL EXPENSES
"SEC. 305. In order to facilitate the formation of the

9 Liquidity Fund, the Board is authorized to borrow up to
10 $500,000 from the National Credit Union Share Insurance

11 Fund, to be utilized for the initial organizational and operat12 ing expenses of the Liquidity Fund. Any sums advanced

13 hereunder shall be repaid within a reasonable time.
14
15

"CAPITALIZATION
"SEC. 306. (a) As soon as practicable after the effective

16 date of this subchapter, the Board shall open books for sub17 scriptions to the capital stock.
18

"(b) The capital stock shall be divided into shares hay-

19 ing a par value of $50 each. The minimum capital stock shall
20 be issued at par. Stock issued thereafter shall be issued at
21 such price not less than par as may be fixed by the Board.
22

"(e)(1)(A) The original stock subscription of each

23 credit union eligible to become a member under paragraphs
24 (f) and (g) of this section shall be an amount equal to at
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and
1 least one-half of 1 per centum of the subscriber's paid-in
$50.
2 unimpaired capital and surplus, but not less than
3

"(B) Only one-half of the required subscription amount

4 must be transferred to the Liquidity Fund. The other one5 half may be held by the credit union on call of the Board
6 and be invested in such assets as the Board may determine.
7

"(C) The regular reserve requirement, as set forth in

8 section 116, may, pursuant to such terms and conditions as
9 may be prescribed by the Board be reduced by an amount
10 equal to the funds transferred to or held on call by the
11 Liquidity Fund.
12

"(D) The Liquidity Fund shall annually adjust, at the

13 close of the calendar year, in such manner and upon such
14 terms and conditions as the Board may prescribe, the amount
15 of stock held by each member so that such member shall
16 have invested in the stock of the Liquidity Fund at least an
17 amount calculated in the manner provided in paragraphs
18 (c)(1) (A) and (B) of this section (but not less than
19 $50)•

20

"(E) If the investment in stock of any member is

21 greater than that required under this section, the Board
22 may, in its discretion and upon application of such member,

so
23 retire the stock of such member in excess of the amount
24 required.
25

"(F) The Board may provide for adjustment in the
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1 amounts of stock to be issued or retired but not in frac2 tional shares.
3

"(2) Upon the retirement of the stock of any member,

4 the Board shall pay such member for the stock retired an
5 amount equal to what the member paid for such stock, or,
6 at the direction of the Board the whole or any part of the
7 payment which would otherwise be so made shall be credited
8 upon the indebtedness of the member to the Liquidity Fund.
9 In either such event, stock equal in par value to the amount
10 of the payment or credit, or both, as the case may

be, shall

11 be canceled.
12

"(3) The Board may require each member to submit

13 such reports and information as the Board deems necessary
14 or appropriate to carry out its duties and responsibilities
15 under this title.
16

"(d) Stock subscriptions shall be paid for in cash or in

17 securities or other assets deemed acceptable by the Board
18 and shall be paid for at the time of application therefor, or,
19 at the election of the subscriber, in installments, but not less
20 than one-fourth of the total amount payable shall be paid
21 at the time of filing the applications, and the remaining
22 amounts at such intervals as may be prescribed by the Board:
23 Provided, however, That the last payment shall become due
24 on the one hundred and eightieth day after the date of the
25 application.
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1

"(e) Stock subscribed for shall not be transferred or

2 hypothecated except as provided herein and the certificates
3 therefor shall so state.
4

"(f)(1) Federal and State credit unions may become

5 members of the Liquidity Fund at any time.
6

"(2) Credit unions that become members later than

7 one hundred and eighty days from the effective date of this
8 title cannot borrow or receive advances from the Liquidity
9 Fund for a period of one hundred and eighty days after
10 joining.
11

"(g)(1) Any member may withdraw from member-

12 ship in the Liquidity Fund one hundred and eighty days after
13 filing with the Board written notice of its intention to do
14 so.
15

"(2) The Board may, subject to a hearing at the mem-

16 ber's request, under procedures set forth in regulations, re17 move any member from membership, if in its opinion, the
18 member has failed to comply with any provisions of this
19 subchapter or regulations of the Board issued pursuant there20 to. In such case, the indebtedness of such member shall be
21 liquidated and the capital stock owned by such member sur22 rendered and canceled. Upon the liquidation of such in23 debtedness, such member shall be entitled to the return of
24 its collateral, and, upon the surrender and cancellation of
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1 such capital stock, the member shall receive a sum equal to
2 what it paid for subscriptions of the capital stock surrendered.
3

"(h) All stock of the Liquidity Fund shall share in

4 dividend distributions without preference at rates to be deter5 mined by the Board.
6
7

"CERTAIN POWERS OF THE BOARD
"SEC. 307. The Board shall have the authority on

8 behalf of the Liquidity Fund to:
9

"(a) Sue and be sued, complain and defend, in any

10 court of law or equity, State or Federal. All suits of a civil
11 nature at common law or in equity to which the Board shall
12 be a party shall be deemed to arise under the laws of the

13 United States. The United States district courts shall have
14 original jurisdiction thereof, without regard to the amount
15 in controversy.
16

"The Board may, without bond or security, remove any

17 such action, suit, or proceeding from a State court to the
18 United States district court for the district or division em19 bracing the place where the same is pending by following
20 any procedure for removal now or hereafter in effect.
21

"The Board may, notwithstanding any other provision of

22 law, retain private counsel to represent it.

23

"No attachment or execution shall be issued against the

24 Board or property of the Liquidity Fund before final judg-
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1 ment in any suit, action or, proceeding in any State, county,
2 municipal, or United States court.
3

"The Board shall designate an agent upon whom service

4 of process may be made in any State, territory, or jurisdic-

5 tion in which any member credit union is located.
6

"(b) Adopt a seal.

7

"(c) Pursue to final disposition by way of compromise

8 or otherwise claims both for and against the United States
9 (other than tort claims, claims involving administrative

10 expenses, and claims in excess of $5,000 arising out of con11 tracts for construction, repairs, and the purchase of supplies
12 and materials) which are not in litigation and have not been
13 referred to the Department of Justice.
14

"(d) Appoint, employ, and dismiss such officers and em-

15 ployees as are not otherwise provided for in this Act, define

16 their duties, fix their compensation, require bonds of them
17 and fix the penalty thereof. Nothing in this or any other Act
18 shall be construed to prevent the appointment and compensa-

19 tion as an officer or employee of the Administration of any
20 officer or employee of the United States in any board, corn-

21 mission, independent establishment or executive department
22 thereof.
23

"(e) Employ or contract with experts, professionals,

24 and consultants or organizations thereof.
25

"(f) Prescribe the manner in which general business
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1 may be conducted and the privileges granted to it by law
2 may be exercised and enjoyed.

(g) Require information and reports from member

3

4 credit unions.
5

"(h) Delegate to any officer or employee of the Admin-

6 istration such functions as it deems appropriate.

7

"(i) Prescribe rules and regulations as it may deem

8 necessary or appropriate to carry out the provisions of this
9 title.

10

"(j) Conduct business, carry on operations, have offices,

11 and exercise the powers granted by this title in any State or
12 territory.
13

"(k) Lease, purchase, or otherwise acquire and own,

14 hold, improve, use, or otherwise deal in and with property,
15

real, personal, or mixed, or any interest therein, wherever

16 situated.
17

"(I) Accept gifts or donations of services, or property,

18 real, personal, or mixed, tangible or intangible, in and for
19 the purposes of the Liquidity Fund.
20

"(m) Enter into contracts with public or private orga-

21 nizations, corporations, or individuals, at the local, regional,
22 State, or National level including, but not limited to, credit
23 unions, central credit unions, credit union organizations, and
24 other financial institutions to act as agent for or otherwise
25 assist the Liquidity Fund in the conduct of its business; con-

N.
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tract for services such as, but not limited to, data processing,
2 printing, and communications where time or economics dic3 tate; and, to do all things which are necessary or incidental
4 to the proper management of the affairs and the proper
5 conduct of the business of the Liquidity Fund.
6

"(n) Obtain indirect participation by private and other

7 public financial sources by issuing bonds, debentures, and
8 such other certificates of indebtedness having such maturities
9 and bearing such interest as the Board may determine. In
10 no event, however, shall the aggregate of such debentures
11 and similar obligations outstanding at any one time exceed
12 twenty times the paid-in capital and surplus of the Liquidity
13 Fund. The obligations of the Liquidity Fund issued under
14 this paragraph shall be fully and undconditionally guaranteed
15 both as to principal and interest by the United States, and
16 such guaranty shall be expressed on the face thereof.
17

"(o) Make deposits in federally insured commercial

18 banks, mutual savings banks, savings and loan associations,
19 insured credit unions, member credit unions, and financial
20 institutions acting as agents on either a demand or time
21 basis.
22

"(p) Purchase from any member with its endorse-

23 ment any note, draft, or other such obligation presented by
24 the member, under limits to be established by the Board.
25

"(q) Invest such part of the assets of the Liquidity
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1 Fund as are not required for advances to members or other
2 purposes specified by his title, and to such extent as the
3 Board may deem desirable, in obligations of the United
4 States or any agency thereof and in obligations or participa-

5 tions issued by an agency of the United States in trust for
6 another agency of the United States.
"(r) Subject to rules and regulations of the Board, to
8 borrow and give security therefor and pay interest thereon,
9 including from the National Credit Union Share Insurance

10 Fund.
11

"(s) Exercise all powers specifically granted by the

12 provisions of this title and such incidental powers as shall be
13 necessary to carry out the powers so granted and purposes
14 so stated.
15

16

"ADVANCES
"SEC. 308. (a)(1) Any member of the Fund shall be

17 entitled to apply in a form prescribed by regulations for ads vances. The Board may deny any application, or may grant
19 it, upon such terms, conditions, and maturities as it may
20 prescribe by regulations.
"(2) Advances to members shall be upon such security
22 as the Board may prescribe. Such seucrity may include, but
23 not necessarily be limited to, obligations of the United States,
24 obligations issued in trust by any agency of the United States

25 on behalf of any agency of the United States, notes made by
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1 the member in the form of loans to its members or any other
2 legal asset of a credit union. Any such advance, if secured by
3 obligations of the United States, obligations fully guaranteed
4 by the United States, or obligations issued in trust by any
5 agency of the United States on behalf of any agency of the
United States, shall be for an amount not in excess of the
face value of such obligations.
8

"(3) Advances shall be made upon the note or obligation of the member, secured as provided in this section, bear-

10 ing such rate of interest as the Board shall determine, and
the Liquidity Fund shall have a lien on and shall hold the
12 stock of such member as further collateral security for all
13 indebtedness of the member to the Liquidity Fund.
14

"(4) The member applying for an advance shall enter

15 into a primary and unconditional obligation to pay off all
16 advances, together with interest and any unpaid costs and
17 expenses in connection therewith according to the terms
18 under which they were made, in such form as shall meet
19 the requirements of the Liquidity Fund and the approval
20 of the Board. The Liquidity Fund shall reserve the right
21 to require at any time, when deemed necessary for its pro22 tection, deposits of additional collateral security or substitu23 tions of security by borrowing institutions, and each borrow24 inginstitution shall assign additional or substituted security
25 when and as required.
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1

"(5) The limit on the aggregate amount of outstand-

2 ing advances to be made to any one member shall be estab3 lished by the Board by regulation.

4

"(b) The Secretary of the Treasury is authorized and

5 directed to purchase any obligation issued by the Board in
6 the event that there are insufficient funds in the Liquidity

7 Fund to meet obligations arising under paragraph (a) of
8 this section.
9

"Purchases by the Secretary of the Treasury under this

10 paragraph outstanding at any time shall be limited to such
11 amounts not in excess of $450,000,000. Such advances shall
12

bear interest at a rate not less than a rate determined by the

13 Secretary of the Treasury taking into consideration the cur-

14 rent average market yield on outstanding marketable obli15 gations of the United States with remaining periods to
16

maturity comparable to the average maturities of such

17 advances adjusted to the nearest one-eighth of 1 per centum.

18
19

"ANNUAL REPORT

"SEc. 309. Not later than ninety days after the close

20 of each calendar year the Board shall prepare and submit

21 to the President and to the Congress a full report of the
22 activities of the Central Liquidity Fund for each previous
23 fiscal year. This report may be a part of the Board's annual
24 report to the President and to the Congress, as required by
25 title I of this Act.
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1

"REIMBURSEMENT TO NATIONAL CREDIT UNION

2

BOARD

3

"SEC. 310. The Board annually shall determine the

4 expenditures under this title incurred in carrying out the
5 responsibilities imposed upon it, and, in conjunction with fees
6 paid for chartering, examination, supervision, and insuring
7 of Federal credit unions, and federally insured State credit
unions, shall assess the Liquidity Fund for its share of such
9 expenses. Receipts derived by the Board from the Liquidity

10 Fund for the above purpose shall be deposited in a special
11 deposit account with the Treasury of the United States and
12 may be withdrawn therefrom from time to time to defray

13 the general expenses of the Administration.
14

15

"TAX EXEMPTION
"SEC. 311. The Liquidity Fund, its property, its Iran-

16 chise, capital reserves, surplus holdings, and other funds, and

17 its income shall be exempt from all taxation now or here18 after imposed by the United States or by any State or local
19 taxing authority; except that any real property and tangible
20 personal property shall be subject to Federal, State, and local
21 taxation to the same extent according to its value as other

22 such property is taxed.
23
24

"AUDIT OF FINANCIAL TRANSACTIONS
"SEC. 312. The Board shall maintain an integral set of

25 accounts of the Liquidity Fund which shall be audited an-
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1 nually by the General Accounting Office in accordance with
2 principles and procedures applicable to commercial corporate
3 transactions are provided by section 105 of the Government
4 Corporation Control Act. An annual business-type budget
5 as provided for wholly owned Government corporations by
6 the Government Corporation Control Act shall be prepared."
7
8

AMENDMENTS TO THE FEDERAL CREDIT UNION ACT
SEC. 232. Section 107 of the Federal Credit Union Act,

9 as amended (12 U.S.C. 1757), is amended by adding at

10 the end thereof the following:
11

"(16) notwithstanding any other provisions of law,

12

to subscribe for stock in the National Credit Union Cen-

13

tral Liquidity Fund if otherwise eligible to do so under

14

the terms of this Act, and to exercise such other func-

15

tions as may be necessary to participate fully as a mem-

16

ber of the Liquidity Fund.".

17

PART E—CLERICAL AMENDMENTS

18

SEO. 241. (a) The Federal Credit Union Act (12

19

U.S.C. 1751-1790) is further amended by striking out "Ad-

20 ministrator" and inserting in lieu thereof "Board" in the fol21 lowing sections:
22

(1) section 103 (12 U.S.C. 1753);

23

(2) section 104 (12 U.S.C. 1754) ;

24

(3) section 105 (12 U.S.C. 1755);

25

(4) section 106 (12 U.S.C. 1756);
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1
2

(5) paragraphs (5), (8), (9), (10), (13), and
(14) of section 107 (12 U.S.C. 1757);

3

(6) section 108 (12 U.S.C. 1758);

4

(7) section 109 (12 U.S.C. 1759);

5

(8) section 111 (12 U.S.C. 1761);

6

(9) section 112 (12 U.S.C. 1761a);

7

(10) section 13 (12 U.S.C. 1761b);

8

(11) section 115 (12 U.S.C. 1761d) ;

9

(12) paragraph (b)(2) of section 116 (12 U.S.C.

10

1762);

11

(13) the title of section 120 (12 U.S.C. 1766);

12

(14) section 120(a) (12 U.S.C. 1766) ;

13

(15) section 120(b)(1) (12 U.S.C. 1766);

14

(16) section 120(b)(2) (12 U.S.C. 1766);

15

(17) section 120(b)(3) (12 U.S.C. 1766) ;

16

(18) section 120(b)(4) (12 U.S.C. 1766);

17

(19) section 120(b)(5) 12 U.S.C. 1766);

18

(20) section 120(c) (12 U.S.C. 1766);

19

(21) section 120(d) (12 U.S.C. 1766);

20

(22) section 120(e) (12 U.S.C. 1766);

21

(23) section 120(1) (1) (12 U.S.C. 1766) ;

22

(24) section 120(f) (2)(A) (12 U.S.C. 1766);

23

(25) section 120(f)(2)(B) (12 U.S.C. 1766);

24

(26) section 120(g) (12 U.S.C. 1766);

25

(27) section 120(h) (12 U.S.C. 1766);
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1

(28) section 120(i) (12 U.S.C. 1766);

2

(29) section 120(i) (3) (12 U.S.C. 1766);

3

(30) section 121 (12 U.S.0 1767);

4

(31) section 125(b) (1) (12 U.S.C. 1771);

5

(32) section 125(b) (2) (12 U.S.C. 1771) ;

6

(33) section 127 (12 U.S.C. 1772a); and

7

(34) sections 201 to 210 (12 U.S.C. 1773-1775).

8

(b) Such Act is further amended by striking out the

9 personal pronouns "he", "him", and "his" when referring
10 to the Administrator and inserting in lieu thereof "it",
11 "they", and "its" as appropriate wherever such words ap12 pear therein.
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NATIONAL CREDIT UNION ADMINISTRATION
Washington,D. C. 20456

2 3 JUN 1977
Office of the Administrator.
Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of :Tune 15, 1977,
requesting the comments of this Agency on S.1665, a bill
to provide for the chartering of savings banks, to increase
the efficiency and flexibility of credit unLons, and for
other purposes.
The National Credit Union Administraticn continues
its support for the provisions of Title II - Credit Unions.
As I stated in my testimony on June 20, 197-, this bill
modernizes some of the existing powers contained in the
Federal Credit Union Act and also provides for certain
new powers.
I expressed my concerns for (1) raisin:: the 12% loan
ceiling for lines of credit unless a clear and compelling
need is demonstrated by Federal credit unions; and (2) the
placing of funds in uninsured central credit unions. I
also indicated that our staff will shortly provide the
Subcommittee staff with certain amendments tc clarify
"member accounts" and to offer latitude in he method
in which the National Credit Union Administration collects
fees. These will be delivered as soon as possible.
With regard to Title I, the National Credit Union
Administration has no objections.
Sincerely ypurs,
r \-%1
ti /it Jr
JJ.LlA

.

. AUSTIN MONTGOMERY
Administrator
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95rn CONGRESS
1ST SESSION

S. 1666

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative da.y, MAY 18), 1977
Mr. MCINTYRE (by request) introduced the following bill; which was read twice
and referred to the Committee on Banking, Housing, and Urban Affairs

A BILL
To provide for extension of the deposit interest rate control law,
increased ceiling of deposit insurance for public unit accounts, Keogh trust accounts, individual retirement custodial or trust accounts, modification of Federal savings
and loan investment authority, and for other purposes.
1

Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,
3
4
5

6
7

TITLE I—SHORT TITLE
SEC. 101. This Act may be cited as the "Financial Institution Amendments of 1977".
TITLE II—DEPOSIT INTEREST RATE CONTROL
SEC. 201. (a) Section 7 of the Act of September 21,

8 1966 (Public Law 89-597), is amended by striking out
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1 "December 15, 1977" and inserting in lieu thereof "Decem2 ber 15, 1987".

3

(b) Section 102 of the Act of December 31, 1975

4 (Public Law 94-200) is amended by adding at the end
5 thereof the following:

6

"(c) Prior to the expiration of the limitation on the

7 rate of interest payable on time and savings accounts, Con-

8 gress shall consider the effects of such expiration on the
9 economic climate which it anticipates will prevail at the
10 time of such expiration and shall modify or continue such

11 authority unless there is clear evidence that the expiration
12 of such authority will not adversely affect the availability

13 of mortgage credit to the public or impair the financial
14 health of thrift institutions.".
15

SEC. 202. The Federal Credit Union Act (12 U.S.C.

16 1751 et seq.) as amended, is amended by adding at the end

17 thereof a new section as follows:
18 11791. Control of interest rates
19

"(a) The Administrator may from time to time after

20 consulting with the ,Board of Governors of the Federal
21 Reserve System and the Board of Directors of the Federal
22 Deposit Insurance Corporation, and the Federal Home Loan
23 Bank Board, prescribe rules governing the payment and
24 advertisement of interest or dividends on deposits, shares,
25 or withdrawable accounts including limitations on the rates
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1 of interest or dividends on deposits, shares, or withdrawable
2 accounts that may be paid by institutions the deposits of

3 which are insured in accordance with the provisions of the
4 Federal Credit Union Act. The Administrator may prescribe
5 different rate limitations for different classes of deposits,
6 shares, or withdrawable accounts, for deposits, shares, or
7 withdrawable accounts of different amounts or with different

8 maturities or subject to different conditions regarding withdrawal or repayment, according to the nature or location of
10 the credit union, its depositors or withdrawable account-

11 holders, or according to such other reasonable bases as the
12 Administrator may deem desirable in the public interest.
13

"(b) In addition to any other penalty provided by this

14 or any other law, any person or organization which violates
15 a rule promulgated pursuant to this section shall be subject
16 to such civil penalties, which shall not exceed $100 for each

17 violation, as may be prescribed by the Administrator by
18 rule and such rule may provide with respect to any and all
19 such violations that each day in which the violation continues
20 shall constitute a separate violation. The Administrator may
21 recover any such violation for his own use, through action
22 or otherwise, including recovery thereof in any action or
23 proceeding under this section. The Administrator may, at
24 any time before collection of any such penalty, whether
25 before or after the bringing of an action or other legal pro-
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1 ceeding, the obtaining of any judgment or other recovery,
or the issuance of levy or any execution or other legal process
3 therefor and with or without consideration, comprise, remit,
4 or mitigate in whole or in part any such penalty or any such
5 recovery.
6

"(c) Whenever it shall appear to the Administrator

7 that any person or organization is engaged or has engaged
8 or is about to engage in any acts or practices which consti9 tute or will constitute a violation of the provisions of this

io section or of any regulations thereunder, the Administrator
11 may, in his discretion, bring an action in the -United States
12 district court for the judicial district in which the principal
13 office of the person or organization is located to enjoin such
14 acts or practices, to enforce compliance with this section or
15 any regulations thereunder, or for a combination of the fore16 going, and such courts shall have jurisdiction of such actions,
11 and, upon a proper showing, an injunction, restraining order,
18 or other appropriate order may be granted without bond.
19

"(d) All expenses of the administration under this sec-

20 tion shall be considered as nonadministrative expenses.
21

"(e) No credit union or any successor or assignee, or

22 any endorser, guarantor, or surety thereof may plead, raise,
23 or claim, directly or by counterclaim, setoff, or otherwise,
24 with respect to any deposit or obligation of such insured
25 credit union, any, defense, right, or benefit under any provi-
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sion of a statute or constitution of a State or of a territory
2 of the United States, or of any law of the District of Cohun3 bia, regulating or limiting the rate of interest which may be
4 charged, taken, received, or reserved, and any such provi5 sion is hereby preempted, and no civil or criminal penalty
6 which would otherwise be applicable under such provision
7 shall apply to such credit union, or affiliate or to any other
8 person.".
9

10

TITLE III—INSURANCE OF ACCOUNTS
SEc. 301. (a) The Federal Deposit Insurance Act is

11 amended in subsection (a) of section 11 (12 U.S.C. 1821
12 (a)) by striking the phrase "his deposit shall be insured in
13 an amount not to exceed $100,000 per account." and in14 serting in lieu thereof "his deposit shall be insured for the
15 full aggregate amount of such deposit."
16

(b) Title IV of the National Housing Act is amended

17 in subsection 405 (12 U.S.C. 1728) by striking the phrase
18 "the account of such insured member shall be insured in an

19 amount not to exceed $100,000 per, account." and inserting
20 in lieu thereof "the account of such insured member shall be

21 insured for the full aggregate amount of such account".
22

(c) Subsection (c) of section 207 of the Federal Credit

23 Union Act (12 F.S.C. 1787) is amended •by striking the
24 phrase "his account shall be insured in an amount not to
25 exceed $100,000 pez account." and inserting in lieu thereof
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1 "his account shall be insured for the full aggregate amount

of such account."
3
4

SEC. 302. Section 405 of the National Housing Act (12

U.S.C. 1728) is amended—

5

(1) by adding at the end thereof the following:

6

"(e) (1) Notwithstanding any limitation in this sub-

7 chapter or in any other provision of law relating to the
8 amount of deposit insurance available for any one account,
9 in the ease of an insured member who is a participant in a
10 trust created or organized in the United States and forming
11 part of a stock bonus, pension, or profit-sharing plan which
12 qualifies or qualified for special tax treatment under section
13 401(d) of the Internal Revenue Code of 1954, or a partici14 pant in a trust or custodial individual retirement account with15 in the meaning of section 408 of such Code, the account of
16 such insured member shall be insured for the full aggregate
17 amount of such account.".
18

(2) by adding in the first paragraph thereof after

19

the words "subsection (d)" the words "or (e)"

20

wherever they appear.

21
22

TITLE IV
SEC. 401. (a) The Congress finds that-

23

(1) State-chartered savings and loan associations in

24

certain States are allowed to offer variable-rate and other
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1

flexible mortgages to the public, while Federal savings

2

and loan associations under existing regulations are not;

3

(2) Federal savings and loan associations would be

4

able to remain more competitive in attracting and retaming deposits during periods of high interest rates
by being able to offer a wide variety of flexible mortgage

7

instruments to the public, thereby lessening the adverse

8

impact of high interest rates on the home construction

9

industry; and

10

(3) homeownership will be greatly enhanced for

11

potential mortgage borrowers if they can choose from

12

a wide variety of mortgage designs that best fit their

13

particular financial needs and expectations.

14

(b) It is the sense of the Congress that-

15

(1) the Federal Home Loan Bank Board should

16

adopt regulations permitting Federal savings and loan

17

associations to offer a wide variety of flexible mortgage

18

instruments (including variable-rate mortgages) in

19

States where State-chartered savings and loan associ-

20

ations are permitted to offer variable-rate or other types

21

of flexible mortgages to the public;

22

(2) the Federal Home Loan Bank Board may

23

adopt regulations authorizing an experimental program

24

for allowing Federal savings and loan associations in
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1

other States to offer a wide variety of flexible mortgage

2

instruments (including variable-rate mortgages) to the

3

public;

4

(3) the Federal Home Loan Bank Board shall

5

take into account appropriate consumer safeguards, the

6

existing competitive environment, and the needs of

7

Federal savings and loan associations in adopting any

8

regulations which allow Federal savings and loan

9

associations to offer a wide variety of flexible mortgage

10

instruments to the public; and

11

(4) the Federal Home Loan Bank Board shall

12

report to Congress, one year following adoption of such

13

regulations, on the use of a wide variety of flexible

14

mortgage instruments by Federal savings and loan

15

associations, and the impact which they have had on

16

homebuyers, Federal savings and loan associations, the

17

floW of funds into housing, and such other matters as

18

the Board may deem appropriate.

19
20

TITLE V—HOME OWNERS' LOAN ACT
SEC. 501. Section 5(c) of the Home Owners' Loan Act

21 of 1933 (12 U.S.C. 1464(c)) is amended to read as
22 follows: "Subject to the rules and regulations of the
Federal
23 Home Loan Bank Board, an association shall have the
24 power to invest its funds in accordance with the following

25 provisions:
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1
2
3

"(1) Investment securities:
"(a) Obligations of, or fully guaranteed as to
principal and interest, by the United States.

4

"(b) Obligations of and obligations fully guaranteed

5

as to principal and interest by, and any other obligations,

6

participations, or other instruments of or issued by—

7

"(i) Federal home loan bank or banks;

8

"(ii) Federal Savings and Loan Insurance

9

10
11
12
13

Corporation;
"(iii) Federal Home Loan Mortgage Corporation;
"(iv) Government National Mortgage Associa-

tion;

14

"(v) Federal National Mortgage Association;

15

"(vi) Student Loan Marketing Association;

16

"(vii) bank or banks for cooperatives;

17

"(viii) Federal Intermediate Credit Bank or

18

Banks;

19

"(ix) Federal Land Bank or Banks;

20

"(x) Federal Financing Bank;

21

"(xi) Farmers Home Administration;

22

"(xii) Small Business Administration;

23

"(xiii) Department of Housing and Urban

24
25

Development;
"(xiv) Tennessee Valley Authority;
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"(xv) Export-Import Bank of the United

1
2

States;

3

"(xvi) Health, Education, and Welfare; and

4

"(xvii) any agency or instrumentality of the

5

United States in addition to those specified in sub-

6

paragraphs (i) through (xvi) of this paragraph to

7

the extent that investments therein are approved by

8

the Federal Home Loan Bank Board.

9

"(c) Obligations of any State or any political sub-

10

division thereof.

11

"(d) Bankers' acceptances.

12

"(e) Stock in-

13

"(i) Federal home loan bank or banks;

14

"(ii) Federal Savings and Loan Insurance Cor-

15

poration;

16

"(iii) Federal National Mortgage Association:

17

"(iv) Student Loan Marketing Association;

18

and

19

"(v) any agency or instrumentality of the

20

United States in addition to those specified in sub-

21

paragraphs (i) through (iv) of this paragraph to

22

the extent that investments therein are approved

23

by the Federal Home Loan Bank Board.
"(f) Demand, time or savings deposits, shares or
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1

accounts, or other obligations of a Federal home loan

2

bank or any financial institution the accounts of which

3

are insured by a Federal agency.

4

"(g) Loans on a secured or unsecured basis to any

5

financial institution the accounts of which are insured

6

by a Federal agency.

7

"(h) Any investments which at the time of making

8

the investment is an asset eligible for inclusion toward

9

the satisfaction of any liquidity requirement imposed on

10

the association pursuant to section 5(a) of the Federal

11

Home Loan Bank Act.

12

"(2) Qualifying real estate loans: Loans on real estate

13 or interests therein secured by liens in an amount not exceed-

14 ing the value of the security in accordance with the follow15 ing provisions:

16
17

18

"(a) Insured and guaranteed loans:
"(i) Loans insured under the provisions of the

National Housing Act, as amended.

19

"(ii) Loans insured under the provisions of

20

the Servicemen's Readjustment Act of 1944, as

21

amended, or guaranteed under chapter 37 of title

22

38 of the United States Code.

23

"(iii) Loans insured by the Secretary of Agri-

24

culture pursuant to title I of the Bankhead-Jones
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1

Farm Tenant Act, or the Act of August 28, 1937,

2

as amended, or title V of the Housing Act of 1949,

3

as amended.

4

"(iv) Loans guaranteed by the Secretary of

5

Housing and Urban Development for the payment

6

of the obligations of which the full faith and credit
of the United States is pledged.

8

"(v) Loans which are fully guaranteed or in-

9

sured by a State, or any agency or instrumentality

10

thereof, or by a State authority for the payment of

11

the obligations of which the faith and credit of the

12

State is pledged, if under the terms of the guaranty

t;

or insurance agreement the association will be as-

14

sured of repayment in accordance with the terms of

15

the loan.

16

"(vii) Loans to be insured or guaranteed pur-

17

suant to the provision of subparagraphs (i) through

18

(v) of this paragraph as to which the association

19

has a commitment or agreement therefor.

20

"(b) Conventional loans on residential property:

21

"(i) Loans on homes and combinations of

22

homes and business property.

23

"(ii) Loans on other dwelling units, and com-

24

binations of dwelling units, including homes, and
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1

business property involving only minor or incidental

2

business use.

3

"(iii) Loans on structures or parts thereof de-

4

signed or used as fraternity or sorority houses which

5

include sleeping accommodations for students at a

6

college or university, or designed or used principally

7

for the provision of living accommodations for per-

8

sons who are students, employees, or members of
the staff of a college, university, or hospital.

10

"(iv) Loans on facilities designed for the pur-

11

pose of providing accommodations, individual or

12

multiple, for occupancy by aging persons or of pro-

13

viding rest homes or nursing homes.

14

"(v) Loans to finance the acquisition, develop-

15

ment and/or improvement of land or interests

16

therein for primarily residential usage.

17

"(vi) Loans on developed building lots or sites

18

ready for the construction of a structure designed

19

for primarily residential usage.

20

"(vii) Farm residences or combinations of such

21

residences and property used for commercial farm-

22

ing enterprises.

23

"(viii) Loans for the purpose of financing the

24

purchase of or refinancing an existing ownership
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1

interest in certificates of stock or other evidence of

2

an ownership interest in, and a proprietary lease

3

from, a corporation or partnership formed for the

4

purpose of the cooperative ownership of residential

5

real estate.

6

"(c) Loans on church and educational facilities.

7

"(d) Loans on other improved real estate.

8

"(3) Loans made for the purpose of financing mobile

9 homes and mobile home parks.
10

"(4) Real estate related loans or interests therein:

11

"(a) Loans insured under title I of the National

12
13
14

Housing Act, as amended.
"(b) Home improvement loans insured under title
II of the National Housing Act, as amended.

15

"(c) Unsecured loans insured or guaranteed under

16

the provisions of the Servicemen's Readjustment Act

17

of 1944, as amended, or chapter 37 of title 38 of the

18

United States Code.

19

"(d) Any loan on a secured or unsecured basis

20

made for the repair, alteration, equipping, furnishing,

21

or improvement of any real property or mobile home.

22

"(e) Loans the principal purpose of which is to

23

provide financing with what is or is expected to become

24

primarily residential real estate where (i) the assoeia-

25

tion relies substantially for repayment on the borrow-
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1

er's general credit standing and forecast of income,

2

with or without other security, or (ii) the association

3

relies on other security as collateral for the loans, in-

4

eluding but not limited to a guaranty or similar obliga-

5

tion of a third party, and in either case described in

6

clause (i) or (ii) immediately preceding, regardless

7

of whether or not the association takes a security

8

interest in real estate (whether or not constituting a

9

first lien) as additional protection.

10

"(5) Consumer loans or interests therein on a secured

11 or unsecured basis:
12

"(a) Loans made for the payment of expenses of

13

college, university, vocational, professional, or business

14

education.

15

"(b) Loans to individuals for any purpose: Pro-

16

vided, That no such loan shall exceed $15,000.

17

"(6) Loans and investments for community conserva-

18 tion, development, and improvement:
19

"(a) Investments in real property including inter-

20

ests therein and loans secured by real property located

21

within an urban renewal area as defined in subsection

22

(a) of section 110 of the Housing Act of 1949, or within

23

any slum, blighted, deteriorated, deteriorating, conserva-

24

tion, or preservation area as defined or designated by the

25

Federal Home Loan Bank Board or as defined or desig-
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1

nated by the governing body of the local political subdivi-

2

sion in which the property is located, and in the capital

3

stock, obligations, or other securities of any public or

4

private corporation, cooperative, partnership, trust, or

5

unincorporated or voluntary association, a primary pur-

6

pose and activity of which consists of serving to maintain
and improve such areas.

8

"(b) Investments in, loans to, or commitments to

9

lend any State housing corporation incorporated in the

10

State in which the home office of such association is situated and established by a State for the limited purpose of

12

providing housing and incidental services, particularly for

13

families in low or moderate income.

14

"(c) Investments in, loans to, or commitments to

15

lend to any business development credit corporation in-

16

corporated in the State in which the head office of such

17

association is situated.

18

"(d) Loans and investments that in the opinion of

19

the board of directors of the association are prudent and

20

directly related to the development of a community in

21

which the association has or is expecting to have a sub-

22

stantial financial interest. Such loans and investments

23

shall relate to the provision of community facilities and

24

services, including the financing and ownership and leas-

25

ing of real and personal property used in connection with
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1

such facilities and its services, such as water, sewers,

2

power, streets, lighting, pollution control, transportation

3

systems, fire and police protection, health and safety,

4

schools, and such other facilities and services as may be

5

approved by the Federal Home Loan Bank Board.

6

"(7) Collateral loans: Loans or interests in loans

7 secured by the pledge of loans or investments, the assignment

8 of which need not be recorded, of a type in which the asso9 elation might lawfully invest at the time the loan is made.
10

"(8) Service corporations: Investments in the capital

11 stock, obligations, or other securities of any corporation pro12 vided the entire capital stock of such corporation is available
13 for purchase only by financial institutions eligible for

1110111-

14 bership in the Federal Home Loan Bank System, but an
15 association shall not make any investment under this para-

16 graph if its aggregate outstanding investments under this
17 paragraph, exclusive of any investment which is or at the
18 time of its making was otherwise authorized, would there19 upon exceed 2 per centum of the assets of the association.
20
21
22

"(9) Other loans and investments:
"(a) Loans secured by its savings accounts to the

extent of the withdrawal value thereof.

23

"(b) Loans secured by time or savings deposits,

24

shares, or accounts of any financial institution the ac-

18
1

counts of which are insured by a Federal agency, to the

2

extent of the withdrawal value thereof.

3

"(c) Real property or interests therein as the Board

4

of Directors may deem necessary or convenient for the

5

conduct of the business of the association, and which

6

shall include the ownership of stock of a wholly owned

7

subsidiary corporation having as its exclusive activity

8

the ownership and management of such property or

9

interests.

10

"(d) Foreign assistance loans: Acquire and hold

11

investments in housing project loans, or interests therein,

12

having the benefit of any guaranty under section 221

13

of the Foreign Assistance Act of 1961, as now or here-

14

after in effect, or loans, or interests therein, having the

15

benefit of any guaranty under section 224 of such Act,

16

or any commitment or agreement with respect to such

17

loans, or interest therein, made pursuant to either of such

18

sections. This authority extends to the acquisition, hold-

19

ing, and disposition of loans, or interests therein, hay-

20

ing the benefit of any guaranty under section 221 or

21

222 of the Foreign Assistance Act of 1961, as amended

22

by section 105 of the Foreign Assistance Act of 1969 or

23

as hereafter amended or executed, or of any commitment

24

or agreement for any such guaranty.

25

"(e) National housing partnerships: Invest in
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1

shares of stock issued by a corporation authorized to be

2

created pursuant to title IX of the Housing and -Urban

3

Development Act of 1968, and is authorized to invest in

4

any partnership, limited partnership, or joint venture

5

formed pursuant to section 907(a) or 907(c) of that

6

Act.

7

"(f) Subject to the limitations of paragraph 13(a),

8

investments in real property, including interests in real

9

property, for the purpose of acquiring, ,developing, and/

10

or improving such property or interests therein, located

11.

within one hundred miles of an office of the association

12

or within the State in which such office is located, and

13

an association may hold, sell, or otherwise •dispose of,

14

lease, improve, and operate any such property or any

15

interest therein.

16

"(g) Subject to the limitations of paragraph 13(a),

17

investments in capital stock, obligations, or other secu-

18

rities of any business entity engaged substantially in

19

activities otherwise authorized for such association mak-

20

ing the investment.

21

"(10) Leeway category for nonqualifying loans and in-

22 vestments: Subject to the provisions of subparagraph 13(b),
23 investments in other assets in a manner not expressly pro24 hibited by law, provided such investments are made in the
25 exercise of the judgment and care under the circumstances
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1 then prevailing which men of prudence, discretion, and intelli.
2 gence exercise in the management of their own affairs.
3

"(11) Other powers: In addition to the investment

4 powers specified in paragraphs (1) through (10), an associ5 ation shall have power to6

"(a) Act as trustee of any trust created or orga-

7

nized in the United States and forming part of a stock

8

bonus, pension, or profit-sharing plan which qualifies

9

or qualified for specific tax treatment under section

10

401(d) of the Intenial Revenue Code of 1954, if the

11

funds of such trust are invested only in savings accounts

12

or deposits in such association or in obligations or

13

securities issued by each association. All funds held

14

in such fiduciary capacity by any such association may

15

be commingled for appropriate purposes of investment,

16

but individual records shall be kept by the fiduciary

17

for each participant and shall show in proper detail all

18

transactions engaged in under the authority of this

19

paragraph.

20

"(b) Issue and sell securities which are guaran-

21

teed pursuant to section 306(g) of the National

22

Housing Act.

23

"(c) Borrow funds from a State mortgage finance

24

agency of the State in which the head office of such

25

association is situated to the same extent as State law
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1

authorizes as savings and loan association organized

2

under the laws of such State to borrow from the State

3

mortgage finance agency, except that such an asso-

4

ciation may not make any loan of such funds at an

5

interest rate which exceeds by more than 11 per centum

6

per annum the interest rate paid to the State mortgage

7

finance agency on the obligations issued to obtain the

8

funds so borrowed.

9

"(12) Composition of assets: Each association shall

10 maintain an annual average of at least 70 per centum of
11 its assets in loans and investments as authorized in para12 graphs and subparagraphs (1), (2(a)), (2(b)), (2
13 (c)), (3), (4), (6), and such loans. authorized in para14 graph (7) secured by loans and investments authorized
15 in paragraphs and subparagraphs (1), (2(a)), (2(b)),

16 (3), (4), and (6), loans authorized in subparagraph
17 (9(a)), (9(b)), and investments authorized in subpara18 graph (9(c)).
19

"(13) Investment limitations:

20

"(a) No association shall make any investments

21

pursuant to subparagraphs (9(f)) and (9(g)), ex-

22

cept with prior approval of the Board, if its aggregate

23

outstanding investments under subparagraphs (9(f))

24

and (9(g)), exclusive of any investment which is or

25

at the time of its making was otherwise authorized, would
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1

thereupon exceed the lesser of 5 per centum of the assets

9

of the association or the amount of its general reserves,

3

surplus, and undivided profits.

4

"(b) No association shall make any investments

5

pursuant to paragraph 10, except with the prior approval

6

of the Board, if its aggregate outstanding investments

7

under paragraph 10, exclusive of any investment which

8

is or at the time of its making was otherwise authorized,

9

would thereupon exceed the lesser of 5 per centum of the

10

assets of the association or the amount of its general

11

reserves, surplus, and undivided profits.".

12 TITLE VI—RAISING OF ADDITIONAL CAPITAL
13

FOR FEDERAL SAVINGS AND LOAN ASSO-

14

CIATIONS

15

SEC. 601. Section 5(b)(2) of the Home Owners'

16 Loan Act of 1933 (12 U.S.C. 1464(b)(2)), as amended,

17 is amended by striking the entire sentence comprising the
18 section and substituting the following: "To such extent as

19 the Board may authorize by regulation or advise in writing,
20 an association may borrow, may give security, may be surety

21 as defined by the Board and may issue such notes, bonds,
22 debentures, preferred stock, or other obligations, or other
23 securities as the Board may so authorize. Preferred stock,
24 or other obligations or securities which perform as equity
25 funds as determined by the Board, may be considered a
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1 source of capital funds and, as such, may be applied to in2 crease the Federal insurance reserve of an association in
3 accordance with regulations established by the Board.".
4 TITLE VII—FEDERAL CHARTERS FOR MUTUAL
5
6

SAVINGS BANKS
SEC. 701. (a) Subsection (d) of section 2 of the Home

7 Owners' Loan Act of 1933, as amended (12 U.S.C. 1462),
8 is amended to read as follows:
9

"(d) The terms 'association' or 'Federal association'

10 mean a Federal savings association, or Federal savings bank
11 which was converted from a mutual savings bank pursuant
12 to section 5(i) of the Home Owners' Loan Act, and a
13 Federal savings and loan association chartered by the Board
14 under section 5 of this Act, and any reference in any other
15 law to a Federal savings and loan association shall be
16 deemed to be also a reference to a Federal savings associa17 tion and a Federal savings bank.".
18

(b) Subsection (a) of section 5 of the Home Owners'

19 Loan Act of 1933, as amended (12 U.S.C. 1464(a)), is
20 amended to read as follows:
21

"(a) In order to provide thrift institutions in which

22 people may invest their funds and in order to provide for
23 the financing of homes and family and consumer needs, the
24 Board is authorized to provide for the organization, incorpo25 ration, conversion, examination, operation, and regulation,
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1 under such rules or regulations (including definitions of terms
2 used in this Act) as it may prescribe, of associations the name
3 of which shall include the words 'Federal', 'Savings', and
4 'Association', except that an association which was con5 verted from a mutual savings bank pursuant to section 5(i)
6 shall have the option to substitute the word 'bank' in its title
7 in lieu of the word 'association' if such word formerly was
8 part of its legal name, and in issuing charters therefor, the
9 Board shall give primary consideration to the best practices
10 of thrift institutions and the needs of the families, consumers
11 and communities to be served. An association which for12 merly was organized as a mutual savings bank under State
13 law and which has converted from a mutual savings bank
14 pursuant to section 5(i) may, to the extent authorized by
15 the Board, continue to carry on any activities it was engaged
16 in on December 31, 1976, including any authority to pro17 vide life insurance, and to maintain but not increase ratios
18 to total assets of investments of types which were lawful for it

19 immediately prior to effective date of such conversion, where
20 such investments are not included as an authorized invest21 ment for associations pursuant to subsection (c) of this
22 section 5.".
23

(c) The first paragraph of subsection (i) of section 5

24 of the Home Owners' Loan Act of 1933, as amended (12
25 U.S.C. 1464(i)), is amended by adding the following sen-
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1 tence: "Notwithstanding any other law, a mutual savings
2 bank organized under State law and operating as a financial
3 institution on the date of enactment may, to the extent au4 thorized by the Board, convert to a Federal savings and loan
5 association or a Federal mutual savings bank.".
6

(d) The Federal Deposit Insurance Act is amended by

7 adding at the end thereof the following new section:
8

"CONVERSION TO FEDERAL CHARTER OF MUTUAL SAVINGS

9

BANKS

10

"SEc. 26. (a) Whenever a State-chartered mutual say-

11 ings bank which is an insured bank of the Federal Deposit
12 Insurance Corporation is converted into a Federal savings
13 bank or merged or consolidated into a Federal savings bank
14 or a savings bank which is (or within sixty days after the
15 merger or consolidation, becomes) an insured institution
16 within the meaning of section 401 of the National Housing
17 Act, the Federal Deposit Insurance Corporation shall calcu18 late the amount in its capital account attributable to such
19 mutual savings bank. For the purpose of such calculation, the
20 amount so attributable shall be deemed to be the total assess21 ments payable to the Federal Deposit Insurance Corporation
22 by such mutual savings bank from the date its deposits be23 came insured by the Federal Deposit Insurance Corporation
24 through the end of the immediately preceding calendar• year
25 less the total of—
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1

"(1) a sum computed for the same period equal to

2

the total amount of credits toward assessments from net

3

assessments income received by such mutual savings

4

bank.

5

"(2) a pro rata share for the same period of op-

6

erating costs and expenses of the Federal Deposit In-

7

surance Corporation, additions to reserve to provide for

8

insurance losses (making due allowance for adjustments

9

to reserve resulting in a reduction of such reserve), and

10

insurance losses sustained plus losses from any preceding

11

years in excess of reserves, such pro rata share to be

12

calculated by applying a fraction of which the numerator

13

shall be the average deposits of the mutual savings bank,

14

which may be determined from its report of condition to

15

the Federal Deposit Insurance Corporation in December

16

of each year, from the date its deposits become insured

17

by the Federal Deposit Insurance Corporation to the end

18

of the calendar year preceding the date upon which the

19

calculation is being made, and the denominator shall be

20

the average of total deposits of all insured banks over the

21

same period, which may be determined from the annual

22

reports of the Federal Deposit Insurance Corporation

23

during the same period.

24

"(b) As soon as possible after any such conversion,

25 merger, or consolidation, the Federal Deposit Insurance
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1 Corporation shall transfer to the Federal Savings and Loan
2 Insurance Corporation the amount calculated in accordance
3 with the provisions of subsection (a).

4

"(c) Whenever a State-chartered mutual savings bank

5 which is an insured bank of the Federal Deposit Insurance

6 Corporation is converted into a Federal mutual savings bank,
7 the bank involved shall, on the date on which it becomes
8 an insured institution within the meaning of section 401 of
9 the National Housing Act, cease to be an insured bank
10 insofar as the Federal Deposit Insurance Corporation is con11 cemed, but the obligations to and rights of the Federal De12 posit Insurance Corporation, depositors of the insured bank,

13 the bank itself, and other persons arising out of any claim
14 made prior to that date shall remain unimpaired. All claims
15 not made prior to such date, but which would have been prop16 crly payable by the Federal Deposit Insurance Corporation if
17 made prior to that date, shall be assumed by the Federal Say18 ings and Loan Insurance Corporation.".

19

SEC. 702. Section 5(i) of the Home Owners' Loan Act

20 of 1933 (12 U.S.C. 1464(i)), as amended, is amended by
21 adding at the end of the first paragraph thereof the follow-

22 ing: "Notwithstanding any other law, an insured institution
23 having permanent capital stock chartered under State law as

24 a savings and loan association which otherwise conforms with
25 all the requirements for conversion to a Federal savings and

28
1 loan association, shall have the option of receiving a Federal
2 charter in the form of the charters providing for mutual
a

ownership of the institution being issued at such time by the

4 Federal Home Loan Bank Board or a charter in identical
5 form except for providing for permanent capital stock owner-

6 ship of the institution.".
7

TITLE VIII—FEDERAL HOME LOAN BANK

8

ACT AMENDMENTS

9

DEFINITIONS

10

SEC. 801. Section 2 of the Federal Home Loan Bank

11 Act of 1932 (12 U.S.C. 1422) is amended by striking
12 paragraphs (5), 6), (7), and (8) and substituting in
13 lieu thereof the following:
14

"(5) The term 'residential mortgage loan' means a

15

loan made by a member or a nonmember borrower upon

16

the security of a residential mortgage.

17

"(6) The term 'residential mortgage' means a

18

mortgage upon primarily residential property, in fee

19

simple, or on a leasehold, all of which terms may be

20

defined by the Board, and shall include, in addition to

21

first mortgages, such classes of first liens as are corn-

22

monly given to secure advances on real estate and other

23

property by institutions authorized under this Act to be-

24

come members, under the laws of the State in which
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1

the real estate or other property is located, together with

2

the credit instruments, if any, secured thereby.

3

"(7) The term 'unpaid principal', when used in

4

respect to a loan secured by a residential mortgage means

5

the principal thereof less the sum of (1) paymept

6

made on such principal, and (2) in cases where deposits

7

or shares are pledged as security for the loan, the pay-

8

ments made on such deposits or shares plus earnings or

9

dividends apportioned or credited thereon.

10

"(8) An 'amortized' or 'installment' residential

11

mortgage loan shall, for the purposes of this Act, be a

12

residential mortgage loan to be repaid or liquidated in

13

not less than five years by means of regular weekly,

14

monthly, or quarterly payments made directly in re-

15

duction of-the debt or upon deposits or shares pledged as

16

collateral for the repayment of such loan.".

17
18

MEINIBERSIIIP CRITERIA
SEC. 802. (a) Section 4 of the Federal Home Loan

19 Bank Act of 1932 (12 U.S.C. 1424) is amended as follows
20

(1) by deleting the words "makes such home mort-

21

gage loans as, in the judgment of the Board, are long-

22

term loans" in the first sentence of subsection (a) and

23

substituting in lieu thereof the words "makes residential

24

mortgage loans"; and
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1

(2) by deleting the words "home financing" in the

2

two places where they appear in the second sentence of

3

subsection (a) and substituting the words "residential

4

financing".

5

(b) Section 5 of the Federal Home Loan Bank Act of

6 1932 (12 U.S.C. 1425) is deleted.
STOCK SUBSCRIPTION REQUIREMENT
8

SEC. 803. Section 6 of the Federal Home Loan Bank

9 Act of 1932 (12 U.S.C. 1426) is amended as follows:
10

(a) by deleting the words "aggregate unpaid loan

11

principal" in the first sentence of subsection (c) (1)

12

and substituting the words "residential loans";

13

(b) in subsection (c)(2) by striking all that fol-

14

lows the paragraph designation "(2)" down to and

15

including the subparagraph designation "(ii)";

16

(c) by striking the words "twelve times" in new

17

paragraph (2) and substituting the words "twenty

18

times";

19
20

(d) by striking subsection (c) (4) and changing
paragraph designation "(5)" to "(4)";

21

(e) in subsection (i) by striking the words "home

22

financing" in the two places where they appear in that

23

subsection and substituting the words "residential

24

financing".
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ELIGIBLE COLLATERAL
2

SEC. 804. (a) Section 10 of the Federal Home Loan

3 Bank Act, as amended (12 U.S.C. 1430), is amended4
5

(1) by deleting the first two sentences of subsection (b);

6

(2) by amending subsection (a) to read as follows:

7

"(a) Each Federal Home Loan Bank is authorized

8 to make secured advances to its members upon such security
9 as the Board may prescribe"; and

10

(3) by striking subsection (c) and substituting the

11

following:

12

"(c) NOTES OF BORROWING MEMBERS; INTEREST

13 RATE; LIMITATION ON LOANS; LIEN ON STOOK.—Such

14 advances shall be made upon the note or obligation of the
15 member secured as provided in this section, bearing such
16 rate of interest as the Board may approve or determine, and
17 the Federal Home Loan Bank shall have a lien upon and shall
18 hold the stock of such member as further collateral security
19 for all indebtedness of the member of the Federal Home
20 Loan Bank. At no time shall the aggregate outstanding
21 advances made by any Federal Home Loan Bank to any
22 member exceed twenty times the amounts paid in by such
23 member for outstanding capital stock held by it.".
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RESERVES

1
2

SEC. 805. Section 16 of the Federal Home Loan Bank

3 Act of 1932 (12 U.S.C. 1436) is amended by striking the
4 phrase "semiannually 20 per centum" in the first sentence
5 thereof and substituting the words "annually 10 per cen-

6 turn"; by striking the word "semiannually" in the second
7 sentence thereof and substituting the word "annually"; and

8 by inserting in the fifth sentence thereof immediately before
9 the words "net earnings" the words "undivided profits and
10 current".
11
12

LIQUIDITY
SEC. 806. Section 5A of the Home Owners' Loan Act

13 of 1933 (12 U.S.C. 1425(a)) as amended, is amended
14 by adding to subparagraph (b) after the number (3) and
15 the words "such obligations" the following: "of, or fully

16 guaranteed as to principal and interest by the United
17 States.".
18

19

MINIMUM INITIAL MEMBERSHIP TERM
SEC. 807. (a) Section 4 of the Federal Home Loan

20 Bank Act (12 U.S.C. 1424) as amended, is amended by
21 adding a new subsection which shall read as follows:
22

"(d) Any eligible institution which becomes a mem-

23 ber of a Federal Home Loan Bank, in addition to fulfilling
24 other requirements of membership, shall remain a member
25 for at least five years. Any eligible institution which pre-

EN!.
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1 viously has been a member of a Federal Home Loan Bank
2 on or after the date of enactment of the Financial Institu3 tion Amendments of 1977, but subsequently resigns from
4 such membership, shall as a condition to being readmitted
5 as a member institution, and in addition to fulfilling all
6 other requirements of membership, pay a premium equal
7 to one-tenth of 1 percent of its stock subscription requirements as prescribed in section 6(c).".
9

(b) Section 6(i) of the Federal Home Loan Bank

10 Act (12 U.S.C. 1426) is amended by striking the word
11 "Any" which follows the heading "Withdrawal or Re12 moval of Members; Surrender and Cancellation of Stock"
13 and substituting therefor the following phrase: "Except as
14 provided in section 4(d), any".

15 TITLE IX—TERM OF OFFICE OF MEMBERS OF
16

17

THE FEDERAL HOME LOAN BANK BOARD
SEC. 901. Section 2 of the Reorganization Plan Num-

18 bered 3 of 1947 (61 Stat. 954) is amended (a) by insert19 ing immediately after the fourth sentence in subsection (a)
20 thereof the following: "Upon expiration of a member's term

21 of office, the member of the Board shall continue to serve
22 until the individual's successor has taken office as a member
23 of the Board"; and (b) by inserting at the end of subsection
24 (b) the following: "The Chairman or in the event of this
25 individual's absence or disability, the Acting Chairman, shall
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1 perform the functions of the Board in the event that a
2 majority of the members of the Board are unable to hold
3 office due to their death or disability.".
4 TITLE X—REGULATION OF HOLDING COMPANIES
5

SEC. 1001. (A) Section 408(a)(F) of the National

6 Housing Act (12 U.S.C. 1730(a)), as amended, is
7 amended8

(a) by deleting the words "and related activities as

9

permitted under paragraph (2) of subsection (c) of

10

this section";

11

(b) by striking the word "and" following the

12

words "of its preceding fiscal year" and inserting in

13

lieu thereof the word "or";

14
15
16
17

(c) by striking the parenthetical phrase beginning
"(or during the first year's . . .)";
(d) by adding the following definitions after
CC (J)13,

• 18

"(K) 'joint venture' means a common enterprise in

19

which an insured institution or a subsidiary thereof is

20

a party and as to which no other party is an affiliate of

21

the insured institution.

22

"(L) 'service corporation' means a subsidiary of

23

an insured institution organized under and subject to the

24

laws of the jurisdiction in which such subsidiary was or-
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1

ganized with respect to its activities and investment

2

therein by the parent insured institution.".

3

(B) Section 408(b) of the National Housing Act (12

4 U.S.C. 1730(b)) as amended is amended (a) by striking
5 "Within one hundred and eighty days after the enactment
6 of the Savings and Loan Holding Company Amendments of
7 1967, or"; and (b) by striking the words "whichever is
8 later,".
9

(C) Section 408(c)(2) of the National Housing Act

10 (12 U.S.C. 1730(c)(2)) as amended is amended (a) by
11 striking "than five years after the enactment of this amend12 ment or for more"; (b) by adding the word "multiple" beis fore the words "savings and loan holding company or subsid14 iary thereof"; and (c) by striking the parenthetical phrase
15 "(whichever is later)".
16

(D) Section 408(d) of the National Housing Act (12

17 U.S.C. 1730(d)) as amended is amended by striking the
18 words "PROHIBITED TRANSACTIONS.—No savings and loan
19 holding company's subsidiary insured institution shall—" and
20 inserting in lieu thereof the following:
21

"(d) REGULATED TRANSACTIONS.—NO savings and

22 loan holding company's subsidiary insured institution except
23 with respect to joint ventures and except as authorized by
24 order or regulation of the Corporation shall—".
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1

(E) Section 408(d)(1) of the National Housing Act

2 (12 U.S.C. 1730(d)(1)) as amended is amended by strik3 ing the words "as authorized by law".
4

(F) Section 408(d)(4) of the National Housing Act

5 (12 L.S.C. 1730(d)(4)) as amended is amended by strik6 ing it in its entirety and substituting in lieu thereof the
7 following:
8

"(4) Except as to a subsidiary service corporation,

9

make any loan, discount or extension of credit to any

10

affiliate or third party on the security of any property

11

acquired from any affiliate or with knowledge that the

12

proceeds of any such loan, discount or extension of

13

credit, or any part thereof, are to be paid over to or uti-

14

lized for the benefit of any affiliate.".

15

(G) Section 408(d) (6) (A), (B), and (C) of the

16 National Housing Act (12 U.S.C. 1730(d)(6)) as
17 amended is amended as follows:
18

(a) by striking all of the following words after

19

paragraph (6): "except with the prior written approval

20

of the Corporation—(A)";
(b) by striking the words "the lesser of $100,000

21
22

or" in subparagraphs (A), (B), and (C);

23

(c) by striking the subparagraph designations

24

"(B)" and"(C)"and substituting in lieu thereof"(7)"

25

and "(8)"respectively;
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1

(d) by striking in subparagraph (C) the words

2

"paragraph (6)" and substituting in lieu thereof "sub-

3

section (d)".

4

(H) Section 408(e)(A) (iii) of the National Housing

5 Act (12 U.S.C. 1730(e)(A) (iii) ) as amended is amended
6 by striking the words "to acquire by purchase ... of an in7 sured institution not a iubsidiary" and inserting in lieu thereof
8 the following: "to acquire by purchase or otherwise more
9 than 5 per centum of the outstanding ,voting shares of an

10 insured institution not a subsidiary".
11

(I) Section 408(e)(A)(iv) of the National Housing

12 Act (12 U.S.C. 1730(e)(A)(iv)) as amended is amended
13 (a) by striking the words "after February 14, 1968, or";
14 (b) by striking the words "whichever is later,"; (c) by
15 removing the brackets around the words "the control of any
16 such institution".
17

(J) Section 408(e)(B) of the National Housing Act

18 (12 U.S.C. 1730(e)(B)) as amended is amended by (a)
19 striking the word "Board" and substituting in lieu thereof
20 "Corporation" in the next to the last line of (B); (b) after
21 the words of the last line of (B) add the word "materially";
22 and (c) striking the words "record on the" and adding the
23 following:

24

"(C) The Corporation or its agent shall notify an

25

applicant within thirty days of submission of any defi-
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ciencies or omissions in the application. In the event that

2

no final action is taken by the Corporation with respect

3

to the application within a ninety-day period after sub-

4

mission to the Corporation of a materially complete application, the application shall be approved hereunder

6

without further action of the Corporation as of the close

7

of business on the ninetieth day following the filing of

8

the materially complete application.".

9

(K) Section 408(e)(2) of the National Housing Act

10 (12 U.S.C. 1730(e) (2)) as amended is amended by striking subsection (2) in its entirety and substituting the
12 following:
13

"(2) The Corporation shall not approve any acquisition

14 under subparagraphs (A)(i) or (A) (ii) or of more than
15 one insured institution under subparagraph (B), of para16 graph (1) of this subsection except in accordance with
17 this paragraph. The Corporation shall approve an acquisi18 tion of any insured institution under this subparagraph unless

19 it finds •the financial and managerial resources and future
20

prospects of the company and institution to be such that the

21 acquisition would be detrimental to the institution or the
22 insurance risk of the Corporation and the convenience and
23 needs of the community to be •served and shall render its

24 decision within ninety days after submission to the Corpora25 tion of a materially complete application. The Corporation
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or its agent shall notify an applicant within thirty days of
2 submission of any material deficiencies or omissions in the
9 application. In the event that no final action is taken by
4 the Corporation with respect to the application within such
5 ninety-day period, the application shall be approved here6 under without further action of the Corporation as of the close
7 of business on the ninetieth day following the filing of the
8 materially complete application. Before approving any such
9 acquisition the Corporation shall request from the Attorney

10 General and consider any report rendered within thirty days
ii on the competitive factors involved. The Corporation shall
12 not approve any acquisition under this subsection.".
13

(L) Section 408(e)(4) of the National Housing Act

14 (12 U.S.C. 1730(e)(4)) as amended is amended (a) by
15 striking the words "after the enactment of this amendment";
16 and (b) by striking the words "whichever is later,".

17

(M) Section 408(e)(4)(g)(1) of the National

18 Housing

Act (12

U.S.C. 1730(e)(4)(g)(1)) as

19 amended is amended by striking the following: "issue, sell,
20 renew, or guarantee any debt security of such company or
21 subsidiary or assume any debt." and inserting in lieu

22 thereof the following: "incur, issue, sell, or renew any debt
23 of such company or subsidiary thereof,".
24

(N) Section 408(g)(B)• of the National Housing

25 Act (12 U.S.C. 1730(g)(B)) as amended is amended
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1 by deleting "(B)" in its entirety and substituting in lieu
2 thereof the following:
3

"(B) Any debt of a savings and loan holding

4

company or any subsidiary thereof incurred in the ordi-

5

nary course of business, or the renewal, refunding, or

6

extension of any debt of a savings and loan holding

7

company or subsidiary thereof, previously approved by

8

the Corporation; or
"(C) The incurring, issuance, sale, renewal, re-

10

funding, or extension of any other debt by a savings

11

and loan holding company or any subsidiary thereof if

12

such debt, other than debt referred to in subparagTaph

13

(B) above, together with all other debt then outstand-

14

ing for which such holding company or subsidiary is

15

primarily or contingently liable aggregates not more

16

than 15 per centum of the consolidated net worth of

17

such holding company and its subsidiaries at the end

18

of the preceding fiscal year.".

19

(0) Section 408(g) (3)(B) of the National Housing

is amended
20 Act (12 U.S.C. 1730(g) (3)(B)) as amended
21 by deleting subsection (B) in its entirety and substituting in
22 lieu thereof the following:
23

"(B) such act or transaction is required for the

24

purpose of refunding, extending, exchanging, or dis-

25

charging an outstanding debt security, or for other nec-
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1

essary or urgent corporate needs, and would not impose

2

an unreasonable or imprudent financial burden on the

3

applicant.".

4

(P) Section 408(g)(5) of the National Housing Act

5 (12 U.S.C. 1730(g)5)) as amended is amended by deleting subsection (5) in its entirety and substituting in lieu
7 thereof the following:
8

"(5) As used in this subsection, the term "debt" means

9 any note, draft, bond, debenture, certificate of indebtedness,
10 or any other instrument commonly used as evidence of in11 debtedness in the ordinary course of business.".
12

(Q) Section 408(j) of the National Housing Act (12

13 U.S.C. 1730(j)) as amended is amended (a) by changing
14 the subparagraph designation"(j)"to"(k)"and"(k)"to
15 "(1)"; and (b) by adding a new subparagraph (j)
as
16 follows:

17

"(j) APPROVAL OF COMPLETED TRANSACTIONS.—The

18 Corporation shall not be prohibited from approving any corn19 pleted transaction notwithstanding that prior approval by
the
20 Corporation is required by this section.".
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NATIONAL CREDIT UNION ADMINISTRATION
Washington, D. C. 20.456

2 3 JUN 1977
Office of the Administrator
Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of June 16, 1977,
requesting the comments of this Agency on S.1666, a bill
to provide for extension of the deposit rate control law,
increased ceiling of deposit insurance for public unit
accounts, Keogh trust accounts, individual retirement
custodial or trust accounts, modification of Federal
savings and loan investment authoiity, and for other
purposes.
The National Credit Union Administration objects to
the provisions of Title II. We feel that a ten year
extension of Regulation Q is excessive and urge that the
removal of rate controls be accomplished as soon as practical.
While I am pleased that the Administrator of the National
ng
Credit Union Administration is included on the Coordinati
202
Committee, I am concerned that the language of Section
accounts
not be interpreted to suggest that all credit union
be subject to the same rate ceilings as those for all
other financial institutions.
the
The National Credit Union Administration supports
provisions of Title III.
The National Credit Union Administration has no
IV through
objections to the provisions contained in Title
Title X.
Sincerel

ours,

o?
4.1.4..;
C. AUSTIN MONTGOMERY
)
1
Administrator id.a'7

896
95TH CONGRESS
1ST SESSION

S. 1667

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative day, MAY 18), 1977
Mr:MOINTyRE (by request) introduced the following bill; which was read
twice and referred to the Committee oil Banking, Housing, and Urban
Affairs

A BILL
To amend the Home Owners' Loan Act of 1933 and the Federal
Home Loan Bank Act.
1

Be it enacted by the Senate and House of Representa-

2

tives of the United States of America in Congress assembled,

3

That this Act may be cited as "Savings and Loan Financial

4 Centers Act of 1977".
5

TITLE I—PAYMENT OF INTEREST ON DEPOSITS

6

OR ACCOUNTS

7

SEc. 101. (a) The last sentence of section 5B(a) of the

8

Federal Home Loan Bank Act, as amended (12 U.S.C.

9 1425b (a)), is amended to read as follows: "Authority of
10 the Board to prescribe limitations on the rates of interest or
11 dividends, including the authority to prescribe limitations on
II
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1 rates of interest or dividends for member and nonmember
2 institutions different from the limitations on rates of interest
3 or dividends for other depository institutions, shall expire

4 five years and six months after the effective date of this Act.".
5

(b) Section 19(j) of the Federal Reserve Act, as

6 amended (12 U.S.C. 371b), is amended by adding at the

7 end thereof the following new sentence: "Authority of the
8 Board to prescribe limitations on the rates of interest, includ-

9 ing the authority to prescribe limitations on rates of interest
10 for member banks different from limitations on rates of
11 interest or dividends for other depository institutions, shall
12 expire five years and six months after the effective date of
13 this Act.".
14

(c) Section 18(g) of the Federal Deposit Insurance

15 Act, as amended (12 U.S.C. 1828(g)), is amended by
16 adding at the end thereof the following new sentence:
17 "Authority of the Board of Directors to prescribe limitations
18 on the rate of interest or dividends, including the authority
19 to prescribe limitations on rates of interest or dividends for
20 nonmember banks (including insured mutual savings banks)
21 different from limitations on rates of interest or dividends
22 for other depository institutions, shall expire five years and

23 six months after the effective date of this Act.".
24

(d) Not more than nine months or less than six months

25 prior to the expiration of the authority exercised pursuant to
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1 subsections (a) through (e) of this section, the Chairman
2 of the Federal Home Loan Bank Board, the Chairman
3 of the Board of Governors of the Federal Reserve System,
4 and the Chairman of the Federal Deposit Insurance Cor5 poration shall submit to the Congress a report containing
6 their estimate of the probable effects of such expiration in
7 the economic climate which it anticipates will prevail at
8 the time of such expiration, together with its recommenda9 tions, if any, for legislative action with respect to modifies,10 tion or continuation of such authority.
11

SEC. 102. Section 7 of Public Law 89-597, as amended

12 (12 U.S.C. 461 note), is repealed.
13 TITLE II—LENDING AND INVESTMENT POWERS
14

SEC. 201. (a) Section 5(c) of the Home Owners' Loan

15 Act of 1933, as amended (12 U.S.C. 1464(c)), with the
16 exception of the fifteenth and seventeenth paragraphs
17 thereof, is amended to read as follows:
18

"(c) In implementing the provisions of this subsection,

19 the Board shall cause such associations to be primarily
20 long-term residential mortgage lenders. An association may,
21 to such extent, and subject to such rules, regulations, defini22 tions, and orders, as the Board may prescribe from time to
23 time, invest in, sell, service, or otherwise deal with, the
24 following loans and other investments:
25

"(A)(1) loans secured by or made with respect
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1

to or for the acquisition, development, construction,

2

improvement, repair, equipping, or alteration of real

3

property which primarily comprises or includes or is

4

to comprise or include one or more homes or other

5

dwelling units (including condominiums, cooperatives,

6

and mobile homes); except that permanent financing

7

must be available (whether or not from the associa-

8

tion) in connection with any construction or develop-

9

ment loan made pursuant to this subparagraph;

10

"(2) the loans referred to in subparagraph (A)

11

(1), above, relating to the acquisition of real property

12

may include loans at a fixed rate of interest as well

13

as loans With any one or more of the following features:

14

deferred interest, graduated payment, reverse annuity,

15

flexible interest rate, payment moratorium and line of

16

credit;

17

"(B) loans to, or other securities or instruments

18

issued by, or having the benefit of any insurance or

19

guaranty of any one or more of the following:

20

"(i) the United States, a State or political

21

subdivision of a State, including any department or

22

agency of any one or more of the foregoing;

23

"(ii) the Federal National Mortgage Associa-

24

tion, the Federal Home Loan Mortgage Corpora-

25

tion, a Federal Home Loan Bank, or any other
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1

instrumentality of the United States, a State or

2

political subdivision of a State, created to further

3

any housing program;

4

"(iii) the National Housing Partnership Cor-

5

poration and any partnership, limited partnership,

6

or joint venture formed pursuant to section 907(a)

7

or 907(c) of the Housing and Urban Development

8

Act of 1968, as heretofore or hereafter in effect;

9

"(iv) the President of the United States, as

10

authorized under section 221, 222, or 224 of the

11

Foreign Assistance Act of 1961, as now or here-

12

after in effect; and

13

"(v) a Federal Reserve bank;

14

"(C) loans or other investments secured by any

15

type of loan or other investment authorized under the

16

preceding subparagraphs (A) and (B);

17

"(D) loans secured by accounts in the association;

18

"(E) real property a substantial portion of which

19

is used or will be used as a home office or other office

20

facility of the association (or securities of a corporation

21

substantially of whose activities consist of the ownership

22

or operation of such real property) ;

23

"(F) investments authorized for associations by

24

section 22 of the Housing Authorization Act of 1976,

25

but no association may invest more than 1 per centum
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1

of its assets in investments authorized by this subpara-

2

graph (F); and

3

"(G) the following additional loans and other in-

4

vestments, but no association may make an investment

5

under this subparagraph (G) if its aggregate outstand-

6

ing investments under this subparagraph would there-

7

upon exceed 30 per centum of its total investments

8

under this paragraph (c):

9

"(1) loans for the payment of expenses of col-

10

lege, university, vocational school, or other educa-

11

tion;

12

"(ii) consumer loans, but no association may

13

invest more than 5 per centurn of its assets under

14

this subparagraph (ii) in such loans;

15

"(iii) loans secured by or made with respect

16

to or for the development or construction of real

17

property which comprises or includes or is to corn-

18

prise or include one or more homes or other dwelling

19

units (including condominiums, cooperatives, and

20

mobile homes) and loans secured by or made with

21

respect to other real property;

22

"(iv) to the extent not referred to in the

23

preceding subparagraph (B), loans to, or other

24

securities or instruments issued by, or having the

25

benefit of any insurance or guaranty of, the Student
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1

Loan Marketing Association, any other instrumen-

2

tality of the United States, or any instrumentality of

3

a State or political subdivision of a State;

4

"(v) loans or other investments for purposes

5

related to community conservation, development, or

6

improvement

7

credit corporations incorporated in the State in

8

which the principal office of the association is

9

located) ;

(including business

development

10

"(vi) loans or other investments secured by

11

loans or other investments authorized under the

12

preceding provisions of this subparagraph (G);

13

"(vii) loans to, or other securities or instru-

14

ments issued by, any corporation incorporated under

15

the laws of any State or of the United States, sub-

16

stantially all the activities of which are reasonably

17

related to the activities of associations, but no asso-

18

ciation may make an investment under this subpara-

19

graph (vii) if its aggregate outstanding invest-

20

ments under this subparagraph (vii) would there-

21

upon exceed the greater of 1 per centum of its

22

assets or 25 per centum of its net worth;

23

"(viii) deposits in, or other loans to, and

24

bankers' acceptances of, any financial institution the

903
8
1

deposits or accounts of which are insured by an

2

agency or instrumentality of the United States.".

3 TITLE III—THIRD PARTY PAYMENT ACCOUNTS
4

SEC.301.Section 2 of the Federal Home Loan Bank Act,

5 as amended (12 U.S.C. 1422) is amended by adding at the
6

end thereof the following:

7

"(10) The term 'negotiable order of withdrawal'

8

means an 'account on which payment of interest or divi-

9

dends may be made on a deposit or account with respect

10

to which the depository institution may require the de-

ll

positor or account holder to give notice of an intended

12

withdrawal not less than thirty days before the with-

13

drawal is made, even though in practice such notice is

14

not required and the depositor or account holder is

15

allowed to make withdrawal by negotiable or transfer-

16

able instrument for the purpose of making payments to

17

third persons or otherwise.".

18

SEC. 302. The first sentence of section 5B(a) of the

19 Federal Home Loan Bank Act, as amended (12 U.S.C.
20 1425t(a)), is amended by inserting "negotiable orders of
21 withdrawal" after the "shares" each time it appears therein.
22

SEc. 303. Section 5 of the Home Owners' Loan Act of

23 1933, as amended (12 -U.S.C. 1464) is amended24
25

(1) by deleting "savings" each time it appears
immediately before "account" or "accounts";

1
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(2) in the first sentence of Subsection (b)(1)

2

thereof by striking out "savings" immediately before

3

"deposits";

4

(3) in the third sentence of subsection (b)(1)

5

thereof by striking out "in the case of savings accounts

6

for fixed or minimum ierms of not less than thirty days";

7

and

8

(4) by striking out the last sentence of subsection

9

(b)(1) thereof and inserting in lieu thereof the follow-

10

ing: "Any association may permit withdrawals, over-

11

drafts, or transfers of accounts on negotiable, transfer-

12

able, or nonnegotiable check, order, or authorization";

13

(5) by renumbering paragraph (2) in subsection

14

(b) as paragraph (3) and adding the following new

15

paragraph (2):

16

"(2) Any association that establishes negotiable order

17 of withdrawal accounts pursuant to paragraph (1) of this
18 section shall at all times maintain reserve balances, in addi19 don to all other reserves held or maintained by it, as pre20 scribed from time to time by the Board. Such reserves shall
21 be held in one or more of the following forms:
22
23
24

"(A) deposits in one or more Federal Home Loan

Banks;
"(B) deposits which are fully insured by the Fed-
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eral Deposit Insurance Corporation in one or more corn-

2

raercial banks;

3

"(C) marketable securities having not more than

4

seven years to run to maturity, issued or guaranteed by

5

the United States, or by an agency thereof;

6

"(II) items in transit, as defined by the Board,

7

to the extent that demand deposits in the association are

8

increased by such items;
"(E) assets which meet liquidity requirements

9

10

for associations as prescribed by the Board; and

11
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"(F) coins and currency of the United States.",
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ADMINISTRATIVE OFFICES • 44,3,
1 CALIFORNIA STREET • SAN =FANCISCO • CAL
ORNIA
,
•
POST OFFICE BO% 44000
•
SAN FRANCISCO •
CA 941.114

MAILING ADDRESS

NATIONAL CREDIT UNION ADMINISTRATION
Washington, D. C. 20456

23 JUN 1977

Office of the Administrator

Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of June 15, 1977,
requesting the comments of this Agency on S.1667, a bill
to amend the Home Owners' Loan Act of 1933 and the Federal
Home Loan Bank Act.
The National Credit Union Administration has no
objections to the bill as drafted. We do feel, however,
that every effort should be made to remove Regulation Q
in less than 5 1/2 years.
Sincerely yoffs,
4-1-

)
/zt,Cli!Lat

C. AUSTIN MONTGOMERY
Administrator

./)

95T11 CONGRESS
1ST SESSION

S. 1668

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative day, MAY 18), 1977
Mr. MCINTYRE (by request) introduced the following bill; which was read
twice and referred to the Committee on Banking, Housing, and Urban
Affairs

A BILL
To provide for equitable regulation of savings accounts used to
make payments to third parties, and for other purposes.
1

Be it enacted by the Senate and House of Representa-

2

jives of the United States of America in Congress assembled,

3 That subsections (a) and (b) of section 2 of Public Law
4 93-100 (12 U.S.C. 1832 (a) and (b)) are amended to
5
6

read as follows:
"SEC. 2. (a) No depository institution shall allow the

7 owner of any deposit or other account on which interest or
8 dividends are paid to transfer funds from the account (by
9

check, negotiable order of withdrawal, preauthorization, elec-

10 tronic instruction, or any other means) to third parties
11 unless—
"
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"(1) the account is owned by one or more natural
2

persons and transfers from the account to third parties

3

are made for personal purposes of the owner and not to

4

make payments on behalf of any business or other

5

organization;

6

"(2) payment and advertisement of interest or

7

dividends on the account comply with applicable provisions of section 19(j) of the Federal Reserve Act; and

9

"(3) if the institution is a member of the Federal

10

Reserve System, a member of the Federal Home Loan

11

Bank System, or a Federal credit union, reserves against

12

the account are maintained, and reports are made, in

13

accordance with applicable provisions of section 19 of

14
15
16
17
18
19
20
21
22
23
24
25

the Federal Reserve Act.
"(b) For the purposes of this section, 'depository institutions' means a bank (including a savings bank or industrial bank), a savings and loan association (including any
other type of institution eligible for membership in a Federal
Home Loan Bank), a credit union, or any other institution
that accepts deposits or other accounts from which the owner
is allowed to make withdrawals on demand or after notice
of thirty days or less. The Board of Governors of the Federal
Reserve System is authorized for the purposes of this section
to define further the terms used in this section.".
SEC. 2. (a) The last sentence of subsection (b) of
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1 section 19 of the Federal Reserve Act (12 U.S.C. 461) is
2 designated as paragraph (5) and that part of subsection (b)
3 that precedes that sentence is amended to read as follows:
4

"(b)(1) Every member bank shall maintain reserves

5 against its demand deposits in such average ratio, not less
6 than 5 per centum nor more than 20 per centum, as shall be
determined by the Board.
8

"(2) Every member bank, every member of a Federal

9 Home Loan Bank, and every Federal credit union shall
10 maintain reserves against its savings deposits from which
11 transfers to third parties may be made in such average ratio,
12 not less than 2 per centum nor more than 12 per centum,
13 as shall be determined by the Board.
14

"(3) Every member bank shall maintain reserves

15 against its time and savings deposits other than those re16 ferred to in paragraph (2), in such average ratio, not less
17 than 1 per centum nor more than 7 per centum, as shall be
18 determined by the Board.
19

"(4) Every depository institution that maintains re-

20 serves pursuant to this section shall make reports concern21 ing its deposit liabilities and required reserves at such times
22 and in such manner and form as the Board may require.".
23

(b) Section 19(c) of the Federal Reserve Act (12

24 U.S.C. 461) is amended to read as follows:
25

"(c) Reserves held by any depository institution to meet
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4
1 the requirements imposed pursuant to subsection (b) of this
2 section shall be in the form of—

"(1) balances maintained for such purpose by such

3
4

institution at a Federal Reserve Bank, and
"(2) the currency and coin held by such institution,

5
6

and

7

"(3) balances maintained by a depository institu-

8

tion in a Federal Home Loan Bank of which it is a

9

member, if the Federal Home Loan Bank holds such

10

balances in the form of currency and coin or at a Fed-

11

eral Reserve Bank.

12 Interest may be paid on required reserve balances maintained
13 at Federal Reserve Banks, at a single, uniform rate to be
14 prescribed by the Board, regardless of the size of the balance
15 or the type of institution for which it is held. In determining
16 the rate, the Board shall consider such factors as the effect on
17 the Treasury of the United States, safety and soundness of
18 depository institutions, and competitive balance among de19 pository institutions. The interest paid by all Federal Reserve
20 Banks on such balances in any fiscal year shall not exceed 5
21 per centum of total required reserve balances maintained at
22 Federal Reserve Banks at the beginning of that fiscal year.".
23

(c) The first sentence of section 19(j) of the Federal

24 Reserve Act (12 U.S.C. 371b) is amended to read as
25 follows: "The Board may from time to time, after consult-
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5
1 ing with the Board of Directors of the Federal Deposit
2 Insurance Corporation, the Federal Home Loan Bank Board,
3 and the Administrator of the National Credit Union Admin-

4 istration, prescribe rules governing the payment and adver5 tisement of-

6
7

"(1) interest on time and savings deposits at
member banks, and

8

"(2) interest or dividends on deposits from which

9

transfers to third parties may be made at nonmember

10

institutions that are insured by the Federal Deposit

11

Insurance Corporation, the Federal Savings and Loan

12

Insurance Corporation, or the National Credit Union

13

Administration, or are otherwise subject to section 18

14

(g) of the Federal Deposit Insurance Act (12 U.S.C.

15

1828(g)) or section 5B of the Federal Home Loan

16

Bank Act (12 U.S.C. 1425b), and

17

"(3) interest or dividends on all deposits at any

18

other nonmember depository institution that allows the

19

owner of any deposit to transfer funds from the deposit

20

to third parties,

21 including limitations on the rates of interest or dividends

22 that may be paid on such deposits.".
23

(d) Section 19(j) of the Federal Reserve Act is further

24 amended by adding at the end thereof the following new
25 sentences: "Compliance by nonmember institutions with
S. 1668-2
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rules prescribed under this subsection shall be enforced
2 under-

3

"(1) section 8 of the Federal Deposit Insurance

4

Act, by the Board of Directors of the Federal Deposit

5

Insurance Corporation, in the case of any institution

6

insured under that Act;

7

"(2) sections 6(i) and 17 of the Federal Home

8

Loan Bank Act, section 5(d) of the Home Owners

9

Loan Act of 1933, and section 407 of the National Hous-

10

ing Act, by the Federal home Loan Bank Board (acting

11

directly or through the Federal Savings and Loan Insur-

12

ance Corporation), in the case of any institution subject

13

to any of those provisions;

14

"(3) the Federal Credit Union Act, by the Admin.

15

istrator of the National Credit Union Administration, in

16

the case of any institution insured under that Act; and

17

"(4) section 8 of the Federal Deposit Insurance

18

Act, by the Board of Governors of the Federal Reserve

19

System, in the case of any other nonmember institu-

20

tion.

21 The authority of the Board to prescribe rules under this
22 subsection does not impair the authority of the Board of
23 Directors of the Federal Deposit Insurance Corporation, the
24 Federal Home Loan Bank Board, or the Administrator of
25 the National Credit Union Administration to make rules re-
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1 specting their own procedures in enforcing compliance with
2 such rules. For the purpose of their exercise of power
3 under any Act referred to in this subsection, a violation of
4 any rule prescribed under this subsection shall be deemed to
5 be a violation of a requirement imposed under that Act. In
6 addition to its powers under any such Act, each such agency
7 may exercise, for the purpose of enforcing compliance with
8 any rule prescribed under this subsection, any other authority
9 conferred on it by law.".
10

SEC. 3. The second sentence of section 18(g) of the

11 Federal Deposit Insurance Act (12 U.S.C. 1828(g)) is
12 amended (1) by striking "The" and inserting "Except as
13 otherwise provided in section 19(j) of the Federal Reserve
14 Act, the" and (2) by striking "and the Federal Home Loan
15 Bank Board" and inserting a comma and the following: "the
16 Federal Home Loan Bank Board, and the Administrator of
17 the National Credit Union Administration".
18

SEC. 4. (a) The first sentence of subsection (a) of

19 section 5B of the Federal Home Loan Bank Act (12 U.S.C.
20 1425b(a)) is amended (1) by striking "The" and inserting
21 "Except as otherwise provided in section 19(j) of the Fed22 eral Reserve Act, the" and (2) by striking "and the Board
23 of Directors of the Federal Deposit Insurance Corporation"
24 and inserting a comma and the following: "the Board of
25 Directors of the Federal Deposit Insurance Corporation, and
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8
1 the Administrator of the National Credit Union Administra2 tion".
3

(b) The last sentence of paragraph (1) of section 5(b)

4 of the Home Owners Loan Act of 1933 (12 U.S.C. 1464(b)
5 (1)) is amended to read as follows: "Transfers to third
6 parties may be made from any savings account on which
7 interest or dividends are paid provided the requirements of
8 section 2(a) of Public Law 93-100 (12 U.S.C. 1832(a))
9 are met."
10

SEC. 5. (a) Paragraph (6) of section 107 of the Fed-

11 eral Credit Union Act, as amended (12 U.S.C. 1757), is
12 amended by striking the period at the end thereof and in13 serting in lieu thereof a semicolon and the following: "trans14

to third parties may be made from share accounts pro-

15

the requirements of section 2(a) of Public Law

16 93-100, as amended (12 U.S.C. 1832(a)), are met.".
17

(b) Section 201(b) of the Federal Credit Union Act

18 (12 U.S.C. 1781(b)) is amended by redesignating para19 graphs (7), (8), and (9) as paragraphs (8), (9), and
20 (10), respectively, and by inserting after paragraph (6) the
21 following new paragraph:
22

"(7) to comply with rules prescribed by the Board

23

of Governors pursuant to section 19(j) of the Federal

24

Reserve Act and by the Administrator pursuant to
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1

section 209 of this Act regarding payment and adver-

2

tisement of interest and dividends;".

3

(c) Section 209(a) of the Federal Credit Union Act

4 (12 U.S.C. 1789(a)) is amended by adding at the end
5 thereof the following new sentences: "Such rules may contain provisions governing the payment and advertisement
7 of interest and dividends (including limitations on the rates
8 of interest and dividends that may be paid) on any accounts
9 of any insured credit union other than accounts subject to
10 regulation by the Board of Governors of the Federal Reserve
11 System pursuant to section 19(j) of the Federal Reserve
12 Act. The Administrator may prescribe different rate limita13 tions for different classes of accounts, for accounts of different
14 amounts or with different maturities or subject to different
15 conditions regarding withdrawal or repayment, or according
16 to such other reasonable bases as he deems desirable in the
17 public interest. Before prescribing rules governing payment
18 and advertisement of interest or dividends, the Adminis19 trator shall consult with the Board of Governors of the Fed20 eral Reserve System, the Board of Directors of the Federal
21 Deposit Insurance Corporation, and the Federal Home Loan
22 Bank Board.".
23

SEC. 6. For all institutions that maintain any account

24 (whether interest bearing or not) from which the owner is
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10
1 allowed to make transfers to third parties, limitations on rates
2 of interest and dividends prescribed under section 19(j) of
3 the Federal Reserve Act, section 18(g) of the Federal De4 Posit Insurance Act, section 5B of the Federal Home Loan
5 Bank Act, and section 209(a) of the Federal Credit Union
6 Act shall be the same. Different rate limitations may be prescribed for different classes of deposits at such institutions, but
8 the limitation for any one class of deposit shall be the same
9 for each such institution, whether it is a commercial bank, a
10 savings and loan association, or another type of institution.
11

SEC. 7. (a) Effective December 15, 1980-

12

So much of section 19(j) of the Federal Re-

13

serve Act as precedes the third sentence thereof is

14

amended to read as it would without the amendments

15

made by this Act and by section 2(c) of the Act of

16

September 21, 1966 (Public Law 89-597);

17

(2) the second and third sentences of section 18(g)

18

of the Federal Deposit Insurance Act are amended to

19

read as they would without the amendments made by

20

this Act and by section 3 of the Act of September 21,

21

1966 (Public Law 89-597);

22

(3) sections 201(b) and 209(a) of the Federal

23

Credit Union Act are amended to read as they would

24

without the amendments made by this Act;
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1

(4) the last four sentences of section 19(j) of the

2

Federal Reserve Act, as added ,by this Act, are repealed;

3

and

4

(5) section 5B of the Federal Home Loan Bank

5

Act is repealed.

6

(b) Section 7 of the Act of September 21, 1966 (Pub-

7 lic La.89-597) is repealed.
8

(c) Effective on the date of enactment of this Act,

9 section 102 of Public Law 94-200 (12 U.S.C. 461 note) is
10 repealed.
11

SEc. 8. The first six sections of this Act shall take effect

12 on the last day of the twelfth month that begins after this
13 Act is enacted, except that with respect to institutions in
14 Connecticut, Maine, Massachusetts, New Hampshire, Rhode
16 Island, and Vermont they shall take effect on the sixtieth
16 day that begins after this Act is enacted.
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IN
NATIONAL CREDIT UNION ADMINISTRATION
Washington,D. C. 20456

23 JUN 1977
Office of the Administrator

Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of June 15, 1977,
requesting the comments of this Agency on S.1668, a bill
to provide for equitable regulation of savings accounts
used to make payments to third parties, and for other
purposes.
The National Credit Union Administration objects to
the proposals of this bill which (1) would give the Federal
Reserve Board the rule making authority on all third party
payment accounts; and (2) would subject to identical rate
ceilings the time and savings deposits of all institutions
offering third party payments.
Sincerely y_Irs,
(An, s',
. AUSTIN MONTGOMERY
Administrator

•
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95m CONGRESS
1ST SESSION

S. 1669

IN THE SENATE OF THE UNITED STATES
JUNE 9 (legislative day, MAY 18), 1977
Mr. IVIcINTrtm (by request) introduced the following bill; which was read
twice and referred to the Committee on Banking, Housing, and Urban
Affairs

A BILL
To amend the Federal Home Loan Mortgage Corporation Act.
1

Be it enacted by the Senate and House of Representa-

2 titles of the United States of America in Congress assembled,
3 That section 305(a) (1) of the Federal Home Loan Mort4 gage Corporation Act (12 U.S.C. 1454(a) (1)) is amended
5 by inserting the following new sentence after the second sen6

tence of the subsection: "With respect to the servicing of

7 such mortgages, the Corporation shall not, with respect to
8 different classes of financial institutions or mortgagees, issue
9 or apply different rules or regulations which have the effect
10 of excluding from the servicing of any such mortgages,
11 mortgagees approved by the Secretary of the Department
II

920
2
1 of Housing and Urban Development for participation in any
2 mortgage insurance program under the National Housing
3 Act.".
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NATIONAL CREDIT UNION ADMINISTRATION
Washington,D. C. 20456

2 3 JUN 1977
Office of the Administrator

Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of June 15, 1977,
requesting the comments of this Agency on S.1669, a bill
to amend the Federal Home Loan Mortgage Corporation Act.
The National Credit Union Administration has no
objection to this proposal as drafted.
Sincerely yours,

Ld yicks:L-1

tbr
Q. AUSTIN MONTGOMERY
Administrator '
'LT. )
I
bce

92-747 0 - 77 - 59
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ELLA

GRASSO

STATE OF CONNECTICUT
EXECUTIVE CHAMBERS

GOVERNPR

HARTFORD

June 21, 1977

The Honorable Thomas J. McIntyre
United States Senator
Senate Office Building
Washington, D.C. 20510
Dear Senator:
Re:

S. 1664

For more than a year, citizens in Connecticut have
enjoyed the benefit of NOW accounts upon which they can
draw checks and which pay five percent interest. A total
of $3.4 million was paid in interest on these accounts in
the ten month period they were permitted in 1976.
The Bank Commissioner has informed me that NOW accounts
did not imperil the solvency of any banks in Connecticut.
Accordingly, I believe that it would be a serious disservice
to the citizens of our state if a federal law were enacted
that would lower the maximum permitted rate on NOW accounts
available to any residents of this state.
With best wishes,
Cordially,
ikAt4.4.--0
ELLA GRASS
Governor
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THE COMMONWEALTH OF MASSACHUSETTS
EXECUTIVE DEPARTMENT
STATE HOUSE

.

BOSTON 02133

MICHAEL S. DUKAMS
GOVERNOR

June 15, 1977

Senator Thomas J. McIntyre, Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and
Urban Affairs
Washington, D. C. 20510
Dear Senator McIntyre:
In behalf of the people of the Commonwealth of Massachusetts, I want to express my strong opposition to provisions
in S.1664 that would force reductions in interest rates paid
on NOW accounts at Massachusetts' banks.
NOW accounts have proven extremely popular here, representing another pro-consumer innovation in this Commonwealth,
which has an enviable record of introducing progressive new
banking services and laws -- including deposit insurance, term
deposit accounts, and truth-in-lending among others. Our banks
have promoted NOW accounts aggressively since 1972.
Massachusetts' banks paid 5-1/4 percent on NOW accounts
until 1974 when the first federal NOW account legislation imposed
That reduction, though small, affecta maximum rate of 5 percent.
ed thousands of customers at state-chartered and almost exclusively
state-insured institutions; but, from a broader perspective, it
appeared to be an acceptable price for expanding the number of
institutions authorized to offer NOW accounts, to the general
benefit of the public.
The present bill, 5.1664, is a very different matter. Now,
Massachusetts consumers would be cut back to still lower rates with
no offsetting gain. The Federal Reserve Board, which will be
authorized under this legislation to set the rate, has recommended
a 3 percent ceiling. It is outrageous that residents of this
Commonwealth be required to pay this price in order to produce a
package satisfactory to federal agencies and bank lobbyists.
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Senator Thomas J. McIntyre
June 15, 1977
Page 2
The fact that the mandatory cut-back would be delayed
three years is little consolation for our consumers and does
not appear to make any economic sense either. During the threeyear period, new NOW accounts would be subject to the lower
ceiling whether they are opened by new residents, new bank
customers, or by people changing banks for any reason. People
who end up at the short end of this two-tiered structure may be
taken quite by surprise; they will surely find no benefit, fairness, or sense in the result.
If banks in Massachusetts can operate satisfactorily with
5 percent NOW accounts -- and I've been assured that this is the
case -- then banks outside New England can do as well. Rather
e other New England
than forcing cutbacks in Massachusetts and
states, the Congress should extend NOW a .4. ts nationwide and
fl
1
.ercent
return.
give all consumers the benefit of a
/

4
M

/
I

MSD:mj

ly your
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Statement of Gilbert G. Roessner
President, City Federal Savings & Loan Association
Elizabeth, N. J.
to the
Subcommittee on Financial Institutions
Senate Committee on Banking, Housing and Urban Affairs
on
Issues Relating to Financial Reform

Mr. Chairman, members of the Subcommittee, my name is
Gilbert G. Roessner, President of City Federal Savings and Loan Association of Elizabeth, New Jersey.

I am a Past President of the National

Savings and Loan League, but my statement is intended as a personal
one, and on behalf of City Federal.

My comments are confined to the

proposed legislation for nationwide NOW Accounts.
I believe the time has come to take the wraps off the single
most important financial institution innovation to come along since
the 1930's and to permit consumers throughout the nation to have the
benefit of NOW Accounts.
We've listened for too long to the cries of special interest
groups who argue that they want NOW Accounts only if parity is
achieved in interest rate controls, or of others who argue that they
want NOW Accounts, but only if rate differentials remain intact, or
of still others who argue that NOW Accounts are all right, but only
if interest is paid on reserves held at the Federal Reserve.
What about the consumer, and the benefit to him?
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In all of the arguments pro and con over NOW Accounts, the
special interest pleaders seem to have lost sight of what is to us
the single most important factor in favor of NOW Accounts.
They benefit the consumer. . .they are good for people. . .they
are equitable to the individual who has a checking account.
The experience in New England has shown anyone who will examine
the results that the people want NOW Accounts -- and that the
institutions in that area are willing, and able, to give them to the
people.
Well, Mr. Chairman, what about the rest of the people?
of the people in the States outside of New England?

What

Why should they

be disenfranchised any longer?
The fact is, of course, that they should not be.

Hopefully, the

legislation before the Subcommittee will see to it that they
are not
denied this obvious consumer benefit much longer.
It is my hope, Mr. Chairman, that as the Subcommittee explores
the benefits of NOW Accounts, it will not be blinded by the pleadings
of the special insterests, and permit itself to lose sight of the real
issue--that of providing a meaningful service to the people--while trying
to figure out how to satisfy the various requirements of the pleaders.
The issues involved here are narrow.
provide benefits to the public?

They are, do NOW Accounts

And, are they feasible from the stand-

point of the financial institutions that must make them available?
All else is superfluous, it seems to me, and may serve only to
complicate an otherwise brilliantly simple and long overdue advance in
financial service to the people.
In the testimony of representatives of the Administration, we have
heard, for instance, that the Federal Reserve Board can only support
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NOW Accounts if interest is paid on reserves held at the Fed.
What about the consumer benefits of NOW Accounts?
these two issues intertwine?

Why should

If NOW Accounts benefit the public,

Chairman Burns must be four-square behind them.

The attrition problem

of the Fed certainly ought to be handled, but why complicate the issue
of NOW Accounts?
In the testimony of representatives of the thrift industry, it
was pointed out to the Subcommittee that if a poll were taken among
thrifts you might find 95 per cent opposed.

I believe that is exaggerated,

but, I submit, if a poll were taken among consumers you might find 95
per cent in favor of NOW Accounts.

Mr. Chairman, the advent of NOW Accounts signalled a new era
in financial institution ability to serve consumers in the money transfer area.

The long-term prohibition of interest on checking accounts

clearly is in its dying days.
The brakes to advances in this area have been on for too long--and
the New England experience with NOW Accounts has served to turn that
around.

Our foot is on the accelerator in New England.

It's time the

same thing were said for the rest of the country.
And, we cannot permit ourselves to be sidetracked by the redherring issues that only serve to becloud what is really significant
and important.
In just a few short years, NOW Accounts have come from zero to
the point where one out of every five accounts in New England financial
institutions are represented by NOW Accounts.
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That single statistic does more to champion the cause of NOW
Accounts than any detailed argument.
•

That single statistic speaks volumes as to the two key questions:
(1)

Do the people want NOW Accounts?

(2)

Is it feasible for financial institutions to provide them?

Clearly the answer to both questions is a resounding "Yes."
Clearly the obstacles for nationwide NOW Accounts must be tossed
aside in the face of the evidence from New England.
Clearly the public interest demands that nationwide NOW Accounts
be provided by the Congress--with dispatch, to totally eradicate the
inequitable situation whereby individuals are not paid interest for
their demand accounts.
Even as the issue of NOW Accounts is being debated within the
Subcommittee, Mr. Chairman, it can be seen that there is a general
hesitancy to take at face value what has been an incredible success in
the New England states.
That is the only rationale, it seems to me, to suggest either an
initial interest rate substantially lower than that being paid now
in New England for NOW Accounts, or the equally unimpressive suggestion
to roll back rates in New England.
There is no good reason, however, to do either of these things.
The experience in New England hasn't jeopardized the financial
institutions there.
They are thriving.
They are competitive.
They are serving the public.
And, again, that is what should be done throughout the nation.
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New England institutions are paying a five per cent rate on NOW
Accounts.

The public has accepted this, and indeed there's no reason

why it should be less than this figure.
Certainly it would be inequitable to grandfather New England at
five per cent while consumers in, say, New Jersey, might have to settle
for two and one half per cent.
Why should they?
Why shouldn't consumers throughout the country have the same
benefits as those in New England?
Why should savers in New Jersey have to settle for a lower rate
on their NOW Account

than the savers in Connecticut?

From the standpoint of financial institutions in New Jersey, such
as City Federal, the NOW Account question is an acute one.
The most frequently asked question by customers at City Federal's
branch offices is, "Why don't you have checking accounts?"
Why, indeed?
That's a question we'd like to be able to answer.
We cannot reasonably comprehend why Congress has permitted the
State legislatures to take the lead away from the Federal Government in
this area, and we are hopeful that the Federal Government will soon
catch up.
Certainly in New Jersey this will become even more critical when
the State legislature completes work on a bill to allow State chartered
savings and loan associations to offer NOW Accounts.

Mutual savings

banks in New Jersey, moreover, have had checking accounts for their
customers for some time.
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The inequities here are obvious, yet difficult for us to understand, much less explain to our customers why they exist.
NOW Accounts represent a consumer issue...they are a major advance
in financial service to consumers...and they are an advance that is
being held back unnaturally, and to the detriment of consumers.
Congress must speak out forcefully against this inequitable
situation, and point to the overwhelming success of NOW Accounts in New
England as proof positive that the consumer benefits--witnessed by the
acceptance of NOW Accounts by consumers.

Equity to all consumers

demands that all financial institutions have the ability to offer this
important new service.
I appreciate the opportunity to present this statement.

*

*

*
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WELLS FARGO BANK
NATIONAL ASSOCIATION

RICHARD P COOLEY
Pres.M

June 27, 1977
The Hon. Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
5300 Dirksen Senate Office Building
Washington,D.C. 20515
Dear Mr. Chairman:
This letter is to comment on legislative proposals covering nationwide
Negotiable Orders of Withdrawal and related matters as contained in S1664
and S1668 now under consideration in your committee. I appreciate the
opportunity to comment, for inclusion in the official record, on these
innovative proposals.
I believe that the time is propitious for Congress to improve the treatment
of the consumer. Savers, particularly those at the lower end of the economic
scale, now have the possibility of obtaining equal treatment from all financial
institutions. The following statement sets forth our position on these
legislative proposals:
Wells Fargo supports the concepts of NOW accounts and interest on reserves
within the general framework of legislative proposals S1664 and S1668.
However, the inclusion of parity in rates on all deposit instruments issued
by banks and thrifts offering NOW accounts (as contained in S1668) is
essential to any legislation. The existing discrimination against savers
in banks, over thrifts, is unfair to consumers. A combined package of
rate parity, NOWs, and payment of interest on reserves is a worthwhile
goal of financial reform.
S1664, the Administration proposal for payment of interest on deposits, as well
as on reserves, does not remove the differential favoring thrifts over
commercial banks on other than Negotiable Orders of Withdrawal. We recognize
the considerable controversy that surrounds the issue of the differential as
well as the various pressures for change or retention. However, there can be
no challenge to the fact that a consumer with a bank savings account is penalized
over one who saves with a thrift institution. In California there are more
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passbook savings accounts in banks than in S&Ls (55% vs. 45%). In the face
of the obvious counter that everyone should save at a thrift, the facts are
that the majority of low-income savers, who would most benefit from elimination
of this differential, prefer to save at a bank.
In 1975 Wells Fargo engaged the Parker Research Corporation to accomplish a
survey of banking habits of a representative sample of California consumers.
The findings conform to a 1970 study completed by the Lou Harris survey organization. Of pertinence here is the following summary of savings deposits:
WHERE INDIVIDUALS HAVE SAVINGS
Sample
Size
#

Bank

S&L

Credit
Union

None

Income
Under $10,000
$10,000-$14,999
$15,000-$19,999
$20,000 and over

327
233
216
211

50
53
54
56

22
40
42
47

14
27
31
50

31
15
9
5

Occupation
White collar
Blue collar
Retired

447
368
264

54
54
55

43
32
37

33
31
15

11
18
21

Race
White
Non-white

927
183

53
58

40
19

28
27

15
23

Note:

Totals exceed 100% since some individuals have accounts at more than
one type of institution.

As you will note, it is the lower income saver who is the least likely to save
at a savings and loan association and most likely to save at a bank, where
unfortunately he or she cannot receive as high an interest rate. For example,of
individuals earning less than $10,000 who save, 50% save at a bank and only 22%
save at a savings and loan association. However of individuals earning $20,000
or more who save, 47% do so at a savings and loan.
When viewed in total dollar terms, the cost of this penalty to bank savers
is enormous. In 1977 approximately ninety-six million U.S. consumers hold roughly
$400 billion in various forms of savings deposits at banks. If banks were
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permitted savings rates as high as those permitted other financial institutions,
then these ninety-six million people could receive more than $1 billion a
year in additional interest.
The classic reasons given for not allowing the American public to receive as
high an interest rate from banks as savings and loan associations can be confined
to two principal areas: (1) "If we allow banks to pay the same interest as
savings and loans, the banks will destroy the savings and loan industry, and
(2) if the savings and loan industry is destroyed, housing in the United States
will suffer". I believe both of these reasons for keeping a bank saver in an
unfair position do not stand up to objective analysis. There has been no
factual evidence that when banks can pay the same rate as a savings and loan,
the savings and loan industry will fail. Further,housing financing suffers
because of disintermediation which impacts thrift institutions as well as banks.
To provide some insight into this view of the future, the same research project
conducted by the Parker Research Corporation asked the question, If all factors,
such as convenience and interest rates were equal and a savings and loan offered
checking accounts, would you prefer to do business with a savings and loan or
with a bank?" Of 931 respondents 38% either preferred a savings and loan or had
no preference. This is approximately the same percentage of the population that
now does business with a savings and loan, and if savings and loans are given
checking account or NOW account powers and the same interest rate, I am
personally convinced that they can compete effectively with commercial banks.
If this is so, one of the two reasons for Congress being unfair to bank savers
certainly does not stand.
The second classic reason for not allowing banks to pay higher interest follows
from the first. If the savings and loan industry is seriously weakened, housing
will encounter problems in the United States. If one accepts my thoughts that
the savings and loan industry can effectively compete, these problems will not
exist. But even if the savings and loan industry were to be weakened by savings
flowing to commercial banks, it does not follow that housing will suffer. We
know for a fact that when housing suffered in the United States, it has not
been when savings flowed to banks. It occurred during periods of disintermediation when savings flowed out of the thrift industry and banks to money market
instruments paying a higher rate. If all financial institutions were permitted
to compete for savings deposits on the basis of a realistic and competitive
market rate of interest, disintermediation would not occur and funds would be
available for housing.
Savers in thrift institutions are subsidized by the favorable differential for
the ostensible purpose of providing funds for housing. Bank savers are penalized
$1 billion a year, as shown above, because of the mandated lower earnings rate
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on their savings. If Congress believes that financial subsidies are required
to stimulate additional housing, general tax revenues should be employed.
One billion dollars a year withheld from bank savers seems a stiff penalty
when housing is a matter of national concern, a proper subject of taxes
collected from all taxpayers, rather than at the expense of bank savers.
I respectfully request, for all the reasons of equality described above,
that in future legislation,you allow bank customers to receive the same
interest rate as savings and loan customers.
Your consideration of the foregoing facts is greatly appreciated.
Sincerely,
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An Evaluation of Two Senate Bills:
S. 1664 -

A bill to provide improved consumer deposit services; to promote
competitive balance among financial institutions; and to enhance
the effectiveness of the Federal Reserve System

S. 1665 -

A bill to provide for the chartering of savings banks, to increase
the efficiency and flexibility of credit unions, and for other
purposes.

INTRODUCTION
These bills contain a number of individual provisions Which, considered
by themselves, would tend to promote socially desirable objectives.

But these

bills are also remarkable for their omissions; they fail to deal with, and
therefore have the effect of continuing in force, some existing laws and
regulations that are highly anti-competitive, inequitable, and distorting in
their effects.

The negative aspects of the bills are these: (1) They would

continue in effect the prohibition of interest on demand deposits.

(2) They

would continue in effect ceilings on rates that depository institutions may
pay on time and savings deposits.

(3) They would continue in effect a

discriminatory and irrational set of legal reserve requirements.
Balancing the negative effects against the positive effects of these bills
leads to the conclusion that they Should not be enacted in their present form.
First, enactMent of these bills would increase, not decrease, the inconsistencies and distortions of the system.

Second, it would make it much

more difficult politically; and probably impossible, to achieve urgently needed
reforms.

The two bills would give the various classes of depository institutions
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virtually all the additional privileges and powers that they seek
at the
present time.

One can predict with certainty that once they have received these

powers they will bring to bear all their considerable political
pressures to
defeat proposed reforms that would be in the public interest
but that some
of them oppose.

PROHIBITION OF INTEREST ON DEMAND DEPOSITS
It is highly desirable that all types of thrift institutions be
permitted,
under appropriate safeguards and regulations, to issue liabilitie
s transferable to third parties in payments, and that depositors be permitted
to
receive interest on funds held in this form.

The most straightforward and

satisfactory wy of achieving these ends is to authorize thrift institutio
ns
to issue liabilities that are demand deposits in name as well as in
fact and to
repeal the prohibition of interest on demand deposits.

Repeal of the pro-

hibition is in itself a highly desirable reform that is long overdue.

When the

prohibition was introduced in 1933 the rationalization was that this
was
necessary to prevent banks from bidding interest rates to "excessiv levels,"
e
which contributed to unsoundness and bank failures.

There is no reliable

evidence that banks had in fact bid rates on demand deposits to "excessiv
e"
levels or that competition among banks for demand deposits contribute
d to the
numerous bank failures.

The driving force behind this legislation was the

banking industry itself, which wanted the government to help
it hold down
interest costs.
effects.

The prohibition has had serious distorting and inequitable

First, it has led to the expenditure of much ingenuity and real

resources as depositors sought and found other ways of earning
interest on
their livid funds.

Those with large amounts of funds and financial

sophistication have been highly successful in this quest: same
of the smaller
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depositors are the principal victims of the prohibition.

Second, it has been

the principal reason for the large and continuing decline in the size of M1 demand deposits plus currency relative to GNP.

For example, in 1950 the

pUblic demand for M1 was equal to 40 per cent of GNP; this ratio is now down
to less than 18 percent and still declining.

Because of such erosion, M1 has

already become virtually useless as a guide to monetary policy, and its usefulness will decline still further if the prohibition is retained.
To authorize interest-bearing NOW accounts for individuals while continuing the prohibition of interest on demand deposits is undesirable on
several grounds.

(1) It will strike many members of the public as Absurd.

To maintain that payment of interest on something called "demand deposits" is
"unsound" but that payment of interest on the same thing bearing the name
"NOW accounts" is "sound" strains one's credibility.

(2) It would continue

the prohibition of interest on demand deposits of business firms and governmental units.

As already indicated, the larger units already know how to get

around the prohibition .

Many smaller business firms, such as retailers and

farmers, would remain victims.

(3) To introduce a new type of liability called

"NOW accounts" with their separate interest rate ceilings and separate reserve
requirements would further confuse an already confused situation and necessitate
the issuance of a long series of new interpretative regulations, many of Which
will be controversial.

For example, what is a NOW account?

S.1664 authorizes

the Federal depository regulatory agencies "to determine by similar regulation
that any deposit account on which interest may be paid that is used to provide
funds directly or indirectly for the purpose of making payments or transfers
is a NOW account or a share draft account."
indirectly" mean?

But what does "directly or

Does a regular savings account become a NOW account if the

depositor can transfer funds from it to a NOW account just before his checks
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come in by visiting the depository institution?
transfers by telephone?

If the depositor can order such

If the computer of the depository institution makes

such transfers instantaneously as checks arrive?

If the computer is pro-

grammed to lend on the basis of the savings account to replenish the NOW
account?

In this day of computer technology and financial sophistication

such questions are not fanciful.

REGULATION Q
S.1664 would extend for two years, until December 15, 1979, authority to
impose ceilings on rates that depository institutions may pay on time and
savings deposits.
Our experience since 1966 has demonstrated repeatedly that these ceilings
cannot assure a large and stable flow of funds to the thrift institutions
Which are major sources of funds for residential mortgages.

Instead, they

exacerbate disintermediation in periods of credit scarcity when yields on
competing financial assets rise above the ceilings, and they exacerbate
re-intermediation when market yields fall below ceiling rates.

If the ceilings

are extended at effective levels they are likely to produce even greater
future instability in flows of funds as savers become even more familiar with
the increasing array of altbrnative financial assets and as the developing
Electronic Funds transfer system both increases the speed and decreases the
cost of transferring funds out of and into depository institutions.

MOreover,

the ceilings, when effective, deprive some savers, and especially small ones,
of a competitive rate of returns on their savings.
The present law requires that ceilings applicable to accounts at the thrift
institutions be set at least 1/4 of 1 per cent above the ceilings applicable
to comparable accounts at commercial banks.

This differential is likely to
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lead to serious distortions if it is continued after the thrift institutions
receive such additional powers that they become in effect "one-stop, fullservice institutions capable of meeting all the financial needs of households."
Consider, for example, the position of a small commercial bank heavily dependent
on household business whose office is located in the midst of offices of
mutual savings banks, savings and loan associations, and credit unions.

In

addition to losing checking deposits, the bank may lose most of its time
and
savings deposits to the thrifts.

Such a bank may be forced to close, not

because it is inefficient but because the law prevents it from competing.
It would be reasonable to extend the ceilings for a limited period to
allow institutions to adjust their policies to the absence of ceilings.

Two

years would seem to be a reasonable period if in fact the ceilings would then
be removed.

However, the proposal in S.1664 provides no such assurance and

provides for no preparatory action.

There is every reason to believe that

representatives of the thrift institutions and of some commercial banks would
use the period to marshal their political forces to secure an indefinite
extension of the ceilings.
It seems appropriate that the provision in S.1664 be amended in the .
following two ways:
1.

Provide that the regulatory agencies should raise the ceiling
rates by at least 1/4 of 1 per cent at the end of each 6 months
during the next two years, unless the agencies find and so report
to Congress that such action would have undesirable results.

2.

Request the Treasury to submit to Congress not later than
December 15, 1978 an analysis of the whole question of ceiling
rttes, together with recommendations for legislative action.
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LEGAL RESERVE REQUIREMENTS
Title II of S.1664 contains a number of proposed reforms of legal reserves
requirements applicable to depository institutions.

Some of these are desirable;

but it should be recognized that all of them together fail to deal with some of
the most basic errors of the present system.

As they now stand, legal reserve

requirements, and especially those against demand deposits, are highly dist
criminatory and distorting in their effects.

For example, there is no logical

basis for graduating required reserves for Federal Reserve member banks on the
basis of the amount of deposits.

And the differences in effective reserve

requirements for member banks and nonmember banks are even greater.

Reserve

requirements for nonmember banks, which are determined by the chartering states,
differ greatly from state to state, but they are generally less onerous than those
applicable to member banks and are of little or no use for monetary management
purposes.

For example, the policy of Illinois is straightforward -- it imposes

no legal reserve requirements.

Seven states impose requirements but permit

them to be met entirely with earning assets, such as securities of the federal,
state and local governments and Federal funds.

Sixteen other states permit

some part of required reserves to be in the form of such earning assets.

NO

more than a minority of nonmember banks are required to hold more reserves in
the form of monearning assets than they would hold voluntarily for liquidity
purposes.
Such highly discriminating legal reserve requirements are objectionable on
two grounds.

(1) They penalize banks subject to high requirements and reward

those subject to no or low requirements.

One result is the large and con-

tinuing erosion of membership in the Federal Reserve.
of discrimination are not so visible.

But some of the results

For example, a small bank with $20

million
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of deposits, Which for some reason elects to remain in the Federal Reserve,
has to compete on uneven terms with a nonmember bank with $100 million or more
of deposits which are subject to no or very low reserve requirements.
(2) They introduce still another slippage in monetary policy, for shifts of deposits among banks with higher and lower effective reserve requirements change
the average level of required reserves and thus make more unstable the
relationship between the monetary base and the money supply.
The proposal to pay interest on required reserves held at the Federal
Reserve addresses only one of the problems created by discriminatory reserve
requirements -- the erosion of Federal Reserve membership.

The prevailing

differences in the levels of effective reserve requirements would remain, as
would the problems of slippages in monetary policy.
It is evident that there can be no immediate solution to all the important
problems presented by the existing system of legal reserve requirements, partly
because of political considerations but also partly because of our present
inadequate analysis and understanding.
take two interim actions.

It is therefore proposed that Congress

(1) With one exception, enact the proposals con-

tained in Title II of S.1664.

The exception relates to NOW accounts.

It was

suggested earlier that instead of authorizing NOW accounts for the thrift
institutions, Congress should authorize these institutions to issue demand
deposits and repeal the prohibition of interest on demand deposits.

If out-

right repeal of the prohibition is considered too abrupt, Congress could
repeal the prohibition and provide that for some interim period no depository
institution may pay on demand deposits an interest rate in excess of the
ceiling rate applicable to savings deposits at commercial banks.

Reserve

requirements against demand deposits at the thrift institutions could be made
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the same as those applicable to a relatively small member bank -- perhaps
one with demand deposits of $20 million.

(2) Appoint a commission with a

charge to study the entire question of legal reserve requirements and to
submit its findings and recommendations to the Congress not later than
December 31, 1978.

The composition of the commission should be such as to

command maximum respect and credibility from members of the Congress and the
public.
Never since the establishment of the Federal Reserve System more than
60 years ago has there been a thorough reconsideration of the entire system
of legal reserve requirements.

There have, of course, been many amendments

and many proposals that failed of enactment, but the actions have been
piecemeal and responsive to current conditions, many of which were far
different from those of today.
and basic reforms.

What is needed now are a comprehensive analysis
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July 5, 1977
The Hon. Thomas J. McIntyre, Chairman
Subcommittee on Financial Institutions
.
Committee on Banking, Mousing and Urban Affairs
United States Senate
5300 New Senate Office Building
Washington, D.C. 20510
Dear Mr. Chairman:
The Council of Mutual Savings Institutions is concerned with much needed revisions
of the nation's financial system and structure. The Council has extensively researched
the subject and reviewed the statements and testimony of various witnesses who appeared
before the Senate Financial Institutions Subcommittee during recent hearings.
The enclosed statement is devoted to various aspects of S. 1664 through S. 1669,
and we respectfully request that it be included in the hearings report.
We applaud your decision to have conversions from the mutual savings and loan
to the capital stock S&L company form considered as a separate issue and your introduction of a bill to extend the moratorium. The recent U.S. General Accounting Office
audit of conversions makes this even more impelling.
We call your special attention to Section 702 of S. 1666 providing for Federal
charters for capital stock S&L companies, which is directly related to conversion.
We urge that this section be deleted from S. 1666, as discussed in the attached
statement. We wish to point out that the savings and loan business--which is 85%
mutual--has not been polled on this highly controversial subject and, if it were polled,
we are confident most S&L's would be adamantly against Federal charters for capital
stock S&L companies.
We greatly appreciate your diligent efforts to achieve restructuring of the financial system. If we can be of any assistance to your or your staff, please do not
hesitate to call on us.
Cordially yours,

//
Inc.
cc: William Weber/

s'i/
4>‘
enneth-Virch
Executive Director
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LEGISLATIVE PLATFORM
The legislative position of the Council of Mutual Savings Institutions is
based on the premise that mutual savings and loan associations which comprise 85%
of the nation's S&L's should continue to be specialists in home financing, housing
and related areas, and that they continue

to be dedicated to promoting thrift

and homeownership while emphasizing their unique

social role in providing home

financing.
This requires that mutual S&L's remain capable of generating lendable funds
by competing for them with other financial intermediaries, with more flexibility
in operations and maintenance of the integrity and stability in the mutual S&L system.
Mutual S&L's wish only to enhance their capability of serving the thrift and
homeownership needs of the average consumer and his family.

They can do this

more efficiently because they are owned by their saver-members.

Since they have

no stockholders with a prior claim on earnings by demanding dividends, their cost
of operation is lower, and because they are not subject to sudden take-overs and
corporate raids or acquisition by other corporate entities, they are more financially stable.

Being locally managed, these community-oriented institutions are

-close to the people and serve the public interest.
The concept of mutuality in mutual S&L's should be updated, emphasized and
promoted to enhance the mutual S&L system, and it should be protected against
conversion to capital stock form and the subsequent acquisition by holding companies
and unregulated, non-S&L companies.
Enhancing the benefits of mutuality as a viable force in the American economy
is of paramount importance, especially as applied to thrift and homeownership.
However, the concept of mutuality in the savings and loan business has been
challenged by the Federal Home Loan Bank Board through its advocacy of conversions
against the wishes of most of the nation's SQL's and the intent of the Home
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Owners' Loan Act of 1933, as amended.

Mutuals have much to offer the average

American family.
Mutuals and mutual-type organizations--mutual savings and loan associations,
mutual savings banks, credit unions, mutual life insurance companies and cooperatives--are very popular with the people.

These organizations have been entrusted

with and manage over $700 billion of the people's assets.
The FHLBB's drive for conversions of mutual SQL's to capital stock form
conflicts with Administration policy.

While the FHLBB promotes conversions which

would dismantle the mutual S&L system, another department of the Executive Branch,
the Credit Union National Administration, is avidly promoting credit unions--all
mutual.
Given a few broadened powers and Congressional support that the mutuals
need, the future viability of mutual savings institutions and their long-term
ability to serve their consumer-members will be assured.
The Council continues to endorse the principle of dual chartering and the
maintenance of a competitive balance

between Federal and state-chartered mutual

savings institutions--the dual-charter system--and also a competitive balance
among these and all other depository institutions which serve the consumers.
The Council of Mutual Savings Institutions

actively supports

enhancing

the mutual S&L system so it can even more effectively serve the financial needs
of the average citizen.
To achieve these objectives, it is clear that some restructuring and reforms
are needed in the nation's financial system.
This means we must determine the powers required by mutual SQL's to remain
viable in the future highly competitive money market environment and make changes
in the asset and liability structure of our institutions in such a way that these
changes will not have an adverse effect on the members we serve or on home financing.
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LEGISLATIVE RECOMMENDATIONS

1.

DEVELOPMENT OF A DUAL FINANCIAL SYSTEM
The Council believes that the public interest would be better served by two

parallel financial systems: 1.) commercial banks and capital stock savings institutions
primarily devoted to serving the needs of business, industry and commerce under
appropriate regulation and supervision;

and 2.) mutual savings institutions (mutual

savings and loan associations, mutual savings banks and credit unions) serving the
financial needs of the average consumer under a restructured Federal Home Loan Bank
Board (FHLBB).
The initial step was taken during the last Congress when restructuring legislation was considered which included Federal charters for mutual savings banks
and placing them under the jurisdiction of the FHLBB.

With structural change, there

should be regulatory change.
It should be pointed out that the FHLBB now regulates and supervises a business
which is 85% mutual and 15% capital stock, with capital stock assets mostly controlled
by S&L holding companies and unregulated, non-S&L corporations.
structure of each is different, resulting in regulatory problems.

The basic corporate
Mutual savings banks,

presently all state-chartered, are under the FDIC for Federal supervision.
Under this plan, the capital stock S&L's would be given the option of becoming
either mutual S&L's under the FHLBB and FSLIC or commercial banks under the Comptroller
of the Currency and FDIC, with those choosing to be state-chartered,insured by the FDIC.
This would have the advantage of untangling the mix-up of mutual savings
institutions being under three different Federal regulatory agencies and placing all
mutuals (mutual SQL's, mutual savings banks and credit unions) under one Federal
regulatory agency -- the restructured FHLBB or perhaps a new Federal regulatory agency
for mutuals.
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2.

MAINTENANCE OF REGULATION Q AND THE RATE DIFFERENTIAL
The Council believes that Regulation Q and the rate differential of at

least 1/2 of 1% between commercial banks and mutual savings institutions (mutual
SQL's and mutual savings banks) must be maintained to provide for a flow of funds
into housing -- their primary investment.

Commercial banks have minimal funds

invested in housing.
The maintenance of Regulation Q will also avert ruinous competition and rate
wars between the giant commercial banks which are getting larger and the smaller
ones

(which generally approve of Regulation Q) and between commercial banks and

mutual savings institutions.

We have had hard lessons from history.

The competitive balance between commercial banks and mutual savings institutions is somewhat preserved by Regulation Q and the rate differential.

Despite

their protestations to the contrary, the competitive advantage is still in favor of
commercial banks which have a proliferation of powers mutual SQL's do not have or
generally want such as commercial lending, virtually unrestricted investment authority,
the power to "create money," large sums

of government interest-free deposits and

numerous other competitive advantages.
Even with nearly a decade of Regulation Q and rate differentials in favor of
S&L's, commercial banks increased their over-the-counter savings for a net gain of
$226.5 billion, while S&L's' net gains during this period was only $132.6 billion.
During the four year period from Dec. 31, 1970 to Dec. 31, 1974, commercial
banks invested only 23.7%

of savings growth in home mortgages, whild during the

savings growth in home mortgages.
same period, SQL's invested 89.4% of their '
If Regulation Q and the rate differential are permitted to expire, commercial
banks will dominate the nation's economy and the competitive market for savings, thus
seriously impairing the nation's source of home financing.

The periodic expiration

and invoking of Regulation Q and rate controls have been very unsettling to the
proper planning and operations of S&L's.
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Therefore, the Council urges permanent legislation for the maintenan
ce of
Regulation Q and the rate differential as a means of maintaining stability
and a
competitive balance in the nation's financial system.
However, if Regulation Q and the differential are to be eventuall
y eliminated,
mutual SL's should be granted additional consumer powers to more
effectively
compete and be allowed to distribute, after taxes, allocations to reserves
and
operating expenses are paid, their annual earnings to members - an authority
mutual
S&L's had before Regulation Q was legislated.
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3.

BALANCE
CREDIT UNION AND MUTUAL S&L LEGISLATION BROUGHT INTO
and credit
The Council urges that, since mutual S&L's, mutual savings banks

involving them
unions arc all mutuals and vigorously compete, that legislation
be brought into better balance and that all be granted provisions which are very
similar.
Significant new powers for credit unions, which are mutual institutions, are
areas
contained in a new law (P.L. 95-22), with many of the provisions involving
where mutual S&L's are restricted.
Included in these provisions are
-Authorization for real estate loans with 30-year maturities
and a sales price not more than 150% of the median sales price
of residential real estate.
-Permits participation loans between credit unions and other
financial institutions.
-Permits Federal credit unions to offer members varying rates
on share accounts and share certificates according to the
various classifications and maturities set by the credit union's
board of directors.
-In leeway authorities, permits Federal credit unions to invest
up to 3% of paid-in capital and surplus in securities or
obligations of any organization which strengthens or develops
the credit union movement.
-Permits Federal credit unions to purchase, sell or discount
obligations of their members, thus giving them a secondary
market capability.
in the form
In addition, there has been introduced more extensive legislation
Union National
of the Credit Union Modernization Act at the request of the Credit
Administration.
of
The Council notes that credit unions operated without the restrictions
the "common bond"
Regulation Q, pay no Federal income taxes and clearly are enlarging
union movement.
principle which has been one of the basic concepts of the credit
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4.

INDEPENDENT FIVE-MEMBER FHLBB WITH STAGGERED TERMS
The Council urges that the FHLBB be increased from three to five members with

at least two of the members from the savings and loan business and that the members
serves for staggered, six-year terms.
The some $400 billion savings and loan business is regulated by only three
people, who are also responsible for the Federal Savings and Loan Insurance
Corporation (FSLIC) and numerous other operations.
The FHLBB has operated with only two members for an extended time recently,
additionally burdening them, and during a period when the savings and loan business
has been facing many pressing problems.

The obvious result is an increasing, if

not excessive, dependence on the decisions of the FHLBB's staff.

A five-member

board would alleviate this situation and result in more stability and continuity
for the agency.

If the FHLBB were to regulate and supervise all types of mutual

savings institutions, its responsibilities would be increased.
The FHLBB also has not been responsive to the views of the S&L business,
especially those of the 85% which is mutual, as exemplified by issuing its so-called
"Conflict of Interest" regulations which primarily affect mutual SQL's.

In our

opinion, the FHLBB and staff is more responsive to the influence of capital stock
S&L's - comprising only 15% of the business -- and their S&L holding companies than
it is to mutual S&L's.
Regulating and supervising both mutual SQL's and capital stock SQL's and their
holding companies, because of their different corporate structures, is an excessive
and insurmountable task for the present three-member FHLBB and will become more so in
the future.
Further, the Council strongly believes that the FHLBB should not be merged into
or become part of another Federal agency, but continue as an independent agency.
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5.

FEDERAL CHARTER ALTERNATIVE FOR MUTUAL SAVINGS BANKS;
PROHIBIT FEDERAL CHARTERS FOR CAPITAL STOCK S&L'S
The Council endorses in principle a Federal charter alternative for mutual savings

banks as provided in Section 701 of S. 1666.

The Council is opposed to Federal charters

for capital stock S&L's, as provided in Section 702 of S. 1666 and urges that it be
stricken from the bill.
Mutual savings banks and mutual savings and loan associations have a common origin
and their development and growth is remarkably similar, especially in recent years. They
are both locally-managed, non-profit institutions concerned with the accumulation of
savings and the financing of homeownership.

Nearly everything that can be said about

mutual savings banks cannot be said about capital stock SQL's, which are different.
Since most other financial institutions--commercial banks, mutual savings and loan
associations and credit unions--can have either National or Federal charters--there is
no reason to confine mutual savings banks to state charters in only 17 states, mostly
in eastern United States.
If and when implemented, this legislation should provide for the alternatives of
interchanging Federal charters among mutual SQL's and mutual savings banks on a nationwide basis, if they so desire.
The effect of granting Federal charters to mutual savings banks nationwide would
be to further spread the benefits of mutual-type institutions throughout the nation and
increase competition in the public interest.

This should also enhance the dual-charter

system.
Federal S&L's have by tradition and law under Section 5 (i) of the Home Owners'
Loan Act of 1933, as amended, been all mutuals.

Under the FHLBB's "experimental test

case" Authority granted by P.L. 93-495, a few converted SL's have retained their Federal charters, which is being questioned.

Federal charters for capital stock S&L'S

operated for private gain and vulnerable to acquisition by S&L holding companies and
unregulated non-S&L corporations would destroy the mutual S&L system.
should be prohibited.
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Therefore, they
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6.

OPPOSITION TO CONVERSION OF MUTUAL S&L'S TO CAPITAL STOCK
The Council is opposed to the conversion of mutual SQL's to capital stock

S&L's, making them vulnerable to acquisition by
lated, non-S&L

corporations and others

S&L holding companies,

unregu-

because it will destroy the mutual S&L

The Home Owners' Loan Act when passed by Congress in 1933 stipulated in
Section 5 (i) that all Federal SQL's must be mutual and that there could be
conversions only from Federal to state charter, and vice-versa, selecting the mutual
form because of the benefits to be derived in the public interest.
The Federal Home Loan Bank Board, based on its own dubious interpretation of
Section 5 (i) and subsequent legislation, its own evaluation of only a few words
in the language and by administrative decision has been vigorously promoting and
approving conversions.

Clearly this is contrary to Congressional intent.

Congress and both the Senate and House banking committees have been deeply apprehensive of conversions.

After a series of Congressional hearings, Congress

authorized a limited number of "experimental test case" conversions under P.L. 93-495.
The experience gained from these conversions indicates that the "windfalls,"
excesses and abuses associated with 60 previous conversions over 25 years are
indeed continuing.

When this legislation expired June 30, 1976, the FHLBB con-

tinued making conversions, allowing some converting Federal SQL's to retain their
Federal charters.
intent.

Clearly this is illegal and again contrary to Congressional

Further conversions by Federal SQL's should be prohibited.

Conversions whould be prohibited because allowing them to continue increases
'the possibility of S&L holding companies and unregulated, non-S&L corporations as a
result of acquisitions.

This can result in the ultimate destruction of the mutual

S&L concept and the mutual S&L system

and flagrant "windfalls" and other abuses as

revealed by the U.S. General Accounting Office audit of conversions.

Am,
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7.

INCREASED TAX INCENTIVE FOR SAVERS
The Council supports legislation for a meaningful tax incentive for savings

account holders as a means of enhancing capital formation.
We suggest that the first $1,000 of interest paid on savings be untaxed for Federal income tax purposes by the saver. We point out, for example, that a $600 deduction
would give about a $200 effective tax credit to the saver in mutual-type savings
institutions.
The effect would be to stimulate savings rather than spending, be anti-inflationary, and make more funds available for home financing.

The impact on the

Treasury would be minimal compared to the-benefits in terms of stimulating capital
formation by adequately rewarding thrift.

8.

PROHIBIT INTERSTATE BRANCHING
The Council is opposed to interstate branching by mutual SQL's or any type of

depository institutions.

We are also opposed to including SQL's under the provisions

of McFadden Act-type of regulations which might force the FHLBB to approve such branches.
Mutual S&L's are locally-managed, community-oriented financial institutions
and ordinarily have no desire to create a system of interstate branches.
However, if branching across state lines is permitted, commercial banks,
capital stock SQL's and their S&L holding companies and also unregulated, non-S&L
corporations controlling capital stock SQL's would have an undue competitive advantage
by dominating entire regions with their branches.
Permitting branching across state lines simply paves the way for the concentration of economic power in a few giant financial institutions, holding companies and
corporations and is contrary to the public interest.
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9.

NEW MORTGAGE INSTRUMENTS AND VRM'S
The Council also urges that specific regulations be issued to grant

authority for mutual SQL's to offer a wider range of new mortgage instruments
,
such as VRM's,that would be sufficiently flexible to meet the needs of both
home buyers and lenders, including re-negotiated and reserve mortgages.

It is

urged that regulatory permission be granted by the FHLBB and that State-chartered
S&L's secure such authority from their State legislature and regulatory authorities.
The advantage of new mortgage instruments such as Variable Rate Mortgages
(VRIM's) to both the home buyer and the lender as an alternative to the traditional
fixed term, fixed rate mortgage has been demonstrated in areas where Statechartered mutual S&L's have made these instruments available.

However, the 94th

Congress curtailod the implementation by the FHLBB's regulations for granting
such VRM authitity.
The Council urges that broadened use of this new mortgage instrument for
one to four-family homes be implemented by the FHLBB.
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10. BROADENED CONSUMER INVESTMENT POWERS FOR MUTUAL S&L'S
The Council urges that Section 5 (c) of the Home Owners' Loan Act be
amended

to

facilitate real estate lending by eliminating many of the restric-

tions, excessive record keeping and asset categories.

Mutual S&L's should

continue to he reouired to hove at least 80% of their assets invested in home
financing to preserve their specialized role in housing,.
It is suggested that Mutual S&L's be permitted to:
-Increase the present individual 555,000 mortgage limit to a more
reasonable figure to coincide with the increased cost of single
family homes by rewriting Section S(c) of HOLA to include only the
excess over 555,000 in the 20% of assets category.
-Increase the ability of Federal S&L's to invest in FHA loans under
the Home Owners' Loan Act
-Free-up the 20% of assets category for participations.
-Secure consumer credit authority related to home financing up to
5% of assets which would be within the general 20% of assets
category and subject to FHLBB regulations. This would have a nominal
effect on housing.
-Increase authority to make home and property improvement loans
from the present $10,000 limit to $20,000. The increased limit
would assist homeowners to enlarge and upgrade their property,
especially those who cannot afford higher-priced new homes.
The Council advocates that consumer lending powers of mutual S&L's be suffiaverage homeowner
ciently expanded to serve the limited borrowing needs of the
financial centers."
dud his family so that mutual S&L's can evolve into "family
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11,

NOW ACCOUNTS AND TRANSFER PAYMENTS DEFERRED
The Council takes no position at this time on NOW Accounts, which have been

subject to considerable experimentation, especially in New England.

A plan

for nationwide NOW Accounts for all depository institutions in the nation which has
been prepared for the Federal Reserve Board and we prefer to await developments.
Mutual savings institutions should have full and complete access with
commercial banks and other depository institutions to whatever form a nationwide
or regional Electronic Funds Transfer System (EFTS) evolves, but this provision
should not be permitted across state lines and function as branches.

12.

QUALIFY MUTUAL SAVINGS INSTITUTIONS FOR "TAX AND LOAN ACCOUNTS"
The Council supports legislation (H.R. 1526) which would require the payment

of interest on tax and loan funds and that mutual savings institutions should be
able to compete with commercial banks for such funds.
A long-standing practice of the U.S. Treasury Department and other governmental agencies has been to deposit tax and loan funds in demand deposits in commercial banks on an interest-free basis.

This works to the advantage of commercial

banks and to the disadvantage of mutual savings institutions and the Government.
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13.

TAX PARITY AND EQUITY OF TREATMENT WITH OTHER FINANCIAL INSTITUTIONS
The Council urges that all mutual savings institutions -- mutual S&L's,

mutual savings banks and credit unions -- because of their remarkable similarity
be taxed on the same basis, but lower than for commercial banks.
Mutual S&L's justifiably are restricted to investing in home financing,
whereas commercial banks have virtually unlimited investment powers.

While it

might seem that they are taxed more or less equally, as a practical matter, commercial banks pay practically no Federal taxes by means of "sheltered" investments
and other devices not available to mutual SQL's.
Mutual SQL's and mutual savings banks, since they are mutually-owned, until
a few decades ago

were virtually and justifiably tax-free -- a status which credit

unions, also mutuals, now enjoy to their competitive advantage.
In addition, capital stock SQL's which are all stockholder-owned institutions
operated for private profit are taxed on exactly the same basis as mutual S&L's,
which are mutually owned and operated for the benefit of their members.

This

inequity in tax legislation should be corrected so that there is a tax differentaal
between them in favor of mutual SQL's.

The effect would be to increase the avail-

ability of funds for consumer lending and home financing.
Mutual savings institutions should not be taxed on net earnings retained because
of legislative directive in conjunction with Regulation Q.
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14.

INCREASE LIMITS AND INSURANCE OF IRA AND KEOGH ACCOUNTS
The Council recommends: 1.) increasing the annual statutory
limit

of

permissible IRA deductions from $1,500.00 to $2,500.00 with additional
increases
over the next five years so that IRA account holders will achieve
parity with
Keogh Plan participants at $7,500.00; and

2.)

that eillployees

who

are

memiers of a qualified pension plan with annual contributions less
than the
permissible IRA amounts be made eligible to set up separate individual
retirement
accounts.
The Council supports an increase in the insurance of accounts -ceiling for

,

deposits of public funds and for deposits made under the Keogh and IRA retirement
savings program.

15, ADDITIONAL RECOMMENDATIONS
-The Council supports a program of tax incentive or credit for repairs, modernization and energy-conservation improvements to residential properties.

Also tax

incentives to stimulate the flow of mortgage credit to deteriorating urban residential areas.
-The Council advocates closer relations and coordination between the Department
of Housing and Urban Development and the FHLBB in regard to the development of the
nation's housing policies.
-The Council supports Congressional and Administration efforts to improve the
effectiveness of the Federal Housing Administration and the guaranteed loan program
of the Farmers Home Administration.

19
REGULATORY RECOMMENDATIONS
16. REVISE THE FULBB's "CONFLICT OF INTEREST" REGULATIONS
The Council urges that the FHLBB's "Conflict of Interest" regulations be
subjected to review and revised.
The Council takes the position that there should be disclosure for all
financial institutions under appropriate principles, considering the need to avoid
reporting requirements which are unnecessarily burdensome or out of proportion
to the benefits produced.

The FHLBB should develop uniform and consistent regu-

lations especially for mutual S&L's within an adequate time-frame to phase in such
regulations after due input from the institutions involved.
To involve Securities and Exchange Commission-type disclosure regulations-which the FHLBB calls for -- applying primarily to capital stock SQL's, their
holding companies and other corporations,to mutual S&L's which are completely different in corporate structure and social roles -- is not in the public interest.
The present regulations are largely unnecessary, defective, excessively
stringent, based on false premises and mostly relate to potential rather than
actual "Conflicts of Interest"
In fact, the FHLBB's "Conflict of Interest" regulations are discriminatory
against mutual S&L's as compared with capital stock SL's and their holding comof
panies because they are, in effect, an assault on the officers and directors
mutual SQL's and can be used to force conversions.
Especially onerous is the FHLBB's requirement, under certain conditions,
for the annual solicitation of mutual S&L proxies which is excessively time-consuming
burdensome and expensive because of the large number of members.

This could make

the mutual S&L vulnerable to outside pressures to influence lending policies,
forced mergers and, in effect, "corporate raiding" against the interests of
saver-members
The Council believes that the excessively stringent "Conflict of Interest"
regulations

far more severe than applied to any other type of depository insti-
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tution -- rigidly applied to all S&L managers and directors
because of the transgressions of a few constitute punitive regulatio against
n
mutual S&L managers and
directors.
Therefore, the FHLBB's so-called "Conflict of Interest" regulatio
ns should
be

subjected to review with due consideration for the recommend
ations of the 85%

of the S&L business which is mutual, and revised to conform
to reality.

Then a

separate set of such regulations should be issued specifically
for capital stock
SQL's.
Severe "Conflicts of Interest" possibilities exist within the FHLBB
and staff -especially in regard to conversions.

The FHLBB and staff should be required to

disclose and divest themselves of any beneficial interests in newly converted
and existing capital stock SL's and their holding companies.

Members of the FHLBB

and senior staff members should not be allowed to accept employmen
t from any S&L
under the FHLBB's direct or indirect regulation or supervision
or any related corporation or business for two years after leaving government service,
nor should be
allowed to practise before the Board.
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17. WORKABLE REGULATIONS FOR S&L'S ISSUING SUBORDINATED DEBT SECURITIES
All SQL's should be permitted to issue subordinated debt securities with the
proceeds qualifying for net worth and Federal Insurance Reserve (FIR) requirements on
a parity with commercial banks and mutual savings banks which extensively use them.
SQL's repeatedly asked this authority from the FHLBB and have been refused.
Fast-growing mutual S6L's often need additions to capital to meet their net
worth and FIR requirements of the FHLBB, or inhibit their own growth.
The FHLBB, in its drive for conversions, claims the only way to do this is to
convert from mutual to capital stock, the proceeds of which the FHLBB will qualify
for net worth and FIR.

This destroys the mutual to solve one of its problems.

Meanwhile, the FHLBB has consistently refused requests from the S&L business for
authority to issue subordinated debt securities and to issue workable rules and regulations for their use.

However, it has accepted the principle of subordinated

debt securities because it already allows them, but only in such large denominations
that they are non-useable by most S&L's.
Furthermore, the Federal Reserve Board and the Federal Deposit Insurance
Corporation has recently further liberalized the use of subordinated debt securities
by commercial banks and mutual savings banks,while the FHLBB refuses to relent on
this issue thus foreclosing SQL's from effectively utilizing the capital market.
Since capital adequacy will become even more of a problem in the future, we
urge the FHLBB to issue workable rules and regulations for SQL's to make use of
subordinated debt securities.
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18.

SEC REGULATION OF CAPITAL STOCK S&L'S AND S&L HOLDING COMPANIES
The Council believes that capital stock SQL's and their S&L holding companies

(also commercial banks and their holding companies) all should be under the jurisdiction of the FDIC and the Securities and Exchange Commission (SEC) and adhere to
its disclosure requirements.
The primary beneficiaries of conversions from mutual S&L to capital stock form
are S&L holding companies and unregulated, non-S&L corporations who can easily
acquire converted mutual SQL's and existing capital stock S&L's and their holding
companies through the accumulation of stock.
S&L holding companies - some 143 registered - today control nearly 75% of
all the capital stock assets.

In California - where most of them are based - they

control capital stock assets of over 90%.

This is clearly an undue concentration

of economic power.
Unregulated, non-S&L related corporations control an alarmingly increasing
proportion of the capital stock S&L assets - nearly 15%.

They include such giants

as Sears, Roebuck & Co., Avco Corporation, D.H. Baldwin and Co., Blue Chip Stamps,
IC Corporation, and numerous others.
It is possible that the hitherto independent S&L business, the nation's
primary source of home financing, could ultimately pass to control of unregulated,
non-S&L corporations or holding companies.
The acute problems the FHLBB has in regulating and supervising S&L holding
companies were outlined in a letter dated May 14, 1976 from FHLBB Chairman Garth
Marston to Senator William Proxmire, Chairman of the Senate Committee on Banking,
Housing and Urban Affairs requesting more authority.
We urge Congressional oversight hearings on S&L holding companies and unregulated, non-S&L corporations which control capital stock S&L's and their impact on
the nation's primary source of home financing.
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.19.

EQUITABLE TAXATION FOR CAPITAL STOCK S&L'S AND MUTUAL S&L MERGERS

The Council believes that the IRS should adopt a consistent position
concerning mutual S&L to capital stock S&L conversions, mergers or acquisitions
and vice versa since both transactions are similar -- either a tax-free reorganization or a taxable liquidation for either transaction.
Several capital stock SQL's, due to competitive pressures and mounting
difficulty paying dividends, have merged into mutual SQL's.

The FHLBB declines

to give out the-figures, but the Council estimates there have been some 51 such
mergers in the last few years.
A basic contradiction with the Internal Revenue Service (IRS) is that IRS
considers a conversion or merger of a mutual into a capital stock S&L as a
reorganization which is tax free; but that a conversion or merger of a capital
stock into a mutual S&L is a liquidation, and therefore taxable.
It is clear that if the conversion or merger of a mutual S&L into a capital
stock S&L is tax-free, then it logically follows that a conversion or merger of
a capital stock S&L into a mutual S&L should be tax free.
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20.

FHLBB DISCLOSURES OF CAPITAL STOCK S&L'S DATA
All capital stock S&L's should be required to disclose the fact in their printed

materials, financial statements and advertising so that the average consumer
can know
the type of institution with which he is doing business, and the FHLBB should
report
mutual S&L and capital stock S&L and their holding company data separately.
The FHLBB should be required to maintain and report on two separate sets of
statistical data -- one for mutual S&L's and the other for capital stock S&L's and
their holding companies -- so that it is possible for Congress and others to make
periodic analysis of relative performance and service in the public interest.

The same

should apply to the Federal Savings and Loan Insurance Corporation (FSLIC) which has
experienced a comparatively higher loss ratio for capital stock S&L's than for
mutuals-a little disclosed fact.
The FHLBB should be required to report annually -- but separately -- on the
activities of mutual SQL's and capital stock SQL's and their holding companies so that
all S&L's and Congress can know what is developing in the nation's primary source of
home financing.
21.

FIR AND NET WORTH REQUIREMENTS DATE CHANGED TO BEGINNING OF YEAR
The Federal Insurance Reserve (FIR) and Net Worth requirements for mutual S&L's

should be based on the statement from the beginning of the year (Jan. 1) rather than as
presently done, which is at the end of the year (Dec. 31).

Under the present system,

earnings available for additions to FIR and net worth requirements and savings volume are
not known -- especially those for the last few months of the year -- in time for planning
purposes and taking appropriate action.

If changed to Jan. 1, the S&L would know at

the beginning of the year the FIR and net worth requirements since they will be based
on the statement of the previous year ending Dec. 31.
regulations to make this possible.

The FHLBB is urged to change its

DATA AND STATEMENTS ON S. 1873
[Reprinted from the Congressional Record, July 15, 1977]

By Mr. MCINTYRE:
S. 1873. A bill to provide improved consumer deposit services; to promote
competitive balance among financial institutions; and for other purposes; to
the Committee on Banking, Housing, and Urban Affairs.
NOW ACCOUNTS

Mr. MCINTYRE. Mr. President, on June 9, I introduced a series of bills, S. 1661
through S. 1669, which together comprise the major legislative thrust of the Subcommittee on Financial Institutions in this session.
Primary among these is S. 1664, a bill forwarded by the Carter administration, whose basic thrust is the nationwide extension of interest-bearing checking
accounts for individuals, the so-called NOW accounts, and the the payment of
interest on reserve balances maintained by banks at the Federal Reserve to stem
the decline in bank membership in the Federal Reserve System.
Mr. President, the Subcommittee on Financial Institutions held exhaustive
hearings on these bills June 20 through June 23, receiving testimony from over
35 witnesses, including the Secretary of the Treasury and the Chairman of the
Federal Reserve Board.
Having studied the record of these hearings, I am today introducing a bill incorporating recommended proposals which are clearly in the interest of the
American banking public.
Mr. President, the bill I am introducing today would authorize interest-bearing checking accounts—NOW accounts—nationwide for individuals. NOW accounts may be offered by all types of financial institutions, including commercial banks, savings and loan associations, and mutual savings banks. A similar
authority is offered for credit unions in the form of share draft accounts.
The bill provides for a 1-year delay in enactment in order that financial institutions may have time to plan for advent of NOW accounts and in order that
any necessary adjustments may be made in State laws.
NOW accounts would go into effect initially subject to a uniform ceiling rate
for all institutions to 5 percent. This is the rate currently available to the citizens of the six New England States which, at the present time are the only States
in which NOW accounts are authorized.
A basic thrust of this bill, therefore, is to confer the same benefits of an interest-bearing checking account on citizens across the country as are presently
available to the citizens of New England.
While NOW accounts in New England may also be offered to charitable and
nonprofit organizations, for the moment, NOW accounts are being authorized nationwide only to individuals.
In addition to extending NOW accounts nationwide, the bill extends for 3 years,
until December 15, 1980, the so-called Regulation Q authority by which deposit
rate ceilings for financial institutions are established, and adds the Administrator of the National Credit Union Administration to the list of officials who consult on such ceilings. At the end of this 3-year period and 2 years after NOW
accounts go into effect nationwide, the bill provides that the uniform rate on
NOW accounts for all institutions would rise to the highest rate then prevailing
for passbook accounts in any federally insured financial institution. This will
contribute to competitive parity between competing institutions and to an even
better break for the consumer on his savings-checking dollar.
The bill also incorporates a revised formula by which the Federal Reserve
through a combination of paying interest on reserves and reducing reserve requirements will be able to stem the recent attrition of membership from the
Federal Reserve System.
(967)
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In addition to these provisions, Mr. President, the bill provides for a long
overdue Federal chartering option for mutual savings banks, a simplification of
section 5(c) of the Home Owners' Loan Act of 1933, the basic statute governing
the lending and investment powers of Federal savings and loan associations, and
an increase in the deposit insurance levels for IRA and Keogh accounts in
federally insured institutions from $40,000 to $100,000.
Mr. President, the Senate Banking Committee is scheduled to mark up this bill
August 2 and 3. Many of these proposals, particularly the NOW account proposals, have been the subject of deliberations within the Subcommittee on Financial
Institutions for the past 4 years. The bill I am introducing today is a balanced
bill which will contribute to increased consumer benefits and the increased competitive viability of our Nation's financial institutions.
Mr. President, there was one very important subject addressed at the hearings which is not addressed in this bill and that is the need of federally chartered
savings and loan associations to have greater flexibility in the types of mortgage
instruments which they may offer.
It is becoming increasingly clear that the continued reliance on long-term,
fixed rate mortgages is making it increasingly difficult for the Federal savings
and loan industry to maintain its commitment to housing finance in a cyclical
market environment. In my opinion, this issue deserves the immediate attentio
n
of the Congress.
Nevertheless, given the fact that this subject is currently under intensiv
e
study by the Federal Home Loan Bank Board, the results of which will not
be
available until fall, this legislation must move forward now. It is my intention
therefore, to give the issue of variable rate mortgages and alternative mortgag ,
e
instruments the full attention of the Subcommittee on Financial Instituti
ons in
the fall.
At the same time, Mr. President, it is my intention to address
the entire asset
and liability mix of Federal savings and loan associations with
a view toward
insuring their competitive viability in the years to come.
The competitive environment in which financial institutions
must do business
varies greatly from that of the 1930's when many of their governin
g statutes were
first enacted.
Mr. President, due to the substantial interest in this bill,
I ask unanimous consent that the bill be reprinted in the RECORD at this point.
There being no objection, the bill was ordered to be
printed in the RECORD, as
follows:
S. 1873
Be it enacted by the Senate and House of Representatives
of the United States
of America in Congress assembled,
TITLE I—PAYMENT OF INTEREST ON DEPOSITS OR
ACCOUNTS
SEC. 101. Section 2 of the Act of August 16,
1973 (Public Law 93-100), as
amended (12 U.S.C. 1832),is amended to read as
follows:
"SEc. 2. (a) A depository institution may
permit depositors or account holders
to maintain negotiable order of withdrawal
accounts or share draft accounts.
"(b) The term 'depository institution' means—
"(1) any insured bank as defined in section 3
of the Federal Deposit Insurance
Act;
(2) any mutual savings bank as defined
in section 3 of the Federal Deposit
Insurance Act;
"(4) any insured credit union as defined
in section 101 of the Federal Credit
Union Act;
"(5) any member as defined in section 2 of
the Federal Home Loan Bank Act;
and
"(6) any insured institution as defined
in section 401 of the National Housing
Act.
"(c) The term 'negotiable order of withdra
wal account' means a deposit or
account (1) on which payment of
interest
respect to which the depository instituti or dividends may be made, (2) with
on may require the depositor or account
holder to give notice of an intended
withdrawal not less than thirty days before
the withdrawal is made, and (3)
on which the depositor or account
holder is allowed to make withdrawals by
negotiable or transferable instrume
nt
similar item for the purpose of
making payments to third persons or other
or others.
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Such deposit or account shall consist solely of funds in which the entire beneficial
interest is held by one or more individuals.
"(d) The term 'share draft account' means a share account established at a
credit union for an individual who is a credit union member (1) using negotiable or nonnegotiable drafts or other orders which are used to withdraw
shares, (2) which earns dividend credit, and (3) with respect to which the credit
union may require the account holder to give notice of an intended withdrawal
not less than 30 days before the withdrawal is made.".
SEC. 102. (a) The first section of the Federal Reserve Act, as amended (12
U.S.C. 221), is amended by adding at the end therof the following new
paragraphs:
"The term 'depository institution' means—
"(1) any insured bank as defined in section 3 of the Federal Deposit Insurance
Act;
"(2) any mutual savings bank as defined in section 3 of the Federal Deposit
Insurance Act;
"(3) any savings bank as defined in section 3 of the Federal Deposit Insurance
Act;
"(4) any insured credit union as defined in section 101 of the Federal Credit
Union Act;
"(5) any member as defined in section 2 of the Federal Home Loan Bank Act;
and
"(6) any insured institution as defined in section 401 of the National Housing
Act.
"The term 'negotiable order of withdrawal account' means a deposit or account
(1) on which payment of interest or dividends may be made, (2)
with respect
to which the depository institution may require the depositor or account
holder
to give notice of an intended withdrawal not less than thirty
days before the
withdrawal is made, and (3) on which the depositor or account
holder is allowed
to make withdrawals by negotiable or transferable instrumen
t or other similar
item for the purpose of making payments to third persons or others.
Such deposit
or account shall consist solely of funds in which the entire
beneficial interest
is held by one or more individuals.
"The term 'share draft account' means a share account
established at a credit
union for an individual who is a credit union member (1)
using
nonnegotiable drafts or other orders which are payable through negotiable or
a bank and are
used to withdraw shares, (2) which earns dividend credit,
and (3) with respect
to which the credit union may require the account holder
to give notice to an
Intended withdrawal not less than thirty days before the
withdrawal is made."
(b) Section 2(a) of the Act of June 16, 1933 (Public Law
73-66) as amended
(12 U.S.C. 221a(a)), is further amended by striking "and"
and inserting after
the words "reserve bank" the following: ", depository
institution, negotiable
order of withdrawal account and share draft account".
SEC. 103. Section 2 of the Act of August 16, 1973 (Public
Law 93-100), as
amended (12 U.S.C. 1832), is amended by adding at the end
thereof the following:
"(e) The limitation on the rate of interest which may be
paid by depository institutions on negotiable order of withdrawal accounts or on
share draft accounts
shall be uniform for all depository institutions and shall
be equal to the limitation prescribed for savings deposits or accounts under section
19(j) of the Federal Reserve Act. Upon the expiration of 2 years after the
effective date of this
subsection, such limitation shall be uniform for all depositor
y institutions and
shall be equal to the limitation, if any, prescribed for savings
deposits or accounts
under section 5B(a) of the Federal Home Loan Bank Act.
SEC. 104. The first sentence of section 19(j) of the Federal
amended (12 U.S.C. 371), is amended by inserting a comma and Reserve Act, as
tor of the National Credit Union Administration," immediate "the Administraly after "Federal
Deposit Insurance Corporation".
SEC. 105. The second sentence of section 18(g) of the Federal
Deposit Insurance
Act, as amended (12 U.S.C. 1828(g)). is amended
by inserting a comma and
-the Administration of the National Credit Union
Administr
after "Board of Governors of the Federal Reserve System".ation," immediately
SEC. 106. The first sentence of section 5B(a) of the Federal
Home Loan Bank
Act, as amended (12 U.S.C. 1425B(a)), is amended by
inserting a comma and
"the Administrator of the National Credit Union Administr
ation," immediately
after "Board of Governors of the Federal Reserve
System".
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SEC. 107. Section 117 of the Federal Credit Union Act, as amended (12 U.S.C.
1763), is amended—
(1) by redesignating SEC. 117. as SEC. 117. (a); and
(2) by adding at the end thereof the following new subsection:
"(b) The Administrator may from time to time after consulting with the
Board of Governors of the Federal Reserve System, the Federal Home Loan
Bank Board, and the Board of Directors of the Federal Deposit Insurance
Corporation, prescribe rules governing the payment and advertisement of interest
or dividends, including limitations on the rate of interest or dividends- which
may be paid by credit unions on member accounts".
SEC. 108. (a) Notwithstanding any other provision of this title, a depository
institution which is located in Massachusetts, Connecticut, Rhode Island, Maine,
Vermont, or New Hampshire may continue to make negotiable order of withdrawal accounts available to organizations operated primarily for religious, philanthropic, charitable, educational, or other similar purpose and not operated for
profit.
(b) Notwithstanding any other provision of this title, a credit union may make
a share draft account available to another credit union which is a member of
the credit union offering such account.

TITLE

II.—RESERVE REQUIREMENTS

AND EXPANDED

DEPOSIT POWERS

SEC. 201. (a) The last sentence of subsection (b) of section 19 of the Federal
Reserve Act (12 U.S.C. 461) is designated as paragraph (5) and that part of
subsection (b) that precedes that sentence is amended to read as follows:
"(h)(1) Every member bank in a reserve city shall maintain reserves against
its demand deposits at such average ratio of not less than 10 per centum nor
more than 22 per centum, as shall be determined by the Board, either in individual cases or by regulation, on such basis as it may deem reasonable and appropriate in view of the character of business transacted by such bank, may make
applicable the reserve ratios prescribed for banks not in reserve cities. Every
member bank not in a reserve city shall maintain reserves against its demand
deposals at such average ratio of not less than 7 per centum nor more than 14
per centum, as shall be determined by the Board: Provided. however, That a
member bank may maintain reserves against its demand deposits of $15 million
or less at a reserve ratio of not less than 4 per centum as may be determined by
the Board, except that the average reserves maintained by a member bank in a
reserve city against its demand deposits shall in no event be less than 10 per
centum.
"(2) Every depository institution shall maintain reserves which shall be at the
same level for all depository institutions against its negotiable order to withdraw
accounts and its share draft accounts at such average ratio of not less than 3
per centum nor more than 12 per centum, as shall be determined by the Board.
"(3) Every member bank shall maintain reserves against its time deposits and
savings deposits (other than negotiable order of withdrawal accounts) at such
average ratio of not less than 3 per centum nor more than 10 per centum, as
shall be determined by the Board: Provided, however. That a member bank may
maintain reserves against an 'amount not exceeding $15,000,000 of the combined
total of its time deposits with initial maturities of 180 days or more and savings
dennsits (other than negotiable order of withdrawal accounts) at a reserve
ratio of not less than 1 per centum, as may be determined by the Board.
"(4) Every depository institution that maintains reserves pursuant to this
section shall make reports concerning its deposit liabilities and required reserves
at such times and in such manner and form as the Board may require."
(b) With respect to any depository institution that is not a member of the
Federal Reserve System on June 1. 1977, the required reserves imposed pursuant
to section 201 of this Act against its negotiable order of withdrawal accounts or
share draft accounts on the effective date of this Act shall be reduced by 75 per
centum during the first year that begins after the effective date, 50 per centum
during the second year. and 25 per centum during the third year.
SEC. 202. (a) Section 19(c) of the Federal Reserve Act (as'amended (12 U.S.C.
461(c))). is amended by changing "subsection" to "subsections"; by inserting
"(1) and (b)(3)" after "(b)"; and adding at the end thereof the following: "Reserves hold by any depository institution to meet the requirements against its
negotiable order of withdrawal accounts and its share draft accounts imposed
pursuant to subsection (b)(2) of this section shall be in the form of—
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"(1) balances maintained for such purposes by such depository institution in
the Federal Reserve Bank of which it is a member or at which it maintains an
account. However, the Board may by regulation permit depository institutions to
maintain all or a portion of their reserves against their negotiable order of withdrawal accounts or share draft accounts in the form of vault cash provided that
such proportion shall be identical for all depository institutions; and
"(2) balances maintained by a nonmember depository institution in a member
bank or in a Federal Home Loan Bank provided that such member bank or Federal Home Loan Bank maintains such funds in the form of balances in a Federal
Reserve Bank of which it is a member or at which it maintains an account. Balances received by a member bank from another depository institution that are
used to satisfy the reserve requirements imposed on such depository institution
by this section shall not be subject to the reserve requirements of this section
imposed on such member bank and shall not be subject to assessment imposed
on such member bank pursuant to section 2 of the Federal Deposit Insurance
Act, as amended (12 U.S.C. 1817).".
(b) Section 19(c) is further amended by adding at the end thereof the following: "Interest may be paid on required reserve balances maintained at Federal
Reserve Banks. The Board may establish the manner in which interest may be
paid on required reserve balances maintained at Federal Reserve Banks, including limitations on the rates of interest that may be paid. The rates of interest
that may be paid on reserve balances required to be maintained against negotiable order of withdrawal accounts and share draft accounts shall not exceed
the average rate paid during the preceding calendar quarter on United States
Treasury bills with mauturities of three months and interest may also be paid
on other required reserve balances maintained at Federal Reserve Banks, provided the aggregate interest that may be paid in any year on all required
reserve balances (including reserve balances against negotiable order of withdrawal accounts and share draft accounts) shall not exceed 5 percent of the net
earnings in the previous year of the Federal Banks before payment of interest
on all such required reserve balances. In establishing the rates of interest that
may be paid in required reserve balances, the Board shall give due consideration
to such factors as the effect on revenues of the Treasury of the United States,
monetary and financial conditions, safety and soundness of depository institutions, competitive balance, benefits and costs of membership in the Federal Reserve System, the likelihood of membership attrition, and other circumstances
surrounding depository institutions.".
(c) Section 19(f) of the Federal Reserve Act, as amended (2 U.S.C. 464), is
amended by deleting "member bank" and inserting in lieu thereof "depository
institution".
SEC. 203. (a) Section 5 of the Home Owners' Loan Act of 1933, as amended
(12 U.S.C. 1464), is further amended by deleting "savings" at each place it appears before "account" or "accounts".
(b) Section 5(b)(1) of the Home Owners' Loan Act of 1933, as amended
(12 U.S.C. 1464(b)(1)), is amended by deleting the last sentence thereof and substituting the following: "An association may permit withdrawal or transfer of
deposits or accounts by negotiable order of withdrawal as defined in section 2
of the Act of August 16, 1973, as amended (12 U.S.C. 1832) and the Board may
by regulation provide for withdrawal or transfer of savings accounts upon nontransferable order or authorization.".
(c) Section 5A of the Federal Home Loan Bank Act, as amended (12 U.S.C.
1425a), is amended by redesignating subsection (f) as subsection (g) and by
inserting before such subsection, as redesignated, the following new subsection:
"(f) Every institution which is a member or is an insured institution as defined in section 401(a) of title IV of the National Housing Act (12 U.S.C. 1724
(a)) shall maintain reserves against its negotiable order or withdrawal accounts
as defined in section 1 of the Federal Reserve Act (12 U.S.C. 221a) in accordance
with the provisions of section 19 of the Federal Reserve Act (12 U.S.C. 461) in
amounts not less than such percentages of its aggregate amounts of such deposits
or accounts as may be prescribed under section 19(b) of the Federal Reserve
Act (12 U.S.C. 461) by the Board of Governors of the Federal Reserve System.".
SEC. 204. Section 116 of the Federal Credit Union Act, as amended (12 U.S.C.
1762), is amended by adding at the end thereof the following new subsection:
"(c) Each insured credit union shall maintain reserves against its negotiable
order of withdrawal accounts and share draft accounts as defined in section 1 of
the Federal Reserve Act (12 U.S.C. 221a) in accordance with the provisions of
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section 19 of the Federal Reserve Act (12 U.S.C. 461) in amounts not less than
such percentages of its aggregate amounts of such deposits or accounts as may be
prescribed under section 19(b) of the Federal Reserve Act (12 U.S.C. 461)
by the Board of Governors of the Federal Reserve System.".
SEC. 205. (a) The first paragraph of section 13 of the Federal Reserve Act (12
U.S.C. 342) is amended as follows:
(1) by inserting after the words "member banks" the words "or other depository institutions".
(2) by inserting after the words "payable upon presentation" the first and
third times they appear, the words "or other items, including negotiable orders
of withdrawal or share drafts".
(3) by inserting after the words "payable upon presentation within its district," the words "or other items, including negotiable orders of withdrawal or
share drafts".
(4) by inserting after the words "nonmember bank or trust company," wherever
they appear the words "or other depository institution".
(5) by striking the words "sufficient to offset the items in transit held for
its account by the Federal Reserve bank" and inserting in lieu thereof the words
"in such amount as the Board determines taking into account items in transit,
services provided by the Federal Reserve bank, and other factors as the Board
may deem appropriate".
(6) by inserting after the words "nonmember bank" after the second colon the
words "or other depository institution."
(b) The thirteenth paragraph of section 16 of the Federal Reserve Act (12
U.S.C. 360) is amended as follows:
(1) by striking out the words "member banks" wherever they appear and inserting in lieu thereof "depository institutions".
(2) by striking out the words "member bank" wherever they appear and inserting in lieu thereof "depository institution".
(3) by inserting after the word "checks" wherever it appears the words "and
other items, including negotiable orders of withdrawal and share drafts".
(c) The fourteenth paragraph of section 16 of the Federal Reserve Act (12
U.S.C. 248(o)) is amended by striking out "Its member banks" and inserting
in lieu thereof "depository institutions".
SEC. 206. The provisions of this Act (other than title III) shall become effective
one year after date of enactment.
TITLE HI
EXTENSION OF FLEXIBLE AUTHORITY TO IMPOSE INTEREST RATE CEILINGS CN DEPOSITS
SEC. 301. Section 7 of the Act of September 21, 1966 (Public Law 89-597), is
amended by striking out "December 15, 1977" and inserting in lieu thereof "December 15, 1980".
TITLE IV—CHARTERS FOR THRIFT INSTITUTIONS
SEC. 401. Section 2(d) of the Home Owners' Loan Act of 1933 (12 U.S.C.
1462(d)) is amended to read as follows:
"(d) The term `association' means a Federal savings and loan association or a
Federal mutual savings bank chartered by the Board under section 5, and any
reference in any other law to a Federal savings and loan association shall be
deemed to be also a reference to a Federal mutual savings bank, unless the context indicates otherwise.".
SEC. 402. Section 5(a) of the House Owners' Loan Act of 1933 (12 U.S.C.
1464(a))is amended to read as follows:
"SEC. 5. (a) In order to provide thrift institutions in which people may invest
their funds and in order to provide for the financing of homes and family and
consumer needs, the Board is authorized to provide for the organization, incorporation, conversion, examination, operation, and regulation, under such rules,
regulations (including definitions of terms used in this Act) or orders as it may
prescribe, of associations which may be known as `Federal Savings and Loan Associations' or Federal Savings Banks' (but only in the case of associations which,
prior to conversion, were State mutual savings banks located in States which
authorize the chartering of State mutual savings banks), and in issuing charters
therefore, the Board shall give primary considerations to the best practices of
thrift institutions and the needs of the families, consumers and communities to
be served. An cssociation which was formerly organized as a savings bank under
State law may, to the extent authorize by the Board, continue to carry on any

973
to retain or make any
activities it was engaged in on December 31, 1976, and equity, corporate bond
its
investments of a type it held on that date, except that
ratio of such investand consumer loan investments may not exceed the average conversion."
to its
ments to total assets which existed immediately prior
(12 U.S.C. 1726(a)) is
Sze. 403. Section 403(a) of the National Housing Act
ns" the following:
amended by inserting after "Federal savings and loan associatio
"and Federal mutual savings banks".
Home Owners' Loan Act
SEC. 404. The first paragraph of section 5(i) of the
"(Including a
of 1933, as amended (12 U.S.C. 1464(i)), is amended by inserting
savings bank)" after "member of a Federal Home Loan Bank".
TITLE V—LENDING AND INVESTMENT POWE'RS
amended (12
SEC. 501. Section 5(c) of the Home Owners' Loan Act of 1933, as
U.S.C. 1464 (c)), is amended to read as follows:
regulations,
"(c) An association may, to such extent, and subject to such rules,
invest in
definitions, and orders, as the Board may prescribe from time to time
ts:
sell or otherwise deal with the following loans, or other investmen
n.—Without
"(1) Loans or Investments Without Percentage of Assets Limitatio
limitation as a percenttge of assets, the following are permitted:
accounts;
"(A) Savings Account Loans: loans on the security of its savings
security of
"(B) Single Family and Multifamily Mortgage Loans: loans on the
of its home
first liens upon residential real property within one hundred miles
secured
office or within the State in which such home office is located; loans so
[resishall not exceed $55,000 in principal amount (except that with respect to
may be
dential real estate] inAlaska, Guam and Hawaii the foregoing limitation
exceed
increased by not to exceed 50 %) for each single family dwelling and or
loan) in
such amount per room within the limits allowable (at the time of the
covsection 207(c)(3) of the National Housing Act for any other dwelling unit
ered by such lien;
or
"(C) United States Government Securities: investments in obligations of,
fully guaranteed as to principal and interest by the United States;
"(D) Federal Home Loan Bank and Federal National Mortgage Association
or in
Securities: investments in the stock or bonds of a Federal Home Loan Bank
the stock of the Federal National Mortgage Association;
in
"(E) Federal Home Loan Mortgage Corporation Instruments: investments
mortgages, obligations or other securities which are or ever have been sold by
the Federal Home Loan Mortgage Corporation purusant to section 305 of the
Federal Home Loan Mortgage Corporation Act;
"(F) Other Government Securities: investments in obligations, participations,
to
(securities) or other instruments of or issued by, or fully guaranteed as
principal and interest by, the Federal National Mortgage Association, the Student
Loan Marketing Association or the Government National Mortgage Association,
sell
or any other agency of the United States and an association may issue and
securities which are guaranteed pursuant to section 306(g) of the National
Housing Act;
"(G) Bank Deposits: investments in the time deposits, certificates, or accounts
of any bank the deposits of which are insured by the Federal Deposit Insurance
Corporation;
"(H) State Securities: investments in general obligations of any State or any
political subdivision thereof;
"(I) Purchase of Insured Loans: purchase or make subject to all the provisions
of this subparagraph (1), except the area restriction, loans secured by first liens
on improved real estate which are insured under provisions of the National
Housing Act, or as provided in the Servicemen's Readjustment Act of 1944 or
chapter 37 of title 38 of the United States Code;
"(T) Home Improvement and Mobile Home Loans: loans not exceeding $10,000
[15,000] made for the repair, equipping, alteration or improvement of any real
property, and loans made for the purpose of mobile home financing;
"(K) Insured Loans to Finance the Purchase of Fee Simple: loans or obligations, as to which the association has the benefit of insurance under section 240
of the National Housing Act, or of a commitment or agreement therefor;
"(L) Loans to Financial Institutions, Brokers and Dealers: loans, to financial
institutions with respect to which the United States or an agency or instrumentality thereof has any function of examination or supervision, or to any broker or
dealer registered with the Securities and Exchange Commission, secured by loans,
obligations or investments in which the association has the statutory authority to
invest directly;
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"(M) Liquidity Investments: investments which, at the time of making, are
assets eligible for inclusion toward the satisfaction of any liquidity requirement
imposed by the Board pursuant to section 5A of the Federal Home Loan Bank
Act, but only to the extent that the investment is permitted to be so included
under regulations of the Board or is otherwise authorized;
"(N) Investment in the National Housing Partnership Corporation Partnerships, and Joint Ventures: investment in shares of stock issued by a corporation
authorized to be created pursuant to title IX of the Housing and Urban Development Act of 1968, and investments in any partnership, limited partnership or
joint venture formed pursuant to section 907(a) or 907(c) of 'that Act;
"(0) HUD Guaranteed Investments: loans or obligations as to which the
association has the benefit or any guaranty under title IV of the Housing and
Urban Development Act of 1968 or under part B of the Urban Growth and New
Community Development Act of 1970 or under section 802 of the Housing and
Community Development Act of 1974, as now or hereafter in effect, or of a commitment or agreement therefor.
"(2) Loans or Investments Limited to Twenty Percent of Assets.—The following loans or investments are permitted, but authority conferred in the following
subparagraphs is limited to not in excess of twenty percent of the assets of the
nssociation for each subparagraph:
"(A) Multifamily Mortgage Loans: subject to the limitations in subparagraph (1)(B) hereof loans secured by property which comprises or includes
more than four dwelling units or does not constitute homes, or combinations of
homes and business property;
"(B) Improved Real Estate Loans: loans on security of first liens upon improved real estate;
"(C) Participation Loans: without regard to area restriction contained in
subparagraph (1) (B) investments for the making or purchases or participation
interests in first liens on residential real property;
"(D) Home Improvement Loans: subject to the area requirement contained in
subparagrapjh (1) (B) investments in loans insured under title I of the National Housing Act, in home improvements loans insured under title II of the
National Housing Act, in unsecured loans insured or guaranteed under the
provisions of the Servicemen's Readjustment Act of 1944, or chapter 37 of title
38 of the United States Code, and in other loans for property alteration, repair,
Or improvement, including the constructiOn of new structures related
to residential use of the property: Provided, That no such loan, unless so insured or
gulranteed, shall be made in excess of $10,000. Participating interests in loans
secured by mortgages which have the benefit of insurance or guaranty (or a commitment therefor) under, the National Housing Act, the Servicemen's Readjustment Act of 1944, or chapter 37 of title 38 of the United States Code shall not be
taken into account in determining the amount of loans which an association may
make within any of the percentage limitations, other than this subparagraph,
contained in this subparagraph (2)(D).
"(3) Loans or Investments Limited to Five Percent of Assets.—The following
loans or investments are permitted, but the authority conferred in the following
subparagraphs is limited to not in excess of five percent of assets of the association for each subparagraph:
"(A) Education Loans: loans obligations and advances of credit made for the
payment of expenses of college, university, or vocational education;
"(B) Land Acquisition: an association whose general reserves, surplus,
and
undivided profits aggregate a sum in excess of 5 per centum of its withdrawable
accounts is authorized to invest in, subject to the area restriction contained
in
subparagraph (1) (B), loans to finance the acquisition and development of
land
for primarily residential usage;
"(0) Short-Term Non-Amortized Loans: subject to the area and
dollar
amount restrictions contained in subparagraph (1)(B), an association may
invest in non-amortized loans which are made on the security of first liens
upon
homes or combinatiOns of homes and business property which are (i) repayable
within a period of eighteen months, (ii) provide that interest payments be
mode
at least semi-annually, and (iii) do not exceed 80 per centum of the
appraised
value of the property Involved;
"(D) Housing Facilities for the Aging: subject to the area restriction
contained in subparagraph (1)(B), amOrtized loans or participating
interests
therein which are secured by first liens upon improved real estate used to provide
housing facilities for the aging subject to the following limitations,:
"(i) each such loan Shall be repayable within thirty years;
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"(ii) the loan shall not exceed 90 per centum of the appraised value of the
improved real estate given as security therefor; and
"(iii) each such loan shall be made upon and secured by real estate which is
improved by housing accommodations, individual or multiple, designed for the
purpose of providing accommodation for occupancy by aging persons, or of providing rest homes or nursing homes, so constructed or altered as to be suitable
primarily for the occupancy of persons over fifty-five years of age and limited
principally to the occupancy of such persons;
"(E) Urban Renewal Investments: investments in, real property located
within an urban renewal area as defined in subsection (a) of section 110 of the
Housing Act of 1949 and obligations secured by first liens on real property so
located, but no investment in real property may exceed an aggregate investment
of two percent of the assets of the association;
"(F) Nonconforming Loans: loans and advances of credit and interests therein
upon the security of or respecting real property or interests therein used for
primarily residential purposes that do not comply with the limitations of this
section.
"(4) Other Loans and Investments.—The following additional loans and other
investments to the extent authorized below:
"(A) Business Development Corporations: an association whose general reserves, surplus and undivided profits aggregate a sum in excess of five percent
of its withdrawable accounts is authorized to invest in, lend to, or to commit
itself to lend to, any business development corporation incorporated in the
State in which the home office of the asSociation is located in the same manner
and to the same extent as savings and loan associations chartered by such State
are authorized, but the aggregate amount of such investments, loans and commitments of any such association shall not exceed one-half of one percent of the
total outstanding loans of the association or $250,000, whichever is less;
"(B) Service Corporations: investments in the capital stock, obligations, or
other securities of any corporation organized under the laws of the State in
which the home office of the association is located, if the entire capital stock of
such corporation is available for purchase only by savings and loan associations
of that State and by Federal associations having their home offices therein, but
no association may make any investment under this subparagraph if its aggregate outstanding investment under this subparagraph would exceed one percent
of the assets of the association;
"(C) Foreign Assistance, Certain Guaranteed Loans: (1) loans and interests
In loans secured by mortgages as to wfhich the association has the benefit of
insurance under title X of the National Housing Act or of a commitment or
agreement for such insurance, or (ii) !acquire and hold investments in housing
project loans, or interests therein, having the benefit of any guaranty under section 221 of the Foreign Assistance Act of 1961 or loans, or interests therein,
having the benefit of any guaranty under section 222 of such Act, or any commitment or agreement with respect to such loans, or interests therein, made pursuant
to either of such sections !and in the share capital and capital reserve of the
Inter-American Savings and Loan Bank. This authority extends to the acquisition, holding, and disposition of loans, or interests therein, having the benefit of
any guaranty under either such sections or such sections as hereafter amended
or extended, or any commitment or agreement for any such guaranty. Investments
under clause (i) of this subparagraph shall not be included in any percentage of
assets or other percentage referred to in this section. Investments under clause
(ii) of this subparagraph shall not exceed, in the case of any association, 1 per
centum of the assets of such association:
"(D) State Housing Corporations: an association whose general reserves.
surplus, and undivided profits aggregate a sum in excess of 5 per centum of its
Withdrawable accounts is authorized to invest In, to lend to, or to commit Itself
to lend to any State in wfhich the home office of such association is situated, in
the same manner and to the same extent as the statutes of such State authorize
a savings and loan association organized under the laws of such State to invest
In. to lend to, or commit itself to lend to such State housing corporation, but no
association may make any investment, other than loans and loan commitments.
under this sentence if its aggregate outstanding direct investment under this
sentence, would thereupon exceed one-fourth of one percent of the assets of the
association;
"(E) Construction Loans, With or Without Security: subject to the area
restriction of subparagraph (1)(B), investments not exceeding the greater of
(A) the sum of its surplus, undivided profits, and reserves or (B) three percent
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of the assets of the association, in loans, or interests therein, the principal
purpose of which is to provide financing with respect to what is or Is expected
to become primarily residential real estate where (i) the association relies substantially for repayment on the borrower's general credit standing and forecast
of income, with or without other security, or (ii) the association relies on other
assurances for repayment, including but not limited to a guaranty or similar
obligation of a third party, and, in either case described in clause (i) or (ii),
reordless of whether or not the association takes security; and investments
under this sentence shall not be included in any percentage of assets or other
percentage referred to in this subsection.
"(5) Converted State Chartered Associations.—Any association which is converted from a State-chartered institution may continue to make loans in the
territory in which it made loans while operating under State charter.
"(6) Definitions.—As used in this section—
"(A) the terms 'residential real property' or 'residential real estate' includes
leaseholds and means homes (including condominiums and cooperatives), combinations of homes and business property, other dwelling units, or combinations
of dwelling units includi•ng homes and business property involving only incidental
business use;
"(B) the term 'loans' includes obligations and extensions or advances of
credit; and any reference to a loan or investment includes an interest in such a
loan or investment; and
"(C) the term 'State' means any State of the United States, the District of
Columbia, the Commonwealth of Puerto Rico, the Virgin Islands, the Canal Zone,
Guam, American Samoa and any territory or possession of the United States."
TITLE VI—DEPOSIT INSURANCE FOR RETIREMENT PLANS
SEC. 601. (a) Section 11(a)(2)(A) of the Federal Deposit Insurance Act, as
amended (12 U.S.C. 1821(a)(2)(A))is amended—
(1) by striking out "or" at the end of clause (iii) ;
(2) by inserting "or" after the semicolon at the end of clause (iv) ; and
(3) by adding at the end thereof the following:
"(v) a self-employed individual investing or depositing funds in time or
savings deposits In an insured bank pursuant to a pension or profit-sharing plan
described in section 401(d) of the Internal Revenue Code of 1954, as amended;
or
"(vi) an individual investing or depositing funds in time or savings deposits in
an insured bank in the form of an individual retirement account as described in
section 408(a) of the Internal Revenue Code of 1954, as amended ;".
(b) Section 405(d)(1) of the National Housing Act, as amended (12 U.S.C.
1728(d)(1))is amended—
(1) by striking out "or" at the end of clause (iii) ;
(2) by inserting "or" after the semicolon at the end of clause (iv) ; and
(3) by adding at the end thereof the following:
"(v) a self-employed individual investing or depositing funds in accounts in an
insured institution pursuant to a pension or profit-sharing plan described in
section 401(d) of the Internal Revenue Code of 1954, as amended: or
"(vi) an individual investing or depositing funds in accounts in an insured
Institution in the form of an individual retirement account as described in section 408(a) of the Internal Revenue Code of 1954 as amended ;".
(c) Section 207(a)(2)(A) of the Federal Credit Union Act, as amended (12
U.S.C. 1787(c)(2)(A)) is amended—
(1) by striking out "or" at the end of clause (iii) ;
(2) by inserting "or" after the semicolon at the end of clause (iv) ; and
(3) by adding at the end thereof the following:
"(v) a self-employed individual investing or depositing funds in accounts in
a credit union insured in accordance with this title pursuant to a pension or
profit-sharing plan described in section 401(d) of the Internal Revenue Code
of 1954, as amended; or
"(vi) an individual Investing or depositing funds in accounts in a credit union
insured in accordance with this title in the form of an individual retirement
account as described in section 408(a) of the Internal Revenue Code of 1954, as
amended ;".
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THE SECRETARY OF THE TREASURY,
Washington, July 29, 1977.

Hon. THOMAS J. MCINTYRE,
Chairman, Subcommittee on Financial Institutions, U.S. Senate,
Washington, D.C.
DEAR Mn. CHAIRMAN: I am pleased to respond to your July 18, 1977, request
for comments on S. 1873, to provide improved consumer deposit services, to
promote competitive balance among financial institutions and for other purposes.
As you know, S. 1873 is similar to S. 1664, which the Administration forwarded
to the Congress on June 9, 1977. I have, therefore, limited my comments to those
areas in which S. 1873 differs significantly from S. 1664.
Title I of S. 1873 authorizes all depository institutions to offer negotiable
order of withdrawal (-NOW-) accounts or share draft accounts and specifies
a uniform interest rate ceiling for these accounts. For the first two years, the
ceiling rate is that prescribed for savings deposits at Federal Reserve member
banks. Thereafter, the ceiling rate would be that prescribed by the Federal
Home Loan Bank Board for savings deposits at FHLBB member savings institutions. As a practical matter, the ceiling rate differential between thrift institutions and commercial banks will disappear at the end of two years for passbook
savings, since depositors could choose NOW accounts at commercial banks if
they carry a higher rate than other forms of commercial bank "demand" savings accounts. The rate differential for time deposits would be unaffected by
this provision. Regulation & authority would be extended for three years.
The Administration thinks the approach of S. 1664 is preferable in a number
of respects. First, the transition to interest-paying transaction accounts for banks
may cause some economic hardship, and permitting the bank regulators to fix
the ceiling rate of interest in light of developing events is more flexible than the
approach of S. 1873.
Second, we think it would be preferable to consider elimination of differential
rate ceilings together with the question of whether there should be any ceilings
at all in the context of a study that will include the financial needs of the housing industry and the relation of the differential and the ceilings to those needs.
S. 1664 would have extended Regulation Q authority for only two years. As
Secretary Blumenthal noted in his testimony on that bill, the President has
decided to establish a task force on deposit rate ceilings which will transmit
recommendations to the Congress well before the Administration's proposed
1979 expiration date for renewed Regulation Q authority.
Third, after the study period, we do not think the NOW account interest
ceiling should be fixed by only one regulator. If the ceiling is raised to the ceiling fixed by the FHLBB for savings deposits at member institutions, then the
ceiling will necessarily be administered with a view to the FHLBB's statutory
responsibility for savings and loan institutions rather than the needs of the
banking and thrift community as a whole. We think the mechanism established
by S. 1664 is preferable: the ceiling rates for NOW accounts would expire unless
three of the four bank regulators (FRB, FDIC, FHLBB, and NCUA) act affirmatively to extend the ceilings for not more than three additional years.
Title I of S. 1873 also differs from S. 1664 with respect to the grandfathering
of nonprofit institutions holding NOW accounts in New England. Under S. 1664,
NOW account depositors, other than individuals, would have to terminate their
accounts three years after the effective date of the Act. S. 1873 would permit
depository institutions in New England to continue to make NOW accounts
available to nonprofit institutions. We do not favor this change, since it is
inconsistent with the principle that, after the transition, similar institutions
should be subject to the same restrictions.
Title II of S. 1873 contains a new approach to easing the earnings burden
ithposed on Federal Reserve member banks. While S. 1664 authorizes the Federal Reserve to begin paying interest on required reserves in an amount not
to exceed 10 percent of its previous year's net earnings, S. 1873 combines interest on reserves with a reduction in the reserve requirements imposed on the
first $15 million of demand deposits and the first $15 million of savings and
time deposits. S. 1873 limits the rate of interest that the Federal Reserve can
pay on NOW account reserves to the average rate paid during the proceeding
quarter on three-month Treasury bills and, in view of the added bank earnings
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that would be generated from the lower reserve requirements, provides that
aggregate interest payments by the Federal Reserve cannot exceed 5 percent of
the previous year's net earnings.
Our preliminary estimates indicate that the maximum cost to the Federal
Reserve (and the net cost to the Treasury) is consistent with the cost levels
that .Secretary Blumenthal indicated during his testimony were acceptable to
the Administration. We are, however, continuing our analysis of that question.
On that basis, we do not oppose this approach.
The remainder of S. 1873 contains titles that were not included in S. 1664.
Title IV provides mutual savings banks with the option of obtaining a Federal
charter. Title V rewrites Section 5(c) of the Home Owners' Loan Act to
simplify the lending and the investment powers of savings and loan associations. Title VI raises the Federal insurance level for Individual Retirement
accounts and Keogh Plan accounts held at Federally insured depository institutions from $40,000 to $100,000.
We have no objection to Title V, which we view as merely making technical
changes to Section 5(c) of the Home Owners' Loan Act. But inclusion of Titles
IV and VI is inconsistent with our objective of having consideration of this
year's financial institutions bill limited to interest on reserves and interest on
third-party payment accounts. Both titles make substantive changes but neither
is directly related to the objectives of S. 1664. The chances of financial institutions legislation passing the Congress, we believe, will be diminished if unrelated provisions are added to the bill. We would, therefore, urge the Committee to consider the issues of Federal charters for mutual savings banks and
increases in Federal deposit insurance on an individual basis where the specific
merits of each proposal can be considered independently.
The Administration appreciates the opportunity to present our views on
S. 1873, and hopes these comments will assist you in your deliberations.
Sincerely,
ROBERT CARSWELL,
Acting Secretary.
CHAIRMAN OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,
Washington, D.C. August I, 1977.

Hon. THOMAS J. MCINTYRE,
Chairman, Subcommittee on Financial Institutions,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: The Board supports the version of Title 2 in S. 1873.
I feel it necessary, however, to call certain facts to your attention.
As you may recall, in my testimony on June 20 before your Subcommittee,
I pointed out that in the Board's judgment, S. 1664, the original Administration bill, dealt inadequately with the Federal Reserve's membership problem.
I trust that you and your colleagues on the Banking Committee will recognize
and keep in mind that Title 2 of S. 1873 leaves even less room for dealing
with that difficult problem.
With best wishes,
Sincerely yours,
ARTHUR F. BURNS.
U.S. SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,
Washington, D.C., July 18, 1977.
Hon. ARTHUR F. BURNS,
Chairman, Board of Governors,
Federal Reserve SyStem, Washington, D.C.
DEAR MR. CHAIRMAN: Title II of S. 1873 provides for: (1) the required reserve range for Federal Reserve member banks to be lowered to 4 percent of
the first $15 million of net demand deposits, (2) the required reserve range
for Federal Reserve member banks to be lowered to 1 percent on the first $15
million of savings deposits plus time deposits with maturities exceeding 180
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days, and (3) the payment of interest on required reserve balances maintained at Federal Reserve banks not to exceed 5 percent of the net earnings in
the previous year of the Federal Reserve banks, including the payment of interest
on required NOW account reserves. You have stated that payment of interest
On NOW accounts will impose earnings pressures on banks and will exacerbate Federal Reserve membership attrition and, consequently, you have favored
reserve reductions and interest on reserves as ways of alleviating the burden of
Federal Reserve membership. Others have been concerned about the reduction
in Treasury revenues that might result from such measures, and whether these
measures would result in a windfall to large banks.
Accordingly, it is essential for the Committee to know as precisely as possible the impact of he proposed measures in S. 1873 on the burden of Federal
Reserve membership and the loss in Treasury revenues. The Committee would
appreciate it if these costs could be calculated in two ways. First, compute the
various costs based on 1976 data, assuming full adjustment to a world in
which all financial institutions are authorized to offer NOW accounts. Second
assuming that NOW accounts may be offered beginning January 1, 1978, calculate the various costs year by year from 1977 through 1982. Furthermore, it
would be helpful to the Committee if these calculations are made for each of
•the following bank size categories: (1) less than $10 million in deposits, (2)
$10-$15 million, (3) $50-$100 million, (4) $1004500 million, (5) $500-$1,000
million, and (6) more than $1,000 million.
With respect to the effect of S. 1873 on the burden of Federal Reserve membership, please consider the following effects on member banks earnings: (1) reduction in required reserves from present rates to 4 percent on the first $15 million in net demand deposits, (2) reduction in required reserves from present
rates to 1 percent on the first $15 million in savings deposits plus time deposits
with maturities exceeding 180 days, (3) freed-up reserves resulting from the
conversion of demand deposits to NOW deposits, (4) payment of 5 percent (or
a market rate) interest on NOW account required reserves of 3 percent against
NOW account deposits.
For comparison purposes, consider the above effects from the standpoint of
the burden of Federal Reserve membership as computed in the Board of
Governors staff study, "The Burden of Federal Reserve Membership, NOW
Accounts, and the Payment of Interest on Reserves."
Specify all assumptions used in the computations. The following assumptions
have broad support: (1) deposits grow 10 percent annually, (2) a maximum of
50 percent of personal demand 'deposits will convert to NOW accounts within four years, (3) 25 •percent of converted demand deposits are lost to thrift
institutions, and (4) member banks earn 5 percent on freed-up reserves.
Also, calculate the impact of each of the following on Treasury revenues,
specifying all assumptions: (1) reduction in required reserves from present
rates to 4 percent on the first $15 million in net demand deposits, (2) reduction in required reserves from present rates to 1 percent on the first $15
million in savings deposits plus time deposits with maturities exceeding 180
days, (3) reduction in required reserves resulting from the conversion of member banks demand deposits to NOW deposits, (4) reduction in required reserves resulting from the loss of member banks demand deposits to nonmember institutions, and (5) payment of 5 percent (or a market rate) interest on
NOW account member and nonmember required reserves of 3 percent against
NOW account deposits.
For comparison purposes, calculate the impact on Treasury revenues of
continued membership attrition of no more than 4 percent of deposits annually
not to go below a floor of 55 percent. In the analysis, assume that the Federal
Reserve earns 6.5 percent on its assets and the Treasury recovers 55 percent
of higher bank earnings directly attributable to reserve reductions and interest
payments on NOW account reserves. Use these assumptions or any others deemed
more appropriate.
Given existing time constraints, I would appreciate a reply by the close of
business Thursday, July 21.
Sincerely,
THOMAS J. MCINTYRE, Chairman.
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CHAIRMAN OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,
Washington, D.C., July 22, 1977.
Hon. THOMAS J. MCINTYRE,
Chairman, Subcommittee on Financial Institutions, Committee on Banking,
Housing and Urban Affairs, U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: As requested in your letter of July 18. I am enclosing
several tables that show the estimated reduction in the burden of Federal Reserve membership, and also the effects on Treasury revenues, that would flow
from the proposals in S. 1873.
The estimated reduction in the membership burden in each year from 1978
through 1982 is shown in the first five tables. The principal assumptions made
by the staff in developing these figures follow table 5. The burden estimates
represent the upper limit of the ranges shown in the staff burden study sent
2 percent,
to you in late June. The upper limit assumed that banks could earn 61/
2
on average, on the excess cash they hold because of membership. The same 61/
percent rate was used in estimating the sums bank would earn as a consequence
of investing funds available because of lower reserve requirements. I might
also add that the estimate of earnings gains for member banks shown in these
tables may be considered a maximum, since they assume the full allowable reduction in reserve requirements on small deposits, payment of a market interest
rate on reserves 'against NOW accounts, and use of the full authority available
to pay interest on all reserve balances.
The net loss of Treasury revenue from the proposals is estimated in tables 6
and 7. The potential losses in Treasury revenue that would occur in the absence
of legislative action are shown in tables 8 and 9. Assumptions applicable to
tables 6 through 9 follow table 9.
In evaluating the results presented in all these tables, you should recognize
that other reasonable assumptions would lead to a smaller earnings gain for
member banks and a smaller net loss to the Treasury. For instance, if only 40
percent (rather than 60 percent) of eligible demand deposits converted to NOW
accounts after five years and if the reserve requirement on NOW accounts were
10 percent (instead of 3 percent), our staff estimates that member bank earnings would be $100 million less and the net Treasury revenue loss $60 million
less.
On the other hand, this legislation places an additional burden on banks that
has to be considered. Banks will suffer a serious net reduction in their earnings
with the transition to NOW accounts. This additional pressure on earnings may
well last for several years. Our staff has estimated that the decline in earnings
in the worst year of transition may 'amount to $500-$600 million. I believe that
such pressures must be taken into consideration in evaluating the benefits and
costs of the proposed legislation. While S. 1873 provides a needed opportunity
for consumers to earn interest on their transactions balances, we must also assure the safety and soundness of our nation's financial system.
Please let me know if I can be of any further assistance to you on these
questions.
Sincerely yours,
ARTHUR F. BURNS.
Enclosures

Assumptions follow Table 5.
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Assumptions for Tables 1-5
1.

A proportion of household demand deposits is converted to NOW accounts
according to the following schedule:
Year
1978
1979
1980
1981
1982

Proportion Converted
.15
.30
.40
.50
.60

2.

25 per cent of the NOWs converted from demand deposits are lost to thrifts.

3.

A proportion of household savings deposits is converted to NOW accounts
each year.

The largest conversions occur in the years 1980-82 when

the interest rate on NOW's is assumed to be equal to the pass bank
savings rate at thrifts.

By 1982, approximately 20 per cent of total

savings deposits at banks and thrifts are converted to NOWs.
4.

Of the savings deposits at thrifts converted to NOWs, some are lost
to commercial banks, according to the following schedule:

5.

Year

Deposits Converted
(S billions)

1978
1979
1980
1981
1982

9
18
35
44
52

NOWs Lost to Banks
($ billions)
1
2
5
8
12

The reserve requirement on NOW accounts is 3 per cent.

6. A 5 per cent rate is paid on reserves held against NOWs.
7. liember banks earn 6-1/2 per cent on freed-up reserves.
8. Reductions in reserve requirements (lines D and E) are phased in so
that in 1978 the reserve requirement on the first $15 million of demand
deposits is 51
/
2 per cent and the reserve requirement on the first
$15 million of savings deposits plus time deposits with maturities
exceeding 180 days is 2 per cent.

Thereafter these reserve require-

ments are assumed to be 4 per cent and 1 per cent, respectively.
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9.

Maximum allowable payment (line G) is calculated by subtracting payment
of interest on NOW reserves from 5 per cent of System earnings -- $300
million in 1976.

10.

Reserves and deposit estimates based on December, 1976 Call Report data,
with member bank demand deposit trenches and time deposit maturity breakdowns
estimated from TEDS data of May 18, 1977.

11.

There is no inflation of the figures to account for deposit growth.
With 8 per cent deposit growth, all figures would increase 8 per
cent per year.

12.

Earnings figures are stated as before taxes.

Revenue loss from payment of 5 per cent
Interest on member bank reserves held
against NOWs

Net revenue gain from reserves against
NOWs at nonmember institutions

Revenue loss if reserve requirement on
the first $15 million in demand deposits
is reduced to 4 per cent

Revenue loss if reserve requirement on
the first $15 million in savings deposits
plus time deposits with maturities
exceeding 180 days is reduced to 1 per cent

Net Revenue loss (A +B+C—D+E+ F)

Revenue loss from payment of interest on
reserves held against member bank deposits
other than NOWs

Total Revenue loss (G + H)

C.

D.

E.

F.

G.

H.

1.

Assumptions follow Table 9.
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Year
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table 7

376
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I.

Assumptions follow Table 9.
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52
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A.
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Impacts on Treasury Revenues of Proposed Reserve Requirement Structure
and Payment of Interest on Reserves Held against NOWs
($ millions, assuming 8 per cent growth of deposits)year

00

If all state members leave the System

B.

65

--4 percentage points per year, not to go
below a floor of 55 per cent

Assumptions follow Table.9.

65

--4 percentage points per year

NOTE:

74

138
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--the average rate of loss in
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/
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(4.5 percentage points per year)
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130
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Potential loss in Treasury Revenue, Net of Taxes, from
Reduction in Share of Deposits Subject to Reserve Requirements
Set by the Federal Reserve
($ milliods based on 1976 data)

Table 8
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1982
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I.

percentage points per year _

NOTE:

Assumptions follow Table 9.

--4 percentage points per year, not to go
below a floor of 55 per cent '

.--4

--the average rate of loss in
2 years
/
New England in the past 21
(4.5 percentage points per year)
:.

77

77

86

146

If all state members leave the System

B.

C.. If the share of deposits subject to
System reserve requirements declines
at a rate equal to:

1978
703

If all member banks leave the System

A.
.

123

123

139

137

1979
758

179

202
, .
'179

168

1980
821

225

241

269

181

''' 1981
886

Potential loss in Treasury Revehue, Net of Taxes, from
Reduction in Share of Deposits Subject to Reserve Requirements
Set by the Federal Reserve
($ millions, assuming 8 per cent growth of deposits)

Table 9

244

311

347

197

1982
955

992
Assumptions for Tables 6 and 7
All assumptions for Tables 1-5, except assumptions 11 and 12,
apply.
1.

Additional assumptions are:

Table 7 assumes deposits at all depository institutions grow at 8
per cent annually.

2.

The marginal tax rate on income is 55 per cent.

3.

The return on the System portfolio is 6.5 per cent.

4.

Reserve requirements on NOWs at nonmember institutions are phased in--.75
per cent in 1978, 1.5 per cent in 1979, 2.25 per cent in 1980.

Assumptions for Tables 8 and 9
1.

For Table 9 total deposits grow at 8 per cent annually.

2.

The marginal tax on income is 55 per cent.

3.

System expense declines with attrition.

The decline in

expenses is a proportion of the share of deposit's lost.
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Federal Reserve membership, as measured both by the proportion
of banks belonging to the System and the proportion of total deposits
held by member banks, advanced steadily from 1914 to the mid-1940's.

Since

the end of World War II, however, System membership has declined, first
gradually, and then at an ac6elerating pace.
growing

This development reflects the

confidence of the banking system in the stability of the economy

and the increased sensitivity of banks

to the net cost of membership in

the Federal Reserve System.
The first section of the study describes the recent attrition
in Federal Reserve membership and examines several implications of the
reduced proportion of bank deposits held by System members.

Section II

develops estimates of the net cost, or burden, of Federal Reserve membership in 1976 by size class of bank.

Section III evaluates the stability of

the burden of membership over time, with particular emphasis on the implications of nationwide NOW accounts.

Section IV considers

plans to remove

the burden of membership and offset the transition costs of NOW accounts
by paying interest on reserve balances at the Federal Reserve.

Section

V analyzes the impact on Treasury revenues of such interest payments.
Section VI illustrates the possible impact on member bank earnings of
charging for Federal Reserve services and the implications of such charges
for plans tq offset the burden of membership.
Section VII, which begins on page 63, presents a summary of the
major conclusions of this study.
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I.

THE MEMBERSHIP BURDEN IN PERSPECTIVE

The decline in System membership since World War II has
accelerated markedly in the last decade.

As shown in Table 1, both

the percentage of banks belonging to the System and the percentage
of gross deposits held by members have dropped sharply since 1965.
While the proportion of gross deposits held by members declined
by a little less than 3 percentage points between 1950 and 1965, this
proportion has dropped by an additional 9 percentage points in the
!" In
last 11 years.

the last two full years--1975 and 1976--the

proportion of gross deposits held by member banks has dropped by more
than 3 percentage points.

Moreover, in the first 5 months of 1977,

42 banks, with deposits totaling $3-1/2 billion, have withdrawn from the
System and the share of total gross deposits held by member banks is estimated to have declined by almost a full percentage point.
The decline in the proportion of total deposits accounted
for by Federal Reserve member banks reflects several factors.
most de novo banks have selected nonmember

status.

First,

Since 1970

over 1,100 of the more than 1,700 new banks that have been chartered
have elected not to join the System.

In addition, since 1970 about

75 banks have given up System membership by merging with nonmembers.
But perhaps the single most important reason for the relative decline

1/

If borrowings by banks are taken into account, the share of total
domestic deposits plus borrowings (including repurchase agreements)
held by member banks has not dropped quite so sharply since 1965.
This share declines from 83.6 per cent in 1965 to 76.7 per cent in
1976, or by 6.9 percentage points.
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Table 1
CHANGING MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM

Yearl/ Per Cent of
Banks Which
are Members

Percentage Point
Change Over:
Previous Previous
Year
5 Years

Per Cent of
Gross Deposits Held
by Members

Percentage Point
_ Change Over:
Previous
Previous
5 Years
Year

1950

48.7

1955

47.7

-1.0

85.2

- .5

1960

45.8

-1.9

84.0

-1.2

1965

45.1

-0.7

82.9

-1.1

1970

42.1

-3.0

80.0

-2.9

1975

39.5

-2.6

75.1

-4.9

1971

41.6

-0.5

79.1

-.9

1972

41.0

-0.6

78.3

-.8

1973

40.5

-0.5

77.3

-1.0

1974

40.0

-0.5

77.0

-.3

1975

39.5

-0.5

75.1

-1.9

1976

39.3

-0.3

73.8

-1.3

85.7

1/ As of end of year.
NOTE: Figures are ratios of member to all commercial bank data.
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VOLUNTARY SHIFTS IN MEMBERSHIP BY SIZE OF BANK
1970 -1976

Size
(Total Deposits
in Millions of
Dollars)

Members Becoming Nonmembers
1972 1973 1974 1975 1976

1970

1971

Less than 10

49

22

22

18

8

18

11

11

159

10-50

26

16

28

20

27

19

25

17

178

50-100

2

3

3

5

3

4

5

1

26

100-500

0

0

5

6

10

1

5

13

40

77

41

58

49

48

42

46

42

403

Total

1977
(5 mo.)

Total

in member bank deposits is the voluntary withdrawal from the System of
member banks.

These banks, for the most part, have been relatively small.

Table 2 indicates that between 1970 and May 1977, 403 banks voluntarily left
the System and, of these_ nearly 85(per cent had deposits less than $50
million.

Moreover, about 40 per cent had deposits less than $10 million.

However, since 1972 member banks with deposits greater than $100 million
have begun to withdraw from the System.

Such withdrawals have accelerated

in the first five months of 1977 as 13 banks with deposits over $100
million (and combined total deposits of $3 billion) have left the System.
As will be discussed in Section II, the cost of membership in
the Federal Reserve System is a significant depressant of member bank
earnings.

While the actual earnings differential between member and

nonmember banks is not solely the result of the cost of membership, it
is interesting to note that withdrawals from the System by bank size are
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roughly proportional to the actual earnings disadvantage experienced by
member banks relative to nonmembers.

As shown in Table 3, the difference

between member and nonmember bank earnings tends to decline for larger
1/
banks, as does the rate of attrition.--

For the largest banks no comparison

is made of member and nonmember earnings because there were only three
or fewer nonmembers with more than $1 billion in deposits before 1976.
Also consistent with the earnings disadvantage is the proportion of banks
that belong to the System in each size category.

As might be expected,

this percentage, shown in line 3 of Table 3, rises uniformly across bank size.
Table 3
EARNINGS AND MEMBERSHIP BY SIZE OF BANK
Bank Size (Total deposits $ millions)
Less
10-50
50-100
100-500
500Over
than 10
1000
1000
1.

Earnings disadvantage
of member banks,
1
1970-76 (in per cent)--/

8.2

6.1

4.7

2.4

2.

Percentage of member
banks withdrawing from
System since 1970

13.5

5.6

3.8

7.4

3.

Percentage of banks
belonging to the System
as of end of 1976

24.1

43.2

59.3

1180

3188

678

MEMO: Number of member
banks, end of 1976

-1.0

0

0

69.4

86.3

89.8

542

82

88

1/ Calculated by comparing ratio of before tax income to total domestic
and
foreign assets of member banks and nonmembers and averaging percentage
differences in ratios over 1970-76.
2/ Not applicable. All comparisons are for 1970-76, and before 1976
there
were three or fewer nonmembers with deposits over $1 billion. In 1976
there were ten nonmember banks with deposits over $1 billion at year-end.
The ratio of large member bank before tax earnings to assets exceeded
that of the few nonmembers by about 8 per cent in 1976.
1/ The only exception is the $100-500 million size category where the rate of
withdrawals increases despite a smaller earnings disadvantage. This probably
reflects the greater sensitivity to earnings differentials of these banks.
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in membership has accelerated in that region relative to the rest of the
nation--especially in recent months.

The reduction of earnings associated

with NOW accounts has induced banks to seek ways of lowering their costs
and, as a result, member banks have more carefully assessed the costs and
benefits of membership.-"

Reflecting such evaluations, withdrawals from

membership have accelerated in New England since 1974.

From 1974 through

1976, the proportion of total deposits held by member banks declined 3.2
percentage points in the nation, but by over 4 percentage points in New England.
In the first five months of 1977, one-fourth of the banks withdrawing from
membership were in New England--including nine banks with deposits over
$100 million--and the proportion of deposits held by member banks in that
region declined by an estimated seven percentage points relative to one
percentage point for the rest of the nation.

Thus, it seems clear that

nationwide NOW accounts unaccompanied by measures to reduce the burden of
membership will accelerate attrition in other parts of the country.
Implications of Membership Attrition for Monetary Policy
As the proportion of bank deposits at member banks declines,
the linkages between bank reserves and bank credit and the monetary aggre2/
gates are weakened.-

While Federal Reserve actions do influence the demand

for both deposits and the general availability of credit through interest
rates, there is a substantial--and unpredictable--variability in the
relative growth rates of member and nonmember deposits.
1/

2/

This variability

NOW accounts have not been the only factor depressing bank earnings in New
England since 1974. While it is estimated that NOWs depressed bank earnings
in Massachusetts and New Hampshire by $6.7 million in 1974 and by $15.1
million in 1975 (see J.D.Paulus, "Effects of NOW Accounts on Commercial
Bank Costs and Earnings in 1974-75," Federal Reserve Board Staff Economic
Study #88), other factors including increased provisions for loan losses
also reduced bank earnings in New England.
See J.S.Cacy, "Reserve Requirements and Monetary Control," Federal
Reserve Bank of Kansas City Monthly Review, May 1976.
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reduces the ability of the Federal Reserve to predict the effects of its
actions on credit and total deposit flows and hence on economic activity.

In

addition, changes in reserve requirements have implications not only for
the cost and availability of money and credit, but also for the relative
burden of membership and hence for membership attrition.

In balancing

these concerns, the Board may find that increases in reserve requirements
are of limited value in some circumstances.
Continued attrition in System membership might also jeopardize
1
the soundness of the banking system.—/

As banks have withdrawn from

System membership, an increasing share of deposits in the banking system
are unprotected by immediate access to the lender of last resort.
Most recently, the attrition in membership in New England, where the share
of total deposits held by members has dropped from 74 per cent to about
63 per cent in less than 2-1/2 years, appears to be led by banks seeking
to improve faltering earnings.

With growing numbers of such banks outside

the System, the possibility of severe disruptions to the banking system
from unanticipated shocks to financial markets is heightened since the
private sector is unable to assume the traditional role of lender of last
resort during periods when financial markets are under stress.
Cost to the Treasury of Declining Federal Reserve Membership
Whenever a member bank withdraws from the System, reserve balances
held at the Federal Reserve are reduced.

Because the System reserves are

matched by holdings of government securities, the Federal Reserve portfolio

1/

See "The Impact of the Payment of Interest on Demand Deposits,"
Federal Reserve Board Staff Economic Study, January 1977, page 91.
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This reduction in System holdings of

government securities lowers the payment made by the System to the
Treasury.

While a part of the reduced payment made by the Fed is recovered

by the Treasury in the form of taxes against higher earnings of banks
escaping System reserve requirements, on balance Treasury revenue is
reduced whenever Federal Reserve membership declines.
Shown in Table 4 is an illustration of the possible impact on
Treasury revenues of the continuing decline since 1950 in the proportion
of deposits held by member banks.

Column 3 shows the level of deposits

that would have been held at member banks in each five-year period since
1950 if the share of total deposits held by member banks in that year-85.7 per cent--had been maintained in each subsequent year.

The differ-

ence between this hypothetical level and the actual level of member bank
deposits (from column 2) is shown in column 4.
The amounts in column 4 represent the additional deposits that
would have been reservable had the share of total deposits held by member
banks remaineu at the 1950 level.

Shown in columns 5 and 6, respectively, are

estimates of the reductions in reserve balances held at the Fed and System
earnings resulting from the attrition in System membership, given the reserve
requirements in effect for each year.

The final column displays estimates

of the cost to the Treasury of the decline in the proportion of total deposits
held by member banks.

These estimates indicate that Treasury revenue would

have been about $88 million higher in 1976 had the 1950 ratio of member
to total bank deposits been sustained.
Just as reduced System membership has lowered Treasury revenues
in the past, future attrition in membership will tend to further reduce
such revenues.

For example, if the share of deposits held by members

.6
4.0
7.1
32.3
80.8
88.0

1.3
8.9
15.8
71.7
179.6
195.5

107
288
537
1,474
3,486
3,890

($ billion)

1.1
3.9
9.4
27.6
83.0
99.5

($ billior)
133.1
164.8
196.9
284.9
412.8
674.0
718.4

($ billion)

133.1

163.7

193.0

275.5

385.2

591.0

618.9

($ billion)

155.3

192.3

229.8

332.4

481.7

786.5

838.3

1950

1955

1960

1965

1970

1975

1976

3/

2/

1/

($ million)

($ million)

($ million)

Column (4) times average reserve requirement against all deposits for member banks with deposits less
amount is
than $100 million in each year less average nonmember bank holdings of vault cash. Latter
subtracted from average reserve requirements because even if a member bank were to withdraw from the
System, it would have to maintain vault cash equal to that of an average nonmember. Since the Fed
holds securities against Federal Reserve notes, System earnings would only be reduced by the amount
of reserve balances withdrawn plus excess cash held by members over and above that of nonmembers.
Column (5) times three-fourths of average rate of return on System portfolio in each year. The
three-fourths factor is an adjustment for lower System expenses due to the shrinkage in membership.
Column (6) times .45. Latter figure assumes the average marginal tax rate against banks is 35 per cent
and an additional 20 per cent in tax revenue is collected from dividends and capital gains. Thus, of
each dollar reduction in the System payment, an estimated 55 cents is returned to the Treasury
through higher taxes and 45 cents is lost.

Year

Amount by
Amount by
Which Treasury
Which Fed
Revenues
Earnings
3/
2/
are Lowerare Lower-

Difference
(3)-(2)

(7)

Actual
Member Bank
Deposits

(6)

Commercial
Bank
Total
Deposits

Amount by
Which Fed
Security
Holdings
1/
are Lower-

(4)

(3)
Member Bank
Deposits if
1950
Proportion
Maintained

(2)

(1)

(5)

ILLUSTRATION OF REDUCED TREASURY REVENUES FROM ATTRITION IN FED MEMBERSHIP

Table 4
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over the last two years) for the next five years, annual Treasury revenue would
be reduced in 1982 by another $100 million from the level that would prevail
1/
if System membership were stabilized as of the end of 1976.—

In fact,

as discussed above, if NOW accounts are extended nationwide, the assumed
1-1/2 percentage-point rate of decline in each year is likely to be too low
as NOW earnings pressures encourage member banks to assess more carefully
the costs and benefits of System membership.

If attrition were to proceed

at roughly the rate experienced in New England where depository institutions
in all six states have been offering NOW's--an average 4-1/2 percentage point
reduction per year in the last 2-1/2 years--the additional annual cost to the
Treasury could

reach $300 million
II.

2/
(rather than $100 million) by 1982.

MEASUREMENT OF THE BURDEN OF MEMBERSHIP

Increased public confidence in the stability of the banking
system and, more recently, unsatisfactory earnings, particularly in New
England, help to explain part of the steady withdrawal of banks from the
System.

However, it is generally conceded that the most important factor

contributing to the attrition in Federal Reserve membership is the secular
rise in the burden of membership--measured as the difference between the
opportunity cost of idle reserves and the value of
1/
2/

services

provided by

This assumes bank deposits continue to expand at a 10 per cent annual
rate (their average since 1970).
This assumes a 10 per cent average rate of growth in total bank deposits.
Even if no growth in bank deposits is assumed, the cost to the Treasury
of such a rate of attrition would be between $200 and $300 million.
Since a part of System costs are fixed in the short run, these costs to
the Treasury reflect only modest reductions in System expenditures as
a result of the shrinkage in membership. After System expenses are
adjusted to the smaller membership, costs to the Treasury may be somewhat lower than those presented above.
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It is estimated that

in 1976 the direct expense to the System of operating the payments
mechanism--clearing checks, settlement of accounts, ACE usage, etc.-totalled about $270 million, while provision of currency and coin and
1
safekeeping of securities expenses totalled an additional $150 million.-1
Member banks, on the other hand, maintained about $34 billion in required
reserves in vault cash and deposits at the Reserve Banks.
Some part of the reserves held by member banks serve productive
purposes from the bank's point of view:

a substantial amount of vault cash

is required for daily operations and a portion of reserve balances on
deposit at the Fed is required for settlement purposes and for compensation for other Fed services.

These balances--both for settlement and other

purposes--can be thought of as serving the same economic- function as
balances held at correspondents by nonmembers.
Estimates of the proportion of member bank reserves that would
be needed for clearing, settlement, and other services if member banks
obtained these services from other commercial banks range from one-third
to two thirds.'
This implies that a significant part of member bank
deposits at the Fed are "unproductive"--that is, are in excess of what
members would hold if they were nonmembers. If, for example, one-third
of the $27 billion on deposit at the Reserve Banks were unproductive,
1/

2/

The remaining operations of the Federal Reserve System, such as
monetary policy formulation and implementation, fiscal agency
services to the U.S. Treasury, and bank examination, totalled
approximately $280 million in 1976.
See Lawrence E. Kreider, "Optional Affiliation with the Federal Reserve
System for Reserve Purposes is Consistent with Equitable Treatment
Between Banks," (Washington, D. C., Conference of State Bank Supervisors, 1976) and Robert E. Knight, "Comparative Burden of Federal
Reserve Member and Nonmember Banks," Monthly Review, Federal Reserve
Bank of Kansas City, March 1977.
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in
earnings on those idle balances at current interest rates.

Put another

way, the reserves held at the Fed over and above those which would
compensate the System for services rendered could be invested
to earn
about one-half billion dollars if reserve requirements
were set to reflect
the value of System seryices provided to members.

These higher earnings

would accrue partly to member banks and, reflecting competiti
ve conditions
in banking markets, partly to bank customers.
1/
The Burden of Membership—
The earnings of smaller banks clearly appear
membership in the Federal Reserve System (see Table 3).

to

be reduced by

For medium

and larger banks this earnings disadvantage gradually disappear
s.

However,

actual earnings data cannot be expected to capture fully
the economic
effects of the burden of membership.

Reserve requirements essentially

represent a tax on member banks and in less than perfectly competiti
ve
markets such a tax can be partly passed on by bank management
customers, employees, and suppliers.

to bank

The extent to which such a pass-

through occurs depends on the relative competitive positions of banks,
their customers, and employees, etc.

1/

In addition, the measured earnings

The methodology discussed in this subsection is based in large
part
on that developed by Robert Knight, ibid. Principal differenc
es
between the method used in this study and Knight's include different
treatments of vault cash and attempts in this study to measure the
value to member banks of Federal Reserve float and the impact of System
membership on the cost of acquiring managed liabilities, and to include
the effect of nonreservable borrowing (as an alternative source of
funds) on average reserve requirements by size of bank.
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advantage of nonmember banks is depressed by the greater tendency of de
novo banks to select nonmember status; banks typically have law earnings
in their first few years of operations.

Additionally, in the case of the

largest banks, as noted previously, comparisons of member and nonmember
earnings must of necessity be made cautiously because so few of the
nation's large banks are nonmembers.
In order to evaluate the burden of membership it is necessary
to estimate directly the implicit value of Federal Reserve services
provided "free" to members-I/ and to subtract this valuation from the
opportunity cost of reserve balances.

The former include the normal

range of services provided by correspondent banks to their respondents-check clearing and settlement, currency delivery and pickup, security
safekeeping, wire transfers, and the like.

Also the implicit value of

System membership on the lower costs members pay to acquire funds in the
money market should be included.-'
One approach to measuring the burden of membership would be to
compare the percentage of member bank cash assets--vault cash, reserve
balances at the Fed, and demand balances held at other banks--with that of
comparable size nonmembers.

Shown in Table 5 are selected 1976 balance

sheet ratios for member and nonmember banks, by size of bank.

Each ratio

1/ The aggregate expenditures of the System on bank related services might be
used as a proxy for the value of services provided to member banks. However,
it should be noted that the aggregate value to the consumer of any particular good or service will not generally equal the aggregate cost of production.
2/ Member banks can borrow in the money market at a lower rate than nonmembers
because of the insurance policy provided by the discount window. In effect,
the window provides a form of insurance to bank depositors with balances in
excess of the FDIC maximum of $40,000, and may thereby permit member banks
to sell large time deposits at lower interest rates than nonmembers. The
immediate availability of the discount window may also permit member banks
to purchase Federal funds at slightly lower rates. This reduced cost to
members does not reflect the value of the discount window to the nation in
supporting the stability of the banking system, but rather the indirect
benefit accruing to member banks.
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SELECTED BALANCE SHEET RATIOS: AVERAGE OF 1976 CALL REPORTS
(Figures shown are per cent of total deposits plus Fed
funds purchased plus other liabilities for borrowed money)
Bank Size (Deposit size--$millions)
500Less
50-100
100-500
1000
10-50
than 10

Over
1000

Member Banks
1.

Vault cash

2.03

1.76

1.82

1.78

1.62

.99

2.

Reserves at Fed

3.36

3.55

3.89

3.97

3.89

4.48

3.

Demand balances
due from domestic
banks

5.39

3.81

2.91

2.52

1.66

2.69

.41

.45

1.14

3.49

4.18

7.08

.04

.06

.13

.27

.41

.56

4.

Demand balances
due to domestic
banks 1/

5. MEMO: Estimate of
Federal Reserve
float
Nonmember Banks
6.

Vault cash

1.60

1.60

1.37

1.43

1.23

1.32

7.

Demand balances
due from domestic
banks

6.86

5.75

5.55

5.54

4.25

6.40

.20

.20

.76

1.35

1.31

.97

8.

Demand balances
due to domestic
banks 1/
1/

Includes mutual savings banks
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deposits plus Federal funds purchased (including security repurchase
agreements) plus other liabilities for borrowed funds.'"

Member banks, itis

seen, maintain generally higher levels of vault cash than nonmembers
in addition to holding in reserve balances at the Federal Reserve from 3
to 41
/
2 per cent of total deposits plus borrowings.

Nonmember bank

holdings of demand balances at other banks (due froms), however, are
much higher than those of member banks for all size categories.

Such

balances generally serve to compensate other banks for a variety of
correspondent services, many of which are obtained by member banks from
the Federal Reserve.

Shown in lines 4 and 8 of Table 5 are demand

liabilities to other banks (due
respectively.

tos)of member and nonmember banks,

Presumably reflecting their access to Federal Reserve

facilities, member banks tend to acquire substantially more due to
balances than nonmembers; that is, of course, an advantage of membership.
A partial measure of the burden of membership by size of bank-that is, the amount of cash in excess of operating requirements that must
be held by member banks because of reserve requirements--can he obtained
from the ratios shown in Table 5.

Member banks, of course, can purchase

"correspondent" services from both the Fed and other banks, while nonmembers
purchase such services only from other commercial banks. As noted, nonmembers
compensate their correspondents by holding demand balances on deposit at
these banks.

1/

Thus, due from balances of nonmembers, for each size class

This sum is used rather than total deposits in order to take account
of the sizable stock of nondeposit sources of funds (many of which
are nonreservable) that are available to all banks, but particularly
to larger banks.
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of bank, serve as a measure or proxy of the level of balances that a
member bank of a given size would likely have to hold as correspondent
balances at another commercial bank if it were to withdraw from the
System.-1/1/ The sum

of member bank reserves at the Federa Reserve,

members' excess holdings of vault cash,-' and collected due from other
banks-12j in comparison with nonmember bank collected due from balances
1/

To the extent nonmembers are required to pay for services with fees
as well as balances, the resultant burden estimates will be overstated. However, available evidence indicates that the overwhelming
majority of correspondent services are paid for by balances.
2/ Because of their size, the largest member banks (those with deposits
well above $1 billion) may be unable to obtain correspondent services
comparable to those provided by the Fed in the event of withdrawal
from the System. Insofar as access to services comparable to those
provided by the Federal Reserve were not readily available, the cost
to such banks of providing services to their customers might rise.
For example, the funds availability schedule to customers might lengthen.
3/ Member banks typically hold more vault cash than nonmembers. This
principally reflects the fact that vault cash can be counted as a part
of member bank reserves. Thus, if nonmember bank vault cash represents
the minimum amount necessary for day-to-day operations, member bank
balances above this amount can be thought of as representing holdings
for reserve purposes. This excess should then be added to deposits at
the Federal Reserve in order to obtain the proper measure of reserves
for comparison with nonmember bank due froms.
4/ A correspondent bank can only profitably
invest balances that have
been collected, and consequently specifies
the balance requirements
of respondents in terms of collected balances
. Thus, in calculating
the relative burden of membership, due
to's and due froms must be converted to a "collected funds" basis.
A balance is uncollected if "good funds"
are not available to the
holder of a bank liability. For example,
if a customer deposits a
check in his account, the bank will
credit the customer's account and
debit "due from" its correspondent if
it collects the check outside
the
Federal Reserve system. The bank will
then send the check to its
correspondent for collection. Upon
receipt of the check the correspondent will credit "due to" the
respondent account and debit "cash items
in the process of collection." However,
until the correspondent
is given credit for the cash item by the Fed
or another correspondent, both the due to and the due from
will be uncollected. When
credit is given, the correspondent will be
free to invest the newly
acquired funds and the respondent will be
free to draw on the due to
on the hocks of the correspondent. At
that time both the due to and
the due from are "collected".
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then provides a measure of the amount of excess cash assets that member
banks of a given size are required to hold by System reserve requirements.
While members could reduce their holdings of these excess nonearning cash assets by withdrawing from the System, such withdrawals would
tend to cause their correspondent balances due to banks to contract.

These

balances serve as compensation for correspondent services provided by
members to other banks, and withdrawal from the System and the consequent
loss of access to "free" Federal Reserve facilities would reduce the scope of
services that could be provided for respondents.

In calculating the burden

of membership, therefore, an adjustment must be made for the likely loss
of correspondent business of banks withdrawing from the System.

However,

additional adjustments must reflect the fact that only a portion
of the
lost correspondent balances are profitable to the member bank,
since a
large share of these balances simply cover the correspondent's cost
of
servicing the respondent.
Estimates of the Burden of Membership by Bank Size
Shown in Table 6 are estimates by size of bank of nonproductive reserve balances at the Fed--that is, the excess cash assets of
member
banks--shown as a ratio to total deposits and borrowings.

The first line

of the table shows excess balances held at the Federal Reserve
for member
banks conducting the same banking business as comparable size
nonmembers.
For each size of bank, "collected balances" is calculated
as the sum of
1/

All figures in Table 6 can be derived from Table 5.
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NONPRODUCTIVE RESERVES BY SIZE OF BANK
(unless otherwise noted, figures represent
percentage of total deposits plus Fed funds
plus other liabilities for borrowed money)

1.

2.

3.

4.

Excess balances
at the Fed 1/

Bank Size (Total deposits--$ millions)
Less
500Over
than 10
10-50
50-100
100-500
1000
1000
2.92

2.57

2.74

2.36

2.42

1.85

.03

.03

.05

.29

.39

.83

Equals: nonproductive balances at the
Fed before adjustment
for implicit value
of Fed membership in
reducing cost of
acquiring managed
liabilities

2.89

2.54

2.69

2.07

2.03

1.02

Nonproductive balances
($ billions)

.23

1.92

1.26

2.32

1.37

3.52

Total deposits plus
Fed funds and other
liabilities for
borrowed money
($ billions)

8.0

75.4

47.0

111.9

67.5

346.7

Collected reserve
balances at the Fed
($ billions) 2/

.30

2.75

1.98

4.53

2.61

13.59

Less: correspondent
balances available
for profit due to
use of System
facilities

MEMOS:
5.

6.

1/
2/

Including vault cash held by member banks.
Collected reserve balance equal to total balances less estimated allocation of Federal Reserve float to each size class of banks.
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"Reserves at Fed," collected due from balances,lj and the difference
between vault cash at member and nonmember banks, less an estimate of
the amount of Federal Reserve float accruing to each size class of
bank.-1/ Subtracting collected due from balances of nonmembers from
"collected balances" of member banks then yields line 1, "Excess balances
3/
at the Fed."-

This line represents an estimate of nonproductive balances

at the Fed (i.e., the excess cash assets held by a member bank over and above
the amount it would hold if it were a nonmember bank) under the assumption
that comparable size member and nonmember banks

supply an identical volume

of correspondent services to other banks.
It is assumed that 56 per cent of due to and due from balances are
collected. This figure was obtained from the 1975 account
analysis survey of major correspondent banks performed by the
Federal Reserve Bank of Kansas City. For a description of the
1975 account analysis survey results, see Robert E. Knight, "Account
Analysis in Correspondent Banking," Monthly Review, Federal Reserve
Bank of Kansas City, March 1976.
2/ Federal Reserve float arises when the System credits the reserve account
of a member bank submitting a check for collection before debiting the
account of the bank on which the check is drawn. In effect, the Fed
gives credit to the first bank before the check is collected by the Fed.
Such early crediting of reserve accounts of member banks provides such
banks with an advantage over nonmembers in attracting both nonbank and
respondent bank customers. Thus, even though a part of Federal Reserve
float may be passed along or, more appropriately, resold to these customers,
a substantial part of the benefits of float would appear to accrue to member
banks. Federal Reserve float, which averaged $2.6 billion in 1976, is
allocated by size of bank according to the amount of cash items in process
of collection. Because a part of the value of float may be captured in the
estimated correspondent profits generated by member banks through the use
of System facilities, the allocation of the full amount of Federal Reserve
float to member banks probably tends to understate the burden of membership, particularly for larger banks that are estimated to enjoy the
greatest benefit from float. The possible understatement of the cost for
large banks of acquiring correspondent services comparable to those provided by the Fed in the event of withdrawal from
the system (see footnote
2, page 16) could partially offset this apparent
bias.
3/ It is reasonable to assume that all excess balances are held at the Fed
because profit oriented institutions would hold only an amount of cabh
assets with correspondents necessary for compensation for services rendered.
1/
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-20Member banks in fact tend to supply a larger volume of correspondent services to other banks and hence utilize a high level of "free"
services (check clearing and settlement, currency delivery, etc.) from
the Fed--i.e., member banks demand for Federal Reserve services is clearly
increased by their own correspondent banking business. It is thus necessary to
adjust the estimate of "excess balances at the Fed" for this greater demand
for Fed services.

A measure of the

demand for such services can be based

on the relatively larger member bank correspondent business as indicated
by the excess of collected due to balances of member banks over those of
nonmembers.

It is generally assumed that about 75 per cent of due to

balances are required to compensate the correspondent bank for its own
expenses, while the remainder are available for profitable investment.
This

remaining

25

per

cent

of

excess

collected

due

to's

1/

thus

represents an implicit return to member banks from their use of Federal
Reserve facilities.

The figures shown in line 2 of table 6 reflect this

adjustment for additional use of Fed services.

Most of this offset to

excess balances at the Fed accrues to larger banks who engage in extensive
correspondent banking business.
Line 3 of Table 6 displays the adjusted percentage of total
deposits plus borrowings held by member banks in nonproductive balances
at the Federal Reserve.

In line 4 this percentage is converted to the

total dollar amount of nonproductive balances, or excess cash assets, held
by members by size of bank.
1/

A comparison of line 4 with total collected

See Knight, "Account Analysis...," 2E. cit.

-21reserve balances at the Federal Reserve--the second memo item in Table 6-indicates that a relatively large proportion of reserves held by small
members are nonproductive.

This proportion declines uniformly by size of

bank until it reaches about 25 per cent for the largest banks.

Thus, a

substantial part of the reserve balances held by large member banks might
be viewed as similar to balances that "compensate" the Fed for the extensive use of System facilities made by such banks in servicing both their
nonbank and their respondent bank customers.
The extent to which nonproductive reserve balances of member
banks reduce bank earnings depends on One opportunity cost of, or rate
of return that can be earned on, investing such balances.

Shown in line 2

of Table 7 is a range of burden estimates for each size class of member
banks.

The lower estimate assumes that nonproductive balances, or excess

cash assets, are invested at 5 per cent (the 1976 average Federal funds rate)
and the higher estimate at 6-1/2 per cent (the approximate rate of return
1
on the Federal Reserve portfolio in 1976).—/

The earnings burden for all

banks calculated this way totals between $531 and $690 million.
this estimate does not take account of the implicit value

However,

of the discount

window for member banks.
1/

Risk and liquidity considerations would seem to indicate that banks
would not shift highly liquid cash assets to illiquid earning assets
such as real estate and consumer loans. Rather, the opportunity cost
of such assets should be closer to the rate of return on liquid assets
such as Fed funds and Treasury securities.
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Table 7
NET BURDEN OF MEMBERSHIP BY SIZE OF BANK
Bank Size (Total deposits--$ millions)
Less
500Over
than 10
10-50
50-100 100-500 1000
1000
1. Nonproductive
balances ($ billions)
2. Range of earnings
. reduction 1/
($

.23

1.92

1.26

2.32

1.37

11-15

96-125

63-82

116-151

68-89

176-229

531-690

13

10

70

100

103-138

58-79

106-159

431-590

9-12

9-12

3-5

7-10

3. Less implicit value
of Fed membership in
reducing cost of
acquiring managed
liabilities ($ millions)
4. Equals net burden of
membership ($ millions)

All

4

11-15

92-121

3

60-79

MEMO: Maximum per cent
reduction in 1976
14-19
10-12
11-14
before tax income
NOTE: Figures may not add to totals due to rounding.

3.52

10.62

1/ Lower end of range represents investment of nonproductive balances at
5 per cent (the 1976 average Federal funds rate) and the upper end of
range at 6-1/2 per cent (the approximate rate of return on the Federal
Reserve portfolio in 1976.)
Shown in line 3 of Table 7 is a rough adjustment for the value to individual
banks of Federal Reserve membership, mainly reflecting the slightly lower rates
member banks might be required to pay on large time deposits, Federal funds, and
repurchase agreements.

As noted previously, the immediate access to the discount

window might serve as a form of insurance for suppliers of large time deposits and
Fed funds in the event a bank were to experience severe financial difficulties)'
1/

This argument would be applicable even if the availability of the window did
not prevent a bank failure, but only forestalled it long enough for owners
of CD's and Fed funds to recover their funds.

92-747 0 - 77 - 65
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banks, the estimated $100 million total .aving for all members might be
interpreted as reflecting a 4 to 5 basis point advantage for member banks
on these liabilities."
) The total estimated $100 million value of the
window is distributed by bank size in line 3 of Table 7 according to total
outstanding large time deposits plus gross Federal funds and repurchase
agreements.

The approximately 90 member banks with deposits over $1

billion are estimated to enjoy the greatest benefit from the availability
of the discount window.
The net burden of membership after adjustment for the estimated
value to individual banks of the discount window is shown in line 4 of
Table 7.

The total burden ranges from $430 million to $590 million for

all banks, depending on the interest rate used to measure the opportunity
cost of nonproductive balances.

The memo item expresses these burden

estimates in terms of the percentage reduction of 1976 before tax income
of each size class of banks.

The figures shown represent the maximum

adverse impact of membership on earnings by bank size--i.e., they assume
that none of the burden is passed along to bank loan and depository customers.
The smallest member banks (those with deposits less than $10 million), with
an estimated earnings burden of 14 to 19 per cent, appear to experience the
most severe disadvantage from System membership.

For other small banks

(deposits between $10 and $100 million) and medium size banks
between $100 million and $1 billion),
1/

(deposits

the earnings disadvantage

Evidence on the magnitude of such an advantage for member banks is
difficult to find because the secondary CD market is utilized mainly
by very large member banks and because there is very little informa—
tion on actual primary market CD rate's. Discussions with money
market participants indicated that nonmember bank CDs sometimes sell
for 5 to 10 basis points above those of member banks.
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appears to be on the order of 10 to 12 per cent.

Large member banks

(those with deposits over $1 billion) are estimated to experience a
significant though smaller burden of membership.- " 11
The Fed as a Correspondent Bank
As noted previously, large member banks are able to generate
additional earnings by attracting large correspondent balances which
are serviced in large part by the use of System facilities.

Although

large members hold relatively more reserve balances at the Fed than
smaller members, their use of System facilities reduces their relative
burden of membership.

Burden estimates by size of bank provide a basis

for calculating an estimate of the aggregate value of "free" correspondent
services member banks receive from the Fed.
Shown in Table 8 are dollar amounts of selected cash assets held
by member banks.

As shown in line 3, large member banks hold $13.6 billion

of collected balances at the Fed (over one-half of all such reserve
balances).

However, about $10 billion of these balances (line 8) are

estimated to be "productive " i.e., these banks would be required to hold
about $10 billion with private institutions to compensate them for services

1/ The percentage range shown for large banks in Table 7 is adjusted to
exclude foreign earnings--i.e., the range shown is equal to the dollar
burden range in line 4 divided by an estimate of 1976 domestic income
(total 1976 income was multiplied by the ratio of domestic to total
income for large banks in 1975--the last year for which domestic income
is available).
2/ There is probably reason to be more skeptical of the estimates of the
large bank burden than the others. There are so few nonmember banks
with deposits over $1 billion, and none with deposits over $3 billion,
that it is difficult to compare member with nonmember due from and due
to balances in order to derive a burden estimate. The burden of
membership for large banks clearly may be either larger or smaller than
the estimates which are included in this study indicate.
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nonproductive balances of large banks (line 9) are only one-fourth of the
total collected reserve balances held by these institutions (memo item).
As shown in the memo item, the ratio of nonproductive reserves to
total
collected reserves is lower for these large institutions than for
any
other size category of member -banks.

This, of course, is reflective of

the extensive use of System facilities by large banks to service
both
their bank and nonbank customers.
The sum

of productive balances for all member banks shown in

the far right column of line 8--$15.16 billion--represents an index of
the value of Fed services provided to member banks.11

If these balances

are valued at 5 to 6-1/2 per cent, such services would total from
$760
million to $985 million.

Put another way, if the System were regarded

as a correspondent bank, the value of System services provided to respondent
(member) banks would aggregate to between $760 and $985
million in l976.-'
1/

This $10 million (line 8 of Table 8) is calculated by subtractin
g the
estimate of nonproductive balances ($3.52 billion as shown
in line 4 of
Table 6 and reproduced in line 9 of Table 8) from total
collected reserves adjusted for vault cash (line 5 of Table 8). The $10 billion
estimate of productive reserves held by large nonmembers is decomposed
into those associated with correspondent business (line 7 of Table
8)
and other productive balances (line 6). The productive balances
associated with servicing correspondent accounts are derived from
Table 6 by multiplying line 5 of Table 6 by line 2.
2/ Interpreting all such balances as productive essentiall
y assumes that
nonmember bank reserve requirements are ineffective and that nonmember
holdings of cash assets are about equal to the minimum amount
required
for efficient operation. For an assessment of nonmember bank reserve
requirements, see Appendix A, where it is concluded that such
requirements
are generally ineffective (i.e., are low enough so as to not impose
any
additional cash asset requirement on nonmembers above their
operating needs).
3/ The total Federal Reserve budget in 1976 was $700 million.
However, if
rough adjustments are made for financing Federal Reserve facilities
on
a basis comparable to private organizations (including a comparable
25
per cent markup of System expenditures to allow for a profit margin) and
if
depreciation costs were based on replacement costs, the
economic cost
of System services provided to member banks might be on the
order of
$900 million.
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Table 8
SUMMARY OF SELECTED CASH ASSETS BY SIZE OF BANK:
($ billions)

1976 AVERAGE

Bank Size (Total deposits--$
Less
than 10
1.

2.

Total reserves
at the Fed

.27

Float

10-50

50-100

100-500

5001000

Over
1000

All
27.38

2.68

1.83

4.44

2.63

15.53

.05

.06

.30

.28

1.94

2.63

13.59

24.75

3. "Collected" reserves
at the Fed (line 1
less line 3)

.27

2.63

1.77

4.14

2.35

4.

Excess vault cash 1/

.03

.12

.21

.39

.26

5.

Total collected
reserves adjusted
for vault cash
(line 3 plus line 4)

.30

2.75

1.98

4.53

2.61

13.59

25.76

Productive reserves
excluding correspondent business

.07

.81

.70

1.89

.98

7.21

11.66

.02

.02

.32

.26

2.88

3.50

6.

7.

8.

9.

Productive reserves
associated with
correspondent
business

1.01

Total productive
reserves (line 6
plus line 7)

.07

.83

.72

2.21

1.24

10.09

15.16

Nonproductive balances
before discount window
(line 5 minus line 8)

.23

1.92

1.26

2.32

1.37

3.52

10.62

Ratio of nonproductive balances to
total Collected
reserves (line 9
divided by line 5)

.77

.70

.64

.51

.52

.26

MEMO:

1/ Member bank vault cash less nonmember bank vault cash.
NOTE: Numbers may not add due to rounding.

.41
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The implicit value of correspondent services provided by
member banks to other banks through the use of System facilities--the
$3.5 billion in balances from line 7 of Table 8 times 5 to 6-1/2 per
cent--totals some $175 to $225 million.

In effect, these estimated

earnings accrued to member banks in return for reserve balances on
deposit at the Fed.

For large banks, the $2.88 billion of productive

reserves gained from correspondent business similarly valued, produced
earnings from the use of System facilities of an estimated $145 to
$185 million in 1976, more than 80 per cent of all earnings from Fedrelated correspondent operations.

Such earnings were approximately

equal to 4 per cent of total (domestic plus overseas) earnings by
large banks in 1976.

III.

STABILITY OF THE BURDEN OF MEMBERSHIP OVER TIME

The burden estimates presented in the last section depend on
a number
: of factors: most importantly, the level of interest rates,
Federal Reserve reserve requirements, and the relative cash positions
of member and nonmember banks.

Future changes in any of these factors

could, of course, alter the earnings burden on member banks.

Likely

future changes in two of these factors--Federal Reserve reserve requirements and changes in the relative cash positions of nonmember banks-are examined in this section.
Changes in Federal Reserve Reserve Requirements:

Nationwide NOW Accounts

If NOW accounts were to be extended nationwide, and if the 3
per cent reserve requirement on,NOW's now applicable in New England member
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banks were maintained, the burden of membership would gradually be reduced
as increasing amounts of household demand deposits were shifted to NOWs.
Because reserve requirements against demand deposits currently range from 7 to
16-1/4 per cent, funds shifted from such deposits to NOW accounts could provide
member banks with a significant cut in required reserves (and hence in
their nonproductive balances maintained at the Fed).

However, if a higher

reserve requirement were set, say 10 per cent, the total reserve release
from finds stlifted from demand deposits to NOWs would be much smaller,
and the smallest member banks would actually experience an increase in
required reserves.
It is estimated that household demand deposits eligible for
conversion to NOW accounts total just over $80 billion,--'1 of which about
$55 billion are held at member banks.

Though it is unlikely that all

$80 million of eligible demand deposits would ever convert to NOWs, it
is useful to use such a shift as an upper limit of the effect NOW accounts
might have on the burden of membership (and on the costs to the Treasury,
discussed below).

If, as assumed in the Federal Reserve Board Staff Study

on the Payment of Interest on Demand Deposits,-' commercial banks retain
about 75 per cent of household demand deposits converted to NOW accounts,
member banks would eventually experience a conversion of about $40 billion
of demand deposits to NOWs.

If a 3 per cent reserve requirement were

applied against NOWs, compared to the 13 per cent average requirement against
demand deposits, such a conversion would reduce required reserves by about
$4 billion.

1/
2/

The $10.6 billion current nonproductive reserve burden would

This estimate is taken from the Federal Reserve Board Demand Deposit
Ownership Survey (DDOS).
"The Impact of the Payment of Interest on Demand Deposits," Federal
Reserve Board Staff Study, January 31, 1977.
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-29then be lowered to $6.6 billion.11 After adjustment for
the effect of
membership on the cost of managed liabilities of member
banks, the total
membership burden--evaluated at 1976 deposit levels--would
be reduced by
almost one-half from its current level of about $500
million (roughly the midpoint of the $430 to $590 million range from Table
7) to about $275 million.-1/21
The estimated impact by size of bank of the $4
billion reserve
release resulting from the possible conversion of
all household demand
deposits to NOW accounts is shown in Table 9.-111-1/

As shown in line 2, about

half of the releasewould accrue to the largest banks.

This sizable release,

reflecting the large difference between marginal reserve
requirements
against demand deposits (16k per cent) at these hanks and
the assumed 3 per
cent reserve requirement against NOWs,would substantia
lly reduce the burden
of membership for the largest banks.

Indeed, as shown in line 7 of Table 9,

1/ A more complete analysis of the shrinking burden
would take account of
the fact that average reserve requirements of member banks
would decline
as a result of the outflow of household demand deposits
to thrifts.
However, since the amount of deposits expected to be
eventually lost
by member banks is relatively small ($14 billion, or less
than 2-1/2
per cent of total deposits) such an effect on the burden
estimates would
be small. In addition, average cash holdings of nonmember
banks would
tend to rise slightly if it is assumed that a 3 percent
reserve requirement
is imposed against NOW accounts of all institutions.
2/ The approximate midpoint of the range $230 to $330
million. The latter
calculated as follows: $6.6 billion times 5 per cent and
6-1/2 per cent
yields $330 and $430 million. Subtracting $100 million
for the discount
window then gives $230 to $330 million.
3/ Without NOW accounts and with the current reserve
requirement structure
and current interest rates, the dollar amount of the
burden of membership
will grow absolutely as total deposits in the banking
system expand. This
growing dollar burden of membership would be reduced by
NOW accounts or
any other cut in reserve requirements. Thus, the $275
million burden estimate after all eligible demand deposits convert
to NOW's will, in fact,
be larger in reflection of the growth of total deposits,
but the burden
ratio will, of course, be smaller than currently.
4/ Household demand deposits were estimated by size of
bank using the DDOS
and Call Reports.
5/ The burden of membership--the lower earnings of member
banks relative to
nonmember banks--is not adjusted for the loss of deposits
and earnings of
both member and nonmember banks resulting from the shift
of household
demand deposits to NOW accounts at thrift institutions.

Ar
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Table 9
RESERVE RELEASE BY SIZE OF BANKS FROM SHIFT
OF ALL HOUSEHOLD DEMAND DEPOSITS TO NOW ACCOUNTS
(Assumes 3 per cent reserve requirement against NOWs)
Less
than 10

Bank Size (Total deposits--$ millions)
Over
500All
1000
1000
50-100 100-500

10-50

1. Nonproductive reserves
currently ($ billions)

.23

1.92

1.26

2.32

1.37

3.52

10.62

2. Reserve release assuming 3 per cent reserve
requirement after all
household demand deposits shift to NOW's
($ billions)

.052

.52

.36

.69

.44

2.04

4.10

3. Remaining nonproductive
reserves ($ billions)

.18

1.40

.90

1.63

.93

1.48

6.52

4. Range of earnings reduction ($ millions)

9-12

Equals earnings burden
after all household demand deposits shift to
NOW's ($ millions)

7. Maximum per cent reduction in 1976 before
tax income

46-60 74-96

4

3

13

10

70

9-12

66-87

42-55

69-93

36-50

4-26

226-324

12-16

7-9

6-54

6-8

0-1

4-5

8-10

the reduction in required reserves associated with the conversion of all
household demand deposits to 3 per cent reservable NOWs would almost
eliminate the burden of membership for the largest banks.

For smaller

banks, however, a significant burden ranging from 6 to 16 per cent
would remain.

326-424

45-58

5. Less implicit value of
Fed membership on reducing cost of acquiring managed liabilities
6

82-106

70-91

100
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As noted, a somewhat different pattern would emerge if a
reserve requirement of 10 per cent were applied to nationwide NOW accounts.
Smaller member banks with reserve requirements of 7 per cent against demand
deposits would experience an increase in required reserves, and the burden
of membership, as household demand balances were shifted to NOWs.

Larger

banks would, of course, continue to experience a reduction, though
smaller, in required reserves and the burden of membership.
Shown in Table 10 is the reserve "release" that could occur if
all household demand deposits were converted to NOW accounts with a 10
per cent reserve requirement.

The net reserve release would be $1.2 billion,

of which a major share would accrue to the largest member banks.

The

estimated remaining burden on those banks--$59 to $98 million--would be
about 40 per cent lower than that experienced currently.

For member

banks with deposits less than $50 million, the burden of membership
would increase slightly as a result of the assumed higher reserve
requirement against NOWs.
Changes in Reserve Requirements of Nonmember Banks by State Authorities
The membership burden as measured in Section II reflects the
difference between holdings of certain cash assets of member and nonmember
banks after appropriate adjustments are made for correspondent balances
and the implicit value of Fed membership in reducing the cost of acquiring
managed liabilities.

In assessing the future burden, it is important to

determine whether state authorities can offset the reduction in the burden
from the payment of interest on member bank reserves by cutting reserve
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Table 10
RESERVE RELEASE BY SIZE OF BANK FROM SHIFT
OF ALL HOUSEHOLD DEMAND DEPOSITS TO NOW ACCOUNTS
(Assumes 10 per cent reserve requirement against NOWs)

Less
than 10
1. Nonproductive
reserves currently 0 bil)

Bank Size (Total deposits--$ millions)
Over
50010-50 50-100 100-500
1000
1000

All

.23

1.92

1.26

2.32

1.37

3.52

10.62

2. Reserve release
assuming 3 per
cent reserve requirement after
all household
demand deposits
shift to NOWs
($ billions)
-.03

-.03

.06

.15

.12

.93

1.20

3. Remaining nonproductive reserves
.26
($ billions)

1.95

1.20

2.17

1.25

2.59

9.42

4. Range of earnings reduction
(5 millions)

98-127

60-78

4

3

6. Equals earnings
burden after
all household
demand deposits
shift to NOWs
13-17
(5 millions)

94-123

57-75

95-128

7. Maximum per cent
reduction in
1976 before
tax income
17-21

10-12

10-13

8-11

13-17

5. Less implicit
value of Fed
membership on
reducing cost
of acquiring
managed
liabilities

108-141

13

62-81

129-168 470-612

70

100

52-71

59-98

370-512

8-11

2-3

6-8

10
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requirements against nonmember banks.

Whether such an offset could be

realized depends ctitically on the extent to which reserv
e requirements
against nonmembers are currently "binding"--i.e.,
tend to require nonmember banks to hold more cash than they would hold
for profitable
operation if there were not state reserve requirements
.
Examination of actual cash holdings of nonmembers
relative to
their required holdings indicates that a decline
in the burden for
member banks could not be offset appreciably by reduct
ions in nonmember
bank reserve requirements.

As long as the ratio of actual holdings of

cash assets to required holdings is well above
unity, it can be inferred
'that state cash reserve requirements are essent
ially nonbinding.

As

discussed in detail in Appendix A, with minor
exceptions in two states,
nonmember banks hold considerably more cash
assets than is required by
state law or regulation.

On the basis of the available evidence, it
would

thus appear that state authorities could
only marginally affect nonmember
bank holdings of cash by lowering reserv
e requirements.

This implies that

the burden of estimates presented in
Section II are largely independent of
actions taken by state authorities.
IV.

INTEREST PAYMENTS ON RESERVES

There are several possible methods of
paying interest on
required reserve balances, and each
would have a different impact on
membership and Treasury costs.

For example, a flat rate could be paid
on all required reserve balanc
es held at the Fed; such a proposal
would,
of course, provide relatively
large payments to larger banks because
reserve
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Alternatively, a given

requirement ratios have a progressive structure.

interest rate could be paid on all balances up to some amount and a different
If a higher rate were

rate could be paid on reserves above that amount.

paid on the initial amount of reserves, such payments would benefit
smaller banks holding smaller reserve balances.

The remainder of this

section examines the impact of the payment of interest on reserves on
member bank earnings, the current and future

membership burden, and

transitory earnings reductions from NOW accounts.
Removal of the Burden of Membership
The current burden of membership for all member banks is estimated
to be from $430 to $590 million.

Member banks held on average in 1976 about

$27 billion in reserve balances at the Fed and, if interest were paid on
required reserve balancesilcould be expected to have shifted approximately
another $1 billion from excess holdings of vault cash.

Thus, reserve

balances at the Fed would probably have totalled about $28 billion if interest had been paid an such balances in 1976.
A flat 2 per cent interest payment in 1976 would have been
adequate to remove the estimated aggregate burden of membership.

However,

as seen in Table II, such a payment would have provided a sizable net benefit to large member banks which held about 60 per cent of total member bank

1/ In Section II it was found (see Table 5) that member banks generally hold
more vault cash than nonmembers. This presumably does not reflect higher
working cash balance requirements, but an indifference on the part of
members between reserve balances held in vault cash and the Fed. This indifference, however, would disappear if balances at the Fed could earn
interest. Thus, it is assumed that all the excess vault cash (excessive
relative to nonmember holdings) of member banks would be shifted to interest-earning balances at the Reserve Banks.
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reserve balances at the Fed in 1976.

The 2 per cent payment would have

represented about 8 per cent of the earnings of
large banks (12 per cent
of estimated domestic earnings).

Small and medium size banks, however,

would have continued to be disadvantaged by
membership.

The flat 2 per cent

payment would have removed less than half of the
burden on the smallest
member banks (deposits less than $10 million),
would have removed about
half of the burden for other small member banks
(deposits between $10 million
and $100 million), and would have removed a
significant part of the burden-roughly three-fourths or more --experienced
in 1976 by medium size members
(deposits between $100 million and $1 billion).
Table 11
IMPACT OF FLAT 2 PER CENT PAYMENT ON REQUIRED RESERVES AT THE FED

Less
than 10
2 per cent payment
($ millions)
MEMO: Estimated
range of burden
($ millions)

5

11-15

Bank Size (Total deposits--$ millions)
500Over
10-50
50-100
100-500
1000
1000
53

92-151

35

60-79

88

103-138

57

315

58-79

106-159

All
553

431-590

Alternatively, a payment that begins at a high rate for smaller
banks and declines with bank size could be designed to offset the estimated
burden of membership.

Shown in Table 12 is one such possibility: 5 per cent

on the first $1 million of required reserves held at the Fed, 4 per cent on
the second million, 3 per cent on the third million, 2 per cent on such
additional reserve balances up to $30 million

and 1 per cent on all addi-
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1/
tional reserves.--

This plan provides member banks in each size class

with a large enough payment to eliminate the low estimate of the burden
while providing the largest banks with payments slightly greater than
the high estimate.

By about offsetting the burden of membership for all

size classes of banks, the payment is essentially equivalent to a market
rate of return on nonproductive reserves.

Table 12
IMPACT OF DECLINING PAYMENT ON HIGHER RESERVE BALANCES

Less
than 10

Bank Size (total deposits-$million)
Over
50010-50 50-100 100-500
1000
1000

All

Payment
($ millions)
MEMO:

128

11-15

92-151

71

118

58

185

572

Estimated

Range of Burden
($ millions)

NOTE:

14

60-79

103-138

58-79

106-159

431-590

Payment of 5 per cent on the first $1 million of required reserves at
the Fed, 4 per cent on the second million, 3 per cent on the third
million, 2 per cent on such additional reserves up to $30 million,
and 1 per cent on all additional reserves.

Plans with fewer interest rate gradations could be designed
that would essentially remove the burden of membership without significantly
over compensating different size classes of banks.

1/

Indeed, given the

The median size member bank has about $31 million in deposits. Such
a bank would hold between $1 and $2 million in reserve balances at
the Fed. Thus, more than half of all member banks would receive
between 4 and 5 per cent on their reserves according to this plan.
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uncertainty associated with the estimated burden of
membership by
size class, such simple plans might accomplish the objecti
ve of removing
the burden of membership about as well as more complica
ted plans.
Shown in Table 13 is one such plan--payment of 5 per
cent on the first
$5 million of required reserves held at the Federal
Reserve and 1 per
cent on all such additional reserves.

This plan would slightly over-

compensate the smaller and the largest banks and
would undercompensate
banks with between $500 million and $1 billion in
deposits.
Table 13
IMPACT OF 5 PER CENT PAYMENT ON FIRST $5
MILLION OF RESERVES AND 1 PER CENT THEREAFTER

1/
Payment($ millions)
MEMO: Estimated
range of burden
($ millions)
1/

Less
than 10
14

11-15

Bank Size (Total deposits--$ millions)
Over
10-50 50-100 100-500 5001000
1000
132

92-151

88

138

60-79

103-138

45

58-79

173

All

590

106-159 431-590

Payment of 5 per cent on the first $5 million of
required reserves
held at the Fed and 1 per cent on all such additional
reserves.

Member banks with deposits over $1 billion would
appear to receive
the largest benefit relative to their estimated existin
g burden from both of
the graduated payment plans presented.

However, a slightly larger payment

to these banks might be justified on the basis
that correspondent earnings
of large banks could be reduced by interest payment
s on reserves.

The

payment of interest on reserve balances suffici
ent to remove the membership
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burden could induce some nonmembers to join the System, thereby reducing
the demand for correspondent services from other banks.

The net benefit

to larger member banks from interest payments on reserves might, therefore,
be somewhat smaller than the figures in Tables 12 and 13 would indicate.
A very rough estimate of the maximum reduction in member bank
earnings that might result from lost correspondent business is shown in
Table 14 (line 1 of this table is taken from line 7 of Table 8).

In 1976,

member bank deposits due to domestic banks totalled about $33 billion.
this amount, about $12 billion was due to nonmember banks.

Of

In the event

the payment of interest on reserves encourages one-half of all nonmember
banks to join the System, restoring the proportion of deposits held by
member banks to its all time high of 87 per cent reached in 1945, the
maximum reduction in due to balances that could be experienced by members
1/
would be about $6 billion.--

If this $6 billion reduction were distributed

across banks in proportion to current holdings of due tos, the resulting
impact on balances available for profitable investment is shown in the
second line of Table 14.

Estimated earnings reductions are shown in the

third line of the table.-'
11

2/

It is likely that the reduction would be somewhat lower than $6 billion,
however. Even after joining the System many smaller nonmembers would
continue to purchase correspondent services from member banks, just as
smaller member banks now do. For example, about 55 per cent of all
member banks currently do not use System clearing services, but purchase
such services from correspondents. The $6 billion figure should thus
be regarded as an upper bound for the possible reduction in due to
balances held by members resulting from a shift in the magnitude
discussed above.
In order to derive line 2, the estimate of total correspondent balances
available for profitable investment (shown in line 1) is reduced by
20 per cent (the assumed $6 billion reduction is just under 20 per cent
of the total of $33 billion in due to balances). The earnings figures
shown in line 3 are then derived by assuming the rate of return on the
lost balances from line 2 is between 5 and 6/
1
2 per cent.

92-747 0 - 77 - 66
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Table 14
MAXIMUM IMPACT ON MEMBER BANK EARNINGS OF LOST CORRESPONDENT BUSINESS
Bank Size (total deposits-$ millions)
Less
than 10
Estimate of correspondent balances
d7ailable for
profitable investment ($ millions)

10-50

50-100 100-500

5001000

Over
1000

All

2.4

22.6

23.6

324.5

263.2

2877.6

3513.8

Maximum reduction
in balances available for profitable
investment ($ millions) .5

4.5

4.7

64.9

52.6

575.5

702.8

Maximum reduction
in earnings
($ millions)

neg.

neg.

3-4

2-3

29-37

35746

neg.

neg.--negligible

Aggregate member bank earnings could be reduced by no more
than $35 to $46 million by such a shift in membership (third line of
the table).

Large member banks, of course, would experience most of

the earnings reduction--$29 to $37 million.

The interest payment on

reserves shown in Tables 12 and 13--which would provide large members with
$30 to $83 million more than their estimated burden--would thus appear
to be sufficiently generous to offset both the current burden of membership and the largest possible loss in earnings from changes in membership
status that might accompany the payment of interest on reserves.--"
1/

These estimates ignore possible effects on the availability of Fed
funds to large banks of a reduction in correspondent bank business.
A part of Fed funds purchased by large banks represent excess
balances at the end of the day in correspondent (due to) accounts.
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Interest Payments Required to Remove the Burden of Membership
if All Household Demand Deposits Shift to NOW Accounts
The interest payment from the plan that would have fully
removed the 1976 burden of membership totals $572 million.

If NOW

accounts were introduced with a 3 per cent reserve requirement, this
payment could be reduced in subsequent years as the burden of membership
declines in reflection of the lower average reserve requirement from
the shift of household demand deposits to NOWs.

Indeed, according to

the estimates presented in Section III, the payment might be reduced by
as much as one-half if all household demand deposits were eventually
converted to NOWs.

If a 10 per cent reserve requirement were applied

to NOW accounts, the total payment would be reduced, though by a smaller
amount.

For smaller member banks the interest payment required to

remove the burden of membership would increase as household demand
deposits witha 7 per cent reserve requirement shift to 10 per cent
reservable NOWs.
Table 15 presents two illustrative plans that would remove the
burden of membership if all household demand deposits shifted to NOW accounts.
The first plan, which would remove the remaining burden after all household
demand deposits had shifted to NOWs with a 3 per cent reserve requirement,
/
2 per cent interest payment on the first $1 million of
would involve a 41
required reserves at the Fed and 2 per cent on such additional reserves
up to $20 million.

No interest payment on reserve balances in excess of

$20 million would be necessary.

The second plan , which would essentially

remove the burden if a 10 per cent reserve requirement were applied to
NOWs, would involve the payment of 5 per cent on the first $5 million
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of required reserves at the Fed and 1 per cent on all additional reserves
up to $100 million.
The continued need to pay high rates of interest on the first $5
million dollars of reserve balances held at the Fed, even with a 3 per
cent reserve requirement, reflects the relatively small release of reserves
resulting from the Shift of.7 per cent reservable demand deposits to NOWs.
However, as shifts from demand to NOW accounts occur, it is evident from
Table 15--regardless of whether the reserve requirement on NOWs is 3 or 10
per cent--that the need for payments to larger banks to offset the membership burden would be significantly below payments required in the absence
of NOW account legislation.

That is because large banks would have more

of their reserves released by the shifts toward NOWs, reflecting the
progressive structure of reserv2 requirements.
Table 15
PAYMENTS TO REMOVE THE MEMBERSHIP BURDEN IF ALL
HOUSEHOLD DEMAND DEPOSITS SHIFT TO NOW ACCOUNTS
Bank Size (Total deposits--$ millions)
Over
500Less
All
10-50 50-100100-500
1000
1000
than 10
1. Payment--"($ millions)

9

2. Burden if all household
demand deposits shift
to 3 per cent reservable NOWs ($ millions.) 9-12
/
3. Payment ($ millions)

13

82

41

80

34

66-87

42-55

69-93

36-50

120

77

131

42

4. Burden if all household
demand deposits shift
to 10 per cent reservable NOWs ($ millions) 13-17 94-123 57-75 95-128 52-71
1/ Payment
the Fed
2/ Payment
the Fed

33

278

4-26 226-324
76

459

59-98 370-512

of 101 per cent on the first $1 million of required reserves held at
and 2 per cent on all such additional reserves up to $20 million.
of 5 per cent on the first $5 million of required reserves held at
and 1 per cent on all additional reserves up to $100 million.
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The Earnings Reduction from NOW Accounts
While the burden of Federal Reserve membership generally would
be reduced by lower reserve requirements associated with NOW accounts,
NOWs will introduce an additional, temporary strain on the earnings of
all banks.

In general, bank earnings can be depressed by NOW accounts

in two ways: (1) through higher costs of household demand deposits converted to NOWs at banks during the transition period before banks establish service charges and other procedures for recovering the additional
interest expense of NOWs, and (2) through reduced net revenues from
household demand deposits lost to thrift institutions offering NOWs.
Given the fact that only individuals would be eligible to have NOW accounts,
earnings reductions for any particular bank, and for various size classes
of banks, will depend heavily on the amount of household demand deposits
held when NOWs are first permitted to be offered nationwide.
Shown in Table 16 are estimates of earnings reductions in the
worst transition year by size of bank for each of three possible ceiling
rates.

Reflecting their greater dependence on household demand deposits

and their lower current earnings, it is estimated that member banks with
deposits of less than $1 billion would experience larger reductions of
earnings than nonmembers of comparable size.

However, as shown, it is

estimated that the adverse impact on member banks with deposits over $1
billion would be appreciably smaller than for nonmembers.
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Table 16
ESTIMATED BEFORE TAX EARNINGS REDUCTION FROM
NOW ACCOUNTS IN WORST TRANSITION YEAR
(in per cent)

Less
than 10

Bank Size (Total deposits--$ millions)
Over
50010-50 50-100 100-500
1000
1000

All

5 Per Cent Ceiling
Members
Nonmembers

14.0
11.0

8.9
8.7

8.5
9.0

7.9
7.3

7.3
7.2

3.8
6.3

5.7
8.5

12.2
9.6

7.7
7.5

7.3
7.8

6.9
6.3

6.4
6.2

3.3
5.4

4.9
7.4

8.8
6.8

5.5
5.4

5.2
5.5

4.9
4.5

4.5
4.4

2.3
3.8

3.5
5.3

4 Per Cent Ceiling
Members
Nonmembers
3 Per Cent Ceiling
Members
Nonmembers
NOTE:

Assumes earnings reduction for each bank is proportionate to
volume of household demand deposits. Does not include effect
of lower reserve requirements on NOWs than on demand deposits.

For each NOW ceiling rate, the largest burden would fall upon
smaller banks; for example, with a 4 per cent ceiling, it is estimated
that the smallest banks would suffer a 12 per cent reduction in before
tax earnings while the reduction for all members would be only 5 per cent.
As long as membership in the System constrains bank profits,
any nonmembership factor which acts to depress earnings will tend to
exacerbate the membership problem.

Thus, as the New England experience

suggests, the extension of NOW accounts to the nation, if unaccompanied
by a reduction in the burden, can be expected, as noted in Section I, to
lead to further erosion of System membership.
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The payment of interest on reserve balances could eliminate
the burden of membership.

However, the extension of NOW accounts nation-

wide is expected to produce a temporary earnings reduction for banks
over the next few years.

The possible future path of bank earnings is

illustrated in Figure 1.

The lower solid line depicts the hypothetical

path of member bank earnings that would occur if NOWs were not introduced
nationwide and if the burden of Federal Reserve membership were not
removed.

The dashed line above and parallel to the lower line represents

the potential path of member bank earnings if the burden of membership
were removed and NOWs were not introduced.

The difference between the

'
two lines is the burden of membership, now estimated at about $500 million)
The solid line following the arrows traces the path of member bank earnings
that would occur if: (1) nationwide NOWs were introduced at time to and

Figure 1
Bank Earnings
Path of bank earnings with
payment of interest on
reserves and
--/
out NOWs
/

'

Membership
Burden

Path of member bank
'57---5- earnings without NOWs
and without interest
on reserves

to
1/

This assumes, for the sake of simplicity, that any payments made
by the Fed to offset the burden of membership are not passed on
to the banks' depositors or borrowers.

Time
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(2) interest payments on reserves sufficient to remove the burden of
membership were made by the Fed.

This line immediately drops below

the dashed line because NOWs will restrain bank earnings temporarily.
The maximum gap between the dashed line and the solid arrowed
line tracing the path of bank earnings after to is estimated to be about
$370 million--the-projected. maximum reduction in member bank earnings
from NOW accounts)!

Thus, if the estimates of the maximum impact of

NOWs are correct and if approximately $500 million is paid on member bank
reserve balances (and none of this payment is passed on to bank loan and
deposit customers), the earnings of member banks can be expected to
remain above the levels that might have prevailed had no interest payment
been made and had NOWs not been introduced.
The shaded area under the dashed line represents the earnings
reduction from NOW accounts expected to be experienced by member banks.
This reduction initially grows as increasing amounts of household demand
deposits are converted to NOWs, and then begins to decline after competitive pressures subside and depository institutions begin to recover part
of their higher interest costs through service charges on NOW drafts and
account maintenance.
If the Board were to offset both the burden of membership and
the temporary earnings reduction from NOW accounts, a total interest
payment of about $800 million would be required in the worst transition
year--which is assumed to occur after about one-third of all household
demand deposits have converted to NOWs with an assumed 4 per cent
1/

This represents the 5 per cent reduction in member bank earnings
with a 4 per cent NOW ceiling, shown in Table 16.
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interest rate ceiling.

At that time, if the reserve requirement against

NOWs were 3 per cent, the burden of membership would be about $75 million
lower than in 1976 as a result of the shift in household demand deposits
to NOW accounts.1/

Reflecting the initially growing impact of NOWs, the

interest payment would increase from about $500 million per year towards
$800 million.

After the earnings impact of NOWs abates, the interest

payment would also decline, converging eventually to whatever the membership burden is at that time--which wouldbe less than $500 million since
the membership burden will decline as a result of the conversion of
demand deposits to NOW accounts.21

Conceptually, such a flexible

payment would permit member bank earnings to grow along the dashed line
in Figure 1 after NOWs and interest payments on reserves are introduced.
Shown in Table 17 is a payment plan that would remove the
burden of membership plus the estimated maximum impact of NOWs for each
size of bank during the worst transition year, assumed to occur after
one-third of eligible demand deposits are converted to NOW accounts.
The total payment under this plan in the first year would include a
payment to offset the burden of membership and a small amount to offset
1/

2/

Specifically, nonproductive reserves are reduced by $1.25 billion
from the reduction in reserve requirements. This reduces the
burden of membership by between $62.5 and $81.2 million (using
5 and 61
/
2 per cent opportunity costs). For simplicity, it is
assumed that total bank deposits remain at 1976 levels.
Assuming the current level of interest rates, bank deposits, and the
current reserve requirement structure. The declining burden is not
shown in Figure 1. The path of member bank earnings if NOWs are
introduced but no interest is paid on reserves to offset the burden
of membership would drop below the solid line shown in Figure 1 and
then after the NOW transition would rise above the solid line in
reflection of the lower reserve requirements on NOWs. The distance
between the dashed line and this line would thus be less than $500 million.
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Table 17
INTEREST PAYMENT REQUIRED TO REMOVE BOTH THE CURRENT BURDEN OF MEMBERSHIP
AND THE MAXIMUM IMPACT FROM NOW ACCOUNTS FOR MEMBER BANKS
Bank Size (total deposits-$ millions)
Less
than 10
Payment
($ millions)
Estimated Membership Burden plus
Maximum Earnings
Impact from NOW
Accounts
($ millions)
NOTE:

22

21-24

10-50

. 20-2

50-100 100-500

97

184

5001000

Over
1000

All

101

284

890

155-181 94-111 163-194 93-112 220-264 740-880

Payment of 9 per cent on the first $1 million of required reserves
at the Fed, 4 per cent on all such additional reserves up to $30
million, and 11
/
2 per cent on all additional reserves.

the transition cost of NOWs.

As time passes, the first payment would be

reduced and the second payment increased until the maximum adverse impact
of NOWs on earnings occurs; this would be followed by a lower total
payment in reflection of both the declining burden of membership and the
diminished adverse impact of NOWs on bank earnings.

The total maximum

payment in the worst transition year, shown in Table 17, involves:
interest of 9 per cent to be paid on the first $1 million of required
reserves held at the Fed, 4 per cent on additional reserves up to $30
million, and 11
/
2 per cent on all reserves over $30 million.

The very

high payment necessary on the first $1 million of reserves if both the
membership burden and the maximum impact of NOWs is to be offset reflects
the fact that small member banks have the largest relative burden of
membership and are expected to experience the sharpest reduction in
sr.
earnings from NOW account.'
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A General Caveat
All of the payment plans described in Section IV should be
regarded only as illustrative of rates of interest necessary to be
paid to certain size classes of banks to offset the burden of membership and the transition costs of nationwide NOWs.

As noted at the

outset of this section, the burden of membership--both in total and
by size of banks--will vary over time and with the level of interest
rates, the deposit mix of banks, the structure and level of Federal
Reserve reserve requirements, and various other factors.

In addition,

any estimate of membership burden is subject to some degree of uncertainty, especially, as already indicated, for larger banks; and, even
if perfectly accurate for a particular size class of banks, would not
necessarily reflect the burden of membership for individual banks
within that size class.

V.

1/
TREASURY COSTS—

The cost to the Treasury of the removal of the burden of
membership will be lower than the Fed payment of interest on reserves.
As bank incomes rise as a result of the interest payment, tax liabilities

1/

As the banking system grows, the cost to the Treasury of removing
the burden of membership will also grow. This section considers
the cost to the Treasury of a given size banking system and
does not attempt to adjust for expansion in deposits. See
Appendix B for an illustration of the possible growth in Treasury
costs arising from the expanding banking system.
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of banks and their stockholders also increase.—"

An analysis of bank

earnings indicates that the average marginal tax rate for commercial
2/
banks is about 35 per cent,- i.e., if bank incomes rise by $1, tax
liabilities of banks increase by 35 cents.

It was then assumed that

taxation of the remaining 65 cents of after tax earnings and capital
gains would provide the Treasury with an additional 20 cents in
3/
revenues.-

Thus, it is assumed that 55 per cent of any Federal Reserve

payment will be returned to the Treasury in the form of higher taxes,
leaving a net cost to the Treasury of 45 cents.
Evaluating the cost to the Treasury of removing the burden
of membership is complicated by the simultaneous introduction of
1/

2/

3/

A part of the payment by the Fed may be passed on to depositors and
borrowers. Most of such increased returns would also be taxed,
_
however, so that the calculations made in the text are probably not
affected significantly by this possibility. There is one type of
pass-through to consumers that could totally escape taxation. If
the bank used the interest payment to provide a higher level of
services to consumers (e.g., more tellers to reduce waiting time),
such service "income" to the consumer would not be taxed. Provision
of such services to businesses, however, would generally lead to
higher business taxes because (to use the waiting line example)
business income would rise as a result of the higher level of
services at no additional cost to the business.
The 35 per cent figure resulted from the following procedure: for
each bank a marginal tax rate was calculated on the basis of reported
before tax income less tax-exempt income. This rate was then weighted
by total deposits of each bank. The resultant weighted average was
38 per cent. This was then rounded down to 35 per cent to provide
a conservative estiMate. There is an implicit assumption that any
of the additional income received by banks passed on to customers or
employees is taxed at a rate about equal to that of banks.
The part of higher after tax income paid out as dividends would be
taxed as normal income. The remainder--retained earnings--would
presumably provide stockholders with a capital gain that would be
taxed when the stock is sold. In addition, the interest payment on
reserves ought to produce an additional capital gain reflecting the
adjustment of the stock price to the higher future stream of earnings.
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nationwide NOW accounts.

As noted in Section III, the burden of member-

ship would decline as demand deposits are converted to NOW accounts with
lower reserve requirements.

Reflecting the reduction in required reserves,

the System would sell securities in an amount equal to the released
reserves and its earnings would decline because of lost earnings on the
securities sold.

The Fed could lower its interest payment by the amount

of increased member bank earnings from the released reserves and still
fully offset the burden of membership.

Thus, System net earnings would

be about unchanged since the Fed would have reduced its payment to member
banks by an amount roughly equal to the decline in its portfolio returns.
The Treasury's costs therefore would also be about unchanged-'since, at
the margin, all System earnings are returned to the Treasury.
The conversion of demand deposits at member banks to NOW
accounts at nonmember institutions, in contrast, would reduce the earnings
of the Treasury, quite independent of efforts to remove the burden of
membership.

The reduced demand deposits of member banks would cause

member bank required reserves to fall by more than the increase in required
reserves that would have to be held against NOW account balances at nonmember institutions.

As a result of the reduction in total required

reserves, the Fed would sell securities and its earnings would be reduced.
In contrast to the conversion of member bank demand deposits to member bank
NOW accounts, there would be no reduction in the burden of membership, the
Fed's interest payment to member banks would not be reduced, and consequently,
the Fed's payment to the Treasury would be lowered.
1/

If it is assumed that the lower required reserves are invested by
banks at a rate equal to the average return on the System's portfolio, there would be no change in the cost to the Treasury.
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Cost to the Treasury of the Removal of the Burden of Membership
The removal of the present membe/ship burden would cost the
Treasury between $194 and $266 million at current interest rates.

This

represents 45 per cent of the lower and upper burden estimates of $431
and $590 million, respectively.

The future cost to the Treasury would

remain in this range as long as interest rates were unchanged, even
though the burden (and hence interest payments by the Fed on member
1/
bank reserves) will decline if nationwide NOW accounts are authorized.-As noted, the stability of the projected cost to the Treasury reflects the fact
that the decline of the burden would come at the expense of the Treasury--i.e.,
tht burden would shrink as a result of the lower reserve requirements on NOWs,
and these lower reserve requirements would reduce Fed and Treasury revenues.
The plan discussed in Section IV--payment of 5 per cent on
the first $1 million of required reserves at the Fed, 4 per cent on the
second million, 3 per cent on the third million, 2 per cent of all such
reserves up to $30 million, and 1 per cent on all additional reserves-would, as shown in Table 18, cost the Federal Reserve $572 million and
the Treasury $257 million.

That plan was designed to offset the current

burden and made no allowance for shifts in demand deposits to NOW accounts.
The cost to the Treasury of the simpler payment plan--5 per cent on the
first $5 million in required reserves and 1 per cent thereafter--is also
shown in Table 18.

This plan would cost the Treasury about $265 million

after recovery of taxes on higher incomes.
1/

As in the previous section, this assumes for simplicity that total
deposits of the banking system do not grow.
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Table 18
ESTIMATED COST TO THE TREASURY OF REMOVAL
OF THE CURRENT BURDEN OF MEMBERSHIP
($ millions)

1.

2.

3.

"3-4-3-2-1" Plan

"5-1" Plan

Interest paid on reserve
balances at the Fed of
member banks

$572

$590

Less: Taxes recovered on
the interest payment
(55 per cent of line 1)

$315

$325

Equals: Net cost to the Treasury

$257

$265

The plan presented in Section IV to offset the burden after
all household demand deposits had shifted to 3 per cent reservable NOWs
would lower System earnings by $545 million.

As shown in Table 19, the

reduction would include an interest payment of $278 million (from
Table 16) as well as a $267 million reduction in System earnings from the
liquidation of $4.1 billion in securities as a result of lower reserve
requirements against NOWs.

With earnings of banks and their customers

increased by $545 million (an amount equal to the reduction in Fed
earnings), tax liabilities of banks, bank stockholders, and their
customers would rise by an estimated $300 million.

The net cost to

the Treasury would then be $245 million--almost the same as if NOW
accounts were not introduced.

1/

Also shown is the cost to the Treasury

The small difference reflects the relatively minor differences in the
interest payment plans.

•
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of the plan designed to remove the burden of membership if all household
demand deposits shift to NOWs with a 10 per cent reserve requirement.
Reflecting the larger remaining burden than in the case of a 3 per cent
reserve requirement, the System payment required to remove the burden
would be higher, but interest lost by the Fed on securities sold would
be smaller.

The cost to the System of the particular plan shown--$242

million--would be about the same as for the payment plan designed to
remove the smaller burden resulting from the shift of all household
demand deposits to 3 per cent reservable NOWs.
Table 19
ESTIMATED COST TO THE TREASURY OF REMOVAL OF THE BURDEN OF
MEMBERSHIP IF ALL HOUSEHOLD DEMAND DEPOSITS SHIFT TO NOW ACCOUNTS
($ millions)
Reserve Requirement Against NOWs:
3 Per Cent

10 Per Cent

Interest paid on reserve balances
at the Fed of member banks

$278

$459

Plus: Interest lost by the Fed on
securities sold

$267

$ 78

Equals: Reduction in Fed earnings

$545

$537

Less: Taxes recovered on higher
bank earnings

$300

$295

Equals: Net cost to the Treasury

$245

$242

NOTE:

Assume System securities earn 61
/
2 per cent.
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Additional Cost to the Treasury of Nationwide NOW Accounts
The $245 million net cost to the Treasury of the interest
payment plan designed to offset the burden of membership in the event
all household demand deposits shift to NOWs represents the cost of the
removal of the burden of membership.

However, the total cost to the

Treasury of the combination of interest payments on reserves just
sufficient to remove the burden of membership and the loss of Fed and
Treasury revenues associated with shifts of member bank demand deposits
1
to NOW accounts at nonmember institutions would be somewhat higher.--"
Shown in'Table 20 is the total cost to the Treasury of the
removal of the burden of membership plus the impact of shifts in member
bank demand deposits to NOW accounts at nonmember institutions for both

2/

a 3 per cent and a 10 per cent reserve requirement against NOWs.

The

major difference between Tables 19 and 20 is line 3 in the latter table,
"Interest Lost on Securities Sold by the Fed as the Result of Outflows
of Household Demand Deposits at Member Banks to Thrifts."

The $118 million

reduction in Federal Reserve earnings results from the expected outflow

1/
2/

No allowance is made for higher Treasury revenue associated with
the taxation of the explicit interest earned by consumers on NOWs.
If all household demand deposits shift to NOW accounts, it is
assumed that nonmember banks will hold $18 billion of NOWs and
thrifts will hold $20 billion. With a 3 per cent reserve requirement against NOW accounts, nonmember banks would hold $540 million
of reserves at the Fed and thrifts would hold $600 million. Interest
paid on such reserves are shown in lines lb and lc of Table 20,
assuming that they receive interest on their reserves at a rate equal
to that of member banks. Since the reserve balances of each nonmember institution will be relatively small, this assumption implies
that nonmember reserves will receive about a 5 per cent payment from
the Fed. See plan in Table 12. Such calculations were made for the
case where the reserve requirement against NOWs was assumed to be 10
per cent.

92-747 0 - 77 - 67
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of about $14 billion in member bank household demand deposits to
thrift institutions after all household demand deposits have shifted
to NOWs)-'
With 3 per cent reserve requirements, only a small part of this
outflow would be recovered through higher reserve requirements on
nonmember institutions (compare line 4 to line 3).

The net cost to the

Treasury of the removal of the burden of membership, plus the nationwide
extension of NOW accounts with 3 per cent reserve requirements, would
total about $355 million, or about $110 million more than the removal
of the burden alone.

This additional Treasury cost of $110 million

reflects largely the shift of household demand deposits at member banks,
with average reserve requirements of 13 per cent, to NOW accounts at
thrifts where reserve requirements are assumed to be 3 per cent.-'
As shown in the bottom line of Table 20, the incremental
cost to the Treasury of the nationwide extension of NOWs would, of
course, be smaller if a 10 per cent reserve requirement were imposed
against NOWs.

The lower additional cost ($331 million compared to

$235 million, or almost $100 million) results from the smaller reserve
"leakage" from the shift of household demand deposits at member banks
1/

This assumes member banks, as do nonmembers, lose one-fourth of
their household demand deposits to thrifts and that there are no
deposit shifts between member and nonmember banks.
2/ It might be argued that deposits, if held at a thrift institution,
would be slightly more profitable than if held at member banks
(because of the reserve requirements on the latter). This effect
is ignored in the table. Also, the slightly lower Federal Reserve
cost required to service the smaller stock of member bank deposits
would lower the cost to the Treasury. Together these two factors
appear to offset only a small part of the $118 million earnings
loss from the sale of securities by the System.

10.51
-56-

Table 20
ESTIMATED COST TO THE TREASURY OF BOTH THE ELIMINATION OF THE
BURDEN OF MEMBERSHIP AND THE NATIONWIDE EXTENSION OF NOW ACCOUNTS
AFTER ALL HOUSEHOLD DEMAND DPEOSITS HAVE SHIFTED TO NOWS
($ millions)
Reserve Requirement Against NOWs:
3 Per Cent

10 Per Cent

$278
27
30

$459
90
100

Plus: Interest lost on lower
reserve requirements against
NOWs at member banks

$267

$ 78

Plus: Interest lost on securities
sold by the Fed as the result of
outflows of household demand
deposits at member banks to thrifts

$118

$118

Less: Interest earned on securities
purchased by Fed as a result of
reserves of nonmember institutions
held at the Fed

$ 74

$247

5.

Equals: Reduction in Fed earnings

$646

$598

6.

Less: Taxes recovered on higher
member bank earnings (55 per cent
of line 1.a plus line 2)

$300

$295

Plus: Taxes lost to the Treasury
from lower thrift and nonmember bank
earnings as a result of reserve
requirements on NOWs (50 per cent of
line 4 less sum of lines 1.b and 1.c)

$

9

$ 28

Equals: Net cost to the Treasury

$355

$331

1.

Interest paid on required
reserve balances at the Fed:
1.a
1.b
1.c

2.

3.

4.

7.

8.

NOTE:

To member banks
To nonmember banks
To thrift institutions

50 per cent marginal tax rate used in line 7 reflects lower
2 per
1
taxes of thrifts. System securities assumed to earn 6/
cent.
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to 10 per cent reservable NOWs at thrift institutions.---'
Cost to the Treasury of Removal of the Burden of Membership and the
Maximum Transitional Impact of NOW Accounts on Bank Earnings
The plan to remove both the membership burden and the maximum
adverse earnings impact from NOWs--payment of 9 per cent on the first $1
million of required reserve balances at the Fed, 4 per cent on all such
additional balances up to $30 million, and 1-1/2 per cent on all remaining balances--would require an interest payment by the Fed of $890 million.

At the time of the maximum impact on earnings from NOWs

it was

assumed that one-third of household demand deposits had shifted to NOW
accounts, releasing about $1.2 billion of reserves for member banks.
This reserve release would lower the System payment to the Treasury by
an additional $80 million (6-1/2 per cent on the $1.2 billion of securities
sold by the Fed).

Thus, the reduction in the System payment to the Trea-

sury would total $970 million.
After recovery of about $535 million in taxes against higher
bank earnings (55 per cent of the additional bank earnings of $970 million),
the net cost to the Treasury of this plan would be about $435 million.

Other

more complicated interest payment plans could be designed that would accomplish the same objective at a slightly lower cost to the Treasury.
1/

The nearly $100 million incremental cost to the Treasury would be lower
if a uniform rate of interest were paid on reserves. The shift of
household demand balances at members, where the payment on the last
dollar of reserves may be well below 5 per cent, tends to move
reserves to institutions which receive higher average returns on
their reserves ( because only NOWs are reservable at nonmember
institutions, such institutions would generally hold small enough
reserve balances to earn the highest payment if the pLyment plan
were negatively graduated).
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The total cost to the Treasury of the plan to remove both the
membership burden and the maximum impact of NOWs on bank earnings would,
of course, be higher if account were taken of the impact on Fed reserves of
the shift of household demand deposits to NOWs at thrifts.

This changing

structure of deposits would add another $30 million to the cost, so that
total cost to the Treasury would be $465 million.
Summary of Treasury Costs of Removing the Burden of Membership
The estimated cost to the Treasury of removing the burden of membership ranges from $194 million using a 5 per cent interest rate to measure
2 per cent rate.
1
the opportunity cost of idle reserves to $265 million using a 6/
The term "cost" may be misleading to the extent that it implies an amount the
Treasury could somehow avoid in the current institutional framework.

If the

Federal Reserve is not permitted to eliminate the burden of membership through
the payment of interest on reserves, or by some other device, continued
attrition in System membership will further reduce Treasury revenues.

In

fact, in the long run it is conceivable that most member banks experiencing
a burden will withdraw from the System.

In the most extreme case, if all

banks were to leave the System the "cost" to the Treasury of the ongoing
membership attrition would be about equal to the total burden on member
banks after tax recoveries are taken into account)." Thus, the actual cost
1/ System members presents hold $25.8 billion in "collected reserves at the
Fed" (adjusted for excess vault cash). These balances if withdrawn would
lower Fed revenues by $1.68 billion (611 per cent earned by the Fed on
these reserves). However, the System provides an estimated $990 million
2 per
1
in services to member banks (lines 6 and 7 of Table 8 invested at 6/
cent) plus an estimated $100 million in "insurance" services through the
discount window. The $1.68 billion reduction in System earnings would
thus be offset by about $1.1 billion in lower services leaving a net reduction of between $500 and $600 million. After tax recoveries, this amount
would cost the Treasury about $250 million. Of course, actual System
expenditures using current account methods are less than the $990 million
in implicit services the System provides to members. However, as noted
previously, the economic cost of System services, when full account is
taken of costs of capital and other factors, tends to approach this amount.
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to the Treasury of removing the burden of membership as measured in
this section should be compared to the cost of continued attrition in
System membership if the burden is not removed.
In the long run, the only way the cost to the Treasury could
be eliminated would be through imposition of uniform reserve requirements
on all banks--i.e., by imposing the burden of membership on nonmember
banks.

This would save the Treasury the cost of either removing the

membership burden through the payment of interest on reserves or through
continued attrition of member banks.

VI.

CHARGING FOR FEDERAL RESERVE SERVICES

Charges for System services now provided "free" to member
banks would, all things equal, tend to raise the burden of membership.
In effect, member banks would be paying for such services twice--through
their reserve balances and through the charges levied by the System.
Thus, an additional interest payment would be required to member banks if
the burden were to be fully offset after charging for Federal Reserve services
were introduced.

However, the cost to the Treasury of removing the burden of

membership would be unaffected if the interest payment were just high enough
to offset the burden as currently measured plus the aggregate service
charges

1/

1/

If the additional payment of interest to member banks just equalled
the total charge for services, Fed revenues (and hence Treasury
revenues) would be unchanged.
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To illustrate the possible impact of

charges for Federal

Reserve services, it is assumed that the System would charge a total
of $270 million for payments mechanism services.

The distributional

effects of such charges on member bank earnings are difficult to estimate
because the System is currently unable to determine precisely the extent
of usage of check processing services by size of bank.

However, a very

rough estimate of the distribution of System charges can be obtained from
the estimates of productive balances presented in Table S.
Shawn in Table 21 is the possible impact on member banks by
size class of Federal Reserve charges for payments mechanism services.
The estimated costs shown in the second line are based on an allocation
.of $270 million in total charges proportional to member banks estimated
holdings of productive balances, shown in the top line.11

Two-thirds of

all charges--$180 million--would fall on the largest banks, while the smallest banks would be required to absorb only minimal charges.

About 90 per

cent of the total $270 million in costs recovered would be charged against
medium and large member banks (those with deposits over $100 million).

1/

These productive balances, it should be noted, served as a measure
of all services provided by the System to member banks and may thus
include a bias when utilized to measure only payments mechanism
services.
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Table 21
ESTIMATED DISTRIBUTION OF khDERAL RESERVE
CHARGES FOR PAYMENTS MECHANISM SERVICES

Estimated Productive
Balancesat the Fed
($ million)

Bank Size (Total deposits--$millions)
0-10 10-50 50-100 100-500 500-1000 over 1000
70

Costs of Charges
Proportional to
Productive Balances
($ million)
1.2

840

710

15.0

12.6

2,210

1,240

10,090

39.4

22.1

179.7

All

15,160

270

In order to fully remove the burden of membership after
service
charges are imposed, it would be necessary to offset these
charges with addi1/
tional interest payments.Shown in Table 22 is one payment plan--5 per
cent on tile first $1 million of required reserves held
at the Fed, 4 per
cent on the second million, 3 per cent on such reserves
up to $40 million,
and 2 per cent on all additional reserves--that would remove
the burden of
membership after $270 million in charges are recovered from
member banks.-'
This plan would involve a $795

million gross payment by the System.

Off-

setting this payment by the $270 million in charges collecte
d by the Fed
leaves a $525 million net reduction in System earnings
.
1/ In the extreme case where the System charged a market
price for all
services (including the discount window), a market
rate, of course,
would have to be paid on all reserve balances in order
to fully remove
the burden of membership.
24 This particular payment plan ignores
the possible effect on earnings
by bank size of banks' passing charges along
to their customers. If
such a pass-through were considered, the interest
payment required to
just offset the membership burden for larger
banks would likely be
smaller, reflecting the recovery of System
charges by such banks
from respondents and nonbank customers.
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Table 22
IMPACT ON EARNINGS OF HYPOTHETICAL EXPLICIT CHARGES FOR
SYSTEM PAYMENTS SERVICES COMBINED WITH PAYMENT OF
INTEREST ON RESERVES SUFFICIENT TO REMOVE
BURDEN OF MEMBERSHIP
($ millions)

1.

Interest payment 1/

2.

Charges for services

3.

4.

0-10
14

Bank Size (Total Deposits--$ million)
10-50 50-100 100-500 500-1000 over 1000
128
73
146
87
347

All
795

1

15

13

39

22

180

270

Net payment from
System

13

113

60

107

65

167

525

Estimated burden

11-15

95-151

60-79

103-138

58-79

106-159

431-590

Note: Figures may not add due to rounding.
1/ Payment of 5 per cent on the first $1 million of required reserves at the
Federal Reserve, 4 per cent on the second million of reserves, 3 per cent
on all such reserves up to $40 million, and 2 per cent on all such additional reserves.

The cost to the Treasury of this payment is $236 million.

This

reflects the $525 million net reduction in the System payment to the Treasury less a $289 million (55 per cent) tax recovery from higher member bank
and customer earnings and taxation of dividends and capital gains. Thus, the
cost to the Treasury of removing the burden of membership is essentially
unchanged by the imposition of charges against member banks for System
services.
Charging for services could, however, lower the cost to the Treasury
if such charges promoted more efficient utilization of System services.

The

current implicit "pricing" procedure, where members are required to hold a
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given level of reserves regardless of their usage of System services,
encourages banks to overutilize certain services since the marginal cost
to member banks of such services is zero.

However, these services are

not costless to produce and charging according to usage would tend to
reduce the use of lower valued services.

If the System provides fewer

services, its costs will decline and Treasury revenues will rise.

It

may not, therefore, be necessary to raise the interest payment by the
full amount of the estimated present cost of supplying services in order
to offset fully the added burden of membership that would arise if charges
were introduced an Federal Reserve services.
If charges for Federal Reserve services reflect the cost of
production, the competitive positions of private correspondent banks
might be improved.

These banks may well be able to provide some services

at a lower cost than the System.

Indeed, charging for Federal Reserve

services should promote greater efficiency in the provision of correspondent
banking services since Federal Reserve charges could be compared more
readily by respondent banks with those of private correspondents.

VII.
(1)

SUMMARY

The rate of attrition in Federal Reserve membership has

accelerated in recent years, with the p2rcentage of gross deposits held
by member banks declining by 9 percentage points in the last eleven years,
•• after falling by about 3 percentage -pointg;in the previous 15 years.

In

the last 2/
1
2 years, the share of gross deposits accounted for by member
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banks has dropped by over 4 percentage points.

Most members voluntarily

leaving the System have been small, but in recent months the number of
larger banks withdrawing has increased sharply.
(2) Withdrawal of banks from the Federal Reserve System largely
reflects the costs of Federal Reserve reserve requirements.

As banks

have more carefully evaluated the costs and benefits of Federal Reserve
membership--in an environment of increased bank competition, higher interest
rates, and some earnings difficulties--an increasing number have decided to
Member banks with

become nonmembers in order to improve their earnings.

deposits of less than $500 million--the size group of banks leaving the
System--on average have earned from 2.5 to 8.2 per cent less than comparable
size nonmembers in the 1970's.

The

earnings disadvantage is particularly

acute for smaller banks.
(3) In the New England States, the introduction of NOW accounts
has placed particular pressure on bank earnings, and membership withdrawals
in that regicn have accelerated sharply.

Since the end of 1974, the

proportion of bank deposits accounted for by member banks in the Boston
Federal Reserve District has declined from 74 per cent to an estimated
63 per cent in May 1977; in the last 1-1/2 ycars, 8

per cent of all member

These data suggest that nationbanks in New England have left the System. ;
wide NOW accounts--unaccompanied by a reduction in the burden of membership--'ill further accelerate membership withdrawals.
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(4) Attrition in Federal Reserve membership diminishes the
ability of the Federal Reserve to control the monetary aggregates and
bank credit

and reduces the number of commercial banks with direct access

to the discount window.

The private sector is unable to assume the central

bank's traditional role of lender of last resort when financial markets
are under stress, and hence the growing number of banks outside the System
increases the possibility of disruptions to the banking system from unanticipated shocks to financial markets.
Treasury revenues.

Membership attrition also reduces

If the proportion of bank deposits accounted for by

member banks had been maintained at the 1950 level, Treasury revenues from
System earnings would have been almost $90 million higher in 1976.

If

nationwide attrition in membership were to proceed over the next 5 years
at the rate experienced in New England in the last 2-1/2 years--which
could occur with the introduction of nationwide NOW accounts--annual
Treasury revenues from System earnings could be reduced by as much as
$300 million by 1982.
(5) The excess cash balances of member banks relative to nonmember banks—with appropriate adjustments for Federal Reserve services-can be used to measure the burden of membership.
held an estimated
Reserve Banks.

In 1976, member banks

$10 billion of excess, nonearning, cash at Federal

The adjusted lost income on these balances is estimated

to be between $430 and $590 million, or 7 to 10 per cent of domestic bank
pretax earnings in 1976.

P'

This burden was particularly large for the smaller
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members, ranging between 14 to 19 per cent of 1976 earnings of member
banks with deposits of less than $10 million, 9 to 14 per cent for other
members with deposits less than $1 billion, and 3 to 5 per cent for
member banks with deposits over $1 billion.

The burden of membership

is smaller--although still significant--for the largest member banks
because of their extensive use of System services.
(6) Many large banks use System facilities to service both
nonbank and respondent bank customers.

It is estimated that large banks

earn between $145 and $185 million from the use of such facilities in
servicing respondent bank accounts.

If removal of the burden of member-

ship were to induce nonmember banks to become members and shift their
correspondent business to the Federal Reserve, the earnings of large
member banks would decline.

However, if as many as one-half of all non-

member banks were to join the System and shift all their correspondent
business to the Fed--an extreme assumption--it is estimated that the
reduction in large member bank earnings would be no more than $30 to
$40 million, since only one-third of large bank correspondent business
reflects services provided to nonmembers.

Such an earnings reduction

represents less than 1 per cent of 1976 pretax earnings of member banks
with deposits over $1 billion.
(7) The burden estimates described above are based on cash
asset holdings of member and nonmember banks in 1976.

The burden of

membership will vary with the level of interest rates, the Federal
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' Reserve reserve requirement structure, the deposit mix of banks, and
the level of Federal Reserve services.

Even if all of these variables

remain unchanged, the dollar amount of the burden will increase as the
banking system expands.
(8)

The introduction of nationwide NOW accounts, with a

required reserve ratio less than that for demand deposits, will reduce
the burden of membership as demand deposits are shifted to NOW accounts.
In the extreme case, if all household demand deposits were converted to NOWs
the burden of membership would be reduced by nearly one-half.
(9)

For illustrative purposes, several interest payment plans were

presented, designed to just offset the total current burden of
membership.
A flat payment of 2 per cent on all reserve balances at Federal Reserve
Banks would be insufficient to offset the estimated current burden of membership for banks with deposits of less than $500 million, and would overcompensate member banks with $1 billion or more in deposits. A plan that pays 5 per
cent on the first $1 million of required reserves at the Fed,
4 per cent on
the second million, 3 per cent on the third million, 2 per cent on such
additional reserves up to $30 million and 1 per cent on all additional
reserves would offset the lowest estimate of the current burden for
all size classes of banks, but would slightly over-compensate member
banks with deposits over $1 billion.

However, as noted above, the

largest banks could experience some decline in their profits from the
loss of correspondent

business if the burden of membership were removed.
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(10)

In the long-run, as previously noted, the burden

of membership will decline as demand deposits are converted to NOW's.
If all eligible demand deposits are converted to NOW accounts, interest
payments on reserves designed to offset the burden of membership could be
reduced.

As an example, an interest payment of 41
/
2 per cent on the

first million of required reserves at the Fed and 2 per cent on additional
reserves only up to $20 million would essentially offset the remaining
smaller burden of membership.
(11)

Any payment of interest on reserves will reduce the amount

of System earnings paid to the Treasury.

However, reflecting increased

tax revenues from higher bank earnings, the cost to the Treasury of
such plans is estimated to be only about 45 per cent of the amount paid
by the Fed to member banks.

Thus, the Treasury cost of removing the $430 to

$590 million current burden is estimated to be between $195 and $265 million.
(12)

However, when the payment to member banks is reduced

as the result of the lower burden of membership associated with the
conversion of demand deposits to NOW accounts, the Treasury's cost
will not decline.

Even though the interest payment required to offset

the burden of membership will be smaller, the lower required reserves held
against NOWs imply lower System holdings of securities and hence reduced
Federal Reserve earnings and Treasury receipts.

The reduction in earnings

on the System portfolio would be about equal to the reduction in the
interest payment to member banks.
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(13) Independent of efforts to remove the burden of membership,
Treasury costs will be increased by shifts of member bank demand deposits
to NOW accounts at thrifts; such shifts reduce the required reserves held
at the Fed with no offsetting reduction in the Fed payment to remove thP
burden of membership.

At a maximum, these additional Treasury costs are

estimated to be $100 million.
(14)

In addition to the membership burden, the introduction of

NOW accounts will reduce commercial bank earnings during a transition
period before banks have adopted service and other charges to offset the
payment of explicit interest on NOW accounts.

In the worst year of the

transition period, it is estimated that member bank
be reduced by $370 million.

pretax earnings will

Any additional interest payment on reserves

to offset this transitional earnings reduction would subsequently decline
as the burden of membership is lowered and banks begin to impose service
charges on NOW accounts;

the additional cost to the Treasury during the

worst year of the transition would be about $165 million.
(15)

Imposition of charges for Federal Reserve services would

increase the burden of membership and hence would require an additional
interest payment on reserves to assure that a burden of membership is not
reintroduced.

However, such a payment has no net cost for the Treasury

because it will be totally recovered by the System; Federal Reserve earnings remain unchanged.

It is estimated that charges for Federal Reserve

payments services would aggregate to about $270 million, with about
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two-thirds of such charges levied against member banks with deposits
in excess of $1 billion.

Charging for Federal Reserve payments

services is likely to induce member banks to use such services more
efficiently and could, therefore, reduce System costs and increase
Treasury revenues slightly.
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APPENDIX A
NONMEMBER BANK RESERVE REQUIREMENTS*
Proposals to eliminate the burden of Federal Reserve membership
by paying interest on required reserve balances have been criticized on the
grounds that such actions by the Federal Reserve may induce state authorities to retaliate by cutting nonmember bank reserve requirements or increasing the allowable proportion of required reserves held in interestbearing form. The critics assert that if both authorities take such actions
all banks might benefit, but the relative earnings disadvantage of members
would remain.

At the same time, critics point out, the Treasury would

lose revenue because of interest payments made by the Federal Reserve to
member banks.

There is a valid counter-argument to this criticism if re-

serve requirements for nonmember banks are not a "binding" constraint on
their holdings of nonearning assets.11

Under these conditions, a reduction

in state reserve requirements would not offset the reduction in the burden
of membership associated with the payment of interest on member bank reserve balances.
Section I of this appendix reviews nonmember bank reserve
requirements, which vary considerably by state.

It is clear from this

analysis that while state reserve ratios are higher than Federal Reserve
requirements for some classes of banks, the proportion of assets required
to be held in noninterest-bearing form is generally smaller.
1/ "Binding" is used here to mean a reduction in reserve requirements
would lead banks to hold less nonearning assets. If requirements
are nonbinding, a reduction in reserve requirements would not imply
a corresponding reduction in holdings of nonearning assets.
*This appendix was prepared by Perry D. Quick.
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In Section II, it is concluded that nonmember bank reserve
requirements are generally not binding.

In most states, cash assets

(currency and coin, due from balances, and cash items in process of
collection) exceed by a comfortable margin amounts required to be held.
Furthermore, states in which actual holdings of cash assets are close
enough to required holdings to be considered potentially binding are
generally those where the number of banks and amount of deposits are
small relative to the national total.

Finally, based on an empirical

study of the effects of state reserve requirements on nomember bank
holdings of cash assets, it is concluded that while such requirements
may have a marginal impact on holdings of cash assets, the quantitative
effect is very small.

Thus, paying interest on member bank required

reserves appears to be an effective method of alleviating the burden
of membership.

I.

STATE RESERVE REQUIREMENTS

Nonmember bank reserve requirements differ from state to state
in three major characteristics: (1) the deposit base against which reserve requirements are applied, (2) the level of reserve requirement
ratios, and (3) the types of reserve assets eligible to meet reserve requirements.

Table A-5 (pages 87-96) provides a listing of the major re-

serve requirement provisions currently applicable in each state)!
1/ This table and much of the information in this section are based on
R.E. Knight, "Reserve Requirements, Part I: Comparative Reserve Requirements at Memb,r and Nonmember Banks," Kansas City FRB Monthly
Review, April 1974. State provisions were updated to May 1977, using
information provided by the Federal Reserve Banks.
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and time deposits. Only Illinois has no reserve requirements at all,-'
while one state, Connecticut, has no reserve requirement on time and
savings deposits 1/ Five statesl/calculate reserves against a total
deposit base with no differentiation in the reserve requirement on demand
and time deposits.

All others distinguish between demand and time deposits,

with 24 states using gross deposits in each deposit type as the base for
reserve purposes.

The remaining 19 states net out various liabilities in

figuring the deposit base; these include U.S. Government deposits,

state

and local government deposits, -1 cash items in the process of collection
(CIPC), balances due from other banks, uninvested trust funds, and in one
state even redeemed food stamp coupons.

In contrast, Federal Reserve

members calculate the demand deposit base as gross demand deposits less
the sum of CIPC and demand balances due from other banks; this procedure
is followed by only three states./
The reserve requirement ratios applied to the deposit base also
show great variability among the states.

Some states have ratios as low

as 7 per cent against demand deposits and 2 per cent against time deposits;

1/ Although Illinois has no mandatory reserve requirements, Knight reports
that state examiners do use two measures to gauge bank liquidity. "The
first is the ratio to deposits of the sum of vault cash, due from banks
Federal funds sold, and investments. The second is the ratio of investments with a maturity of under five years to total investments. If
either of these ratios is below standard--45 per cent for the first ratio
and 50 per cent for the second--the examiner is instructed to investigate
the bank's policies in detail with respect to liquidity and the degree
of potential exposure and to comment in his report to the directors."
(Knight,page 13)
2/ NOW accounts are classified as demand deposits in Connecticut.
3/ Colorado, Florida, Massachusetts, South Dakota, and Wisconsin.
4/ Often these deposits must be secured with pledged assets.
New Jersey,New York, and Washington
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per cent and in Wisconsin the ratio against all deposits at nonmember
"reserve banks" /is 20 per cent.

In general, while state-by-state com-

parisons are difficult because of the different methods of calculation,
it appears that reserve requirement ratios in many states fall in the
lower range of reserve requirements applicable to member banks.

As

shown in Table A-1 (page 82), 19 states--accounting for more than 40 per
cent of nonmember bank deposits--have reserve ratios on at least one
class of deposits equal to or less than the legal minimum ratio that the
Board can set for member banks.

In addition, ten other states--account-

ing for over 15 per cent of total nonmember deposits--have a reserve ratio
structure essentially identical to that of the Federal Reserve on at least
one

-2/
While the majority of states have reserve reclass of deposits.

quirement ratios less than or equal to those of the Federal Reserve, the
remaining 21 states have reserve ratios high enough so that, over all,
the average reserve ratio against nonmember banks is slightly higher than
for member banks.F This comparison, of course, has little economic significance because many nonmember banks may hold a portion of their reserve
assets in interest-bearing form.
1/ "Reserve banks" are those maintaining correspondent balances due
to other banks.
2/ In some states, these ratios vary automatically with actions of the
Board.
3/ In June 1975 all nonmember banks were required to hold an average of
7.2 per cent of their total deposits in required reserves. Members'
required reserves averaged 7.0 per cent.
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When calculating the differential cost of Federal Reserve
reserve

requirements, the key difference between members and nonmembers

is the form in which required reserves may be held.

Eligible reserve

assets for member banks include only vault cash and deposits at the
Federal Reserve, which currently do not pay interest.

The range of

eligible reserve assets for nonmember banks is much broader and varies
widely from state to state.

All states with reserve requirements allow

vault cash and demand balances with other banks to be counted as reservesli
and most states appear to allow cash items in process of collection to be
included with cash balances.

In 27 states, some portion of reserves are

permitted to be held as interest-bearing assets.

U.S. Government

securities are eligible reserve assets in all of these states, with
state and local government securities, CD's, and Federal funds sold eligible
in some states.

These 27 states contain over half of the nonmember banks

and 58 per cent of total nonmember bank deposits.-" Moreover, the reserve
ratios in these states are on average higher than in those states where
3/
interest-bearing assets are not eligible to meet reserve requirements.—
Thus, it is generally true that state authorities either require a proportion of reserves to be held against deposits lower than Federal Reserve
reserve requirements or, if the ratio is higher, allow reserves to be held
in interest-bearing form so that the proportion of assets required to be
held in nonearning form is substantially reduced.

1/ Many states specify that only balances held at approved depository
banks are eligible.
2/ As of December 1975; includes Illinois, which has no reserve requirements.
3/ See the right hand columns of Part I and Part II of Table A-2,
(pages 83-84).
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A fourth element of state regulatory behavior--enforcement-is also important in assessing the relative burden of Federal Reserve
reserve requirements.

Knight states, "The enforcement of reserve require-

ments among states also exhibits great diversity. ... Not all states
enforce the strict statutory provisions relating to reserve requirements,
and ... examiners themselves occasionally had differing ideas about
the acceptable composition of reserves."

(Knight, page 10)

Moreover,

many states monitor reserves less frequently than the Federal Reserve,
and about two-fifths of the states have no specific penalty if banks
fail to maintain sufficient reserves.

II.

EFFECTIVENESS OF STATE RESERVE REQUIREMENTS

As noted earlier, many states classify as eligible reserve
assets certain interest-bearing securities, as well as some types of
nonearning cash balances that banks would hold in the normal course of
business even without reserve requirements.

This latter category includes

vault cash, cash items in the process of collection (CIPC), and demand
balances in other banks held to compensate for clearing and other services
rendered.

On the other hand, eligible reserve assets at member banks

include only vault cash and deposits with the Federal Reserve.

Since

member banks have--in addition to required reserves held as vault cash
and deposits at the Federal Reserve--CIPC and in many cases correspondent
balances, they tend to hold a greater proportion of their assets than
nonmember banks in nonearning form.

Largely because members must maintain
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counterparts, member banks--particularly smaller members--operate at an
earnings disadvantage to nonmembers.

However, if the Federal Reserve

pays interest on member bank reserves, then the earnings of members will
rise.

If, at the same time, state authorities do not lower their reserve

requirements or if changes in reserve requirements do not affect nonmember
bank holdings of cash assets--that is, if such reserve requirements are
nonbinding--then the member bank earnings disadvantage may be reduced or
eliminated.
Available evidence suggests that state reserve requirements
do not act as binding constraints on nonmember bank holdings of cash
. assets because in most states actual holdings of cash assets (currency
and coin, CIPC, and balances due from other banks) are in excess of total
required reserves and well in excess of required cash reserves.

Table A-2

(pages 83-84) presents ratios of actual cash assets to total required reserves
at nonmember banks, averaged for the June 1975 and June 1976 call dates
and broken down by size of bank.

These ratios range from 0.5 for small

banks in Hawaii to 4.1 for small banks in Massachusetts.

In only seven

states are there some classes of nonmember banks where the ratio of cash
assets to total required reserves is less than 1.0.1/ In 18 states--including
California, New York, Pennsylvania, Illinois,31 and Ohio--nonmember banks

1/ Hawaii, Colorado, Florida, Nebraska, South Dakota, Wisconsin, and
Wyoming. All but Hawaii allow some portion of total required
reserves to be held in interest-bearing form, and in these five
states all bank size classes have average cash balances in excess
of 120 per cent of required cash balances. Conversations with the
chief state bank examiner in Hawaii suggest that state examiners
there have some leeway to allow interest-bearing assets to be held
against reserve requirements even though provisions of the state
law have not yet been changed.
2/ In Illinois the ratio is infinite because there are no reserve
requirements.
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in all deposit size classes hold cash assets of at least 150 per cent
of total required reserves.

Thus, in most states cash assets held by

nonmember banks exceed total required reserves, and at the larger states
actual cash asset holdings are well above total required reserves.
For the 23 states which require 100 per cent of required reserves to be held in cash assets (Part I of Table A-2), the ratio of
actual cash assets to total required reserves is an adequate indicator of
whether state reserve requirements act as a binding constraint on nonmember bank holdings of such nonearning assets.

Reserve ratios in these

states are generally lower than for nonmember banks in other states, and
in most cases the ratio of required cash assets to total required reserves
is comfortably above 1.0.

In the 27 states where nonmember banks are per-

mitted to hold some portion of required reserves in interest-bearing assets,
a more appropriate indicator of the effect of reserve requirements is the
ratio of actual cash assets to required cash reserves, presented in Table A-3
1/
(page 85).—

Using Table A-3 and Part I of Table A-2, one can see for all

50 states the frequency with which the ratio of actual to required cash
assets is above or below some level.

For example, only in Alaska and Hawaii

do nonmember banks of any size class hold cash assets of less than 110 per
cent of what is required.

In 29 states banks of all size classes hold

cash assets in excess of 150 per cent of what is required.

These 29

states account for 54 per cent of nonmember banks and 63 per cent of total
nonmember deposits.

1/By bank size, averages for June 1975 and June 1976 call dates.

1074
-79-

These figures show that, in general, nonmember bank holdings
of cash assets are well in excess of the minimum levels required by
the states.

Clearly, nonmembers could shift out of some nonearning

assets into interest-bearing securities--thereby increasing earnings-without violating their requirement minimums.

Since they do not, one

can infer that such a large proportion of assets is held in nonearning
balances because these balances are necessary for normal banking operations--and are not directly related to reserve requirements.

Thus, if

state authorities were to lower reserve requirements from current levels
or if nonmembers were permitted to hold larger proportions of required
reserves in interest-bearing form, it is likely that this would have
little effect on the proportion of cash assets held at nonmember banks.
There is one qualification to the conclusion stated above.
While state reserve requirements may not be technically binding on nonmember bank holdings of cash assets, it is still possible that the level
of reserve requirements indirectly influences their holdings of such
assets.

One feasible explanation of this kind of behavioral relationship

is that the banks view cash assets in excess of what is required as their
liquidity base.

If they then have some desired level of liquidity set as

a multiple of required cash assets, a reduction in required reserves increases their liquidity base above desired levels, and they would substitute
interest-bearing securities for nonearning cash assets.
While this explanation is feasible, it appears rather unlikely
because actual holdings of cash assets are so far in excess of what is
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Nevertheless, one study" did find an empirical relationship
required)
]
between actual and required cash assets in June 1973.

While there are

some problems of interpretation and the empirical relationship appears
only marginally significant,-' the results of this study may be used as
a "worst-case" estimate of the effects of state reserve requirements on
all nonmember bank holdings of cash assets.

That is, the coefficients

estimated in the study may be used to calculate the maximum impact of a
reserve requirement change on the proportion of nonmember assets held
in nonearning form.
'
In Table A-4 (page 86) the coefficients from the study
plus estimates of the average required reserves for nonmember banks are
used to calculate the contribution of such reserve requirements to the
proportion of assets held in nonearning form.

These calculations imply

that reserve requirements are at most capable of accounting for about
10 ton per cent of the actual cash asset ratios.

Furthermore, it

1/ Note that member bank holdings of vault cash and deposits at the
Federal Reserve generally exceed what is required by less than 2
per cent.
2/ L.G. Goldberg and J.T. Rose, "Do State Reserve Requirements Matter"?
Journal of Bank Research, Spring 1977.
3/ The study regresses the proportion of assets held as cash assets in nonmember banks in each state against required cash assets, member bank
holdings of cash assets in that state, and the proportion of total nonmember deposits in demand deposits. In most cases, the coefficient on
required cash assets had the appropriate sign (positive); but in many
cases, statistical tests indicated that there was a high probability
that these requirements may have had no effect on actual cash asset
holdings.
4/ The study's methodology gave equal weight to each state, regardless of
the number of nonmember banks or deposits in each state. Tables 3 and
4 suggest, however, that the relationship between actual and required
cash assets in, say, California is much different than in, say Hawaii,
and in general, nonmember banks in the larger states hold cash balance
well in excess of required while the relationship between actual and
required cash balances is much closer in the smaller states. Applying
the coefficients derived in the study to national averages inflates the
potential effect of reserve requirements on actual cash asset balances.
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may be inferred from these calculations that if state reserve requirements
were lowered by 1 percentage point, the ratio of cash assets to total
assets at nonmember banks would fall by only one-tenth to one-fifth of
a percentage point.

In contrast, it is generally assumed for member

banks that a 1 percentage point reduction in reserve requirements would
lead to a corresponding 1 percentage point reduction in the ratio of reserves to total assets.
These "worst-case" calculations suggest that actions by the
Federal Reserve regarding changes in reserve requirements are five to
ten times as effective as the corresponding action by state authorities.
In other words, if state reserve requirements are binding at all, it
appears that state authorities must reduce reserve requirements by five
to ten times as much as the Federal Reserve in order to offset a given
Federal Reserve reserve requirement reduction or the equivalent payment
of interest to member banks.

Since reserve requirement reductions by

states of this order of magnitude are unlikely and, in many cases,
mathematically impossible, it appears that the Federal Reserve can act
without threat of state retaliation to reduce or eliminate the burden of
membership by paying interest on required reserves.
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Table A-1
CHARACTERISTICS OF STATE RESERVE REQUIREMENTS RATIOS

Number of
States
States with reserve ratios
equal to, or less than,
lowest possible reserve
ratio for member banks

19

States with reserve
ratios essentially identical to that of Federal
Reserve
States with reserve ratios
above that of the Federal
Reserve

21

1
Per cent— of
Number of
Total
nonmember
nonmember
banks
bank deposits

50.0

42.5

10

18.1

16.4

21

31.9

41.1

SOURCE: Appendix Table A-5
1/ As of December 31, 1975
2/

Applicable to time and savings deposits only in eleven states

1.4

1.8

2.2

2.0

.5

1.7

1.6

2.1

Arkansas

Delaware

Hawaii

Idaho

Indiana

Iowa

1.6

2.1

West Virginia

NOTE:

2.5

3.2

Washington

1.5

---

--

.-

--

3.1

1.9

Average of June 1975 and June 1976 Call Report dates

1.3

•2.3

1.5
--

1.3

2.2

1.5

2.3

2.3

3.5

.

--

1.3

--

--

--

--

--

8-2

2.1

--

FR-FR
FR-FR

2.7

1.5

1.7

1.8
2.2

10-5

7-3

7-3

FR-FR

15-5

10-3

7-3

FR-FR

FR-FR

--

--

1.1

10-3

--

FR-3

--

--

--

--

FR-FR

--

7-3

7-3

15-5

--

--

--

8-3
12-5

2.7

--

--

2.0

2.1

--

2.1

Utah

1.9

--

1.7
--

--

1.7
--

-1.8

1.5

1.2
1.4

20-8
FR-FR

--

10-3

--

--

Approximate Current Reserve Requirements
DD-TS

--

---

1000,

1.9

--

1.8 .

. 2.2

2.0

1.8

1.3

1.7

2.6

1.3

2.1

--

1.4

1.4

1.9

1.4

1.8

Texas

1.9

2.1

2.5

2.3

1.7

1.3

South Cardina

2.0

Oklahoma

Tennessee

1.4

North Dakota

2.3

1.6

3.3

1.4

1.7

New Jersey

3.2

1.3

--

Nevada

New York

1.3

1.7

Montana

North Carolina

1.7

1.3

2.0

1.8

Kansas

Missouri

1.4

--

1.7

2.3

.9

1.4

2.0

1.2

1.9

1.0

2.0

--

Alaska

0-10

Part I:

BAN{ SIZE (8 millions of total deposits)
500-1000
100-500
10-50
50-100

Alabama

STATE

Table A-2
RATIO OF ACTUAL CASH ASSETS TO TOTAL REQUIRED RESERVES
States Which Require 1007. of Required Reserves to be Held in Cash Assets

.711

1Florida

1.8

1.1

Uchigan

.6

A

1.9

Vermont

1.0

4yoming

NOTE:

ij

1.0
1.5

1.9
1.5
1 4

Average of June 1975 and June 1976 Call Report dates
Figura available only for average of all banks in state.

.

1.5

Wisconsin

Virginia

__

1.3

South Dakota

Rhode Island

--

--

--

12.4

1.4
i.9

1.5
1.6

1.3
1,9

Pennsylvania

2.5

Oregon

--

..

--

--

-.

10-3

27-6.5

17.5-17.5

15-0

12-3

.12.5
7-3

--

1.2
3.7

.9
2.6

1.4
2.5

1.2

3.2

12.5

15-4

FR-FR

7-2

11-6

17-17

FR-3

7-3

0-0

15-0

20-20

New Mexico

--

--

--

--

--

--

--

--

*

--

12-0

15-15

Ohio

1.5

---

10-4
FR-5

1.5

--

--

--

--

--

--

--

•

--

2.4

--

-1.8

1.5
1.0

1.8
1.7

1-0

0-0

0-0

1/2-1/2

0-0

1/2-1/2

1/2-1/2

1-1/10

1/5-0

1/2-1/2

3/4-3/4

0-0

1/2-0

0-0

5/6-0

0-0

1-4/5

0-0

Approximate Current Proportion of Rec. Res. Whicn
Reserve Requirements Plat be Melo in Cash Assets
DD-TS
DD-TS

2.0

--

1.4

--

1.0

3.7

1.0

3.3

•

1.5

2.0

.5

'1.6

1000+

New Hampshire

Nebraska

2.1

2.0
1.9

2.0

2.9

innesota

ississippi

2.7
1.0

3.5
1.0

4.1

Massachusetts

haryland

1.1
1.0

1.5

*

1.7

1.1

ouisiana

entucky

k

*

*

2.0

Illinois
1.8

2.0

2.4

eorgia

.7
1.8

.7
2.8

Colorado

1.5

ILonnecticut

1.5

BANK SIZE ($ millions of total deposits)
100-500
50-100
500-1000
10-50

1.7

2.7

Table A-2 (Continued)
RATIO OF ACTUAL CASH ASSETS TO TOTAL REQUIRF.D RESERVES
States Which Allow a Portion of Reserves to be Held in Interest-Bearing Aseets

2.0

2.5

2.7

California

risona

0-10

Part II:

2.61/

California

2.2
*

2.7
2.2
•
*

',Inlet..

Mains

Maryland

1.2
2.5

2.7
1.6
2.5

4.1
1.8
3.3

Missiseippi

Nebraska

Ho.. Hampshiro

2.3

1.5

South Dakota

..

1.4
1.7

Wyoming

NOTE: Avaraga of June 1975 and June 1976 Call R)port dates.
• indicates ratio is infinite
I/ Figures available only for mirage of all banks in state.

1.2

1.2
1.2

2.41

*

Virginia

*

Wisconsin

Vermont

1.5

_.

•

3.8

•
•

3.2

3.8

5.0

Pennsylvania

Rhode Island
•

9.3

1.8
6.5

2.8
6.3

2.4

Nev Mexico
8..0

1.2

1,7

--

2.0

Ohio

3.0

2.6

--

2.3

2.7
2.0

2.5
2.9

Michigan

Minnesota

8.3

6.1

*

2.0

4.4

*

*

6

100-500

7.8

.

2.0

2

.

*

•

30-100

9.2

2.4

•

.

Illinois

li.tucky

•

•
3.71/

Florida

Con.cticut

Georgia

•
2.31i

Colorado

•

.

•

•

1.0-30

0-10

Arizona

...chum..

Tabl. A-2

--

*

--

--

--

--

--

--

--

.

•

--

.

300-1000

--

._

--

--

...

--

--

...

--

--

.

--

--

--

000+

RATIO OF ACTUAL TO REQUIRED asti Assrrs IN nose STATES
WHICH ALLUd 804E PORTION OF REQUIRED MOVES TO BE SILO IN INTEREST BEARING ASSETS
BANE SIZE (0 millions of total deposit')

k

0

(5)

Cash Assets /
Total Assets

(4)
Contribution to
Cash Assets/Total Assets
[(2) x (3) ]

Coefficient on
Reserve Requirement from Study

.0676
.0656
.0678

.0108
.0146
.0126

.000005
.000003
.0000006

2,170

4,878

21,000

25-50

50-100

100-500

2/ From Goldberg and Rose, op. cit., pages 13-15.
3/ From Goldberg and Rose, op. cit., pace 6.

1/ Estimate3 using memberbank average reserve ratios for December 1973.

.149

.0732

.0109

.000011

997

10-25

.186

.223

.160

.139

.0785

.0109

.000028

390

5-10 '

.064
.0881

.0056

OD
oN

[(4) ; (5) ]

Relative
Contribution

(6)

.000031

(3)

182

Estimated Required Reserves
at Average Nonmember
Bank 1/
($ Thousands)

(2)

(December 1973)

2-5

Bank Size
($ Millions)

(1)

A-4

CASH ASSETS
ESTIMATED CONTRIBUTION OF STATE RESERVE REQUIREMENTS TO NONMEMBER BANK HOLDINGS OF

Table

1-L

0
00
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SELECTED PROVISIONS OF STATE RESERVE REQUIREMENTS
Key to Coding
No percentage specified in the law
Approved depository bank

#
FR

Same as reserve requirements of Federal Reserve

T Dep

Total deposits

T Dem

Total demand deposits
Time deposits
Savings deposits

US

d

U.S. Government demand deposits

US
s

U.S. Government savings deposits

US

U.S. Government time deposits

SL
d

State and local government demand deposits

SL
s

State and local government savings deposits

SL t

State and local government time deposits

Due From

Demand deposits due from domestic commercial banks

R
d

Reciprocal demand deposits

R

Reciprocal time deposits

t

UTF

Uninvested trust funds

CIPC

Cash items in process of collection

D
n

Demand deposits due from nonreserve banks plus reciprocal
balances with any bank which maintains its head office
within the United States and reciprocal balances with
any branch office located within the United States of
a bank which maintains its head office outside the
United States.

T(30)

Time deposits withdrawable within 30 days.

T(CD)

Time deposits of $100,000 or more

A

Redeemed U.S. Savings Bonds
Redeemed food stamp coupons

Source:

R.E. Knight, "Reserve Requirements, Part I: Comparative
Reserve Requirements at Member and Nonmember Banks,"
Kansas City FRB Monthly Review, April 1974. Updates
to May 1977 from all Federal Reserve Banks.

T Dem-UTF

Delaware

TS-UTF

T Dem-CIPC

T Dem-US -SL
d
d
-CIPC-D
n
TS-US -SL
T DepEUS,jSLd
-US -SL
t
t
-CIPC-A-B

S
4/
T—

T Dem

T Dem-US -SL -R
d d
d
TS-USt-SLt-Rt

T Dem-US -SL
d
d
TS-US -SLt

T Dem
TS

Connecticut

1/
Colorado—

'
California

Arkansas

Arizona -"

/
Alaskal

Alabama

State

Deposits Subject to
Reserve Requirements

4

7-First $100 million
9-Excess over $100 million
3

12-First $5 million, plus
12.5-Excess over $5 million

15

5

FR

.

x#

x#

x#

2/
0
2/
x#—

x#

x.J

8/
.
x#

x#

(at least 5/6)

x

(at least 4/5)

X

7-First $2 million, plus
x
9.5-$2 to $10 million, plus
11.75-$10 to $100 million, plus
12.75-excess over $100 million
3
x
3-First $5 million, plus
5-excess over $5 million

x
x

10

x
x

x
x

x
x

x

X"--

7/

6/

X"--

3/

2./

x

.

•

Reserves Eligible to Meet Requirements
Securities
Due from
Other Public
Banks
U.S. Govt.

8

x

Vault
Cash

20

10
3

Current Reserve
Requirement Ratios
(Per cent)

'

Table A-5 (Continued)

Selected Provisions of State Reserve Requirements

CIPC

CIPC

/
CIP0-/
CIPC.-

5/
C1PC—

Meg CDs -'

CIPC

Other

T Dem-US -SL
d
d
TS-US -SL
t
t

T Dem
TS

Hawaii

Idaho

T Dem-US -SL
d
d

Iowa

Kansas

Kentucky

T Dem-CIPC (local)
TS

Indiana

T Dem
TS

/
-'4 -US -SL
S'
8
s
T-USt-SLt

T Dem
TS

Illinois

T Dem-US -SLd -Rd
d
TS-USt-SLt-Rt

T DEP-US -SLd
d
-US-SLt

Georgia

State
1/
Florida-

Deposits Subject to
Reserve Requirements

x
x

15
5

7
3

FR

7.5-First $2 million, plus
10-$2 to $10 million, plus
12-$10to $100 million, plus
13-excess over $100 million
3

7
3
13/
7—
3

12/

.

(at least 3/4)

x
x

x

x

x

x

14/
x#-14/
x#

. x
x

x
x

x
x

x#
x#

x

5

*

x#

x

12

(less than 1/2)

x

10
1/2)/
-10/
x--

5

(at least

15

x

18/
x--

11/
x--

•

.

x11612/

x9/
-

x

x

-

Reserves Eligible to Meet Requirements
Securities
Due from
Other Public
U.S. Govt.
Banks

x

Vault
Cash

20

Current Reserve
Requirement Ratios
(Per cent)

,

Table A-5 (Continued)

Selected Provisions of State Reserve Requirements

CIPC
19/
CDs-

CIPC

Unpledged CDs

Unpledged CDs

Other

T Dem-US -SL
n
d
TS-US t-SLt

T Dep

Maryland

Massachusetts

Michigan

Vault
Cagh

FR
FR

T Dem
TS

Mississippi

3C—

21/

• 11/
x—

19/
(at least 7/10)--

7
2

T Dem
TS

Minnesota

(at least 7/10)

2/
x

x#
x
(at least 1/10)#

11
6

T Dem
TS

3

x
x

x
x

x
' x

x
x

15

(at least 1/5)

x
x
x

x#
x#
x#

x
x
x

10
2
4

x

x

(less than 1/5)

x

Reserves Eligible to Meet Requirements
Securities
Due from
Other Public
U.S. Govt.
Banks

8-First $2 million, plus (at least 1/2)
10-$2 to $10 million, plus
12-$10-$100 million, plus
13-$100 to $400 million, plus
14-excess over $400 million
(at least 1/2)
3

Current Reserve
Requirement Ratios
Per cent)

20
15

Boston
Other

T Dem-US -R
d d
20/
-CIPC
S
T

37/
TS--

T Dem-CIPC

Maine

Louisiana '

Deposits Subject to
Reserve Re.uirements

Table A-5 (Continued)

Selected Provisions of State Reserve Requirements

CIPC

CIPC

CIPC
CIPC

FF Sold

Other

T Dem
TS

T Dem
TS

T Dem
TS

T Dem-CIPC
-Due from
TS

T Dem
TS

T Dem
TS

Nevada'

New Hampshire

New Jersey

New Mexico

New YorkYork

TS

22/
T Dem--

TS

T Dem

Nebraska

Montana

Missouri

State

Deposits Subject to
Reserve Requirements

FR
FR

12
5

FR
FR

12
5

10
5

15
4

7.52-First $2 million, plus
10.03-excess over $2 million
3
x

x

x

x

Vault
Cash

x#

x#

10/
x#--

10/
x#--

x#
x#

x#
x#

x
x

x
x

(at least 1/2)

x
x

(at least 3/5)

x
x

24/
x-24/

23/
x--

x

Reserves Eligible to Meet Requirements
Due from
Securities
Banks
U.S. Govt.
Other Public

(at least 1/2)

7.5-First $2 million, plus
10.0-$2 to $10 million, plus
12.0-$10 to $100 million, plu!
13.0-excess over $100 million
3

Current Reserve
Requirement Ratios
(Per cent)

Table A-5 (Continued)
Selected Provisions of State Reserve Requirements

CIPC
CIPC

CIPC
CIPC

CIPC
CIPC

CIPC

Other

Oregon

T Dem-US
d
TS-USt

T4?em
ST

T Dem
TS

Ohio

Oklahoma

T Dem
TS

North Dakota

TS-US -SL
t
t

•

1
North Carolina-/ T Dem-US -SL
d
d

State

Deposits Subject to
Reserve Requirements

x#

x#
x#
x#

x#
x#

x
x
x

x
x

12
4

x
x
(at least 2/5)

x
x

FR
3
6-time of less than 180
daysin excess of $5
million
3-otherwise

7
'
6-large time of less than
180 days in excess of
$5 million
3-otherwise

8
2

x#

x#

•
11/
x--

x

Reserves Eligible to Meet Requirements
Securities
Due from
Other Public
U.S. Govt.
Banks

x

x

Vault
Cash

8-First $2 million, plus
10-$2 to $10 million, plus
12-$10 to $100 million, plus
13-$100 to $400 million, plus
15-excess over $400 million
6-time of less than 180 days
in excess of $5 million
3-otherwise

Current Reserve
Requirement Ratios
(Per cent)
.

Table A-5 (Continued)
Selected Provisions of State Reserve Requirements

CIPC
CIPC

25/
CIPC
E./
CIPC
TS./
CIPC

CIPC

CIPC

Other

T Dem
TS

T Dem-R

Vermont

Virginia

Washington

x
x

x
x

27
6.5

T Dem
TS

Utah

T Dem-CIPC
-Due from

'

x
x

x
x

FR
FR

T Dem
TS

Texas

d

x#
x#

x
x

15
5

T Dem
TS

Tennessee

TS-Rt

x
x

x
x

10
3

T Dep-US -SL
d
d
-US -SL
t
t

South Dakota-'

x
x
A 25/
)(fp-x#25/

x
x
x
x

3

FR
FR

(at least 2/5)

10

17.5

x
x

x
x

7
3

T Dem
TS

x

x

15

South Carolina

d

T Dem-US

Rhode Island -'

11/,30/

11/
x—

K

9/
x-

27/
x--

26/

x

Reserves Eligible to Meet Requirements
Securities
Due from
Other Public
Banks
QS. Govt.

:at least 1/2)

Vault
Cash

T Dem
S
T

12
3
3-First $5 million, plus
5-excess over $5 million

Current Reserve
Requirement Ratios
(Per cent)

Pennsylvania

State

Deposits Subject to
Reserve Requirements

Table A-5 (Continued)
Selected Provisions of State Reserve Requirements

CIPC

CIPC

29/
CIPC
2;5"/
CIPC—

CIPC

28/
CIPC-..a,
CIPC-

CIPC

Other

1/
Wyoming-

Wisconsin

West Virginia

State

T Dem-US -SI.
d
d
TS-USt-SLt

T Dep
33/
Reserve Banks-Other

31/
T Dem-TS

Deposits Subject to
Reserve Requirements

Table A-5 (Continued)

10

20

20
12

7
3

Current Reserve
Requirement Ratios
(Per cent)

(at least 2/5)

(at least 2/3 of DD)
Reserves, plus
(at least 5/12 of TS)
Reserves

32/
lc-32/
x--

35/
x---

34/
x-34/
x-x
x

Reserves Eligible to Meet Requirements
Due from
Securities
Banks
U.S. Govt.
Other Public

(at least 1/5)

Vault
Cash

Selected Provisions of State Reserve Requirements

CIPC
CIPC

Other
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FOOTNOTES TO TABLE A-5
1/
2/

3/

4/
5/
6/
7/
8/
9/
10/
11/
12/
13/

14/

15/
16/
17/
18/

19/
20/

Exemption applies only to public deposits which are secured by
pledged securities.
Deposits with each qualified reserve depository, exclusive of
deposits not payable on demand unless evidenced by a negotiable
certificate of deposit maturing not more than 6 months from the
date the certificate is used for reserve purposes.
Unpledged obligations of the United States maturing in not more
than 6 months from the -date such obligations are used for reserve
purposes.
Includes time deposits, open account.
Cash items in process of collection drawn on banks domiciled in
the same municipality or in immediately adjoining municipalities.
Unpledged, negotiable direct U.S, obligations.
Unpledged direct obligations of the United States.
Eligible vault cash consists of total vault cash minus uninvested
trust funds.
Includes any unpledged direct agency obligations guaranteed as to
principal and interest by the U.S. Government.
Eligible due from balances are net of reciprocal deposits.
U.S. Government securities maturing within I year.
Included as eligible assets are unpledged certificates of deposit
issued by any insured bank.
Statute provides for a 10 per cent reserve against net demand
deposits for banks in reserve cities. However, all banks presently
maintain 7 per cent reserves.
Eligible assets exclude the amount of a cash letter mailed to a
correspondent on the date the balance at the correspondent is
computed for reserve purposes.
Maturing within 6 months.
A reserve range of 10 to 20 per cent is specified for reserve city
banks.
Eligible assets include cash items in process of collection.
A maximum of 25 per cent of the reserve against demand deposits
may be invested in (a) obligations of the United States, or any
bureau or agency thereof, which are fully guaranteed as to principal
and interest and which mature within 1 year after the date such
obligations are considered as a part of reserves, and/or (b) certificates of deposit issued by any bank or trust company chartered or
domiciled in Kentucky.
Certificates of deposit issued by any bank or trust company chartered
or domiciled in Kentucky.
Reserves assessed against net demand deposits, defined as gross demand
deposits minus cash items in process of collection, Treasury tax and
loan accounts, and demand balances due from nonapproved banks.
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Up to 30 per cent may be invested in direct obligations of the U.S.
Treasury or other obligations fully guaranteed by the U.S. Government
which mature within 1 year from date of such investment and provided that a portion of said 30 per cent maximum, not to exceed onehalf thereof, may be in negotiable CD's issued by banks domiciled
in Mississippi and which mature within 1 year from the date of
issuance thereof.
22/ Banks designated as reserve depositories must maintain, in addition
to regular reserve requirements on demand deposits, a marginal
reserve requirement of 10 per cent on deposits due to other banks.
23/ Obligations of the U.S. Government maturing within 2 years.
24/ Obligations of the U.S. Government maturing within 100 days.
25/ Cash items on banks in the same town or city.
26/ Reserve may also be invested in securities issued by the following
agencies: Government National Mortgage Association, Farmers Home
Administration, Export-Import Bank, Student Loan Marketing Association,
Federal National Mortgage Association, Federal Land Bank, Federal Home
Loan Bank, Bank for Cooperatives, Federal Intermediate Credit Bank,
Federal Home Loan Mortgage Corporation, and Tennessee Valley Authority.
27/ Obligations issued or fully insured or guaranteed by the United States
or any U.S. Government agency maturing in not more than 91 days from
date of computation of reserves and held either in the bank's vaults
or in the custodianship of an authorized reserve agent in a Federal
Reserve Bank city.
28/ Cash items collectible within 10 days.
29/ Items in process of clearing through a clearinghouse association are
considered as reserves on deposit with an approved reserve depository.
30/ Direct obligations of the U.S, Government including obligations the
principal and interest of which are guaranteed by the United States
or by an agency or instrumentality of the United States.
31/ Demand deposits include all checking accounts, official or certified
checks outstanding, demand certificates of deposit, and deposit
balances due other banks.
32/ Due from banks includes all deposit balances with other banks, cash
items in process of collection, and exchanges for clearinghouses.
33/ Reserve banks are those maintaining correspondent accounts due to
other banks.
34/ Direct obligations of the U.S. Government with a maturity of 18
months or less.
35/ Statute specifies a minimum of 50 per cent must be held in vault cash
and due from approved banks. The State Examiner has the authority to
permit banks to invest up to 50 per cent of their reserves in unpledged
U.S. Treasury bills.
36/ Fractions in brackets refer to minimum or maximum proportions of
required reserves which can be held in that asset category.
371 On time deposits maturing within 2 years.

21/
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APPENDIX B
SOME IMPLICATIONS OF GROWTH OF THE BANKING SYSTEM OVER TIME
In this study, the estimate of the burden of membership, the
maximum adverse impact of NOWs on bank earnings, and costs to the
Treasury all were based on 1976 interest rates and deposits.

The dollar

value of such magnitudes in the future will, of course, reflect the
overall expansion in the banking system: as deposits grow, the dollar
value of the burden of membership and the impact on bank earnings of
NOW accounts and Treasury costs can be expected to grow.

This

appendix illustrates possible future changes in these factors that
may

emerge if the banking system were to continue growing over the

next five years at about a 10 per cent annual rate (the average
rate
since 1970).
Shown in column 1 of Table B-1 are estimates of the burden
of membership before the reserve release from NOWs is taken into
account for each of the next five years assuming that bank deposits
(and the burden) grow at a 10 per cent annual rate.

In column 2 the

estimated reduction in this burden from lower reserve requirem
ents
against NOW accounts is shown.

These estimates assume that one-third

of household demand deposits are converted to NOWs
after two years and
three-fourths after five years and the reserve requirem
ent against NOWs
is set at 3 per cent.

Column 3 displays the remaining burden of

membership after the reserve release from NOWs is
considered.

The
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Table B-1
THE BURDEN OF MEMBERSHIP OVER TIME
($ millions)

Cost to Treasury

Year

1

From interFrom
est payment
lower
necessary
holdings
to offset
of
Total
securities net burden
shown in (3) (4)+(5)
by Fed
(6)
(4)
(5)

Burden
without
shifts to NOWs
(1)

Change in
burden
due to lower
reserve
requirements
against NOWs
(2)

Net
burden
(1) + (2)
(3)

510

-40

470

18

211

229

211

247

207

272

2

550

-80

470

36

3

605

-145

460

65

4

665

-200

465

90

209

299

480

112

216

328

5

Note:

730

Assumes (a)
(b)
(c)
(d)

-250

Total deposits grow 10 per cent per year.
Reserve requirements against NOWs are 3 per cent; against
demand deposits 13 per cent (approximately the present average).
One-third of eligible demand deposits shift by year 2.
Three-fourths of eligible demand deposits shift by year 5.
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Changing cost to the Treasury of (1) the lower holdings of System
securities and (2) the interest payment required to offset the net
burden of membership is shown in column 6 (the sum of 45 per cent of
columns 2 and 3).
Table B-2 presents a projected path of member bank earnings
reduction from NOW accounts, the interest payment required to remove
the net burden of membership, and the reduction in System earnings
that would result from the shift in household demand deposits to NOWs
assumed in Table 1.

The sum of these three factors, shown in

column 4 of Table B-2, would represent the total reduction in
Federal Reserve earnings if the System were to make interest payments
to member banks that removed the burden of membership and offset the
projected earnings reduction from NOW accounts.

The cost to the

Treasury of this earnings reduction is shown in column 5.

Payments of

interest on reserve balances to achieve the two objectives would be
equal, of course, to the sum of columns 1 and 2 of Table B-2.

If the

System were also to begin Charging for services, total interest
payments on reserve balances would be equal to the sum of columns 1,
2, and the charges levied.
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Table B-2
COST TO THE TREASURY OF REMOVAL OF THE BURDEN OF
MEMBERSHIP AND NOW IMPACTS ON MEMBER BANK EARNINGS
($ millions)

Year

Transition
costs
of NOWs
(1)

1

200

Burden of
membership
(2)
470

Reduction
in System
earnings from
securities sold
(3)

Total
reduction in
Fed earnings
[(1)+(2)+(31]
(4)

Cost to
Treasury
[45 per
cent of (4)]
(5)

40

710

320
432

2

410

470

80

960

3

425

460

145

1030

464

4

395

465

200

1060

477

5

290

480

250

1020

459

NOTE:

Assumptions are same as for Table B-1.
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QUESTIONS FROM SENATOR PROXMIRE FOR CHAIRMAN BURNS TO ANSWER
FOR THE RECORD

You have told the Committee that data deficiencies -lack of deposit and other data from nonmember depository
institutions -- complicates the task of monetary policy.
The bill has a section giving the Board very broad power
to collect reports on deposit liabilities from every
depository institution required to have NOW reserves.
If the data problems are solved isn't the membership
problem solved? Where and what is the evidence that suggests
that any membership problem -- which would impair the conduct
of monetary policy -- would still persist?
Required reserves have several roles to play as things
now stand: we are told that they are important for monetary
policy; they act as compensating balances because they"pay"
for the services provided by the Fed free of charge; and they
are important in the check clearing process for the transfer
of funds among banks. Is it possible to distinguish the
proportion of reserves needed for each function?
Part of the proposed legislation would allow the Fed
to establish special clearing accounts for nonmembers. Why
not unbundle this part of reserves for members? Also, what
proportion of reserves is needed for monetary policy?
Part of the rational for limiting NOW accounts to individuals
seems to be that small businesses and state and local governments
would still be able to use telephone transfers from savings
account to checking accounts in order to keep idle balances
earning interest. If individuals are the major users of
telephone transfer services the introduction of NOW accounts
may result in the elimination of that service and perhaps others
-- at least demand would decline and that could mean that the
service would be less widespread and perhaps unavailable to
small businesses and municipalities. This would be a step in
the wrong direction. Do you have any information which
indicates the types of users of telephone transfers and other
financial innovations?

If NOW accounts are authorized for consumers there will
no doubt be shifts of funds from both demand deposits and
savings deposits into the new NOW accounts. The exact
proportions can't be known beforehand. But these NOW accounts
are transactions accounts, they can be used for payment.
It seems to me that for monetary policy purposes
reserves against them should be the same as those on demand
deposits. Am I right or wrong? If I am wrong will you
please explain the role of reserve requirements in monetary
policy?
The legislation removes the distinction between reserve
city and other banks. Thus there would be no statutory guide
for the graduated reserve requirement structure which now
exists. Should the structure be graduated? What specific
plan does the Board have in mind?
The Board would like to have the lower boundary of the
reserve requirement range on time and savings deposits
lowered to one percent. What would the cost of this be,
and do you think the Treasury would agree to it?
Is there any reason why reserve requirements on small
denomination time deposits should not be fixed at a level
of 1 or 2 percent?
The Federal Reserve has made only small changes in reserve
requirements in the recent past. Does the reduction in
the lower end of the demand deposit reserve requirement
range mean that the Fed will reduce reserve requirements
in the near future?
If the Congress were to give the Federal Reserve the
authority to specify the things allowed in this legislation
without knowing more specifically what the Board has in mind,
we could be greatly surprised. Would you give us some
more specifics?
(1) What rate of interest would you allow to be paid on
NOW accounts?
(2) What ratio of required reserves against NOW accounts
would be specified?

92-747 0 - 77 - 70
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(3) What reserves held at the Reserve Banks would earn
interest?
(4) What rate would be paid on the reserves that earn
interest?
(5) What is your estimate of the shift of funds between
depository institutions that would result from Nationwide
NOW accounts?
(6) What would be the net cost of the legislation to the
taxpayers of the nation?
Dr. Burns you said in your statement that, in time,
depository institutions could be expected to impose service
changes on NOW accounts in an effort to recover at least
part of the costs of offering them. Services charges seem
to be the key element in the question of whether NOW accounts
will result in earnings losses.
If a depository institution is unwilling to charge for
its services why should this legislation offer it any earnings
protection through interest payment on reserves? Would you
call not charging a sound banking practice?
The cost of membership in the Federal Reserve is partially
offset by the free services they receive. In Secretary
Blumenthal's statement a claim is made that smaller banks.
do not even use those services extensively. Why don't they?
How can banks complain about the high cost of Fed membership
and then not take advantage of the benefits of that membership?
The proposed legislation would have interest rate ceilings
on NOW accounts for 3 years after the effective date, but it
would extend the authority to impose interest rate ceilings
on deposits for only the next two years, until December 1979.
What is the reason for this difference in timing? It seems
inconsistent, or alternatively it presumes that interest
ceilings on deposits would be extended automatically when
the new authority expires.
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If interest bearing NOW accounts are a good idea for
individuals, what is the argument that leads to the conclusion
that it would be a bad idea for small businesses, state and
local governmental units, and others? Why shouldn't the
legislation provide for interest bearing demand deposits
for other owners, if not at the same time as those for
individuals shortly thereafter? Would you support the
inclusion in this bill of authority for state and local
governments to hold NOW accounts?
In New Hampshire and Massachusetts the majority of
institutions initially offered NOW accounts and NOW draft
free of charge. However, in the other New England states
services charges were imposed more widely from the beginning.
In your statement you said that the analysis of the Fed's
staff suggested that the transitional burden of NOW accounts
on bank profits is likely to be heaviest 2 to 3 years after
the effective date of the legislation. Is that conlusion
based mostly on the experience of New Hampshire and Massachusetts?
The circumstances there were unusual, why do you think they
would be repeated elsewhere? What has been the experience
during the past year in the other New England states?
Marginal reserve requirements were imposed on large
CD's between June 1973 and December 1974, yet in that period
membership increased by 75 banks. How can you explain this?
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CHAIRMAN OF THE BOARD OF GOVERNORS
FEDERAL RESERVE SYSTEM
WASHINGTON. D. C. 20551

July 28, 1977

The Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D. C. 20510
Dear Mr. Chairman:
I am pleased to enclose responses to the questions
that you posed in your letter of June 22, 1977, in conjunction
with the June 20 hearing on S. 1664 of the Subcommittee on
Financial Institutions.
Sincerely yours,

Arthur F. Burns

Enclosure
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You have told the Committee that data deficiencies--lack of deposit
and other data from nonmember depository institutions--complicates
the task of monetary policy. The bill has a section giving the
Board very broad power to collect reports on deposit liabilities
from every depository institution required to have NOW reserves.
If the data problems are solved isn't the membership problem
solved? Where and what is the evidence that suggests that any
membership problem--which would impair the conduct of monetary
policy--would still persist?
Although greater availability of deposits data from nonmember

institutions would aid in the implementation of monetary policy, it
would by no means resolve problems for the conduct of monetary policy
that are developing as a result of erosion in Federal Reserve membership.
Complete and prompt deposits data from nonmembers may enable
us to determine more quickly what variations have taken place in the
recent past in the relation between reserves and deposits, but they
would not ensure a more predictable relationship between reserves
supplied today, or tomorrow, and the monetary aggregates.

As more and

more institutions become nonmembers, the linkage between reserves and
deposits becomes potentially weaker. The more nonmembers there are,
the greater the likelihood of shifts in deposit flows between members
and nonmembers, the greater the variability in the relationship between
reserves and deposits, and the less the precision of monetary control.
This may be made clear by an example.

Suppose, that nonmembers

hold 5 per cent of their deposits at member banks as correspondent
balances and that member banks hold a reserve of 12 per cent against
these deposits at the Federal Reserve.

The 'average reserve held at

the Fed against total nonmember bank deposits would, therefore, be
about six-tenths of a per cent. (.05 times .12).

In consequence,
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banks, if deposits shift toward nonmembers

any given amount of

reserves supplied would support a much greater level of total deposits
in the country--and vice-versa if deposits shift toward members.
Deposits flows among banks are highly volatile and unpredictable.
As the percentage of deposits at nonmember institutions rises, this
volatility will increasingly entail flows between members and nonmembers,
and, in consequence, a more unpredictable relationship between reserves
and deposits.

Prompt data for nonmembers would be helpful, but would

not completely compensate for the increased erosion of monetary control
as the percentage of deposits at nonmember banks increases.
Another problem for monetary control relates to

the

diminished access to the discount window as the erosion of membership
continues.

The availability of the discount window enables the financial

system to adapt smoothly when demand and supply conditions generate
pressures on credit markets.

The ability of member banks temporarily to

adjust their positions through borrowing at the discount window provides
a much-needed safety valve that facilitates the implementation of
monetary policy in period of strong credit demands.

Erosion in member-

ship would therefore limit the ability of the financial system to
adjust to tightening credit conditions.

With the safety-valve of the

discount window available to fewer and fewer institutions, the ability
of the Federal Reserve to conduct a monetary policy that limits growth
in money and credit to a non-inflationary pace may be unduly restricted.
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Required reserves have several roles to play as things now stand:
we are told that they are important for monetary policy; they act
as compensating balances because they "pay" for the services provided by the Fed free of charge; and they are important in the
check clearing process for the transfer of funds among banks. Is
it possible to distinguish the proportion of reserves needed for
each function?
Part of the proposed legislation would allow the Fed to
establish special clearing accounts for nonmembers. Why not unbundle
this part of reserves for members? Also, what proportion of reserves
is needed for monetary policy?
Total required reserves averaged $34 billion in 1976.

Of this

total, about $9 billion represented coin and currency used in normal
day-to-day operations at member banks, while $25 billion was held on
deposit at Federal Reserve Banks.

In its conduct of monetary policy,

the Federal Reserve influences reserve availability and the banking
system adjusts aggregate deposits until reserve requirements are
satisfied.

Thus, 100 per cent of reserve balances serve the monetary

policy function, regardless of the levels of statutory reserve requirements and the other functions which are served by reserve balances.
The other uses mentioned for reserve balances at Federal
Reserve Banks--"paying" indirectly for System services and providing
a clearing balance--are performed by only a fraction of such balances.
The Board's staff estimates that between 60 and 75 per cent of these
reserves represented the economic cost of System services in 1976.
These services range from clearing paper clicks to providing short-term
adjustment credit at the discount window.
The amount of funds needed to be held for clearing purposes
would vary, of course, with the activity in each bank's account.

A
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large correspondent bank would need to maintain a sizable
balance.
balance, while a smaller bank might need a relatively modest
the
The reserves needed for clearing purposes are, of course, part of
"productive" portion of reserves from the point of view of member
banks and also serve a monetary policy function.
Because member banks reserve accounts are large enough to
cover clearing needs, there is no need at present to "unbundle."
However, in evaluating the burden of membership, the staff has taken
into account the portion of reserves that are either needed or are
in effect compensation for clearing and other services rendered by the
Federal Reserve.
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Part of the rationale for limiting NOW accounts to individuals seems
to be that small businesses and state and local governments would
still be able to use telephone transfers from savings account to
checking accounts in order to keep idle balances earning interest.
If individuals are the major users of telephone transfer services
the introduction of NOW accounts may result in the elimination of
that service and perhaps others--at least demand would decline and
that could mean that the service would be less widespread and perhaps unavailable to small businesses and municipalities. This would
be a step in the wrong direction. Do you have any information which
indicates the types of users of telephone transfers and other financial
innovations?

The Board does not have data indicating the types of users of
telephone transfers and similar innovations.
users are

Regardless of who the

at present, however, these services are unlikely to become

less available to holders of savings accounts after NOW accounts are
introduced.

In the first place, provision of these innovative services

is induced by demand for them from customers of depository institutions.
The institutions provide the services when they conclude it is necessary
to do so to prevent loss of customers to a competitor.

Secondly, and

less importantly, institutions that now provide such services have
already incurred the developmental costs of introducing them, and it is
likely that the cost of continuing to provide the services is relatively
low.

Thus, so long as customers such as State and local governments

demand such services, the services are likely to be provided.
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If NOW accounts are authorized for consumers there will no doubt be
shifts of funds from both demand deposits and savings deposits into
the new NOW accounts. The exact proportions can't be known beforehand. But these NOW accounts are transactions accounts, they can
be used for payment.
It seems to me that for monetary policy purposes reserves
against them should be. the same as those on demand deposits. Am I
right or wrong? If I am wrong will you please explain the role of
reserve requirements in monetary policy?

As I indicated in my letter to you of July 5, it appears that
NOW accounts and demand deposits are similarly used for transactions by
the public; the Federal Reserve's ability to control the sum of the two
would be somewhat enhanced by the same reserve requirements on both.

For

a given availability of reserves, shifts between NOW accounts and demand
deposits would then leave required and excess reserves unaffected.

No

further tendency for expansion or contraction of either type of deposit
would be forthcoming.

However, NOW accounts may also be expected to

contain a sizable savings component, in addition to transactions balances.
From this point of view a reserve requirement closer to the requirement
on savings deposits would be appropriate.
Another reason for the lower reserve requirement range on NOW
accounts than on demand deposits in S. 1664, as I also indicated in
my letter, is that the costs to issuing institutions would be higher for
NOW accounts than for demand deposits, at least during a period of
transition.

To the extent that this cost disparity is reduced as the

transition period comes to an end, reserve requirement differences might
become narrower.

This could be accomplished in the bill because there

is an overlap between the proposed ranges for reserves requirements
on the two types of accounts.
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The legislation removes the distinction between reserve city and
other banks. Thus there would be no statutory guide for the
graduated reserve requirement structure which now exists. Should
the structure be graduated? What specific plan does the Board
have in mind?
The disadvantage of graduated reserve requirements for monetary

control is that shifts of demand deposits between banks with different
marginal reserve requirements alter aggregate required reserves.

For

a given availability of reserves, therefore, excess reserves are
affected, which would in turn tend to produce changes in aggregate
demand deposits--and in money market conditions--as banks begin to adjust
their portfolios to eliminate the undesired reserve surplus or
deficiency.

Thus, the multiplier relating reserve aggregates to

monetary aggregates would be somewhat more unpredictable than it would
be under uniform reserve requirements on net demand deposits.
If the distinction between reserve city and country banks
were removed, it would facilitate attainment of more uniform reserve
requirements.

There are, however, considerations other than monetary

policy that suggest the desirability of a graduated structure of
---- reserve requirements.

Lower reserve requirements would help small banks

in the transition period following the introduction of nationwide NOW
accounts, when these banks--which tend to have a higher fraction of
deposits held by individuals--may experience relatively severe earnings
pressure.

The burden of membership is also greatest for small banks.

Large banks, on the other hand, tend to use Federal Reserve check clearing
and other services more intensively relative to deposit levels than
smaller banks.
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The Board would like to have the lower boundary of the reserve requirement range on time and savings deposits lowered to one per cent. What
would the cost of this be, and do you think the Treasury would agree
to it?
Is there any reason why reserve requirements on small denomination time deposits should not be fixed at a level of 1 or 2 per cent?

The proposed one per cent legal minimum on reserve requirements
on time and savings deposits would increase the Board's flexibility in
conducting monetary policy.

Currently, the Federal Reserve is unable to

effectively reduce reserve requirements on time and savings deposits
because over 5,000 ,of the 5,724 member banks are already at the 3 per
cent legal floor.

Thus, for example, it is impossible to use reserve

requirements to induce most banks to lengthen the maturity of their time
deposits and hence add stability to the banking system.
The impact of reducing the reserve requirement on time and
savings deposits depends on exactly how the reduction is carried out.
Assuming the proposed legal minimum on all time deposits was adopted
and the current reserve requirement schedule on demand and savings
deposits was unchanged, total required reserves at member banks would
fall by $5.5 billion.

Because the release of reserves would result in

-- sales of a like amount of securities by the Federal Reserve, gross
annual Treasury revenue would fall by about $360 million.

However, tax

receipts due to higher commercial bank earnings would raise Treasury
revenue by about $200 million, and hence the net cost to the Treasury
would be about $160 million per year.
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was adopted, the Board could reduce the reserve requirement ratio on
time and savings deposits to one per cent, leaving the reserve requirement schedule on demand deposits unchanged.

This would release an

additional $3.1 billion in required reserves and hence reduce gross
Treasury revenue by a total of about $570 million and net Treasury
revenue by about $225 million.
If, however, the average legally permissible ratio on all time
and savings deposits was reduced to one per cent, but the existing
regulatory structure of time and savings deposit reserve ratios were
maintained, the results would be significantly different.

(This would

permit the existing below 3 per cent reserve ratio on long-term time
deposits to become effective.)

Under this approach, reserve requirements

would fall by $400 million, with over 80 per cent of the reduction at
banks with total deposits less than $100 million.

Gross Treasury

revenue would fall by only $26 million and the net cost to the Treasury
would be only $12 million per year.
With regard to the last part of this question, the Board is
--opposed to a statutory requirement that would fix the reserve ratio on
any single class of deposits and thereby remove the Board's flexibility
for varying reserve requirement in light of changing economic and
financial circumstances.
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The Federal Reserve has made only small changes in reserve requirements in the recent past. Does the reduction in the lower end of
the demand deposit reserve requirement range mean that the Fed will
reduce reserve requirements in the near future?
The reduction in the lower end of the demand deposit reserve

requirement structure is needed because there is no longer any
flexibility, under existing law, for lowering reserve requirements
of the smallest number banks.

Thus, should economic and credit conditions

call for a lowering of reserve requirements, such reductions could not now
be effected at the smallest banks.

These banks currently are also

estimated to bear the largest relative burden of membership.
lower end of the reserve requirement for demand deposits

With the

reduced,

the Board would be in a position to lower reserve requirements should
a downward adjustment in requirements be desirable on monetary policy
grounds.

It would also enable the Board to make a structural adjust-

ment in reserve requirements affecting mainly smaller banks to help
alleviate the burden of membership.

8.

If the Congress were to give the Federal Reserve the authority to
specify the things allowed in this legislation without knowing more
specifically what the Board has in mind, we could be greatly surprised.
Would you give us some more specifics?
(1)

What rate of interest would you allow to be paid on
NOW accounts?

(2)
-

What ratio of required reserves against NOW accounts
would be specified?

(3)

What reserves held at the Reserve Banks would earn interest?

(4)

What rate would be paid on the reserves that earn interest?

(5)

What is your estimate of the shift of funds between
depository institutions that would result from nationwide
NOW accounts?

(6)

What would be the net cost of the legislation to the
taxpayers of the nation?

(1)

S. 1664 limits the rate of interest that can be paid on

NOW accounts (during the three years that the rate can be controlled) to
a rate less than that permitted on passbook savings at member banks.
specific rate has received full consideration by the Board.

No

In any case,

S. 1664 creates an interagency committee to determine the rate that may
be paid.
As I stated in my oral testimony on June 20, the consumer
-- should have the opportunity of receiving an adequate interest payment
on his transactions balances. .However, the consumer does not receive
benefits if transition costs are so high that depository institutions
are endangered or rendered unable to serve their communities.

That is

essentially the reason for proposing that the interest rate on NOW
accounts be lower, for at least three years, than the passbook saving
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Within that constraint, I believe the ceiling

rate on NOW accounts should be set as high as is consistent with the
safety and soundness of our banking system.
.(2)

The ratio of required reserves on NOW deposits is specified

by S. 1664 to range from 3 to 12 per cent.

The Board has not considered

fully the question of the appropriate reserve ratio against NOW balances.
However, the Board generally seeks to reduce the cost of the transition
to nationwide NOW accounts, and therefore
appear; to have certain advantages.

the low end of the range

The ratio in New England has been

3 per cent, and that ratio appears to have worked out satisfactorily.
However, if NOW accounts become available on a nationwide basis, and
hence substitute more widely for demand deposits, it may be desirable
to consider raising the reserve ratio over time as transition pressures
on banks ease.
(3)

Under the terms of S. 1664, interest could be paid on all

required balances held at Reserve Banks.
have not been discussed by the Board.

The details of paying interest

However, the Board probably would

favor techniques that are consistent with the objectives of lightening
the burden of membership, of easing the transition to nationwide NOW's,
and of minimizing the negative impact on Treasury revenues.
(4)

Again, the Board has reached no judgment on this matter.

S. 1664 limits the maximum that can be paid to 10 per cent of the net
earnings of the Reserve Banks for the preceding year.

As I pointed out

in oral testimony, this limitation does not afford adequate flexibility
to deal with NOW transition costs, with the burden of membership, and
with pricing of System services.
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a number of alternative possible plans for payment of interest on
reserves.

Although the staff study does not represent Board policy, it

does illustrate the considerations that must be borne in mind in determining the rate schedule for interest on reserves.
(5)

The Board's staff has estimated that approximately 25 per

cent of the eligible demand deposits converted to NOW account balances
would ultimately be captured by thrift institutions if such accounts
are extended nationwide.

Commercial banks as a whole are assumed to

capture 75 per cent of NOW balances.

There is no reason to assume that

there will be a differential advantage or disadvantage to banks competing
for NOW account balances based on membership in the Reserve System.
(6)

The gross cost ,to the Treasury of the proposed payment of

interest on reserves is limited by the terms of S. 1664 to 10 per cent
of the System's net earnings in the preceding year.

The Board staff

estimates that 55 per cent of that gross payment will be recouped by
.
the Treasury through taxes on the incomes of banks and bank stockholders
The limit in S. 1664 on the gross payment of interest that
--may be made on reserves limits the net cost to the Treasury to an
estimated $270 million annually (based on 1976 Fed earnings) from this
source.

At the same time, the Treasury will obtain additional tax revenues

from interest earned by individuals on NOW accounts.

The amount is

difficult to estimate because interest paid by banks will depend on
the actual interest rate that they offer, on whether there are minimum
balance requirements, and on variations in the mix between interest

92-747 0 - 77 - 71
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rates offered and service charges imposed.

Over the short-run

though--during the transition period--bank earnings may be adversely
affected, and the resultant reduction in taxes will offset for a
time the tax return from interest paid on NOW accounts.

After the

transition period, however, bank earnings will recover and these
tax revenue losses will tend to disappear.

On balance over the long-

run, there would probably be little, if any, net cost to the Treasury
from this legislation as a whole.
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Dr. Burns you said in your statement that, in time, depository
institutions could be expected to impose service charges on NOW
accounts in an effort to recover at least part of the costs of
offering them. Services charges seem to be the key element in
the question of whether NOW accounts will result in earnings
losses.
If a depository institution is unwilling to charge for its
services why s should this legislation offer it any earnings protection through interest payment on reserves? Would you call
not charging a sound banking practice?
Competition for NOW balances might compel an institution,

during the period of transition, to offer NOW accounts with low or
no charges.

During such an adjustment period, earnings would be under

pressure because of the conversion to NOW's.

Undue earnings pressure

could affect adversely the ability of institutions to serve their
communities.

Furthermore, under earnings pressure, banks carefully

re-examine the value of Reserve System membership, as this year's
experience of withdrawals in New England bears testimony.

Absent a

means of offsetting the burden, we would expect a flood of membership
withdrawals in the event that nationwide NOW accounts are authorized.
There are a myriad of ways, all perfectly sound, in which
banks can package and price their services.

In the long run, banks

will price their services in a way that earns a competitive profit.
However, in the short-run, after NOW accounts are introduced nationwide, we expect earnings to dip.

It may be rational behavior on the

part of a bank to try to meet the competition by foregoing service
charges and tolerating a temporary decline in earnings.

I would hope
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The

one-year delay in the effective date and a ceiling rate on NOW accounts
below the passbook savings rate should help to reduce such costs.
Interest on reserves will also help cushion transition problems.

In

any event, whatever bank strategies are adopted in the transition period
to NOW accounts, interest on reserves is needed to alleviate the membership burden.
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The cost of membership in the Federal Reserve is partially offset
by the free services they receive. In Secretary Blumenthal's
use those
statement a claim is made that smaller banks do not even
services extensively. Why don't they? How can banks complain
about the high cost of Fed membership and then not take advantage
of the benefits of that membership.
First, there are reasons besides the opportunity to use System

a desire
services which may motivate a bank to be a member; for example,
motivafor a national rather than a state charter may be an important
tion.

Second, measuring the actual use of system services is not always

the best way to tell if a member values that service or not.

This is

ity
particularly true in the case of the discount window; the availabil
of the window, even if rarely or never used, is viewed as a benefit.
Third, some smaller member banks may choose not to use System services
e
extensively because System-offered services are often not as attractiv
as the package of services offered by correspondent banks.

Correspondent

a conbanks with access to Federal Reserve clearing services provide
venient conduit to those services for their respondents, especially when
does not.
correspondents provide additional services that the System
do not require their respondents
. .....For example, correspondents usually
to be sent
to meet the System requirements for preparation of checks
to Reserve Banks.
Fed.

Instead, the correspondents prepare the items for the

of
Moreover, and perhaps most importantly, there are a host

correspondent banking services not related directly to the payments
tions in loan
mechanism that correspondents can provide (e.g., participa
g).
pools, investment advice, trust services, and management consultin
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11.

The proposed legislation would have interest rate ceilings on
NOW accounts for 3 years after the effective date, but it would
extend the authority to impose interest rate ceilings on deposits
for only the next two years, until December 1979. What is the
reason for this difference in -timing? It seems inconsistent,
or alternatively, it presumes that interest ceilings on deposits
would be extended automatically when the new authority expires.
NOW accounts are subjected by the proposed legislation to an

interest rate ceiling for a minimum of three years.

This period was

chosen because the transition period to nationweide NOW's is expected
to be entering its final phase at about that time.

If necessary, the

ceiling can be reimposed for another three years.
Because NOW deposits are

thought to be most similar to

interest-bearing demand deposits, and because S. 1664 relaxes, in effect,
the existing prohibition against interest on demand deposits, it was
thought appropriate to establish special arrangements at the Federal
level for review of the impact and progress of this structural
change.
The extension of the temporary interest rate control
authority on all time and savings deposits for a shorter period than
the three years proposed for the ceiling rate on NOW accounts does
not necessarily presume a further extension of the over-all temporary
interest rate control authority.

If the temporary interest rate

ceiling authority were not extended at the end of two years however,
the Federal Reserve would still be able to establish ceiling rates
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on savings deposits under its permanent interest rate setting
authority, and hence the Federal agencies would, under S. 1664,
be able to establish interest rate ceilings on NOW's below that
of the ceiling rate on savings deposits at member banks.
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If interest-bearing NOW accounts are a good idea for individuals,
what is the argument that leads to the conclusion that it would
be a bad idea for small business, State and local governmental
units, and others? Why shouldn't the legislation provide for
interest-bearing demand deposits for other owners, if not at the
same time as those for individuals, shortly thereafter? Would
you support the inclusion in this bill of authority for State and
local, governments to hold NOW accounts?

The Board believes that it is important to minimize the transitional costs on banks of conversion of demand deposits to NOW accounts.
That is the reason for initially limiting NOW accounts to individuals.
State and local governments, for example, hold almost $18 billion in
demand deposits that could be converted to NOW accounts if such a
conversion were permitted.

It is expected that State and local govern-

ments would, given the opportunity, transfer the better part of their
demand deposit accounts to NOW's.

Such a large transfer of funds would

add significantly to the earnings pressures commercial banks are likely
to experience during the transition period following the introduction
of nationwide NOW's.

The Board has recommended that individual demand

depositors be given the first opportunity to convert to NOW's because
this depositor group typically has the fewest alternatives in the
-- placement of their funds.

Fairness calls for giving consumers the

opportunity to earn interest on their transaction balances.
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13.

In New Hampshire and Massachusetts, the majority of institutions
initially offered NOW accounts and NOW draft free of charge.
However, in the other New England states, services charges were
imposed more widely from the beginning. In your statement you
said that the analysis of the Fed's staff suggested that the
transitional burden of NOW accounts on bank profits is likely
tobe heaviest two to three years after the effective date of the
legislation. Is that conclusion based mostly on the experience
.of New Hampshire and Massachusetts? The circumstances there
were unusual, why do you think they would be repeated elsewhere?
What has been the experience during the past year in the other
New England states?
The staff's estimate that the worst transition year would be

based
two to three years after the effective date of the legislation was
in part on the experience in Massachusetts and New Hampshire.

It was,

however, recognized that the nationwide transition to NOW's would
differ from that experienced in the original two states.

The head-

start of mutual savings banks in offering NOW's, the record high interest
rates in 1974, and the large share of the household deposit market
controlled by thrift institutions suggested that the competition for
NOW's would be more intense in the two original states than in the rest
of the nation.. Therefore, it was felt that the nationwide adjustment
to NOW's would be shorter than that experienced in Massachusetts and
New Hampshire.
In the four other New England states, the competition by thrifts
for NOW balances has been much less intense than in the two original
states.

Commercial banks, particularly large banks, were early entrants

minimum
into the NOW market and have generally offered NOW's with large
balance requirements.

In addition, thrifts have been much less successful;

for
although NOW's have grown rapidly in these states, thrifts account
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only 15 per cent of total NOW balances.

It appears, therefore, that

banks elsewhere may enter the NOW business under more favorable
conditions than those experienced by the banks in Massachusetts and
New Hampshire.

The transition, therefore, may be both less disruptive

and shorter than,that experienced in the pioneering states.
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14.

CD's between
Marginal reserve requirements were imposed on large
ip
membersh
period
that
in
yet
1974,
December
and
June 1973
increased by 75 banks. How can you explain this?
outThe marginal reserve requirements on the increase in

r
standing CD's only affected member banks (and certain nonmembe
having more than
institutions which participated on a voluntary basis)
finance bills
$10 million in outstanding CD's, commercial paper, and
as of May 1973.

not
Consequently, this increased reserve burden did

apply to any of the de novo banks chartered after that date that joined
thp System.

withdrew
Of the banks that existed prior to June 1973, 68

1973 and
from membership while only 22 joined the System between June
December 1974.

Thus, of those banks which could have been affected

CD requireby the increase in reserve burden caused by the marginal
membership
ments, there was a net attrition of 46 banks from System
in force.
during the 18 months when these requirements were

I believe

made in your question;
this is a more relevant comparison than the one
banks becoming
the banks referred to there represent only de novo
members from June to December 1973.

(The number of de novo banks

through December
becoming members would be somewhat larger if counted
-- 1974).
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, D.C. 20429
OFFICE OF THE CHAIRMAN

July 29, 1977

Honorable Thomas J. McIntyre, U.S.S.
Chairman, Subcommittee on Financial
Institutions
Committee on Banking, Housing and
Urban Affairs
United States Senate
Washington, DC 20510
Dear Mr. Chairman:
We greatly appreciate the opportunity to comment on S. 1873. I strongly
support most of the provisions of the proposed legislation and have no
strenuous objections to any of its provisions. In short, this bill
represents, in my judgment, a package which is both constructive and
viable.
As I indicated in my June 20, 1977 testimony, we at FDIC welcome and
wholeheartedly support the proposal to expand NOW accounts authority
nationwide. Our reasons for strongly supporting this step, of course,
are set forth in my testimony. Not only will this step bring to bank
customers and the rest of the nation the benefit of a new and convenient
service which has been enjoyed by the citizens of New England, but it
will also result in a more efficient allocation of bank resources. The
long run benefits to banks, resulting from direct competition through the
pricing mechanism rather than the implicit payment of interest, will lead
to savings which more than offset any temporary decline in earnings that
may occur in the early months of offering NOW accounts.
In my judgment, Title I of S. 1873 represents a significant improvement
over Title I of S. 1664 in several respects. S. 1664 would have established a mechanism whereby the agencies would set an interest rate
ceiling on NOW accounts and share drafts below the commercial bank
passbook savings rate during a three-year transition period which could
be extended for another three years. However, Section 104 of S. 1873
provides that the maximum interest rate which may be paid by depository
institutions on NOW accounts and share drafts shall be the same as the
maximum rate which commercial banks may pay on passbook savings accounts.
After two years, this rate will be raised to the maximum allowable rate
which thrift institutions may pay on passbook accounts. Thus, at the
present time, the maximum allowable rate would be 5 percent. This
provision replaces a rather cumbersome mechanism, in our judgment,
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whereby maximum rates payable on these accounts would be set by the
agencies during a transition period which might last as long as six
years.
To a limited degree, depositors which are now receiving higher rates
would have been allowed by Section 104(b) of S. 1664 to continue
receiving such rates. That grandfathering provision was aimed primarily
at the New England states where NOW accounts are permitted and where the
maximum permissible rate is 5 percent. The grandfathering provision in
S. 1664 was undesirable because it would have treated depositors in the
same institutions unequally and would have required establishment of yet
another costly and burdensome regulatory apparatus. Allowing institutions to pay the same maximum interest rate that now prevails for NOW
accounts in New England, as provided for in S. 1873, eliminates the need
for any grandfathering provision. In my opinion, this approach is
preferable to grandfathering. The newly drafted Section 104 in S. 1873
is also superior to the parallel provision in S. 1664 because bank
customers in the rest of the country may immediately enjoy the benefit
of receiving the rate of interest which consumers now receive in New
England. This, it seems to me, is appropriate and equitable absent some
overriding consideration.
It has been suggested that concern for bank safety and soundness may
represent such a consideration. In this regard, it is perhaps appropriate
to reiterate the observations which we made in our earlier testimony. The
experience of institutions in New England indicates that thrifts and
commercial banks alike can compete in a wholly safe and sound fashion. At
present, we know of no bank that is on the FDIC problem bank list as a
result of NOW accounts. Some banks offering NOW accounts have suffered an
earnings decline, although it is not clear that NOW accounts are the cause.
Since I testified before your Subcommittee on June 20, our examiners and
economists have analyzed 22 Massachusetts commercial banks which had
negative net current operating earnings before taxes in 1976 to determine
whether NOW accounts were responsible for the earnings difficulties of
those commercial banks. The examiners concluded that bad debts were the
most important factor accounting for negative earnings in these banks.
Specifically, the 1976 earnings loss in 14 of the 22 banks can be blamed
on heavy loan losses, while loan losses were a major contributing factor
in the eight other banks.
These findings are supported by the analysis of our economists. As shown
by the average earnings figures in Table 1 of the banks grouped according
to their involvement in NOWs, no clear-cut relationship exists between
the 1976 earnings of the banks and the proportion of their total deposits
in NOW accounts. Moreover, this seems to be the case irrespective of the
service charge policies of the banks offering NOWs.
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Table 1
Average Earnings Rates of 22 Massachusetts Commercial Banks
Having Negative Income in 1976 Grouped by Ratio of NOW
Deposits to Total Deposits

Ratio of NOW Deposits to Total Deposits,
(December 1976)
a
10% or More
0
10-0%
Earnings on assets

-1.92

-1.36

-1.49

Adjusted earnings on assets

- .01

- .87

.12

7

8

7

Number of banks

The banks not offering NOWs year end 1976.
The earnings are 1976 income before taxes and securities gains and
losses
The adjusted earnings figure reflects 1976 income before taxes and
securities transactions plus the loan loss provision.

Two earnings measures are reflected in Table 1. The adjusted earnings
figure reflects the banks' earnings net of their provision for loan
losses. Such losses are netted out because of the magnitude of their
importance to Massachusetts banks in 1976 and because there is no apparent
reason to expect loan losses to be related to NOW accounts. Neither earnings figure indicates a clear-cut relation between banks' involvement in
NOWs and earnings levels. This conclusion is further supported by the
fact that individual banks' earnings do not cluster around the respective
group avera'ge earnings rate and the fact that the range between the highest
and lowest earning banks does not change substantially across the groups.
Among this group of banks, earnings do not appear to be related to their
NOW account service charge policies. The group average earnings presented
in Table 2 for banks offering NOWs with and without service charges and
for banks not offering NOWs do not differ by a significant amount for
either the adjusted or unadjusted figures. The range of earnings for
individual banks in each group is again broad and overlapping. Even if
greater emphasis is placed upon the unadjusted earnings comparison, the
earnings of the no-service charge bank group is not substantially less
than for the other groups.

S
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Table 2
Average Earnings Rates of 22 Massachusetts Commercial Banks
Having Negative Income in 1976 Grouped by NOW Account
Service Charge Policies

Earnings on assets

No
NOWs

Charge Plan
NOWs

Free
NOWs

-1.87

-1.50

-1.49

.00

- .10

.12

5

10

7

Adjusted earnings on assets
Number of banks

Thus, this comparison of 15 negative income Massachusetts banks offering
NOW accounts with seven negative income banks not offering NOWs reveals
no compelling evidence that NOW accounts are responsible for the lower
earnings of those banks.
In addition, our economists have been conducting a study of NOW accounts
on bank earnings in general. While this study has not yet been completed,
a few preliminary, but tentative, results are available at this time.
Table 3 shows average earnings rates before taxes for 136 Massachusetts
commercial banks in existence from 1970 through 1976. Average earnings
are also shown for banks grouped according to whether they offer NOW
accounts and, if they do, whether they levy service charges.
Table 3
The Earnings Performance of Massachusetts Commercial
Banks in Existence from 1970 through 1976

Year

Bank Group

1972

All banks

1974

All banks
Non NOW
NOW-No Service Charge
NOW-Service Charge

Number
of
Banks
136 ,
136
94
9
33

Earnings as
Percent of
Assets*

NOWs as
Percent of
Total Deposits

.982
1.024
.987
1.124
1.104

.53
0.00
2.93
1.36
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Table 3 - (cont'd.)
The Earnings Performance of Massachusetts Commercial
Banks in Existence from 1970 through 1976

Bank Group

Year

Number
of
Banks

Earnings as
Percent of
Assets*

NOWs as
Percent of
Total Deposits

1975

All banks
Non NOW
NOW-No Service Charge
NOW-Service Charge

136
46
24
66

.670
.739
.625
.639

0.00
8.53
4.38

1976

All banks
Non NOW
NOW-No Service Charge
NOW-Service Charge

136
31
21
84

.359
.227
.068
.482

0.00
11.21
8.84

*Measured on a before tax basis and expressed as an unweighted average for
all banks in each group.
Although earnings declined substantially in 1975 and 1976, there is little
difference among the average earnings rates of banks offering NOWs and
banks not offering NOWs. In fact, in 1976 the 84 banks offering NOWs and
levying a service charge had an average earnings rate more than double that
of the 31 banks not offering NOWs, even though the proportion of total
deposits in NOWs more than doubled from 4.83 percent in 1975 to 8.84
percent in 1976. Not surprisingly, the 21 banks offering free NOW accounts
had the worst earnings, demonstrating that paying 5 percent interest without charging for services may well adversely affect earnings. It should
ed
be noted that there is movement away from free NOW accounts as demonstrat
by the decline from 24 such banks in 1975 to 21 in 1976 and that banks
offering NOWs for the first time during 1976 decided to levy service
charges.
of the
Preliminary statistical results of a staff study of the impact
policies
proportion of NOW deposits to total deposits and service charge
on earnings before taxes suggests that earnings may decline as the
percentage of total deposits that are NOWs increases. For each percentage
point increase in NOW deposits to total deposits, earnings before taxes
expressed as a percentage of total assets decline approximately .081 in
10
the 21 banks offering free NOW accounts, .018 in the 12 banks charging
a
or 15 cents per NOW account draft and .023 in the 72 banks requiring
minimum NOW account balance and levying some kind of monthly charge and/or
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other types of service charges. Our economists point out that tests of
the accuracy of the .018 and .023 earnings declines indicate that they
well could be zero, in which case earnings would not be affected at all
by the amount of NOW accounts. Based on these preliminary statistical
results, figures in Table 4 show the simulated earnings impact of NOW
accounts at selected percentages of NOWs to total deposits. Regardless
of service charge plan, all banks offering NOW accounts have higher
earnings than banks not offering NOW accounts up to a figure of 10
percent of total deposits in NOW accounts. Thus, even though earnings
appear to decline somewhat as more deposits are converted to NOWs, it
appears that banks offering NOWs have been able to achieve operating
efficiencies that have improved earnings and this has offset some or all
of the earnings decline related to NOWs.
Table 4
Simulated Earnings Impact of Increases in NOW Deposits
as a Percent of Total Deposits
NOWs as
Percent of
Total Deposits

0
2
5
10
15
20
25

Non-NOW
Banks

NOWs
No Service
Charge

NOWs
10c - 15c
per Draft

NOWs
Other Service
Charge Plan

.227

1.058
.896
.653
.247
- .158
- .564
- .970

.938
.902
.847
.757
.666
.576
.486

.637
.590
.521
.405
.289
.173
.057

Mean Earnings Rate
Number of Banks

.227
31

.068
21

.766
12

.434
72

NOW/Total Deposits

0.00%

11.21%

9.49%

8.73%

The results of this analysis of the Massachusetts experience demonstrate
the importance of establishing rational pricing mechanisms to recover
operating costs incurred in providing NOW account services. In this
regard, there is further evidence that Massachusetts may represent a
worst-case situation for evaluating the impact of NOW accounts on bank
earnings. While 80 percent of Massachusetts commercial banks offering
NOWs levied service charges at the end of 1976, comparable figures were
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were 84 percent in New Hampshire, 92 percent in Connecticut, 87 percent
in Maine and 100 percent in Rhode Island and Vermont. Similar figures
for mutual savings banks were 29 percent in Massachusetts, 32 percent in
New Hampshire, 81 percent in Connecticut, 88 percent in Maine and 100
percent in Vermont. In addition, service charge plans in Connecticut,
Maine, Rhode Island and Vermont commercial banks have encouraged high
NOW account balances ranging from $3,500 to $5,700 versus approximately
$2,000 in Massachusetts and New Hampshire. Accounts with high balances
generally are more profitable than accounts with low balances.
In my June 20 statement I summarized the results of staff analysis aimed
at assessing the nationwide impact of NOW accounts on depository institution earnings. A copy of this study, which was based on the provisions
in S. 1664, is attached. In its study, the staff concludes that under
the worst case, Federal Reserve member bank earnings would decline by 5
to 10 percent at most over a 2 to 3-year transition period and nonmember
bank earnings would decline no more than 15 to 20 percent. A reevaluation
of the earningsimpact of NOWs based on the changes in Title II of S. 1873
does not alter these conclusions. The main difference between the two
bills is that the small-to-medium size member banks benefit to a greater
extent under S. 1873, primarily because of greater reserve requirement
reductions.
I hasten to underscore that these projections represent what amounts to
a worst-case scenario, many of whose assumption are deemed extremely
unlikely by our staff. Moreover, even though the Board of Governors'
estimate of a 5 percent decline in earnings is conservative and reasonable
compared to other studies, I do not concur with their judgment that this
would pose a serious threat to safety and soundness. A 5 percent decline
or even greater in individual banks is not disastrous unless prolonged.
The Board of Governors' study indicates that earnings declines will
diminish after a transition period. I personally believe that the
transition period may be a short one indeed. The experience in New
England has provided a great deal of information which should prove
valuable in helping other institutions around the country to phase in NOW
accounts with minimal disruptive effects.
Those who forecast the eruption of a pricing war among institutions as they
compete for NOW deposits overlook certain important facts. The New England
experience has demonstrated the existence of considerable depositor loyalty.
In other words, a customer tends to establish a NOW account at the institution with which he has had a long standing relationship. Furthermore,
institutions offering free NOW accounts tend to attract active accounts
with small balances. Such accounts are very costly to handle. Many
institutions have discovered that losing these accounts has not diminished
their market share much because of their small size, and may actually have
helped to improve the institution's overall profitability.
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Similarly, no analysis I have seen to date takes into account the savings
that will ultimately accrue to financial institutions as a result of the
payment of explicit rather than implicit interest on transactions accounts.
Free or below-actual-cost checking encourages inefficient use of resources
because depositors have no incentive to economize on check writing. In
addition, payment of competitive interest rates will lower some operating
costs by reducing the need to transfer funds between checking and savings
accounts. In fact, many depositors will no longer find it necessary to
maintain separate checking and savings accounts. Some institutions have
already reduced the accounting cost burden by adopting single statement
plans. Nevertheless, merger of accounts would reduce record keeping
requirements and, in so doing, reduce operating costs. Accordingly, the
long-run benefits to many institutions will substantially more than offset
any short-term dislocations that result from the introduction of NOW accounts.
Finally, it must not be overlooked in evaluating S. 1873 that the immediate
benefits which will accrue to the banking system under the provisions of
Title II, either through the payment of interest on reserves or the
lowering of reserve requirements, would result in increased revenues to
commercial banks tending to offset the level of losses projected by the
Federal Reserve as the immediate consequence of the introduction of NOW
accounts. Of course, member banks would enjoy the bulk of these benefits.
It is important to remember that the benefits of Title II would extend
indefinitely while any negative impact of NOW accounts is transitory and
short-lived.
Title II of S. 1873 does involve two very important features pertaining
to reserve balances with the Federal Reserve System. It would require
that nonmember institutions maintain reserve balances on NOW accounts equal
to those applicable to member bank NOW accounts, with provision for such
requirements for nonmembers to be phased in over a four-year period.
Title II, devised in large part because of Federal Reserve concern with
attrition from the System, would also allow the Federal Reserve to use 5%
of its income in a given year to pay interest on required reserves,
including reserves which must be kept on NOW accounts, and would allow
the Federal Reserve to lower reserve requirements to a certain extent.
As I indicated in my earlier testimony, I believe that the reserve
provisions of the proposed legislation could have significant implications
for the banking system that need to be examined carefully. I do not oppose
the payment of interest on reserves by the Federal Reserve although I
would prefer to see Congress deal with that issue separately from NOW
accounts. I do oppose that provision of Title II that imposes reserve
requirements on NOW accounts of nonmember institutions. The extension of
such requirements for monetary control purposes, as I have indicated
earlier, is not supported by the weight of available evidence. The thrust
of the evidence to date suggests that the monetary problem is one of
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adequate data and proper estimation procedures rather than reserve
requirement jurisdiction. And, even if the case could be sustained for
the proposition that uniform reserve requirements are necessary for the
effective conduct of monetary policy, certainly the requirement of
uniform reserves on NOW accounts would not achieve the desired effect.
The subject of the relationship of nonmember institutions with the Federal
Reserve is one on which I have an open mind but one which I believe should
be dealt with carefully and with reasoned study.
Title III of S. 1873 would extend to December 15, 1980, the flexible
authority to impose interest rate ceilings on deposits. Although I do
not strenuously object to such an extension of Regulation Q authority, I
wish to reiterate the point I made in my previous testimony. Regulation
Q interest rate ceilings are an inefficient means of assisting housing
and assuring the stability of thrift institutions. Furthermore, these
ceilings impose inequities on small savers. In my judgment, the proper
focus of attention should be upon how and when to terminate interest rate
ceilings. Another temporary extension of the rate ceiling setting
authority does not come to grips with the issue. Certainly, I am not so
unrealistic as to believe that the movement toward market pricing of
deposits can be accomplished overnight. However, I do believe that it is
important that we all work together to establish a meaningful phase-out of
interest rate controls in a context that safeguards financial institutions.
Title IV of S. 1873 provides a federal chartering option for mutual savings
banks. This step is long overdue and one which I support wholeheartedly.
In my judgment, mutual savings banks and their customers should not be
denied the considerable benefit that might derive from their ability to
choose either a state or federal charter. The regulatory choice that is
afforded commercial banks and savings and loan associations is a unique
and positive future of American financial regulation, and one that should
not be denied to mutual savings banks.
However, notwithstanding my strong support for this provision, I would
like to suggest two changes. First, I do not favor restricting the
federal chartering option geographically, nor do I favor limiting
this option to existing institutions. Second, although mutual
savings banks may appear to many to be like savings and loan associations,
in several states they have many powers similar to those possessed by
commercial banks. Furthermore, I should like to reiterate that the FDIC
has had more than 40 years of experience in examining and supervising the
mutual savings bank industry--experience which would be most useful to a
chartering authority. It seems to me that there is a strong case for the
FDIC being the federal chartering authority for mutual savings banks.
From the standpoint of federal regulation of financial institutions, the
FDIC plays a unique role in that it regulates both commercial banks and
thrift institutions. Responsibility for this dual constituency tends to
insure a balanced regulatory perspective. Finally, as I expressed to the
Subcommittee in my testimony of June 20, the transfer of insurance funds
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from the FDIC to the FSLIC would have imposed substantial problems.
Consequently, I am pleased that this provision does not appear in S. 1873.
Title VI of S. 1873 increases the deposit insurance limitation on IRA and
Keogh accounts to $100,000 in commercial banks, mutual savings banks,
savings and loan associations and federal credit unions. I have no
objection to this provision. In fact, I think a strong argument can be
made that increased insurance is desirable for IRA and Keogh accounts
because they serve as a substitute for pension funds, and an individual
should not have to worry about the safety of funds being saved for use in
his retirement.
In conclusion, I would simply reiterate that we at the FDIC stand ready to
assist you and your staff in whatever fashion you deem appropriate.
Sincerely,

72z_

George A. LeMaistre
Chairman
Enclosure
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The Transitional Impact
of NOW Accounts Nationwide on Earnings
of Federal Reserve Member and Nonmember Banks:
A Summary
Congress is currently considering the extension of NOW account powers to depository
institutions nationwide. In their deliberations, concern has been expressed over
the extensions transitional earnings impact on the nation's commercial banks
generally, as well as on banks of particular size and Federal Reserve membership
status.
The present study projects the transitional earnings impact on commercial banks,
pursuant to enactment of legislation extending NOW account powers nationwide and
enabling interest payments on required reserve balances at the Federal Reserve
banks, legislation along the lines of S.1644--the Administration's initial
proposal for nationwide N0Ws. The pre-tax earnings impact is projected for different classes (member and nonmember) and asset size categories of banks. The
projections are based upon alternative assumptions regarding NOW account interest
rates and service charges, as well as the rate at which eligible demand deposits
would be converted to NOW accounts.
The conclusions in the study depend to a great extent upon the authors' conception
of the likely scenario of events following nationwide NOW legislation. This
scenario employs the following assumptions, which are based largely on the NOW
account experiences in New England and on certain provisions in S.1664. The
principal assumptions are a 5 percent NOW interest rate with the imposition of
service charge increases or a 2.5 percent interest rate with no service charge,
a 35 to 50 percent conversion rate of eligible demand deposits to NOW accounts,
and 75 percent retention of the converted deposits by the commercial banks.
The conclusions from the earnings impact analyses are as follows:
1.

NOW legislation nationwide is not expected to have substantially adverse
effects on bank earnings in the transition period. Pre-tax earnings are
projected to decline by 10 percent for nonmember and 2 percent for member
banks. These outcomes are expected under the above assumptions of the
most likely scenario and allowing for income offsets from the payment of
2 percent interest on required reserves with the Federal Reserve System
and from earnings on freed reserves from a 5 percent NOW reserve requirement. Without both offsets, the earnings declines projected for members
and nonmembers are quite comparable. Largely responsible for the relatively
small declines is the belief that rational pricing of NOW accounts would
accompany their extension nationwide, as is the current situation at
commercials in New England. Were this not the case, the decline expected
would be of a more substantial magnitude.

2.

NOWs nationwide are expected to impact the earnings of member banks in
different size categories at roughly the same level, even with the
payment of 2 percent interest on reserves. Thus, criticism that the
reserve interest provisions of such a bill would represent a substantial
"windfall" to the largest member banks is not borne out by the analyses.
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3.

The relative effects on bank
analysis are as follows:

earnings from the various components of the
for more than 90 percent of the
imposition of NOW service
to the incremental interest
banks in the transition period.

a.

NOW interest payments are responsible
expected earnings decline. Thus, the
charges would be a substantial offset
expense for both member and nonmember

b.

The other important income offset to the projected NOW-re]ated
earnings decline is the interest payment on reserve balances at the
Federal Reserve. The income from a 2 percent interest payment on
reserves is 4 times greater than the income offset resulting from
the assumed lower reserve requirements on NOW accounts. That 2
percent interest payment would nearly offset the member banks'
projected earnings decline under the most likely scenario's assumptions.
However, such interest payment would not benefit nonmember banks
because they are not expected to have NOW reserve balances at the
Federal Reserve. Their present vault cash holdings, which count toward
required reserve balances, would exceed the reserve requirements on
NOWs at even a 12 percent rate.

c.

NOW reserve requirements would have a negligible earnings impact on
the banks. Requirements of even as much as 12 percent on member or
nonmember bank NOW deposits would not greatly impact earnings. Member
banks' earnings would not be affected if NOW reserve requirements were
set at present net demand deposit levels. A requirement of 5 percent
would provide approximately a 15-20 percent offset to the projected
earnings decline of member banks. Nonmembers' earnings would not be
impacted even with 12 percent reserve requirements, due to their
vault cash position.

Translated into dollar amounts, a 5 percent payment of interest on NOW accounts
under what we consider to be the most reasonable scenario would result in approximately $682 million reduction in earnings for member banks. Under the provisions
of S. 1664, the earnings on freed reserves and interest payment on all reserves
held at Federal Reserve banks would result in offsets to the above decline of
$134 million and $452 million, respectively. Together, these offsets would
neutralize $586 million of the $682 million reduction in earnings from the maximum
payment of interest on NOW accounts for the first 2-3 years transition period
(1978-1980). Under S. 1873, the earnings on freed reserves and interest paid on
NOW reserves held at Federal Reserve banks would be $366 million and $70 million,
respectively. Although the sum of the these offsets ($436 million) is $150 million
less than under S. 1664, a provision of S. 1873 is that a maximum of 5 percent of
the Fed's net earnings in the previous year can be paid on required reserve balances,
or $300 million in 1976. The Federal Reserve calculates that this provision would
allow an additional $167 million to be paid member banks by 1980, after payment
of interest on NOW reserves of nonmember banks. Thus, the impact of S. 1664 and
S. 1873 would have approximately the same aggregate impact on the NOW burden of
member banks over a 2-3 year transition period. The main difference between the
two bills is that the small-to-medium size banks benefit to a much greater extent
from earnings on freed reserves and interest paid on required reserves under S. 1873
primarily because of lowered reserve requirements.
The conclusions of the analysis regarding nonmember banks do not change under
S. 1873.
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The Transitional Impact
of NOW Accounts Nationwide on Earnings
of Federal Reserve Member and Nonmember Banks
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The purpose of this study is to estimate the transitional impact on the
earnings of commercial banks pursuant to the enactment of a bill authorizing
NOW accounts to be offered nationwide and interest paid on reserves held at
'Federal Reserve banks.

The earnings impact on commercial banks will be esti-

mated for institutions of different sizes and Federal Reserve membership status.
The analysis is based on an assumed one year delay between implementation of
nationwide NOW accounts and enactment of the bill.
Assumptions of the Analysis
In order to estimate the earnings impact over a two year period subsequent
to the nationwide authorization of NOW accounts for depository institutions, the
following assumptions are made:
Interest Rates on NOW Accounts and Service Charges
Four assumptions are employed with regard to the NOW account interest rates
and service charges.

2.5 percent interest was selected because it approximates

the 2-3 percent frequently mentioned as the ceiling rate likely to be established
at the outset of the NOW expansion nationwide to ease the transition.

Five percent,

the current rate in New England states and the passbook ceiling for commercials,
provides a basis for comparison.

Moreover, virtually all institutions in New England

move immediately to the 5 percent ceiling rate upon offering of NOW accounts.
Two assumptions regarding NOW service charges of commercial banks are
applied to each assumed interest rate.

One assumption is that service charges

are increased to 2.5 percent on average balances to fully cover the operating
costs associated with NOW accounts (eliminating a 2.5% implicit rate).

For the

NOW account interest rates of 5 and 2.5 percent, the imposition of such service
charges makes the net incremental cost of fund switches from commercials' checking to NOW accounts equivalent to 2.5 and zero percent, respectively.

The
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alternative assumption is that service charges do not increase.

Under this

assumption, the rates of 5 and 2.5 percent represent the net incremental costs on
NOW accounts.

Therefore, the outcome for the 5 percent rate paid, with NOW accounts

fully service-charged, is the same as a 2.5 percent rate with no increase in service
charges.

Conversion Rate of Personal Demand Deposits to NOW Accounts
The range of 15 to 50 percent conversion of personal demand deposits to NOW
accounts used in our simulations reflects the extremes generally used in other
major studiesi and our expectation based upon estimates from the'NOW account
experience in New England.

In Massachusetts, the estimated conversion rate

after two years of the NOW account experiment was approximately 29 percent, and
the three year rate was 55 percent.

In Maine and Connecticut, the two recently-

authorized NOW states, the rates estimated for their eight month experiences
were 29 percent and 16 percent, respectively.
The Massachusetts experience may provide some indication of the maximum
conversion to NOWs likely to take place nationwide.

I

The 55 percent conversion

rate in Massachusetts took place in a highly competitive environment with no or
low service charges on NOW accounts over the first couple of years and interest
ceiling rate.
payments on NOW accounts at the 5 percent

Although the payment of

service charge would contribute to a high
5 percent interest on NOW accounts and no
conversion rate nationwide, a number of considerations suggest that the conversion
rate would not exceed 50 percent.

First, the tight money markets during periods

of disintermediation undoubtedly contributed to the high conversion rates to
NOW accounts that took place in Massachusetts in order to stem deposit outflows.

1
and Woods, Inc.,
See the studies, Now Account Implications by Keefe, Bruyette
and
Potential Impacts of NOW Accounts on Utah Banks by Golembe Associates,
Reserve Board
The Impact of Payment of Interest on Demand Deposits a Federal
Staff Study.
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Secondly, the degree of competition between commercials and thrift

is probably

more substantial in New England than the rest of the country due to the predominance of mutual savings banks in New England.

Moreover, to the extent

that pooling of commercial banks' checking and savings account funds into NOW
accounts and shifting of thrift savings balances into commercial NOW accounts
took place, the estimated 55 percent conversion rate to NOWs in Massachusetts
is likely to have an upward bias.
The roughly 20 percent conversion rate that has occurred in Maine and
Connecticut would somewhat overstate the minimum conversion rate that is likely
to occur nationwide over a two-year period.

The minimum conversion rate to be

expected nationwide is approximately 15 percent.

This is likely to occur in an

environment where interest of 2-1/2 percent is paid on NOW accounts and service
charges are increased to completely offset the interest payments.

With a more

likely scenario of a 5 percent interest rate on NOW accounts and an increase
in service charges equal to 2.5 percent of average balances, a 35 percent
conversion rate would be expected.

This estimate is between the 20 percent 1

conversion rate in Maine-Connecticut over only an eight month period during
which service charges have existed, and the 3 year 55 percent conversion rate
in Massachusetts-New Hampshire where the movement to service charges has
occurred principally in the third and fourth years following federal authorization of NOW accounts.

Retention Rate by Commercial Banks
It is assumed in the analysis that commercial banks will retain at least
75 percent of personal demand deposits Which are converted to NOW accounts.
The remaining 25 percent will be shared among mutual savings banks, savings and
loan associations, and credit unions.

The retention rate assumption employed

in our analysis is largely based upon the New England NOW experiences.

From year-

end 1975 to 1976 in Massachusetts, New Hampshire, Maine, and Connecticut, the
commercial banks were able to acquire 70 to 75 percent of all funds converted to
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NOW accounts.

This rate is expected to be an accurate reflection of the

retention rate by commercial banks nationwide for two reasons.

First, the

competitive position of commercial banks vis-a-vis thrift institutions is
generally stronger outside New England.

Secondly, commercial banks can be

expected to compete for NOW accounts at the outset rather than following the
Massachusetts-New Hampshire experience where commercial banks did not-actively
. compete for NOW funds during the first year or so of the Experiment.

In fact,

the first year of the NOW account experiment in Massachusetts and New Hampshire
was the only time that the commercial banks' retention of deposits which were
converted to NOW accounts was less than 75 percent.
The banks are assumed to lose 1:5 percent in net earnings for each demand
deposit dollar converted to thrifts' NOW accounts.

The 1.5 percent yield is

employed in other NOW impact studies.
Interest Payments on Reserves at Federal Reserve Banks

A 2 percent interest rate is assumed to be paid on required reserves held at
Federal Reserve banks.

This percentage is in accord with the provisions in the

Administration proposal (S.1664) regarding the maximum aggregate interest payment
which the Federal Reserve could make on required reserve balances at the Federal
Reserve banks and the present volume of such reserves.
Reserve Requirements on NOW Accounts
The maximum reserve requirement expected to be imposed on NOW accounts
for member and nonmember commercial banks is 5 percent during the first couple
of years of the transition period.

This rate is based on the assumption that a

low rate will be imposed to help cushion the earnings burden on member banks
and stem membership attrition somewhat.

A 5 percent reserve requirement is

assumed to be the maximum rate that would be imposed on nonmember banks as a
consequence of the Administration's proposal that nonmember institutions meet

only 25 percent of NOW reserve requirements during the first year and 50 percent
during the second year of NOW accounts.

If the actual reserve requirement on

NOW's were unchanged from current levels on demand deposits, the effective rate
for nonmembers would approximate 5 percent.

Use of this maximum 5 percent for

nonm, ,r banks enables a determination of whether those banks would have to
adjust their asset portfolio in order to meet such a requirement.
Funds released as a result of lower reserve requirements being imposed
on NOW accounts than on demand deposits are assumed to earn a 6 percent net .
rate of return for the member banks.

The Results
Tables A and B report the simulated earnings impact on the average member
and nonmember banks in various size categories during the first two years in
which NOW accounts are offered nationwide.

The simulations reflect alter-

native assumptions regarding interest rates on NOW accounts, service charges,
and conversion rates from personal demand deposits to NOW accounts.2 ,Based or
the available results from the New England NOW account experience, the set of
assumptions believed most applicable in determining the earnings impact of
nationwide NOWs during the two-year adjustment period are:
1.

Interest rates.

Depository institutions are expected to pay

an interest rate of five percent, if granted the authority, on
their NOW depoSits.

In all the New England states, virtually

every institution paid the 5 percent ceiling rate immediately
upon offering NOWs.
2.

Service charges.

It is expected that banks will increase

service charges to approximately 2.5 percent on average balances

2
Appendix Table A reflects the simulation calculation for an average member
bank in the $25-50 million asset category under the "worst case" assumptions.
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to cover the operating costs associated with NOW accounts.

The

percentage of NOW-offering commercial banks imposing a service
charge plan was 80 percent in Massachusetts and 84 percent in New
Hampshire at year-end 1976.

Similarly, 87 percent of the commercials

offering NOWs in Connecticut and 83 percent of those in Maine
imposed service charges on NOW accounts by December 1976.

Since

the pressures exerted by thrifts in competing for household financial resources are not as substantial in the rest of the country
as they are in New England, banks will be even more inclined to
impose service charges than the New England experience suggests.
For example, nearly 60 percent of the depository institutions in
New England are savings and loans or mutual savings banks, whereas
they account for less than 30 percent of all institutions nationwide.
In terms of total assets, the thrifts in New England comprise 54.5
percent of assets at all institutions in the six states.

On the

other hand, savings and loans and mutuals account for 32.5 percent
of total assets at all institutions nationwide.
3.

Conversion rate.

Based on the above interest rate and service

charge assumptions and on the conversion rates observed in the New
England states, a conversion of 35-50 percent of personal demand
deposits to NOW accounts is expected.

This is between the Massa-

chusetts experience and the conversion rates in Maine-Connecticut.
The estimated conversion rate in Massachusetts after three years
of NOW accounts was 55 percent, and conversion rates of 29 and 16
percent were estimated for institutions in Maine and Connecticut,
respectively, for their eight-month experiences with NOW accounts.
4.

Retention rate.

Commercial banks are expected to retain at
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least 75 percent of the personal demand deposit funds which are
converted to NOW accounts.

As indicated previously, this is the

retention rate in New England, where thrift competition is greater
than in the rest of the nation as a whole.
Earnings Impact on Nonmember Banks (Table A)
The impact on earnings of nonmember banks results entirely from the costs
associated with NOW accounts.
accrue to the nonmembers.

That is, no income offsets to earnings declines

One reason is that the effective NOW account reserve

requirement for nonmembers is expected to be only slightly less than the requirements presently imposed by most states.

The other is that they will re-

ceive no interest payments from the Federal Reserve since they will not have
to maintain balances at Federal Reserve banks or correspondent member banks
at a 5 percent reserve requirement on NOWs.

Nonmember banks' present vault

cash holdings for normal operating procedures, for all bank size categories,
are sufficient to meet a 5 percent reserve requirement on NOW balances, without
placing reserves directly or indirectly with the Federal Reserve.
Except for terms of 2.5 percent interest on NOWs and the same service
charge increases, where the effects on earnings are negligible as expected, the
projected earnings declines range from 3 to 28 percent.

The exact impact

depends upon the assumptions made regarding interest rates on NOWs, service
charge policies and conversion rates.
For each set of assumptions, there is little difference in the earnings
impact among nonmember banks of different size.

However, very small banks

($1-5 million) and large banks (over 8100 million) suffer somewhat greater
earnings decline.
Under a "worst case" scenario, with 5 percent interest on NOWs, no service
charge offsets, and a -35-5O percent conversion rate, the average nonmember bank
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-8may experience as much as a 20 percent decline in earnings over the first
couple of years.
very small banks.

The decline would be slightly larger for the very large and
The assumptions of this scenario are most likely to occur

during tight money market periods when intense competition for NOWs would
prevail, as in the first years of NOW accounts in Massachusetts and New Hampshire.
A more likely scenario is that commercial banks will have learned from
the NOW account experience in New England and will move to more ratiorial
pricing of NOW account services if an interest ceiling on NOWs of 5 percent
is permitted.

In the instance of 5 percent interest on NOWs and increases in

service charges, even a 35-50 percent conversion rate would result in a 10
Again, large and

percent decline in earnings for the average nonmember bank.

small institutions would suffer slightly greater earnings declines.
Earnings Impact on Member Banks (by bank size) Table B
In general, the earnings declines are lower than for nonmember banks.
Under certain assumptions, bank earnings are projected to increase, primarily
as a result of gains from reserve requirement adjustments and interest on
reserves at the Federal Reserve.

I

In all our estimates, member banks have

reserves at the Federal Reserve which would be freed as a result of a lower
reserve requirement likely to be imposed on NOWs (5%) than on net demand
deposits (currently graduated upward from 7% to 16-1/4%).

These freed reserves

are assumed to earn a 6 percent net portfolio yield.
Except for the smallest member banks (less than $10 million), the earnings
impact does not differ much over the various size categories.

The large impact

on earnings for banks of less than $5 million is due to the extremely small
pre-tax earnings base upon which the changes are computed.
Under the "worst case" scenario of 5 percent interest on NOWs, no service
charge offsets, and a 35-50 percent conversion rate, the average member bank
may experience approximately a 10 percent earnings reduction after the first
couple of years.

The reduction for the very small member banks (less than $10
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million) is estimated to be considerably larger, however.

On the other hand,

the largest member banks (over $1 billion) are estimated to experience a smaller
than average reduction in earnings (5-10%).
The more likely scenario of 5 percent interest on NOW accounts, 2.5 percent
increase in service charges on average balances, and 35-50 percent conversion
rate would result in considerably lower earnings declines for member banks of
all size categories.

On average, the earnings declines are estimated atless

than 5 percent without much variation among size categories.
exception is for banks of less than $5 million.
Over a 50 percent decline in earnings.

The only notable

These institutions may suffer

However, this decline

half the esti-

mated loss under the "worst case" scenario.

Components of the Earnings Impact Analysis
are
In our analyses, four effects of NOWs on earnings of member banks
identified.

The two contributing to a decline in earnings are the incremental

expense resulting from interest payments on transactions balances in NOW

I

accounts and the earnings loss due to the outflow of funds from commercials'
demand deposit accounts to thrifts' NOW accounts.

The two income offsets in

the interest
the analyses are the incremental earnings from freed reserves and
payment income on required reserve balances at the Federal Reserve.
p. 7,
_ While neither income offset is available to nonmember banks, see
our
three factors may contribute to earnings declines at the nonmembers in
analysis.

Two are of course those affecting declines for the member banks,

to thrifts.
i.e., NOW interest expense and earnings losses due to funds outflows
The additional factor is that nonmembers may incur further earnings declines
if it is necessary to reduce their earning assets in order to meet the reserve
requirements on NOW accounts.

As previously stated, our analyses indicate

that the average nonmember bank would not have to make this adjustment because

92-747 0 - 77 - 73
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of its vault cash position vis-a-vis the required reserve balances.
The iMportance of the combined earnings decline factors relative to the
individual income offsets are reflected for member banks in Table C.

These

simulations are based upon the worst case assumptions, as indicated in the
table.

Clearly the earnings decline before allowing for income offsets is

greatest for the small banks (less than $10 million) and large banks, with
the exception of bunks having assets exceeding $1 billion.
The 2 percent interest payment on reserves offset is 3-6 times larger
than the offset from earnings on freed reserves.3

As a percentage of the

earnings decline shown in line 1, interest on reserves is a larger offset
for banks over $25 million.

The percentage figure rises from 19 and 23 percent

for the smallestsize categories to approximately 30 percent for banks in the
larger size categories.
with bank size.

The combined income offsets also varies positively

Again expressed as a percentage of the earnings decline in line 1,

the income offsets rise from 21 and 28 percent for the smallest size classes
to roughly 40 percent for the largest banks (assets in excess of $100 million).
The income offset reflected in Tables B and C from the payment of 2 percent
interest on reserve balances at the Federal Reserve was also computed as a
percentage of the member bank's average before-tax earnings.
the interest offset ranged from 6 to 7.5 percent of earnings.

On that basis,
For more likely

scenarios than the worst case on which the 6 to 7.5 percent of earnings offset
is based, i.e., lower conversion rates, NOW interest rates, etc., this offset
to earnings ratio remains the same or rises ever so slightly.

The importance

of the income from 2 percent interest payments on reserves to member banks is
obviously great.

In the worst case scenario, interest income by itself offsets

3
Under the assumption of a 5% NOW reserve requirement.

-11.nearly 30 percent of the NOW-related earnings decline.

In the more likely

scenario of a 5 percent NOW interest rate with service charge increases, even
with conversion rates near 35 and 50 percent, that additional income alone
would almost fully offset the negative impact of NOW accounts.

With increased

service charges and an interest rate on NOWs between 2.5 and 5 percent, the
member banks would stand to have an increase in their earnings level.

The

reserve interest income would be principally responsible.
Table C also indicates that the member banks' earnings decline in the
absence of both offsets would generally be comparable to that for the nonmember
banks.

The member banks' declines with no offsets in Table C are extremely

similar to those for nonmember banks in Table A, under the same assumptions of
5 percent NOW interest rates, no service charge increases, and a 50 percent conversi -. rate.

The exceptions are for the very largest and smallest bank groups.

Summary
This study has projected the pre-tax earnings impact on commercial banks of the
nationwide extension of NOW accounts.

These projections were based on alterna-

tive assumptions regarding the interest rate on NOW accounts, service charge
imposition on the accounts, and the rate at which eligible demand deposits would
be converted to NOW accounts.

The earnings impacts were projected for different

classes of banks (Federal Reserve member versus nonmember) and size categories
of banks.
For each scenario in the analysis, the projected earnings impact generally
varied with bank size and class.

Under what we consider to be the most likely

scenario if NOW accounts were authorized nationwide, i.e., a 5 percent NOW
interest rate with service charges being imposed and a 35-50 percent conversion
rate, the impact on nonmember banks was approximately a 10 percent decline in
the pre-tax income on assets and on member banks a 2.0 percent decline.

Under
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the worst case assumptions the

1ll.;4 1CS

classes.

would be 24 percent and 15 percent.

bank size and was reversed for the bank

The impact varied slightly

The relationship for the nonmember banks is generally that the impact

is greater the larger the bank.

Conversely, for the member banks, the earnings

decline is less the larger the bank.
Several components determined these earnings declines.

Contributing nega-

tively to earnings of both bank classes are the incremental interest expense
on NOWs and the net earnings lost due to demand deposit funds outflows to
thrifts' NOW accounts.

The interest expense dominates, roughly 90 percent of

the absolute earnings reduction before any income offsets is the, result of
interest payments.

Two income offsets to these earnings declines exist, but

effectively for member banks only.

They are the income from the assumed 2

percent interest payment on required balances at the Federal Reserve and the
additional earnings on funds freed from sterile reserve balances.

The reserve

interest income is substantial, amounting to about 6-7 percent of the average
earnings of member banks and 80-85 percent of the total of income offsets in
the analysis.

1

The magnitude of this interest income on reserves calculated

at a 2 percent rate indicates that it offsets nearly all the earnings decline
of member banks from NOWs calculated at the most likely scenarios of 5 percent
NOW account interest rates with a service charge increase and conversion rates
of 35 to 50 percent.
The larger earnings impact on nonmember banks is the result of no income
or only nominal offsets being available to them. The earnings impact on member
banks is, in the absence of both income offsets, quite comparable to the impact
on nonmembers.
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Conclusions
Our analysis indicates that a bill which authorizes NOW accounts to be
offered nationwide and a 2 percent interest to be paid on reserves held at Federal
Reserve Banks would not have a substantially adverse effect on bank earnings,
even if a 5 percent interest rate is permitted on NOW accounts.

This is in large

part attributable to our belief, based upon the recent NOW account experience in
New England, that rational pricing of NOW account services would occur- nationwide.
The earnings impacts estimated do not vary substantially with bank size.

Thus,

criticism that the provisions of such a bill represent a substantial "windfall"
to large banks is not borne out by the analysis.
The income offsets to the earnings declines of member banks which is derived
from an assumed lower reserve requirement on NOW accounts than on demand deposits
is estimated to have a negligible impact.

Consequently, reserve requirements

on NOW accounts should not be considered an important part of nationwide-NOW
account legislation from the standpoint of cushioning the earnings impact and
thereby preventing further attrition of Federal Reserve membership.

On the rther

hand, since the average reserve requirement on demand deposits at member banks is
about 13 percent, the 3 to 12 percent requirement on NOW balances in the proposed
legislation cannot be considered burdensome.
The imposition of Federal Reserve requirements of 3 to 12 percent on NOW
balances of nonmember banks would not have a negative impact on these institutions.
On average, nonmember banks currently hold about 5 percent ($3.2 billion) of
their total net demand deposits in vault cash in normal operating balances.
Their vault cash position exceeds the reserves required at even the 12 percent
rate.

That requirement would amount to only $1.1 billion of the $9 billion in

personal demand deposits expected to be converted to NOW accounts and retained
by nonmember banks in the first 2 years of nationwide NOW account privileges,
based on a 50 percent conversion rate and 75 percent retention.

Vault cash is
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reserve requirement regulations, since it presently is included in reserve
balance calculations.

The imposition of Federal Reserve requirements on NOW

balances of nonmembers would only increase the percent of commercial bank deposits which are subject to Federal Reserve requirements from 74 to 75 percent.
It is doubtful that this increase in deposits subject to direct Federal Reserve
influence could significantly improve monetary control.
By far the most important offset to the earnings decline expected from the
offering of NOW accounts nationwide would come from interest payments on reserves.
While nonmember banks would not benefit from this offset, the analysis indicates
that it is approximately 4 times more important to member banks than are the
incremental earnings from "freed reserves" due to lower reserve requirements on
NOW accounts.

In fact, under the assumptions that appear most realistic nation-

wide (5% on NOW accounts if permitted, service charge increases, and a 35-50%
conversion rate, and a 75% retention rate by commercial banks), the payment of
2 percent interest on reserves would almost offset entirely the earnings decline
for NOW accounts for average member banks of all size categories except the few
under $5 million in assets.

This 2 percent, in and of itself, would be sufficient

to prevent a further erosion of Federal Reserve membership.
On balance, a bill which provides for nationwide NOW accounts after a one-year
delay from enactment, an interest ceiling of 5 percent, 3 to 12 percent reserve
requirements on NOW balances, and 2 percent interest on reserves held with a
Federal Reserve or member bank would not appear to have a particularly serious
effect on earnings of banks in different size categories or classes, in a 2 year
transition period following the offer of NOWs nationwide.
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APPENDIX TABLE A
The Estimated Earnings Impact of NOWs
For an Average Member Bank
In the $25-50 Million Size Category
(thousands of dollars)
Line
Number
1.

Average IPC Demand Deposits

9161

2.

Marginal Reserve Requirements on Demand Deposits

9.5%

3.

Demand Deposits Eligible for Conversion [(1) x .380]

3481

4.

Deposits Converted to NOWs and Retained by Banks [(3) x .50 x .75]

1305

S.

Reserve ReqUirements on NOWs [(4) x .05]

65.2

6.

Interest Payments on NOWs [(4) x .05]

65.2

7.

'Freed Reserves Due to Conversions [((4) x (2)) -(5)]

8.

Income From 6% Earnings on Freed Reserves [(7) x .06]

9.

Earnings Loss Due to Funds Outflow to Thrift NOWs [(4) x .33 x .015]
Total Reduction in Required Reserves Due to Conversions
[((4) x .33 x (2)) +(7))

11.

Average Balance at Federal Reserve Banks

12.

Income From Interest Payment on Adjusted Reserve Balances
[((11) - (10)) x .02]

13.

Net Change in Income [((12) + (8)) - ((6) + (9))]

14.

Average Pre-tax Income

15.

Percent Change in Income [(13) 4. (14)]

58.8
3.53
6.5
99.7
1 1132
20.6
-47.6
358
-.13

The "worst case" assumptions employed include a 5 percent NOW interest rate, no
service charge imposition, 50 percent conversion rate, 75 percent retention rate,
and a 5 percent NOW reserve requirement.
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320 First Street, N.W.
Washington, D.C. 20552

Federal Home Loan Bank Board

Federal Home Loan Bank System
Federal Home Loan Mortgage Corporation
Federal Savings and Loan Insurance Corporation

GARTH MARSTON, Chairman

June 21, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510
Dear Mr. Chairman,
In my testimony on Monday regarding S. 1664, I urged that on a
temporary basis maximum rates on NOW accounts be set at 5 percent
nationwide. Further, I urged that there be no prolonged waiting
period for the introduction of these accounts. As you know, there
has been a 5 percent ceiling in New England and no such waiting
period was granted to financial institutions there.
It is my understanding that the major cost consideration for
commercial banks is not operating costs but rather the interest
rate cost which will be paid to the consumer. This is not a
significant factor with thrift institutions inasmuch as they have
never had a monopoly on transaction accounts nor have they had the
use of "free" money. If we are apprehensive about the impact of
paying interest on NOW accounts, how can we ever face the prospect
of income tax equity between commercial banks and thrift institutions?
Messrs. Elliott and Morris are in ideal positions to comment on these
issues.
On the subject of the loan limit for Federals, if you would like to
discuss this further before or during the conference, please let me
know.
Sincer

Garthi Marst
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320 First Street, NW
Washington, D.C. 20552

Federal Home Loan Bank Board

Federal Home Loan Bank System
Federal Horne Loan Mortgage Con.
..oration
Federal Savings and Loan Insurance Corporation

GARTH MARSTON, Chairman

July 29, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and
Urban Affairs
United States Senate
Washington, D.C.
20510
Dear Mr. Chairman:
This is in response to your request for a report of the Board's
views on S. 1873. The Board commends the Subcommittee on its
prompt introduction of this composite bill. The Board appreciates
the difficulty of distilling six bills and weighing testimony
given during thorough hearings to produce one package of financial
legislation which will meet the concerns expressed in your hearings.
We have given S. 1873 our initial review in light of our testimony
on S. 1664, the predecessor bill. As you know, the Board gave
exhaustively of its time in preparing our testimony on the
proposals set forth in S. 1664. This involved a studied weighing
of each proposal, especially in terms of their combined impact
on the availability of housing credit.
The combination of proposals set forth in S. 1873 are truly
far reaching. For example, section 103 would create uniform
ceilings for negotiable order of withdrawal and share draft
accounts, initially at the commercial bank savings deposit
ceiling, and ultimately at the thrift institution savings
account ceiling.

st
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Page Two
The combined impact of this and other provisions of S. 1873
are difficult for us to assess in a short period of time.
Accordingly, we wish to reserve any comment we may have
until a more thorough review has been completed. We will be
happy to forward our comments to you as soon as our study
has been completed.
Sincere

Gar

,

owl
4
Mar
45
t n
Y/'
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NATIONAL CREDIT UNION ADMINISTRATION
Washington,D.C. 20456

27 JUL 1977
Office of the Administrator

Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and
Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
This is in response to your letter of July 18, 1977,
requesting the comments of this Agency on S.1873.
As you know, Mr. Chairman, I appeared before your
Subcommittee on June 20, 1977, and presented rather detailed
testimony on a series of bills, S.1664 through S.1669. I
continue my support of your efforts to achieve nationwide
NOW accounts.
During my testimony, I expressed my concern that this
legislation not be interpreted as granting authority for
credit unions to offer share drafts. There appears to be
enough misunderstanding in this situation to suggest that
a short narrative on this subject be included in the
Committee Report. The point that needs to be made is
that, regarding share drafts, the legislation simply
is a means of prescribing rules for existing and future
share draft programs that are consistent with those rules
for NOW accounts.
The definition of "share draft" in Section 102(a)
should be changed by deleting the language: "which are
payable through a bank." In addition to making Section 102(a)
consistent with Section 101(d), the modification removes
language not necessary to properly define "share draft."
I am pleased that Section 103 will place the interest/
dividend rate that may be paid on NOW accounts and share
draft accounts significantly higher than was proposed in
S.1664. The National Credit Union Administration continues
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to oppose any unnecessary ceilings on credit union accounts,
but recognizes that a uniform rate for transaction accounts
may be necessary initially in order to implement these
accounts nationwide.
Section 106 also modifies the provisions contained
in S.1664. This section provides that the Administrator
of the National Credit Union Administration consult with
the Coordinating Committee on the rate of interest or
dividends on all member accounts as opposed to simply
negotiable orders of withdrawal or share draft accounts
as was proposed in S.1664. I would again express the
concerns I raised in my testimony regarding the possibility of this being viewed as an interim step in unifying
the rate paid by all depository institutions on all accounts.
In fact, as this language is much broader than that proposed
in S.1664, it becomes increasingly important that this
issue be clarified. I suggest that the language in S.1664
more appropriately defines the relationship that should
exist between Federal credit unions and other financial
institutions. I therefore recommend that the language
in S.1664 be substituted for the present proposal. In
any event, I would suggest that the report language on
this section be identical to that used to explain the
same proposal from the Financial Institutions Act of
1975, S.1267 (Report 94-187 page 24) "However, in exercising the authority of Section 107, the Committee expects
the Administrator to assure that there will be no reduction
in the amount of interest or dividends which insured credit
unions are presently authorized to pay on existing types
of member accounts. As the financial regulatory agencies
move deposit rate ceilings closer to market rates, the
Committee expects the Administrator, in setting the rates
which credit unions are permitted to pay on member accounts,
shall take cognizance of the rates which competing thrift
institutions are permitted to pay on comparable accounts."
Title II provides for required reserves to be held
against NOW accounts and share draft accounts and that
such reserves be held in cash or in balances at member
banks provided that such member bank maintains such funds
in the form of balances in a Federal Reserve Bank. It
further provides that Federal Reserve Banks may pay interest

- 2 -
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on such reserves but does not provide that such interest
necessarily will be passed along to the original institution.
Pending the creation of the Central Liquidity Fund (CLF)
within the National Credit Union Administration, I would
strongly urge that for credit unions, such reserves be
permitted to be held at the National Credit Union Administration. My recollection of the testimony given before
your Subcommittee on S.1664 is that it tended to concede
that the situs of reserves has little effect on monetary
policy.
Title III increased the extension of Regulation Q
to three years. The National Credit Union Administration
favors the proposal contained in S.1664 providing for a
two year extension.
I have no comments to offer you at this time regarding
Titles IV, V and VI. I hope these comments are of assistance.
Sincerely

P
. AUSTIN MONTGOMERY
Administrator

- 3 -
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FEDERAL HOME LOAN BANK of BOSTON
P. O. BOX 2196
BOSTON, MASSACFIUSETTS 02106
m7 22,

5300

July 27, 1977

Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
United States Senate
Washington, D. C. 20510
Dear Senator:
This is in response to your July 18 letter to me offering an opportunity
to comment on S. 1873. I was in Maine Monday and Tuesday on one of our two
out-of-Boston Board Meetings per year. However, Bob Campbell of my office was
able to call Bill Weber today, and give the gist of some of the thoughts that
I will set forth following.
First, I applaud your continued efforts on financial structure, and the
package of legislation which will modernize the services that thrift institutions
can provide to the public. Overall, your bill is a good one and any comments
following about particulars in it should not detract from that overall evaluation.
We support the idea of nationwide NOW accounts, as I was able to say in my
testimony before your Subcommittee on June 22, 1977. We support a 5% nationwide
ceiling rate, and believe that the nature of the NOW account service would be
altered if the ceiling rate were set too low. We are pleased with the proposed
increase in insurance coverage of IRA and KEOGH accounts. We are pleased with
the provisions of a Federal charter alternative for savings banks.
The manner in which you propose to handle reserves against NOW accounts seems
to be a course between the original idea that we advocated of holding them in
liquidity reserves, and the Fed's more stringent position of holding them as if
they were commercial bank demand-deposit reserves. In this matter, we support
Garth Marston's position as made in his testimony before your Subcommittee, that
holding Federal Home Loan Bank member NOW account reserves at the Federal Home
Loan Banks exclusively would keep these funds in the pool available for housing
support. There are also technical problems that would be avoided by Garth's
recommendation, as explained in his statement.
Overall, we appreciate the 5(c) rewrite.
words have been boiled down into maybe 20% of
in content, and some considerable improvement
analyzed more, and I might have an additional
examination. However, at this time, it seems

It looks as if several thousand
what used to be, with no basic losses
in clarity. This section has to be
comment after my completion of this
as if this is a complete re-statement.
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Now for my one dissatisfaction with the bill. The Section 103 escalation
of the NOW rates so that there is parity with commercial banks, without a differential between NOW accounts and passbook savings, seems to me to be dangerous.
It will work to the disadvantage of the Congressional intent over the last four
decades to provide a mechanism by which people's thrift savings are channelled
into housing finance. The typical savings and loan passbook savings percentage
is from 40-60%, averaging somewhere around 50%. We didn't see much migration
from passbook savings into NOW accounts in thrift institutions in New England.
The 4% differential was enough to slow that down. However, when the commercial
banks offered NOW accounts, there was a strong migration internally from their
savings deposits to NOW accounts. There was a 5% parity there in most cases
between passbooks and NOW accounts. With the passbook saver able to get 54% in
a disbursement account at a commercial bank, just the same as at a savings and
loan, we can expect to see the commercial banks, with their larger number of
offices, better convenience, and the tie-in services that they have, become the
recipients of some larger part of the public's passbook savings. An additional
encumbrance comes under your reserve plan, where the institutions holding NOW
balances put up something in reserves which will be paid for at a lower rate
than the opportunity rate. This provision, it seems to me, offers the probability
of undesirable migration of passbook savings out of savings and loans, and it
offers an increased cost of money to the savings and loan that retains NOW
balances at 54%, due to the higher rate and the operation of the reserve system.
I note that your bill does not mention consumer lending nor variable rate
mortgages, nor does it permit investment by savings and loans in higher paying
liquidity instruments. You're going to come back in the Fall and deal with these.
We would like to see you deal with them now, but if you can't for reasons of
balance, we then suggest that you put off escalating the NOW limitation on rate
of return until some point in the future when you can deal with the wider questions
of powers and the differential.
I think that what has been emerging is a reluctant consensus that elimination
of Regulation Q differentials has got to be faced, but this should not be done
until new powers have been granted to the thrift institutions and have been used
by them long enough to get up to some position in which they can continue to perform without the differential. All you have to do to see the need for time with
the new powers is to look at the simple earnings-on-assets figures for thrift
institutions in general as compared with commercial banks in general. The insured
commercial banks earned 86 basis points on average assets, and savings and loan
associations earned 48 basis points on average assets for the latest year on which
we have data. You see a 38 basis point prejudice to the thrift institutions.
They cannot stand giving up the differential until they have developed the capability
to compensate for it with additional money earning services to the public.
Section 103 doesn't deal with the whole issue of equalization and limitations on
rate of return, but it is certainly enough of an opening wedge to be of serious
concern. We hope, therefore, that you will eliminate the rate escalation in this
context.
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Finally, we have a special interest in New England because of the large
portion of our membership which are savings banks, and the large portion of our
potential membership which are savings banks. The housing market is served by
these savings bank members in New England more than by the other classes of
thrift institutions just because of their size and numbers. They outnumber
everybody else, and they are bigger. We think that they all ought to be in the
Federal Home Loan Bank System. However, there are some problems with the idea
that they can come in for the extreme parts of the money cycle, and then withdraw.
We actually haven't seen much of this kind of behavior, but the possibility is
there.
The savings bank membership restrictions as proposed in the U. S. League
bill were useful, though a bit negative. What we would like to see is something
that would call for them to stay in for 5 or 10 years, once they are in; and
to notify us two years in advance of intention to withdraw.
We also have a considerable problem in the Federal Home Loan Bank System
with the necessity to take mortgages as collateral for advances. Lending by the
Federal Home Loan Banks can be on a massive scale for the reason that we intend
to support an even flow of finance into housing. The necessity for maintaining
collateral is irksome and expensive of time in both members' operations and in
our own. Millions of dollars are being wasted in unnecessary tending of collateral
records, which ultimately has to come out of the people who use savings and loans.
We have felt that there was a special relationship between the Federal Home Loan
Banks and their members, because the members own the Bank. In our case, there are
only 201 members, which is certainly not the general public. This could be
recognized by the Congress by establishing in legislation that we have a prior
claim on a borrowing member's assets to offset his advances outstanding. In one
of the previous bills this subject was raised, but it is not included in your
present version. The Federal Home Loan Bank Board has a complete position from
us, and I believe their Legislative Division has analyzed it carefully and made
recommendations on it. I hope that these can be considered.
We admire your good work and appreciate the opportunity to make this comment.

Cordially,

Raymond H. Elliott
President
RRC/sal
cc: Honorable Garth Marston, Chairman
Federal Home Loan Bank Board
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AREA CODE .2 791-6164

July 27, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial
Institutions
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Senator McIntyre:
Thank you for the opportunity to comment on the
provisions of S.1873. I am responding to your request for
comments in Paul Volcker's absence from the Bank. Overall,
we support the objectives of S.1873 to authorize nationwide
NOW accounts and to make membership in the Federal Reserve
System less burdensome to banks. However, we think the Bill
could be improved in several respects.
The Bill provides for a reduction to four percent
in the minimum of required reserves against the first $15
million of demand deposits of member banks and a reduction
to one percent in the minimum percentage reserve requirement
against the first $15 million of time deposits with initial
maturities of one hundred and eighty days or more, and savings
deposits (excluding negotiable orders of withdrawal). In the
case of reserve city banks, the reduction in reserve requirements against demand deposits would be subject to a minimum
average reserve ratio of 10 percent. The combined volume of
deposits at each member bank that would be subject to the reduced minimum percentage requirement is $30 million. A reduction in reserve requirements to the new minimum levels would
primarily benefit member banks with deposits under $100 million.
Of course, the number of member banks in larger size classifications that have withdrawn from membership has been increasing in
recent years.
With respect to the counting of vault cash toward
required reserves against NOW accounts, S.1873 provides that the
proportion of such vault cash that may be considered required
reserves must be uniform for all depository institutions. This
provision could present problems in the administration of reserve
requirement ratios on NOWs. Since vault cash at thrift institutions is on the order on one half of one percent of total deposits,
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and NOW accounts are likely to be only a relatively small
portion of the total for some time, the lower range of
requirement ratios, say 3-5 percent, might be unusable because their use would result in levels of required reserves
below the total holdings of vault cash maintained by thrift
institutions. It would be desirable, therefore, to permit
the Federal Reserve to make certain distinctions, with respect to the percentage of vault cash that may be counted
toward required reserves, among types of institutions (i.e.,
depository institutions whose total deposits are subject to
Federal Reserve requirement ratios as compared to those that
must meet System reserve requirements on only a portion of
their deposits). The proportion of vault cash that could be
considered to be in fulfillment of required reserves would be
lower for depository institutions that must meet System reserve requirements only on NOW accounts.
S.1873 would limit the interest rate paid on
reserve balances to five percent of the net earnings of
the Federal Reserve Banks before payment of such interest.
As a practical matter, this restriction will preclude payment of interest at any rate close to the market and, consequently, limit considerably the flexibility of the Board
to take action to halt the decline in membership.
We fully recognize that measures taken to eliminate the reserve burden of membership cannot ignore the impact on Treasury revenues. Yet, it would seem that a five
percent limit represents too low a ceiling on payments to
member banks. Indeed, given the increased Treasury revenues
that are likely to accompany the payment of explicit interest
on NOW accounts over the long run, the net effect of this
bill on Treasury revenues could be quite small and possibly
a positive one.
With respect specifically to the NOW accounts provision, it has been our main concern that this new transaction account be introduced within a sound regulatory framework that would contribute to the effective conduct of monetary policy, since these new accounts may grow to comprise
a significant portion of the nation's money supply. The
provisions of the Bill relating to the coverage and form of
reserve requirements on depository institutions that offer
NOW accounts are desirable steps to ensure that these new
accounts are phased into the nation's financial system without any adverse consequences.
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S.1873 imposes a uniform interest rate ceiling on
NOW accounts. That ceiling, for two years after enactment
of the Bill, will be identical to the ceiling rate applicable
to savings accounts of member banks -- currently five percent.
After two years, the rate will be equal to the limitation set
by the Federal Home Loan Bank Board for savings deposits at
savings and loan associations -- presently 5 1/4 percent.
Thus, it is likely that from a practical standpoint, there
would be no effective interest differential on savings-type
accounts at commercial banks and thrift institutions. We
regard that as a desirable result. However, we note that
the provisions of Title III (Extension of Flexible Authority
to Improve Interest Rate Ceilings on Deposits) contemplate
the continuation of the differential until 1980.
In general, we have favored the imposition of an
interest ceiling on NOW accounts only as a transitional measure. We recognize, however, that it would be desirable,
both from the point of view of monetary policy and bank supervisory policy, to retain standby authority to reimpose
interest ceilings should the need arise. We believe it unacceptable that such power should lie outside the nation's
central bank. In preference, therefore, to the existing
language of S.1873, we would urge the retention of the provision authorizing the Federal Reserve, FDIC, FHLBB, and
NCUA to act as a joint committee, with the Federal Reserve
as chairman, having standby power to set the ceiling rate
on NOW accounts during a three-year period subsequent to the
initial two-year period in which the ceiling specified in
the Bill would apply.
We are enclosing a memorandum setting forth some
technical legal comments on Title I and II of the Bill.
I hope these comments are useful to you.
Respectfully yours,

Thomas M. Timlen
First Vice President and
Chief Administrative Officer
Enclosure
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Technical Observations Concerning Titles I and II
of S. 1873

Title I

§ 101

The amendment to Section 2(a) of P.L. 93-100
appears to authorize all "depository institutions",
including State chartered institutions, to open
NOW accounts.

This raises the question whether,

in the absence of State authorization to offer NOW
accounts (or perhaps even in the face of a State
prohibition), it is intended to grant such a power
to State chartered "depository institutions."
The definition of the term "negotiable order
of withdrawal account" that would be included at
Section 2(c) refers, at clause (3), to withdrawals
accomplished by a "negotiable or transferable
instrument or other similar item."

With the develop-

ment of electronic means of withdrawal, it may be
advisable to include within the definition of NOW
accounts, savings accounts subject to withdrawals
through electronic means.

It is understood that
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such a definition would not include telephone
bill-payer and similar services.

§ 102

The comments immediately above made concerning
the definition of the term "negotiable order of
withdrawal account" in Section 101 would apply as
well to Section 102 and the amendment there proposed to Section (1) of the Federal Reserve Act.

§ 103

section 18(g) of the Federal Deposit Insurance
Act authorizes the Federal Deposit Insurance corporation
to set interest rate ceilings for uninsured institutions
in those States with significant aggregate amounts of
uninsured deposits.

As presently drafted, the amend-

ment to P.L. 93-100 would not require the Federal Deposit
Insurance Corporation to establish ceilings respecting
such uninsured institutions at the NOW account ceilings
applicable to other "depository institutions."

Similarly,

uninsured banks in States where the FDIC would have no
authority to establish interest rate ceilings would, of
course, be free of all Federal restrictions on interest
paid on NOW accounts.
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§ 201

The proposed new section 19(b)(4) of the
Federal Reserve Act would require every depository
institution "that maintains reserves" to make
certain reports.

As a technical matter, it would

appear preferable to substitute for the quoted
language "that is required to maintain reserves"
to make it clear that whether or not required
reserves are met, reports are required.
Section 202(c) of the bill would delete the
references to "member bank" in Section 19(f) of
the Federal Reserve Act and insert instead the
term "depository institution."

By so doing an

incongruity presently existing in this Section
would be perpetuated.

Reserves may be maintained

under Board regulations either as vault cash or
as balances with the Reserve Banks, without
limitation as to either category.

Thus, the

reference in Section 19(f) to "the required balance
carried by a member bank with a Federal reserve bank"
misrepresents the fact that there is technically no
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such required balance at a Reserve Bank, since all
required reserves may theoretically be carried as
vault cash.

This incongruity raises uncertainties

as to the effect of the subsequent provisions of
Section 19(f) concerning penalties for the failure
to carry the "required balance."

§ 205

Section 205(b) of the Act would amend the
thirteenth paragraph of Section 16 of the Federal
Reserve Act to require the Reserve Banks to maintain
accounts for all "depository institutions."

While

it seems reasonable to provide for such accounts where
a nonmember "depository institution" maintains reserve balances against NOW accounts at a Reserve Bank,
there is a question whether it is appropriate to
require that the Reserve Banks consent to offering
such accounts for nonmember "depository institutions"
that neither directly nor indirectly maintain reserve
balances at a Reserve Bank.

July 27, 1977
Legal Department
Federal Reserve Bank of New York
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FEDERAL RESERVE BANK OF SAN FRANCISCO
SAN FRANCISCO, CALIFORNIA 94120

July 21, 1977

The Honorable Thomas J. McIntyre
United States Senator, New Hampshire
Senate Office Building
Washington, D.C.
Dear Senator McIntyre:
I've read with interest an account of a bill you recently introduced
on bank reserve requirements. Since I have studied reserve requirement
issues at some length, I thought I might be able to offer some helpful observations.
While I am not opposed to the proposed reduction in reserve requirements on small member banks, this step will be more expensive to the
taxpayer than would payment of interest on required reserves so long
as the interest rate on reserves is kept sufficiently below the Treasury
bill rate. Let me illustrate this point with a simple example.
At the present time the reserve requirement on the first $15 million
of deposits is $1,487,500. If the required reserve ratio were reduced
to 4 percent, as your bill would permit, the required reserves on the
first $15 million of deposits would be $600,000, or $887,500 less than
at present. I do not have access to the exact figures, but there are
perhaps 2500 member banks that would each receive this dollar reduction
in reserve requirements; the 3000 or so smaller member banks would
receive lesser dollar reductions.
For the banking system as a whole the reduction in reserve requirements
would total something like $2.5 billion. To prevent this reduction
in requirements from generating an excessive expansion in the money
stock, the Federal Reserve would have to reduce the total amount of
reserves available to the banking system by selling $2.5 billion in
government securities. This reduction in the Fed's holdings of securities
would reduce its income, at the current Treasury bill rate of about
5 percent, by about $13 million per year. Since the Fed turns over
to the Treasury its unused interest income, Treasury receipts would
fall by $13 million.
Suppose that instead of cutting reserve requirements the Federal Reserve were permitted to pay sufficient interest on required reserves
to make Fed membership attractive to small banks. A Proposal in the
spirit of the one you have offered would be for the Federal Reserve to
pay interest on the first $1.5 million of required reserves, the interest
rate being set at 3 percentage points below the Treasury bill rate.
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At a 5 percent bill rate, interest would be paid on reserves at a 2
percent rate, which would yield an income of $29,750 to the bank with
$15 million in demand deposits and $1,487,500 in required reserves under
present requirements. This cost to the Federal Reserve is less than
the cost of your proposed reduction in reserve requirements -- $44,375
for a bank with $15 million in demand deposits.
The main advantage of paying interest on reserves rather than reducing
reserve requirements is not, however, that of reducing costs to the
Treasury. Lower reserve requirements tend to make the banking system
more unstable and susceptible to financial crises, and unequal reserve
requirements on different classes of banks reduce the accuracy with
which the Federal Reserve can control the money stock.
I have two additional comments. First, it is essential that any interest
paid on reserves be limited, as provided in your bill, to required
reserves. Payment of interest on all reserves, including excess reserves, could under some circumstances encourage banks to hold excess
reserves thereby accelerating an unwanted contraction in the money stock.
Given all the other sticky issues involved in this legislation this
point might appear to be a minor technical one, but it is important
for the stability of the banking system under adverse circumstances
that your bill not be inadvertantly amended along the way to permit
payment of interest on excess reserves.
Second, it is extremely unfortunate that your bill, along with earlier
bills, gives the Federal Reserve the power to determine the interest to
be paid on reserves up to a limit defined as some percentage of the
Fed's net earnings. The Federal Reserve already has too many unnecessary
policy instruments to play with -- reserve requirements, discount rate,
Regulation Q interest ceilings, margin requirements, and so forth.
The only policy instrument the Federal Reserve needs, and the only instrument of any practical importance, is open market operations. Adjustment of the minor policy instruments occupies far too much of the Fed's
time and energy, permits the Fed to make cosmetic moves, and distracts
the Congress and the public from the basic issues concerning Federal
Reserve open market operations.
No useful purpose can be served by giving the Fed the authority to
adjust interest on reserves; indeed., in following accounts of the pending
legislation I have seen no arguments whatsoever justifying Fed authority
in this area. It is true, of course, that the interest rate on reserves
should not be some fixed rate independent of market rates of interest,
but the proper course is for the legislation to simply tie the interest
rate to a market rate. A simple and totally practical provision would
be to provide that interest would be paid at the rate of 3 percentage
points below the average rate on 3-month Treasury bills in the previous
month.
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I hope these comments are of some value to you. If I can be of any
assistance, please feel free to call on me. (After Labor Day I'll be
back at Brown University.)
Sincerely,

William Poole
Visiting Scholar
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AMERICAN
BANKERS
ASSOCIATION

1120 Connecticut Avenue. N W
Washington DC
20036

EXECUTTVE DIRECTOR
GOVERNMENT RELATIONS

July 26, 1977

Gerald M. Lowrie
202.467-4097

The Honorable William Proxmire
Chairman
Committee on Banking, Housing
and Urban Affairs .
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
During the week of August 1, your Committee has scheduled Executive
Sessions to consider bills which would authorize NOW accounts on a
nation-wide basis and authorize the payment of interest on required
reserves. These bills are S. 1664, S. 1668, and S. 1873.
The American Bankers Association continues to urge Committee approval
of S. 1668. If this does not occur and in the event that S. 1873
becomes the primary bill under consideration, I am enclosing 5
proposed amendments to S. 1873. We respectfully request that the
Committee be given an opportunity to consider these amendments.
Amendments Nos. 1, 2, and 3 would solve our major objections to S. 1873.
Amendments Nos. 4 and 5 would be unnecessary, if Amendment No. 1 is
adopted.
Approximately 250 banking leaders from all over the country will meet
in Washington on July 28 and 29 to consider this legislation once
again. Should this leadership group decide to modify in any significant
way the policies expressed in the attached amendments such modification
will be communicated to the Committee prior to the Executive Sessions.
Thank you for your cooperation. Copies of this letter are being sent
to all members of the Committee.
Sincerely,

Deaohz

erald M. Lowrie
Enclosures
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EXPLANATION OF AMENDMENT NO. 1 TO S.1873

1.

Federally-chartered savings and loan associations and credit

unions are authorized to offer third-party-payment accounts.

State-

chartered institutions may offer such accounts if authorized under State
law.
2.

If a thrift institution offers third-party-payment accounts

(checking accounts, NOW accounts, share draft accounts, or any other
kind of bill-paying account), it can pay no higher rate on any of its
accounts than commercial banks.

Different ceilings may apply to different

types of accounts, but for any one type the ceiling is the same for all
kinds of institutions offering third-party-payment accounts.
3.

All types of institutions are covered; some (such as State

chartered credit unions) are exempt under S.1873.
4.

The present statutory rate differential, which imposes lower

ceilings on commercial banks, is repealed.
5.

Ceilings on third-party-payment accounts would be set by the

Federal Reserve Board, but enforced by FDIC, FHLB, and NCUA for institutions under their jurisdictions that are not FRS members.
6.

As in S.1873, no restriction is placed on Use of third-party-

payment accounts, although the owner must be an individual (but a credit
union may allow a member credit union to have such an account, and in New
England certain nonprofit organizations may also have such an account).
7.

As in S.1873, the present statutory provision that subjects

institutions to a fine of $1,000 for each violation of the restrictions
on third-party-payment accounts is repealed.
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JUSTIFICATION FOR AMENDMENT NO. 1 TO S. 1873
Granting third party payment powers to thrift institutions blurs the remaining
differences between banks and thrift institutions to such an extent that the advantages of the interest rate differential should be removed from all classes of time
and savings accounts at any institution which elects to offer third -party payment
accounts.

The amendment prescribes that any thrift institution which decides not

to offer third-party payment accounts would retain the advantage of a differential.
The decline in commercial banking's share of the time deposit market, excluding
regular savings and bank time deposits over $100,000, as shown in Table 1, reflects
the interest sensitivity of these deposits.

In contrast, regular savings deposits

are less sensitive to the interest rate differential since they are often maintained
for use in emergencies and must be easily transferable to transaction accounts.

For

many people, the additional inconvenience of transferring these funds from thrift
institutions without third-party payment powers to a bank with third-party payment
powers outweighs the higher yield available at the thrifts.

However, if thrifts

gain general third-party payment powers, the differential will become more important
in competition for regular savings accounts.

Without the elimination of the dif-

ferential at thrift institutions that gain general third-party payment powers, there
will be a declin_ in the bank share of regular savings accounts similar to that
which has already occurred in the market for consumer certificates of deposit.
The market for Individual Retirement Accounts (IRAs) is another example of how
the interest rate differential has placed banks at a competitive disadvantage.
In announcing its decision to allow member banks to pay the same deposit interest
rate as thrift institutions for IRAs, effective July 6, 1977, the Federal Reserve
Board cited data from December 1976 showing commercial banks with only about 35
percent of the IRA deposit market, while accounting for 47 percent of the total
household time and savings deposits.

When you consider that savings and loan asso-

ciations have less than 25 percent of the total savings locations, the importance
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of the 1/4 percent interest rate advantage on IRAs as well as all household time
and savings deposits becomes even clearer.
Although the regulated differential introduced in the Interest Rate Control
Act of 1966 was established to help maintain the flow of funds to the housing
market, the differential may hurt thrifts more than other institutions during
periods of disintermediation.

Since a greater proportion of interest sensitive

funds is at thrifts because of the differential, a greater percentage of thrift
deposits may flow into unregulated money market instruments when interest rates
are rising.
Individuals who have an opportunity to save at a thrift institution, but choose
instead to save at a commercial bank by opening a savings account or buying a
certificate of deposit, are being discriminated against.
Bank customers have benefited or will benefit from the elimination of the
differential on:
1) Time deposits of governmental units (1974)
2)

NOW accounts in Massachusetts and New Hampshire (1974)

3) NOW accounts in the other New England states (1976)
4) Long-term retirement accounts (1977)
5) Interest-bearing transaction accounts, as proposed in this amendment.

Bankers

are well aware of the justification given in many quarters for the

interest-rate differential --namely, that thrift institutions specialize in housing
finance more than banks do.

In addition to our feelings about discrimination against

bank customers, we have two objections to this rationale for the differential.
First, as mentioned above, the interest rate differential has made thrift institutions particularly prone to outflows of funds during periods of rising market
interest rates.

This instability in the thrift institution deposit base has been a

disruptive force in the mortgage market.

92-747 0 - 77 - 75
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Second, the implication of many of the arguments in favor of the differential
is that banking is not making a significant contribution to housing finance.
This is not true.

As shown in Table 2, banks held $83.7 billion in mortgages

at the end of the first quarter of 1976, more than any other class of institutions,
except savings and loan associations.

In addition, banks make a substantial con-

tribution to housing finance through such means as home improvement loans, the
purchase of Federal housing agency obligations, and similar investments.

Some of

these investments are shown in Table 3, as of the first quarter of 1976.
Over the longer run, as Table 5 shows, the percentage of total assets that
thrift institutions have been holding in the form of mortgages has been trending
downward, while that of banks has been going up.

Indeed, between 1965 and 1976,

the percentage of total assets of mutual savings banks in the form of mortgages
declined from 76.3 to 60.6.

Also, as indicated in Table 4, in both 1975 and 1976

a substantial portion of the increase in deposits at thrift institutions was not put
into housing.

For mutual savings banks, deposits grew at more than twice the rate of

mortgage investments in both years.
Banks have an excellent record in housing finance.

From the standpoint

of housing finance there is no justification for the discrimination against bank
customers inherent in the interest rate differential.
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Table 1
Rank Depcmit Market
1970 - 1976

Market

Percent Growth in
Market 1970-75

1) All Deposits

69

2) Demand Deposits

31

3) All Time and
Savings Deposits

90

4) IPC (individuals, partnerships, and corporations)
Time and Savings Deposits

',hale,
.

Commercial Banks
Market Share 2/
1970
1975
Percent
63.8
66.5
100

1976 1
64.8

99.7

99.7

51.7

53.9

52.5

86

48.3

49.6

48.7

42

39.4

45.4

47.1

147

49.0

40.8

na

7) Household Time and
Savings Deposits

86

46.4

47.6

na

8) Household Regular
Savings Deposits

42

40.3

44.8

na

56.6 ,

50.5

na

5)

IPC Regular Savings
Deposits

6) IPC Time and Savings
Deposits Excluding
Regular Savings Deposits and Large CO's

9) Household Time and
Savings Deposits other
than Regular Savings

1/

Not including Credit Union Shares.

2/

Preliminary

Sources:

152

FDIC, Assets and Liabilities, selected dates, Federal Reserve Bulletin,
selected dates, NAMSB Fact Book, selected dates, USLSA Fact Book,
selected dates, Federal Reserve Board, Flow of Funds Statistics. All
time and savings deposits at thrifts are assumed to be held by households. Line 6 uses data for insured commercial banks for Jan. 31, 1971
and Jan. 31, 1976. Lines 8 and 9 assume that 97% regular savings
deposits at commercial banks in 1975 were held by households compared
to 100% in 1970.
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Table 2

Mortgage Loans Outstanding, by Tyne of Lender
First Quarter 1976
(Billions of Dollars)

One-to
FourFamily

MultiFamily

Total

Savings and Loan Associations
Commercial BAnks
Mutual Savings Banks
Life Insurance Companies
All Others

$231.3
78.2
50.3
17.3
126.3

$25.9
5.5
31.9
19.7
35.7

$257.2
83.7
64.2
37.0
162.0

Total

$503.4

$100.7

$604.1

Lender

Source:

Federal Reserve Board
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Table 3

The Banking Industry's Contribution
to Housing Finance
First Quarter 1976
(Billions of Dollars)

Residential Mortgage Loans
Mobile Home Loans
Home Improvement Loans
Residential Construction Loans
Residential Land Loans
Federal Housing Agencies Obligations
Municipal Securities Supporting Housing
Loans to Other Housing Lenders

$ 83.7
8.7
5.9
8.1
2.3
14.5
78.0
20.0

Total

$221.2

Source:

Federal Reserve Board
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Table 4
Percentage Increase in Total
Deposits and Mortgage Loans
1975 and 1976
(In percent)

Commercial

Banks

Mutual
Savings Banks

Savings and Loan
Associations

1975
Increase in Total
Deposits

4.6

11.3

17.7

Increase in Mortgage
Loans

3.4

3.1

11.8

6.0

11.8

17.5

5.7

15.9

1976
Increase in Total
Deposits
Increase in Mortgage
Loans

Sources:

FDIC; National Association of Mutual Savings Banks;
United State League of Savings Associations.
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Table 5

Percentage of Total Assets in
Mortgage Loans,
Selected Year-End Dates,
1965 - 1976,
(In per cent)

1965

1975

1976

Commercial Banks

13.2

14.2

14.5

Mutual Savings Banks

76.3

63.8

60.6

Savings and Loan Associations

85.1

82.4

02.4

Sources:

FDIC; National Association of Mutual
Savings Banks; United State League
of Savings Associations
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TEXT OF AMENDMENT NO. 1 TO S.1873

On page 1, strike line 5 and all that follows down through line 6
on page 8, and insert the following:

Sec. 101.

Section 2 of Public Law 93-100 (12 U.S.C. 1832) is

amended to read as follows:
"Sec. 2.

(a) No depository institution shall allow the owner of

any deposit or other account on which interest or dividends are paid to
transfer funds

from the account (by check, negotiable order of withdrawal,

preauthorization, electronic instruction, or any other means) to third
parties unless-"(1) the account consists solely of funds in which the entire
beneficial interest is held by one or more individuals, except that
a credit union may also allow such transfers from an account owned
by another credit union that is a member of the credit union offering
the account, and depository institutions in Connecticut, Maine,
Massachusetts, New Hampshire, Rhode Island, and Vermont may also
allow such transfers from accounts owned )y organizations operated
primarily for religious, philanthropic, charitable, educational, or
other similar purpose and not operated for profit;
"(2) payment and advertisement of interest or dividends on the
account comply with applicable provisions of section 19(j) of the
Federal Reserve Act; and
"(3) reserves against the account are maintained, and reports
are made, if required pursuant to applicable provisions of section 19
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of the Federal Reserve Act.
"(b) The term 'depository institution' means a bank (including a
savings bank or industrial bank), a savings and loan association (including
any other type of institution eligible for membership in a Federal Home
Loan Bank), a credit union, or any other institution that accepts deposits
or other accounts from which the owner is allowed to make withdrawals on
demand or after notice of thirty days or less."
Sec. 102.

(a) For all institutions that maintain any account

(whether interest bearing or not) from which the owner is allowed to make
transfers to third parties, limitations on rates of interest and dividends
prescribed under section 19(j) of the Federal Reserve Act, section 18(g) of
the Federal Deposit Insurance Act, section 5B of the Federal Home Loan Bank
Act, and section 209(a) of the Federal Credit Union Act shall be the same.
Different rate limitations may be prescribed for different classes of deposits at such institutions, but the limitation for any one class of deposit
shall be the same for each such institution, whether it is a commercial bank,
a savings and loan association, or another type of institution.
(b) Section 102 of Public Law 94-200 (12 U.S.C. 461 note) is repealed.
Sec. 103.

(a) The first sentence of section 19(j) of the Federal

Reserve Act (12 U.S.C. 371b) is amended to read as follows:

"The Board

may from time to time, after consulting with the Board of Directors of the
Federal Deposit Insurance Corporation, the Federal Home Loan Bank Board,
and the Administrator of the National Credit Union Adminisiration, prescribe
rules governing the payment and advertisement of-"(1)

interest on time and savings deposits at member banks, and

"(2)

interest or dividends on deposits from which transfers to third
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parties may be made at nonmember institutions that are insured by
the Federal Deposit Insurance Corporation, the Federal Savings and
Loan Insurance Corporation, or the National Credit Union Administrtion, or are otherwise subject to rection 18(g) of the Federal Deposit
Insurance Act (12 U.S.C. 1828(g)) or section 5B of the Federal Home
Loan Bank Act (12 U.S.C. 1425b), and
"(3) interest or dividends on all deposits at any other nonmember depository institution that allows the owner of any deposit
to transfer funds from the deposit to third parties,
including limitations on the rates of interest of dividends that may be
paid on such deposits.".
(b) Section 19(j) of the Federal Reserve Act is further amended by
adding at the end thereof the following new sentences:

"Compliance by non-

member institutions with rules prescribed under this subsection shall be
enforced under-"(1) section 8 of the Federal Deposit Insurance Act, by the
Board of Directors of the Federal Deposit Insurance Corporation, in
the case of any institution insured under that Act;
"(2) sections 6(i) and 17 of the Federal Home Loan Bank Act,
section 5(d) of the Home Owners Loan Act of 1933, and section 407
of the National Housing Act, by the Federal Home Loan Bank Board
(acting directly or through the Federal Savings and Loan Insurance
Corporation) in the case of any institution subject to any of those
provisions;
"(3) the Federal Credit Union Act, by the Administrator of the
National Credit Union Administration, in the case of any institution
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insured under that Act; and
"(4) section 8 of the Federal Deposit Insurance Act, by the
Board of Governors of the Federal Reserve System, in the case of the
any other nonmember institution.
The authority of the Board to prescribe rules under this subsection does
not impair the authority of the Board of Directors of the Federal Deposit
Insurance Corporation, the Federal Home Loan Bank Board, or the Administrator of the National Credit Union Administration to make rules respecting
their own procedures in enforcing compliance with such rules.

For the

purpose of their exercise of power under any Act referred to in
this subsection, a violation of any rule prescribed under this subsection shall be deemed to be a violation of a requirement imposed under
that Act.

In addition to its powers under any such Act, each such agency

may exercise, for the purpose of enforcing compliance with any rule prescribed under this subsection, any other authority conferred on it by law.".
Sec. 104.

The second sentence of section 18(g) of the Federal

Deposit Insurance Act (12 U.S.C. 1828(g)) is amended (1) by striking "The"
and inserting "Except as otherwise provided in section 19(j) of the Federal
Reserve Act, the" and (2) by striking "and the Federal Home Loan Bank
Board" and inserting a comma and the following: "the Federal Home Loan Bank
Board, and the Administrator of the National Credit Union Administration".
Sec. 105.

(a) The first sentence of subsection (a) of section 5B

of the Federal Home Loan Bank Act (12 U.S.C. 1425b(a)) is amended (1) by
striking "The" and inserting "Except as otherwise provided in section
19(j) of the Federal Reserve Act, the" and (2) by striking "and the Board
of Directors of the Federal Deposit Insurance Corporation" and inserting
a comma and the following: "the Board of Directors of the Federal Deposit
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Insurance Corporation, and the Administrator of the National Credit Union
Administration".
(b) The last sentence of paragraph (1) of section 5(b) of the Home
Owners Loan Act of 1933 (12 U.S.C. 1464(b)(1)) is amended to read as follows:
"Transfers to third parties may be made from any savings account on which
interest or dividends are paid provided the requirements of section 2(a)
of Public Law 93-100 (12 U.S.C. 1832(a)) are met."
Sec. 106.

(a) Paragraph (6) of section 107 of the Federal Credit

Union Act, as amended (12 U.S.C. 1757), is amended by striking the period
at the end thereof and inserting in lieu thereof a semicolon and the following: "transfers to third parties may be made from share accounts provided
the requirements of section 2(a) of Public Law 93-100, as amended (12 U.S.C.
1832(a)), are met.".
(b) Section 201(b) of the Federal Credit Union Act (12 U.S.C. 1781
(b)) is amended by redesignating paragraphs (7), (8), and (9) as paragraphs (8), (9), and (10), respectively, and by inserting after paragraph
(6) the following new paragraph:
"(7) to comply with rules prescribed by the Board of Governors
pursuant to section 19(j) of the Federal Reserve Act and by the
Administrator pursuant to section 209 of this Act regarding payment and advertisement of interest and dividends;".
(c) Section 209(a) of the Federal Credit Union Act (12 U.S.C. 1789
(a)) is amended by adding at the end thereof the following new sentences:
"Such rules may contain provisions governing the payment and advertisement
of interest and dividends (including limitations on the rates of interest
and dividends that may be paid) on any accounts of any insured credit union

1189
-6-

other than accounts subject to regulation by the Board of Governors
of
the Federal Reserve System pursuant to section 19(j) of the
Federal
Reserve Act.

The Administrator may prescribe different rate limitations for

different classes of accounts, for accounts of different amounts
or with
different maturities or subject to different conditions regarding
withdrawal or repayment, or according to such other reasonable bases
as he deems
desirable in the public interest.

Before prescribing rules governing

payment and advertisement of interest or dividends, the Administra
tor shall
consult with the Board of Governors of the Federal Reserve System,
the
Board of Directors of the Federal Deposit Insurance Corporation, and
the
Federal Home Loan Bank Board.".
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EXPLANATION OF AMENDMENT NO. 2 TO S.1873

1.

State-chartered institutions would not be subject to reserve

requirements imposed by the Federal Reserve Board unless they are
members of the Federal Reserve System or the Federal Home Loan Bank
System.
2.

Federal Reserve member banks, Federal savings and loan

associations, Federal credit unions, and members of the Federal Home
Loan Bank System would be required to maintain reserves against
their interest-bearing third-party-payment accounts at a ratio set
by the FRB, not less than 2% nor more than 12%.
3.

FR member banks would be required to maintain reserves

against their demand deposits at a ratio set by the FRB, not less
than 5% nor more than 20%.
4.

FR member banks would be required to maintain reserves

against their time and savings deposits (other than third-partypayment accounts) at a ratio set by the FRB, not less than 1% nor more
than 7%.
5.

FRBanks would be authorized to pay interest on required

reserve balances they hold, at a uniform rate set by the FRB.

In

any fiscal year payments may not exceed 5% of the required reserve
balances held as the year began.
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JUSTIFICATION FOR AMENDMENT NO. 2 TO S. 1873

Parity on reserve requirements and treatment of reserves is important
to preserve the competitive balance between financial institutions.

This

amendment is designed to achieve such a parity.
Parity of reserve requirements can only be considered within the broad
context of the other laws, regulations, chartering restrictions, and supervisory examinations that govern financial institutions.

Under the dual

banking system, parity among commercial banks has been achieved by allowing
states to continue to set reserve requirements for all institutions that
are not members of the Federal Reserve System.

This system has worked well,

and competitive equality implies that it should be extended to all depositdry institutions as they enter the third party payments business.

Thus,

Amendment No. 2 prescribes that states should continue to have the authority
to set reserve requirements for state-chartered depository institutions that
are not members of the Federal Reserve System, or the Federal Home Loan Bank
System.
Amendment No. 2 also insures that thrift institutions which are members
of the Home Loan Bank System receive the same treatment as commercial banks
which are members of the Federal Reserve for purposes of setting reserve requirements.

In addition, this amendment would give the Federal Reserve

adequate means to control the nation's money supply.

Estimates indicate

that the percentage of demand deposits and NOW accounts subject to reserve
requirements set by the Federal Reserve will not decline as a result of
shifts from checking accounts to NOW accounts at either banks or thrift
institutions.
In reducing the cost of Federal reserve membership, either through lower
reserve requirements or payment of interest on reserves, certain principles
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The cost of membership should be reduced by approxi-

mately the same percentage for all sizes of banks, because the factors which
have increased the cost of Federal Reserve membership have resulted in
approximately the same percentage increase in cost for members of all sizes.
In fact, even though the increase in cost has been the same for all sizes
of banks, the level of the cost of membership, under current reserve requirements schedules, is substantially higher for larger banks than smaller
ones.
The major reason for the increase in the cost of System membership is
an increase in the interest rate a bank could earn if it were allowed to
invest required reserves in earning assets.

Since this rate of sacrificed

earnings is approximately the same for all sizes of banks, the rate to be
paid on reserves should be the same for all banks.
Federal Reserve spokesmen have implied that under some circumstances
they would pay interest to smaller member banks at higher rates, or otherwise discriminate against larger banks.
be counterproductive.

Such an approach could actually

Unless the burden of Federal Reserve membership is

eased on a uniform basis across all sizes of banks, the trend toward larger
and larger banks withdrawing from the system will continue.

The loss of

one large member bank can easily offset the attraction of many new smaller
members.
It has been said that discrimination against large banks in paying
interest on reserves is necessary in order to make the benefits of Federal
Reserve membership comparable to the cost for various sizes of banks.

Sev-

eral studies prepared within the Federal Reserve System have attempted to
indirectly measure the benefits of System membership.

These studies have

concluded that large banks receive a disproportionately large share of System
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Nevertheless, several important questions about these studies

remain unanswered.

They present only indirect evidence about the benefits

of System membership which rests on several tenuous assumptions.
One of the assumptions being used to justify discrimination with respect
to size is that banks in the same size category receive roughly the same
benefits from System membership.

None of the studies have justified this

assumption, and there may be significant variation in the benefits from
System membership within any size class of bank.
One of the justifications given for discrimination against larger banks
is that they use proportionately more of the Federal Reserve's services.

It

is somewhat ironic that the system being proposed -- i.e., discrimination
with respect to reserve requirements and interest payments on reserves,
depending on the usage of Federal Reserve Services -- runs counter to one
of the main thrusts of the rest of this legislation.

One of the main ad-

vantages of the NOW account is that it facilitates a system of explicit
pricing for services rendered and explicit returns for balances held.

The

same principle should be applied to the Federal Reserve System.
The earnings that banks sacrifice as a result of sterile reserves held
with the Federal Reserve can be viewed as a tax on banks.

The amount of

this tax has increased as a result of the increase in the cost of Federal
Reserve membership.

The increase in the cost of membership was primarily

the result of an inflation induced rise in market interest rates.
tax should be eliminated entirely.

This

Member banks should receive services

and income from the Federal Reserve equal to the cost of membership.

The

proposal contained in S. 1873, would not give the FRB sufficient flexibility
to completely eliminate this tax.

92-747 0 - 77 - 76

Estimates of the tax in 1976 range as
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-4high as $1 billion.

This amendment would allow the FRB to pay up to 5 percent

interest on total reserves.

This should provide the Federal Reserve enough

flexibility to eliminate the increased tax on member banks, on a nondiscriminatory basis.
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TEXT OF AMENDMENT NO. 2 TO S. 1873
On page 7, strike line 14 and all that follows down through line
12 on page 9 and insert the following:
"(b)(1) Every member bank shall maintain reserves against
its demand deposits in such average ratio, not less than 5 per
centum nor more than 20 per centum, as shall be determined by
the Board.
"(2) Every member bank, every member of a Federal Home
Loan Bank, and every Federal credit union shall maintain reserves
against its savings deposits from which transfers to third parties
may be made in such average ratio, not less than 2 per centum nor
more than 12 per centum, as shall be determined by the Board.

Such

reserves shall be at the same level for all such institutions.
"(3) Every member bank shall maintain reserves against its
time and savings deposits other than those referred to in paragraph
(2), in such average ratio, not less than 1 per centum nor more than
7 per centum, as shall be determined by the Board.
"(4) Every depository institution that maintains reserves pursuant
to this section shall make reports concerning its deposit liabilities
and required reserves at such times and in such manner and form as
the Board may require."
Page 9, lines 18 and 19, strike "against its negotiable order of
withdrawal accounts and its share draft accounts".
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Page 9, strike line 22 and all that follows down through the
period on page 11, line 14, and insert the following:
"(1)

balances maintained for such purpose by such institution

at a Federal Reserve Bank, and
"(2)

the currency and coin held by such institution, and

"(3)

balances maintained by a depository institution in a

Federal Home Loan Bank of which it is a member, if the Federal
Home
Loan Bank holds such balances in the form of currency and coin
or
at a Federal Reserve Bank."
(b)

Section 19(c) is further amended by adding at the end thereof

the following:
"Interest may be paid on required reserve balances maintained
at Federal Reserve Banks, at a single, uniform rate to be prescribed
by the Board, regardless of the size of the balance or the type of
institution for which it is held.

The interest paid by all Federal

Reserve Banks on such balances in any fiscal year shall not exceed
5 per centum of total required reserve balances maintained at Federal
Reserve Banks at the beginning of that fiscal year."
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EXPLANATION OF AMENDMENT NO. 3 TO S. 1873
This amendment would apply the provisions of the bill
regarding interest rate ceilings and reserve requirements to
all institutions in New England 60 days after enactment, and
would repeal the statutory interest rate differential immediately.

TEXT OF AMENDMENT NO. 3 TO S. 1873
On page 15, strike lines 11 and 12 and insert the following:
Sec. 206.

The provisions of this Act (other than title III)

shall take effect one year after date of enactment, except that
will respect to institutions in Connecticut, Maine, Massachusetts,
New Hampshire, Rhode Island, and Vermont.

Titles I and II shall

take effect on the sixtieth day that begins after date of enactment,
and section 102 of Public Law 94-200 is repealed immediately.
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JUSTIFICATION FOR AMENDMENT NO. 3 TO S. 1873
Since thrift institutions in New England already offer NOW accounts,
there is no justification of delaying equalization of interest rate ceilings
on other time and savings deposits and reserve requirements on NOW accounts.
In the past, commercial banks could offer the convenience of one-stop banking in order to partially offset the competitive advantages of the thrifts
in the areas of interest ceilings and reserve requirements.

The introduction

of NOW accounts at thrift institutions in New England allows the thrifts to
offer the convenience of one-stop banking and blurs the remaining distinctions between thrift institutions and commercial banks.

Unless the com-

petitive advantages of the thrift institutions are eliminated in New England,
they will be able to expand their share of the household deposit market at
the expense of the commercial banks.

In many areas of New England, thrift

institutions already dominate the market for household deposits.

To insure

that commercial banks remain viable competitors in the market for household
deposits, it is necessary to grant them the opportunity to compete with
thrift institutions on equal terms at the earliest possible date.
In order to provide regulators with the flexibility to eliminate the
competitive inequality between banks and thrift institutions already offering
NOWs, this amendment would eliminate the statutory interest rate differential
on the date of enactment.
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EXPLANATION OF AMENDMENT NO. 4 TO S. 1873
(Unnecessary if Amendment No. 1 is adopted)
This amendment would delete from the bill those provisions
authorizing Federal charters for mutual savings banks.

TEXT OF AMENDMENT NO 4 TO S. 1873
Strike Title IV.
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JUSTIFICATION FOR AMENDMENT NO. 4 TO S. 1873
(Unnecessary if Amendment No. 1 is adopted)
The American Bankers Association is willing to support the federal
chartering of mutual savings banks (Title IV of S. 1873), if the conditions
concerning parity on interest rate ceilings and reserves as proposed in
S. 1668 are adopted.

We believe the adoption of these proposals is nec-

essary to eliminate the competitive inequities for commercial banks and resulting inequities for their customers in the 17 states in which mutual
savings banks are specifically authorized to operate.
Except in the state of Alaska, mutual savings banks already have the
legislative authority to offer either some type of third party payment account and/or to make consumer loans.

This includes the authority to offer

NOW accounts and/or checking accounts in states where mutual savings banks
are a significant and often dominant competitive factor.
Despite the advantages of both one-stop banking and higher interest
rates on time and savings accounts, numerous mutual savings banks have been
altering the composition of their asset portfolios to the detriment of the
mortgage market.

As a result, the percentage of total assets of mutual

savings banks in the form of mortgages declined from 76.3 to 60.6 between
1965 and 1976.
Moreover, under Title IV of S. 1873 branching authority for federallychartered mutual savings banks would be set through regulations of the Federal
Home Loan Bank Board.

Since the general policy of the Federal Home Loan

Bank Board is to approve branches within a 100 mile radius of the home office
and within the home office state, mutual savings banks in a number of states
would gain an additional benefit while maintaining the advantages they already
have with respect to interest rate ceilings and reserves.
Until these inequities are eliminated, we will continue to oppose the
Federal chartering of mutual savings banks as proposed in Title IV of S. 1873.
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EXPLANATION OF AMENDMENT NO. 5 TO S. 1873
(Unnecessary if Amendment No. 1 is adopted)
This amendment would give parity of interest rate ceilings
to all institutions in New England 60 days after enactment.

TEXT OF AMENDMENT NO. 5 TO S. 1873
On page 15, after line 19, insert the following new section:
Sec. 302.

On and after the sixtieth day that begins after

this Act is enacted, limitations on rates of interest and dividends
prescribed under section 19(j) of the Federal Reserve Act, section
18(g) of the Federal Deposit Insurance Act, section 5B of the Federal
Home Loan Bank Act, and section 117 of the Federal Credit Union Act
shall be the same for all institutions in Connecticut, Maine,
Massachusetts, New Hampshire, Rhode Island, and Vermont.

Different

rate limitations may be prescribed for different classes of deposits
at such institutions, but the limitation for any one, class of deposit
shall be the same for each such institutions, whether it is a
commercial bank, a savings and loan association, or another type of
institution.
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JUSTIFICATION FOR AMENDMENT NO. 5 TO S. 1873
(Unnecessary if Amendment No. 1 is adopted)
As a result of recent legislation at both the state and federal level,
thrift institutions in New England have already gained many of the asset
and liability powers of commercial banks, including the authority to offer
third party payment accounts.

However, they continue to pay higher interest

rates of 1/4 to 1/2 percent to depositors depending on the type of account.
The granting of third party payment powers to thrift institutions blurs
the remaining differences between financial institutions to such an extent
that the advantage of the interest rate differential should be removed from
all classes of time and savings accounts at any institutions which elects
to offer third party payment accounts.
Removing the advantage of the interest rate differential is particularly
important in New England where thrifts, mainly mutual savings banks, have
been the dominant depository institution in numerous areas for years - thrift
institutions in Connecticut, Massachusetts, and New Hampshire have greater
total assets than commercial banks, and in Maine they are virtually even.
Yet, some thrift institutions in New England have been maintaining the
advantages of both one-stop banking and higher interest rates on time and
savings accounts since 1972.

As of April 31, 1977, 74 percent of all thrift

institutions in New England were offering NOW accounts, including 82% of
the mutual savings banks.
In addition, the interest rate differential is no longer justified because
of the mutual savings bank industry's declining commitment to housing finance
in New England and other states.

While part of the decline can be explained

by the economic problems of the New England area, there is little doubt
that the savings banks' lack of asset allocation requirements combined with
new lending and investment powers have been contributing factors as well.
There is no justification for the interest rate differential in New England.
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THE BANKING INDUSTRY'S RELATIVE CONTRIBUTION TO HOUSING FINANCE

In the past, thrift institutions have garnered most of the credit for financing residential housing. If the situation is viewed solely in terms of
residential mortgage holdings, their claims have validity. But direct housing
credit is not the sole requirement for providing decent housing. That also depends on the existence of streets and sewers, utilities, constructiOn companies
and industry to produce housing materials. And all of these housing factors
are financed by banks. Moreover, banks provide the major share of funds for
other forms of privately financed low cost housing.

I.

Residential Mortgage Loans
Mortgage Loans Outstanding by Type of Lender
First Quarter 1977*
(Billions of Dollars)

Lender.

One- to
FourFamily

MultiFamily

Total

Savings and Loan Associations
Commercial Banks
Mutual Savings Banks
Life Insurance Companies
All Others

$270.2
89.7
53.7
15.7
145.9

$29.0
6.5
14.3
19.2
34.0

$299.2
96.2
68.0
34.9
179.9

$575.2

$103.0

$678.2

Total
* Source:

Federal Reserve Bulletin.

Banks held 96.2 billion in residential mortgages at the end of the first
quarter of 1977, ranking second only to the savings and loan industry in these
loans (and banks' bad debt reserve provisions do not provide a special incentive
to hold such loans, as is the case with savings and loan associations and mutual
savings banks). But, this is only the beginning of the story.

II.

Mobile Home Loans

Banks are the major source of credit for purchasing mobile homes which have
become the dominant factor in the low-cost housing market. Mobile homes accounted for almost half of the new single family dwellings sold in the U. S.
last year and strong sales continue. Mobile homes are virtually, the only kind
of low-cost housing that is widely available to American families earning under
$8,000 per year. As of June 30, 1976, banks had $8.7 billion in mobile home
loans outstanding, an estimated 50% of all such debt.
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III. Construction Loans
Acquisition of Residential Construction Loans by Type of Lender in 1976*
(Billions of Dollars)

Lender

One- to
FourFamily

MultiFamily

Total

Commercial Banks
Savings and Loan Associations
Mutual Savings Banks
Mortgage Companies
Mortgage Investment Trusts
All others

$ 7.5
11.1
0.5
1.3
0.3
-

$ 1.6
1.7
0.2
0.5
0.4
0.2

$ 9.1
12.8
0.7
1.8
0.7
0.2

$20.7

$ 4.6

$25.3

Total
* Source:

HUD releases.

Banks are a major supplier of funds for residential construction,
an
essential base of housing finance. At the end of 1976 banks acquired
$9.1
billion in residential construction loans, over one-third of the total.
Moreover, banks held $7.5 billion in land loans at the end of the same year,
an
estimated half of which was for residential purposes.
IV.

Loans for the Infrastructure of Housing

The total shelter needs of families require more than just the direct financing of construction and final mortgages. Also needed are services to make
a house usable--for example, such private and municipal services as electricity,
water, streets and sewers. Considering all financing requirements to provide
adequate housing and related facilities, banks rank near the top of the lending
groups. Some of the most recent data available reveal that banks:
Invest in obligations of Federal government agencies involved in
housing, amounting to $18.7 billion.1
Hold over $103 billion in municipal securities, of which an estimated $77.2 billion were issued to finance residential support
facilities--roads, sewers and other utilities.
Provide $6.1 billion in home improvement loans.
Provide credit assistance to the housing industry indirectly through
the loans they make to other housing lenders, such as savings and loan
associations, mortgage bankers, life insurance companies and real estate investment trusts, totaling an estimated $27 billion.
1 This figure is underestimated since it
is based on a Treasury Survey which
covers approximately over 50% of bank holdings.
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Measuring Commercial Bank's Contribution to Housing_

V.

_

Residential Mortgage Loans
Mobile Home Loans
Home Improvement Loans
Residential Construction Loans
Residential Land Loans
Federal Housing Agencies Obligations
Municipal Securities Supporting Housing
Loans to Other Housing Lenders
Total

$ 96.2
8.7
6.1
9.1'
3.7
18.7
77.2
27.0
$246.7

This over $246 billion commitment of the banking industry to housing is
a rough estimate, but a conservative one. It does not cover an indeterminate
amount of loans to contractors, building suppliers and other businesses engaged
in housing construction, servicing, and supply. But by any standard of measurement, $246.7 billion invested is a very significant commitment to the housing
industry. This puts banks in a very strong and very close second position to
the savings and loan associations in the overall financing of the nation's
housing needs.
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Two types of accounts are
All savings accounts from which
authorized in Section 101. Other
transfers to third parties may
types would be allowed by State
be made are subject to the same
law or other provisions of
ceiling, regardless of how
Federal law (such as 12 U.S.C.
transfers are made (Secs. 1,
1464(b)(1)). For instance, an
2(c), and 6).
S&L may agree to pay bills from
a savings account as the saver
directs over the phone. The
account is not a "NOW" account
as defined in the bill because
no "negotiable or transferable
instrument or other similar item"
is used to withdraw the money.
Apparently, this account would
be subject to a higher ceiling
unless the 4 agencies used their
broad authority to treat it as a
NOW account. That could be done only
if all 4 agencies agreed to issue a
"similar" regulation or order.

Other kinds of
Savings Accounts
used to pay bills

3.

Continues present provision
subjecting institutions that
violate restrictions on NOW
accounts to $1,000 fine for
each violation (12 U.S.C.
1832(c)).

Repeals fine (in rewriting 12
U.S.C. 1832, Sec. 101 omits
fine).

Fine for violations
of NOW Account
restrictions

Owner must be individual and
account must be used for his
personal purposes (Sec. 1)

2.

Owner must be individual. No
restriction on use (Sec. 101).

S. 1668
ABA BILL

Ownership and use of
NOW Accounts
(See Note 2 below)

S. 1664
ADMINISTRATION BILL

1.

ISSUE

COMPARISON OF S. 1664, S. 1668, and S. 1873

Same as S. 1664, except that
authority in S. 1664 to treat
other savings accounts as NOW
accounts in order to prevent
evasion of ceilings or reserve
requirements is omitted.

Same as S. 1664 (Sec. 101).

Owner must be individual except
in New England, where nonprofit
religious, charitable or educational organizations also may
have NOW accounts (Secs. 101,
108). A credit union may also
have a share draft account in
another credit union of which
it is a member. No restriction on use of NOW account.

S. 1873
McINTYRE BILL

7/19/77

4.

Same (existing law).

Ceilings are authorized for all
accounts (Sec. 107).

Same as S. 1664.

Same as S. 1664.

Same as S. 1664.

Same (existing law).

Ceilings are authorized for
all accounts (Secs. 2(c),
5(b), 5(c)).
Ceilings are authorized for
all accounts (Secs. 2(c),
5(b), 5(c)).

Ceilings apply if credit union
offers 3d-party-payment accounts,
with or without interest (see
3 above, Sec. 2(c)).
Ceilings apply if they offer 3dparty-payment accounts, with or
without interest (see 3 above,
Sec. 2(c)).

Ceilings apply to NOW accounts
only (Secs. 104(a), 104(e)).

No ceilings (see note 3 below).

No ceilings.

Ceilings apply only if they hold
over 20% of thrift accounts in
State where no State ceilings
apply (existing law).

Federal credit
unions

Other insured
credit unions

Uninsured
credit unions

Other uninsured,
nonmember institutions

b.

c.

d.

e.

Same as S. 1664, but ceilings
on NOW accounts will be same
as on passbook accounts at Fed
member banks for 2 years (3
years from enactment); after
that, ceilings on NOWs will be
same as on passbook accounts at
S&Ls (Sec. 103). S. 1664 provided for lower ceilings on
NOWs th,-..n on passbook accounts.

5. 1873
McINTYRE BILL

Ceilings apply to all interestbearing consumer deposits
(existing law).

If institution offers 3d-partypayment accounts, with or without interest, all its accounts
are subject to same ceilings as
banks (Sec. 6); statutory differential is repealed (Sec. 7(c)).

S. 1668
ABA BILL

Institutions insured by FDIC or
FSLIC, and other
FHLB members

Ceilings are uniform for all
NOW accounts (Sec. 104(a)), but
statutory rate differential
continues for other accounts
(lower ceilings for commercial
banks than for thrift institutions) unless changed with
approval of both Houses of
Congress (Public Law 94-200,
12 U.S.C. 461note).

S. 1664
ADMINISTRATION BILL

a.

Rate Ceilings:
Coverage

Rate Ceilings:
Uniformity

ISSUE

-2-

- 3 -

Same as S. 1668 (Sec. 301).

No such provision, not needed
because section 103 applies
57. ceiling.

Same as S. 1664 (Secs. 102(a),
201(a)).

On Dec. 15, 1980, rate ceiling
authority reverts to pre-1966
law (Sec, 7(a)).

No such provision.

Reserve requirements apply to
Interest-bearing 3d-partypayment accounts at FHLB members
and Federal credit unions, in
addition to Fed member banks
(Sec. 2(a)).

On Dec. 15, 1979, rate ceiling
authority reverts to pre-1966 law
except for NOW accounts (Sec.
301). Ceilings for NOWs continue for 3 years (4 years from
enactment), when they expire
unless renewed during the next
3 years by vote of 3 of 4
agencies (Sec. 104(a)).

Over-ceiling rates on NOW
accounts in existence at
enactment may continue for
4 years after enactment
(Sec. 104(b)).

Reserve requirements apply to
NOW accounts at all institutions insured by FDIC, FSLIC,
or NCUA; all FHLB members;
and uninsured savings banks
(Secs. 102(a), 201(a)).

Rate Ceilings:
Expiration

Rate Ceilings:
Grandfather clause

Extension of reserve
requirements to
nonmembers of FRS

7.

8.

9.

FRB sets NOW ceilings for 2
years from effective date
(because NOW ceiling is same
as ceiling on passbook accounts
at Fed members); after that,
FHLB sets NOW ceilings (because
identical with ceiling on passbook accounts at S&Ls).Sec.103.

S. 1873
McINTYRE BILL

Rate Ceilings:
Agency responsible
for setting ceilings
on NOW accounts

FRB sets ceiling on NOW accounts
3 of 4 agencies (FRB, FDIC, FHLB,
and NCUA must agree on NOW account after consulting other agencies
ceiling, except FRB may set initial (Sec. 2(c)).
ceiling if no agreement is reached
in 6 months (Sec. 104(a)).

S. 1668
ABA BILL

6.

ISSUE

S. 1664
ADMINISTRATION BILL

LL - LL - 0 LVL-Z6

Reserve ratios
(set by FRB)

12.

, NOW accounts
(for coverage
see 9 above)

Demand deposits
(FR members only)

Phase-in of reserve
requirements for
nonmembers of FRS

11.

a.

How reserves may
be held

10.

ISSUE

Not more than 20% nor less
than 5% (Sec. 2(a)).

Not more than 12% nor less
than 2% (Sec. 2(a)).

Not more than 12% nor less than
3% (Sec. 201(a)).

No phase-in provision.

For nonmembers of FRS, required
reserves are reduced by 75% in
first year, 50% in second, and
25% in third (Sec. 201(b)).

Not note than 22% nor less than
5% (7% for banks with more than
$15 million of net demand
deposits). Sec. 201(a).

Reserves may be held as vault
cash, at FRBank, or (for FHLB
members) at FHLBank if it holds
them as vault cash or at FRBank
(Sec. 2(6)).

S. 1668
ABA BILL

Reserves may be held as vault
cash, at FRBank, or (for nonmembers) at intermediary FR
member bank or FHLBank
(Sec. 202(a)).

S. 1664
ADMINISTRATION BILL

Same as S. 1664 (Sec. 201(a)).

Not more than 22% nor less
than 10% for reserve city
banks; 14% to 7% for others.
But FRB may set ratio as low
as 4% on first $15 million of
demand deposits so long as each
reserve city bank maintains at
least 10% on its demand deposits. FRB keeps existing
authority to apply country
bank ratios (7%-14%) to some
reserve city banks, depending
on "character of business"
(Sec. 201(a)).

Same as S. 1664 (Sec. 201(b)).

Same as S. 1664 (Sec. 202(a)).

S. 1873
McINTYRE BILL

-4-

FRBanks may pay interest on
required reserves they hold
at rate fixed by FRB; payments
may not exceed 10% of net
earnings of FRBanks in
previous year (Sec. 202(b)).

FRBanks may receive "other items,
including negotiable orders of
withdrawal" as well as checks and
drafts payable on presentation,
and accept deposits from nonmembers on same terms as FR
members. Nonmembers of FR must
maintain clearing balances at
level FRB deems "appropriate";
law now requires level sufficient to offset their items in
transit. FRB may require
FRBanks to act as clearing house
for nonmembers of FR, and may
fix charges (presumably for
collecting items) that
depository institutions impose on their customers whose
Items are cleared through
FRBank (Sec. 205).

FRBanks as
clearing houses

14.

Not more than 10% nor less than
3% (Sec. 201(a)).

Interest on
required reserves

Other time and
savings deposits
(FR members only)

13.

c.

ISSUE

S. 1664
ADMINISTRATION BILL

No such provisions.

Same, except rate paid must be
uniform regardless of size of
reserve balance or nature of
institution, and limit is 5% of
required reserves held by FRBanks
at end of previous fiscal year
(Sec. 2(b)).

Not more than 7% nor less
than 1% (Sec. 2(a)).

S. 1668
ABA BILL

Same as S. 1664 (Sec. 205).

Same as S. 1664 except overall limit is 5% of net earnings
and within that limit rate paid
on reserves against NOW accounts
may not exceed 90-day Treasury
bill rate (Sec. 202(b)).

Not more than 107. nor less than
3%, except FRB may set ratio
as low as 1% on first $15
million of savings deposits
(other than NOWs) and time
deposits with initial
maturities of 180 days or
more (Sec. 201(a)).

S. 1873
McINTYRE BILL

-5 -

Effective date

Bill takes effect one year from
enactment (Sec. 206).

S. 1664
ADMINISTRATION BILL
Bill takes effect one year from
enactment, except it takes effect
60 days from enactment in New
England (Sec. 8) and repeal of
the statutory differential in
the Interest Rate Control Act
takes effect on enactment (see
3 above, Sec. 7(c)).

S. 1668
ABA BILL
Same as S. 1664 (Sec. 206).

S. 1873
McINTYRE BILL

3. The earlier FRB draft bill applied ceilings to all credit unions insured by NCUA, not just Federal credit unions.
to
While S. 1664 is not entirely clear on that point, the ceiling authority is inserted in a provision that relates solely
Federal credit unions, and the earlier FRB draft's reference to other insured credit unions is omitted. We assume an intent
to exclude other credit unions from coverage.

2. In this comparison, NOW account" is used to cover other kinds of interest-bearing third-party-payment accounts
(such as share draft accounts at credit unions) as well.

1. S. 1873 contains additional titles dealing with subjects (Federal charters for mutual savings banks, lending and
1668.
investment powers of Federal S&Ls, and higher deposit insurance for IRA and Keogh accounts) not dealt with in S. 1664 or S.
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July 22, 1977

The Honorable Thomas J. McIntyre, Chairman
Subcommittee on Financial Institutions
United States Senate
Washington, D.C. 20510
Dear Senator McIntyre:
This is in response to your letter of July 18, requesting comments on
S. 1873, which is based on the hearings held before your Subcommittee on
S. 1664/S. 1669, a series of bills dealing with a number of financial
reform issues.
Title I
In the AFL-CIO testimony on S. 1664 through S. 1669, which I presented
before your Subcommittee on June 22, 1977, we stated, .The AFL-CIO would
support expanded authority for NOW accounts nationally, in the same manner
as presently authorized in New England." Title I of S. 1873 would provide
such authority for two years, but would also incorporate a significant
change to take effect in two years.
As presently authorized in New England, all depository institutions
offering NOW accounts may pay a maximum interest rate on such accounts not
in excess of the Regulation Q interest rate ceiling on commercial bank passbook savings accounts, currently 5 percent. Consequently, commercial banks
offering NOW accounts in New England cannot match the maximum Regulation Q
passbook savings account rate ceiling of 5i percent which thrift institutions
may pay. Under Section 103 of S. 1873, however, after two years, the
maximum interest rate that could be paid on NOW accounts would be equal to
the Regulation Q interest rate ceiling on savings and loan association passbook accounts, which is currently 5i percent. Commercial banks would then
compete with thrift institutions for savings funds by offering 5i percent
on NOW accounts. As a practical matter, enactment of the secon d sentence
of Section 103 would preordain in the law the abolition of an effective
Reg Q differential in favor of the thrift institutions.
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In connection with the proposed Federal Reserve payment of interest on
required reserves, I wish to cite our position as stated before your Subcommittee on June 22, 1977:
"The AFL-CIO strongly opposes the payment of interest on reserves to
member banks of the Federal Reserve System in an aggregate amount of up to
about $550 million, which would result in an equal reduction of Federal
reserve net profits paid to the U.S. Treasury. The American taxpayer would
bear the burden of this potentially large windfall which could be of
particular benefit to those large banks which hold billions of dollars in
business demand deposits.
"If the inclusion of State-chartered commercial banks in the Federal
Reserve System is an overriding consideration, in order to achieve a more
effective monetary policy and a more stable economy, the Congress should
act more directly to achieve this objective. It could require that all
commercial banks whose deposits are insured by the FDIC must become members
of the Federal Reserve System."
Although S. 1873 would restrict the aggregate annual payments to about
$300 million, that is still a significant amount of the taxpayers money that
would be given away, and there would still be a substantial windfall for
banks, particularly those having large business demand deposits.
Title III
Title III would extend the authority for Regulation Q for three years.
In our testimony of Jiine 22, 1977, we endorsed a two year extension, rather
than a longer one, in order not to "defer efforts to find more fundamental
solutions to the problem of excessive fluctuations in resichntial mortgage
fund availability and terms and construction."
After two years of a three year extension of Reg Q authority provided
by S. 1873 had passed, Section 103, referred to earlier, would automatically
become effective and vitiate the limited utility of Reg Q in safeguarding
the inflow of funds to mortgage lending thrift institutions. At the same
time, there would be no reform to mitigate the repetitive sharp, creltrelated homebuilding cycles.
Title IV
In essence, Title IV of S. 1873, authorizing Federal charters for mutual
savings banks, is quite similar to provisions to accomplish the same purpose
that were included in S. 1665 and S. 1666. The following two paragraphs from
our previously mentioned statement of June 22, 1977, therefore, would be
applicable to Title IV of S. 1873.
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building sector of the economy would also be introduced by provisions . . .
for chartering Federal mutual savings banks. State-chartered mutual savings
banks could be converted to Federal charters under regulation of the Federal
Home Loan Bank Board. Banks that convert could continue to carry on any type
of activity in which they were engaged under their State charter prior to
conversion, although such activities are not permitted for savings and loan
associations chartered and regulated by the Federal Home Loan Bank Board. The
savings banks that converted would be permitted to retain their tvandfatheredt
pre-conversion percentage of total assets in such loans and investments as
corporate bonds and stocks and consumer loans. Data indicate that the
authorized asset ratio for grandfathered types of loans and investments of
all mutual savings banks would be roughly 20 percent.
"Experience and logic strongly suggest that the savings and loan associations
would soon demand investment powers equal to those enjoyed by the Federal
mutual savings banks under common regulation of the Feebral Home Loan Bank
Board. As such demands were gained, home financing would be further weakened.
The mutual savings banks currently have only about 50 percent of assets in
residential mortgages, compared with about 80 percent for savings and loan
associations."
Title V
The proposed simplification of Title 5(c) of the Home Owners Loan Act of

1933, governing the investment powers of Federal savings and loan associations
would be a desirable, clarifying recodification. A proposed substantive
change would combine with single family mortgage loans, as an unlimited
investment category, multifamily mortgage loans in which the mortgage amount
does not exceed the per room amount limits allowable under Section 207(c)(3)
of the National Housing Act. This change would also be desirable.
Title VI
Title VI would raise the ceiling on insured IRA and KEOGH account
deposits from $40,000 to $100,000. It would greatly expand the tax loophole
benefits available to high income depositors, causing a decline in Treasury
revenues which would have to be borne by the great majority of taxpayers of
more moderate income. This Title should not be enacted.
I hope that the above comments will be helpful in the Committee
consideration of S. 1873 at the mark-up scheduled for August 2.
Sincerely yours,
fic
Henry B. Schechter, Director
Department of Urban Affairs
IIBS:mb
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July 27, 1977

Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Room 105
Russell Building
Washington, D. C. 20510
Dear Senator McIntyre:
RE: S. 1873 -- Nationwide NOW Accounts and
Other Regulatory Matters
I appreciate your letter of July 18, 1977, asking for comments on
the above bill which is an outgrowth of S. 1664 and other proposals
which were the subject of hearings before your Subcommittee last
month.
The concern of the Conference of State Bank Supervisors with respect to S. 1873's proposed reserve-setting authority of the Federal Reserve Board over all federally-insured depository institutions regarding NOW accounts offered by such institutions is
the same as that presented by CSBS in its testimony on S. 1664.
It is our position that NOW accounts should not be used as a
means for broadening the Fed's reserve-setting powers. As you
know, it has been the view of CSBS for some time that the Fed has
made no clear showing it needs reserve-setting authority over all
state-chartered depository institutions in order to carry out its
monetary policy responsibilities. It is the contention of CSBS
that the Fed carries out its monetary policy role principally
through its Federal Open Market Committee operations. Incidentally, I know of no satisfactory refutation of this position by
Fed representatives during their appearances before your Subcommittee on the NOW account issue.
The Conference has suggested - and I am pleased to note that FDIC
Chairman George A. LeMaistre has also taken such a view - that
the NOW account question be divorced from the issue of the Fed
reserve-setting authority over nonmember depository institutions
and that the latter be made the subject of separate and searching
hearings.

1015 EIGHTEENTH STREET, N.W. • WASHINGTON, D.C. 20036 •(202) 296-2840
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In connection with the reserve-setting issue, I thought that Senator William Proxmire made a very pertinent observation during the
questioning of Mr. Paul A. Volcker, President of the Federal Reserve Bank of New York, during the latter's testimony on June 22.
In speaking of the fact that the Federal Reserve Board has been
losing membership in recent years, Senator Proxmire noted that
there has been no evidence that this has affected monetary policy
Or is likely to do so in the future.
The Senator added that:
We have had the Federal Reserve come up in the last two
years giving us an indication of and expectation of an
increase in the money supply, for various monetary aggregates, and they have hit it almost on the nose, they
seemed to have excellent control, and there was no complaint that they were losing control, because they were
losing members.
All of a sudden when this bill comes in they say that
they have to have this attached, because otherwise they
will lose members and it will adversely affect monetary
policy.
It seems to me you should be able to provide us with
much firmer, clearer, more convincing documentation
that this is an urgent need than you have... (page
413 of transcript of June 22, 1977)
Similar responses were made on the same question of separating
the NOW account issue from the question of the Fed's reservesetting authority by Professor Almarin Phillips and Professor
James Pierce during their testimony on June 23.
In summary, the Conference believes that the extension of the Fed's
reserve -setting authority as proposed in S. 1873 and its predecessor bill S. 1664 is unwarranted and should be the subject of separate hearings.
The Conference supports the provisions of S. 1873 that would grant
a federal charter option to mutual savings banks in those states
which authorize the chartering of state mutual savings banks.
Cordially,

Lawrence E. Kreider
Executive Vice President Economist
LEK:drj
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July 26, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
United States Senate
Committee on Banking, Housing and
Urban Affairs
Washington, D.C. 20510
Dear Senator:
Re: S1873
This is in response to your letter of July 18, 1977 addressed
to Commissioner Greenwald. The Commissioner is not in the office
due to the illness and death of her father. I have talked to her
and read this letter to her. It expresses her views.
The Commissioner is pleased to support 5% interest ceiling
on NOW accounts. That is the amount presently permitted on savings
deposits by the Federal Reserve and also the maximum presently
allowed for Massachusetts banks on NOW accounts.
Future adjustments tied to rates on savings accounts can be
supported and endorsed.
Conversion of state-chartered mutual thrifts to federal savings
banks cannot be supported. If corporate charters will be changed to
require election of the trustees directly by the depositors after
conversion, the Commissioner will support this aspect of the legislation.
Very truly yours,

-t
Edward F. Flynii, Jr.
Deputy Commissioner of Banks
and General Counsel
EFF:mkf
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July 25, 1977
Honorable Thomas J. McIntyre
Chairman, Subcommittee on
Financial Institutions
Committee on Banking, Housing
and Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Mr. Chairman:
Thank you for your invitation to comment on S.1664-1669,
the series of Bills dealing with financial reform issues (now
combined in S.1873).
As you know, the proposal to authorize NOW accounts and
Share Draft accounts nationwide had our enthusiastic proposal
at hearings before the Subcommittee. It is a very important
piece of legislation for consumers. Indeed, along with the
pending proposals to amend the Truth In Lending Act, it is the
most important consumer credit legislation now pending before
the Congress. We strongly urge that NOW account authorization
be enacted in this Congress.
With regard to payment of interest on reserves maintained
at the Federal Reserve, we take no position on the substance of
the proposal. However, we did testify, and still urge, that
this proposal be considered separately from the NOW account
proposal, as it is not related to it. Following Dr. Burns'
testimony that payment of interest on FRS reserve accounts would
be necessitated by authorization of NOW accounts, I reviewed the
statistics om Federal Reserve System membership. Membership has
been declining steadily since the late 19403. This trend has been
interrupted only by occasional, slight increases, which are always
followed by a continuation of the decline. Whatever the reasons
for the membership decline, they began to take their effect long
before New England NOW accounts were ever in operation.
Consumer Reports in May, 1975, stated that Regulation Q
should be phased out over a period no longer than three years
after the enactment of the then-pending Financial Institutions
Reform Act. Since we have not taken a position on the extension
of Regulation Q in the absence of financial institution reform,
I cannot comment meaningfully on the proposed extension.

National Office. 256 WASHINGTON STREET, MOUNT VERNON, NEW YORK 10550 I 914-664-6400
TNG-3
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Consumers Union has taken no positions on deposit ceilings
on IRA and KEOGH accounts, on Federal chartering of mutual
savings banks, or on amendments to Section 5(c) of the Homeowners
Loan Act.
I hope that these comments will be useful to the Subcommittee
in its consideration next week of the pending financial reform
legislation.
Sincerely„
9
le
CLItt/
Mark Si berge
Director, Was ngton Office
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July 27, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
Washington, D. C. 20510
Dear Senator McIntyre:
Thank you for this opportunity to comment on S. 1873.
Credit Union National Association, Inc. (CUNA) supports the thrust and
intent of this legislation, especially the nationwide extension of thirdparty transaction-accounts. Consumers will reap many benefits through
this bill. For the first time, they will be able to use a new and valuable
service that previously was available only to consumers in the Northeast
and through the numerous credit unions that currently offer share draft
accounts to their members. This is a direct benefit to all consumers,
and especially those of modest means, since they will have an alternative
service to consider when selecting a third-party payment device and because
they will earn interest on money maintained in these accounts. They also
will benefit through the enhanced competition among financial institutions
that will result from this proposal.
We are pleased that the existing share draft program is not affected
by S. 1873, and that the confusion in this area caused by the language
of S. 1664 has been eliminated. New share draft accounts and programs
may continue to be established without the restrictions imposed by this
bill until the effective date of the bill.
CUNA does have some concerns about certain provisions of the bill
and the effects of their implementation. We will address these specifically
on a section by section basis.
Section 101 - This section permits Federally-insured depositories
to offer NOW accounts and share draft accounts, defines these accounts,
and limits their use to individuals (except as provided in Section 108).
CUNA agrees with you that the issue of third-party transaction accounts
has been debated in public forums long enough and that the time has come
for action.
Section 102 - This section is a conforming amendment to the Federal
Reserve Act to define NOW accounts and share draft accounts and should
be the same as Section ,101. We note, however, that the definition of
share draft account in this section is slightly different from the definition in
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Section 101. The words "payable through a bank and are" should be deleted
from the definition of share draft account in Section 102.
Section 103 - This section provides a uniform limitation on the interest
rate which may be paid on NOW and share draft accounts. While we recognize the
sensitivity of the question of interest rate controls on transaction accounts
balances, CUNA is opposed to the imposition of any such controls and we suggest
that this proposed limitation be eliminated. We believe that such regulation
fails to recognize marketplace differences among financial institutions
and, in fact, rewards, or at least institutionalizes, inefficiency. For
example, credit unions have combined electronic data transmission with the
traditional paper draft to produce efficiency which results in cost savings
that are returned to credit union members. This allows a higher rate of
return than would be available under tranditional paper based systems.
CUNA feels that the imposition of uniform rates simply tailors the transaction
account system to an inefficient mode. Despite CUNA's objection to rate
controls, we are willing to support the controls imposed by this section
if this would result in the nationwide extension of transaction accounts.
We, of course, would like to see nationwide transaction accounts without
such controls.
Sections 104 through 106 - These sections amend existing law to make
the Administrator of NCUA a member of the Interagency Coordinating Committee.
CUNA appreciates and supports the inclusion of the Administrator on the
Committee for the purpose of consultation on monetary matters. We are
concerned, however, that this may become a subtle vehicle for the eventual
inclusion of credit unions under Regulation Q. As you know, CUNA is strongly
opposed to the extension of any sort of Regulation Q type controls to credit
unions. Rate controls in any form are anti-competitive and tend to protect
the least productive of financial institutions to the detriment of the
American consumer. In the absence of rate controls, financial institutions
will strive harder, and with more innovation, for the consumer dollar.
If Congress deems that the time is inappropriate to phase out Regulation
Q controls completely, then CUNA urges that credit unions not be subjected
in any way to this anti-consumer, anti-competitive device. As a technical
note, we believe that Section 104 contains an erroneous citation. The
reference to 12 U.S.C. 371 should be 12 U.S.C. 371b.
Section 107 - This section amends the Federal Credit Union Act to
permit the Administrator of NCUA, after consultation with the Interagency
Coordinating Committee, to limit dividends payable on member accounts.
CUNA opposes this section as unnecessary and urges its elimination. Under
PL 95-22 the Administrator is given authority to prescribe limitations
on dividend rates paid on members' shares. The Administrator has exercised
his authority in the past to set maximum dividend rates payable by credit
unions, but credit unions have not been subjected to extensive rate regulation
as have other financial institutions. This has allowed credit union members
to earn maximum return on small savings balances. Section 107 again raises
the specter of Regulation Q and its application to credit unions. We believe
the language of Section 107 which authorizes the Administrator to
"prescribe rules governing the payment ... of interest or dividends,
including limitations on the rate of interest or dividends which
may be paid by credit unions",
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only after consulting with the Committee will effectively
force Regulation Q
type controls on credit unions.
Since the Administrator's position on the Committee is establishe
d
by Sections 104 through 106, and his authority to set maximum
dividend
rates is clarified in PL 95-22, further treatment of the
subject in Section 107
is unnecessary.
Section 108 - This section permits New England depositori
es to continue
to make transaction accounts available to certain non-profit
corporations.
It also permits credit unions to make share draft accounts
available to
other credit unions. CUNA supports the two clauses of this section.
Since S. 1873 is silent on the matter of existing share draft
programs,
we request confirmation in the Committee Report of our constructi
on of
the bill that it is the intent of Congress that there be no impact
on the share draft program administered by NCUA.
Section 202 - This section requires, among other things, that
reserves
against transaction accounts must be placed in a Federal
Reserve Bank,
a member bank, or in a Federal Home Loan Bank. CUNA is opposed
to the
restrictions placed on the situs of required reserves. We feel
that credit
unions' reserves against transaction accounts could appropriat
ely be placed
in a special fund created by NCUA, in a Central Liquidity Fund
(when established), at a central credit union or at a credit union which
chooses
to maintain balances at a Federal Reserve Bank or member bank.
As we stated
in our testimony on S. 1664 through S. 1668, CUNA believes that
authority
should be delegated to each industry's respective regulator to provide
reserve account locations, in addition to the Federal Reserve Banks.
In
the case of credit unions, such flexibility in the placement of
reserves would
enable them to realize the greatest potential earnings on their
reserves,
which of course would directly benefit credit union members in
the form
of greater dividends.
CUNA applauds the provision regarding the interest rate to be paid
on
transaction account deposits. This is a significant improvement
over the
earlier proposal in S. 1664 and is, we believe, consistent with sound
monetary policy.
Section 301 - This section extends Regulation Q from December 15, 1977
to December 15, 1980. As noted above, CUNA opposes not only the extension
of Regulation Q to credit unions, but the very existence of the control.
We view the regulation as anti-consumer, anti-competitive and unworkable
.
CUNA does, however, recognize the need of other segments of the financial
industry to adapt gradually to the elimination of this control. Neverthele
ss,
we encourage the Committee to focus on the elimination of Regulation
Q.
Section 401 - This section permits the Federal Home Loan Bank Board to
convert existing state-chartered savings banks into Federal savings banks.
CUNA supports the option of Federal charters for savings banks. We suggest
that consideration be given to the possibility of de novo Federal chartering
,
as well as the conversion of existing state-chartered institutions.
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Section 601 - This section amends the Federal Credit Union Act and
the governing laws of the FDIC and the FSLIC to permit insurance of deposits
up to $100,000 in IRA and Keogh accounts held by insured depositories.
CUNA supports this provision and appreciates the inclusion of credit unions
in the amendment.
In conclusion, CUNA wants to reiterate its support, and commend you
for your effort through this bill to bring all consumers in the United
States the advantages of interest-bearing transaction accounts. We believe,
as you do, that this will enhance innovation and competition among all
financial institutions with the ultimate beneficiary being the American
banking public.
Sincerely,

athan Lindley
Executive Vice President
JL:vs
cc:

Members of Senate Banking Committee
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THE HONORABLE SENATOR THOMAS J mCINTYRE
UN/TED STATES SENATE
wASHrNGTON DC
20510

DEAR SENATOR mCINTYRE:
THE mEmbERS OF THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS
THANK YOU FOR THE KIND AND ENCOURAGING WORDS TO THEIR TENTH ANNUAL
CONFERENCE IN SEATTLE.
YOUR DESIRE TO INCREASE COMPETITION AMONG ALL FINANCIAL INSTITUTIONS
HAS 8ENEFITED CREDIT ONION MEMBERS AND CONSUMERS EVERYWHERE. NAFCU
WOULD LIKE TO TAKE THIS OPPORTUNITY TO REAFFIRM ITS SUPPORT OF YOUR
NEWEST LEGISLATIVE GOAL, S. 1873 ww THE NOW ACCOUNT/SHARE DRAFT
BILL.
NAFCU MEMBERS wHOSF SENATORS SERVE ON THE BANKING, HOUSING AND
URBAN AFFAIRS COMMITTEE WILL BE CONTACTING THEIR LEGISLATORS TODAY
TO URGE THEM TO SUPPORT S. 1873 WHEN THE FULL COMMITTEE VOTES ON
THE BILL AUGUST 2 AND 3.
SINCERELY,
ROY HOLL/HAN
PRESIDENT
9000
01140 EST
mGmCOmP MGM
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EDWARD A. TRAUTZ, President
Easitn=lairh17.M823
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IVAN D. FUGATE, Board Chairman
Western National Bank nf Denver
Denver, Colorado 80219

Second Vice President

Treasurer

RAYMOND D. CAMPBELL President

DONALD R. OSTRAND, Vice President
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Forst National Bank of Omaha
Pnaha, Nebraska 68103
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BANKERS ASSOCIATION OF AMERICA

EXECUTIVE DIRECTOR: HOWARD BELL • SECRETARY, GENE MOORE • ASSOCIATE DIRECTOR: BILL McDONALD
100 W. GRAND RIVER AVENUE, EAST LANSING, MICHIGAN 48823

July 26, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and
Urban Affairs
United States Senate
Washington, D.C. 20510
Dear Chairman McIntyre:
Thank you for your letter of July 18, 1977, addressed to
Mr. Richard Peterson, our legislative counsel, requesting the
comments of this Association on S. 1873, a bill to provide
improved consumer deposit services and for other purposes.
While we appreciate your invitation to comment on S. 1873,
there is little more we can add at this time to the views I
expressed in my testimony before your subcommittee on June 21,
1977 with respect to the bills you introduced to extend NOW
accounts and to pay interest on required reserves. You will
recall that our principal objections to those bills were: (1)
the extension of NOW accounts nationwide would be unlikely to
benefit some 58.5 million present holders of individual
checking accounts with average monthly balances under $1,000
since the interest earned would be substantially below the
explicit charges depository institutions would ultimately be
forced to make to compensate them for the costs of servicing
these accounts; (2) the experience with NOW accounts in New
England has demonstrated the adverse effects they have had on
the stability of small banks with deposits under $25 million
and therefore their extension nationwide would pose a serious
threat to the viability of 10,000 small banks with deposits
under $25 million; and (3) the payment of interest on required reserves would tend to favor the nation's largest
depository institutions and would therefore offer limited
incentive for small banks to put their required reserves into
the Federal Reserve System.

92-747 0 — 77 — 78
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Although S. 1873 offers some concessions to small banks
with respect to reserve requirements, we see no reason to
modify our opposition to the bill as presently drafted.
Very truly yours,

Edward A. Trautz
President
EAT/pas
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August 1, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510
Dear Senator McIntyre:
Thank you for your letter of July 18th enclosing a copy of S. 1873
and requesting our comments on this bill. In anticipation of the consideration of financial reform legislation by the Committee on Banking, Housing
re-examine
and Urban Affairs, our Executive Committee met on July 15th to
NAHB's policy on financial reform legislation.
You will recall that on June 22nd, Roland Ferland testified on behalf
stated
of NAHB on S. 1664 thru S. 1669. In his testimony, Mr. Ferland
NAHB's position as follows:
"(1) a minimum five and one-half year extension of the authority
for the flexible regulation of interest rates on deposits in
accounts in depository institutions, commonly known as Regulation Q authority, with at least a one-quarter percent differential
for qualifying thrift institutions; (2) nation-wide authority for all
financial institutions (banks, savings and loans, mutual savings
banks, and credit unions) to offer negotiable order of withdrawal
(NOW) accounts or share draft accounts for credit unions, with
interest only to allowed to be paid on such accounts where
authorized by the state law for all financial institutions; (3) a
limited expansion for the power of Federal savings and loans to
make consumer loans within an overall authorization to invest
20% of their assets in nonresidential investments; (4) authorization for mutual savings banks to convert from a state charter
to a Federal charter.
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Our justification for support of these four provisions is that this
would realize a proper balance for the need for a continued adequate flow
for residential mortgage funds against the need for a limited expansion of
the lending powers of thrift institutions. With respect to the provisions
of S. 1873, we have the following comments:
Title I -- Payment of Interest on Deposit Accounts
(1)

NAHB seriously questions (a) whether NOW accounts are
really beneficial to consumers, and (b) whether a majority
of the financial institutions support the extension of NOWaccount authority on a nation-wide basis. Our fundamental
concern about NOW accounts remains our belief that payment of interest on deposit accounts will result in a reduction
of profit margins of financial institutions, particularly the
thrifts, which thereby will force these institutions to raise
their home mortgage interest rates in order to protect their
economic profitability. In view of the high sensitivity of
consumers the mortgage interest rates, we are deeply
concerned that the net impact of NOW accounts will militate
against the average American family's ability to afford home
ownership. NAHB recognizes the convenience to the consumer of one-stop banking provided by NOW accounts, thus
we have no objection to the Federal authorization of noninterest bearing NOW accounts nation wide. However, we
believe that it should be a matter of state determination as
to the payment of interests on these accounts, and we
recommend that S. 1873 be amended to reflect this state
option aspect so that interest on checking accounts or other
comparable third-party payment accounts would be authorized
on a state-by-state basis and conditioned on the state-wide
eligibility of all thrift institutions to pay interest.

(2) -

NAHB strongly opposes Section 103 of S. 1873 because this
provision eliminates the savings rate differential on passbook savings accounts, which is the underpinning for
Regulation Q. Our Association, as a minimum, supports
a five and one-hall year extension of Regulation Q with at
least a one-quarter percent differential for qualifying thrift
institutions. The Regulation Q ceiling structure must be
maintained with respect to ordinary passbook savings accounts
in order to assist thrift institutions to compete for the savings,
which are the paramount source of home mortgage credit.
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Title II -- Reserve Requirements and Expanded Deposit Powers
No formal policy position at this time.
Title III -- Extension of Flexible Authority to Impose Interest Rate Ceilings
on Deposits
We are disappointed that S. 1873 provides for only a three-year
extension of the present law. Our policy favors a five and one-half
year continuation of the Regulation Q authority with at least a onequarter percent differential for qualifying thrift institutions. Our
judgment is that in order to provide the thrift institutions and the
mortgage markets with greater protection, the possibility should
be considered of returning the statutory differential to at least
one-half percent.
Title IV -- Charters for Thrift Institutions
NAHB supports Federal charters for mutual savings banks in those
states where state-chartered savings banks now exist. With respect
to the conditions that would have to be met by mutual savings banks
to qualify for the differential, we believe that the ratio provision
of Section 402 is so broad as to permit the mutual savings banks to
further decrease their investment in residential mortgages.
Title V -- Lending and Investment Powers
NAHB supports the rewording of Section 5 (c) of the Home Owners
Loan Act of 1933. This amendment will result in the simplification
of that section, without making any substantive changes in the lending
powers of Federal S&Ls.
Title VI -- Deposit Insurance for Retirement Plans
No formal policy position at this time.

In conclusion, we feel that S. 1873 has two serious problems that are
detrimental to the housing industry, namely, the payment of interest on NOW
accounts on a nation-wide basis, and the removal of the interest rate
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differential on passbook savings accounts two years after the extension of
NOW accounts nation wide. We sincerely hope that the Committee will
take our views into consideration during its markup of S. 1873.
Respectfully yours,

Robert Arquilla
President
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July 27, 1977

Cable Address:
Savi,s, New York

The Honorable Thomas J. McIntyre
United States Senate
Washington, D. C. 20510
Dear Senator McIntyre:
We wish to take this opportunity to communicate the views of
the National Association of Mutual Savings Banks on S. 1873 which you
and your colleagues on the Senate Banking Committee are scheduled to
mark up beginning August 2.
S. 1873 contains a number of provisions which NAMSB strongly
supports and which we endorsed in our testimony before the Subcommittee
on Financial Institutions on June 21. We continue to support the concept
of nationwide NOW accounts. We are gratified, moreover, that S. 1873
includes a federal charter alternative for savings banks and provides
for extension of Regulation Q authority with retention of the statutory
differential.
We are opposed, however, to Section 103 of the bill, which we
believe would have the practical effect of eliminating the deposit
interest rate differential between commercial banks and thrift institutions on a basic portion of our deposit structure. Section 103 provides
that the interest rate ceiling on NOW accounts will be: (1) uniform for
all institutions; (2) equal initially to the commercial bank savings
deposit maximum (currently 5 per cent); and (3) raised three years after
enactment of the bill to the thrift institution savings deposit maximum
(currently 5-1/4 per cent). Based on our judgment of likely consumer
reactions and institutional responses, Section 103 would obliterate the
distinction between transactions accounts and savings accounts and, in
effect, eliminate the rate differential for passbook savings between
commercial banks and thrift institutions. The result, we fear, would be
an accelerated shift in the flow of savings from mortgage-oriented
thrift institutions and the housing sector.
Therefore, while our industry continues to support basic
provisions of S. 1873 -- including nationwide NOW accounts, a federal
charter alternative for savings banks and extension of Regulation Q
authority with retention of the statutory differential -- we cannot
support Section 103 in its present form.
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The Honorable Thomas J. McIntyre

July 27, 1977
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We urge that S. 1873 be revised to reflect the following two
changes:
First, nationwide NOW account authority should become effective
two years after enactment of the bill, rather than in one year. A twoyear lead time is necessary to permit state legislatures sufficient time
to provide comparable authority for state-chartered institutions.
Indeed, legislatures of some states are not scheduled to meet annually.
Second, the critical issues raised by Section 103 could be
resolved by permitting rate ceilings for NOW accounts to be set by the
regulatory authorities, as is true of rate ceilings on passbook savings
and time deposits. This would be subject to: (1) a statutory requirement
that the NOW account ceiling -- which could be uniform for commercial
banks and thrift institutions -- be below the commercial bank passbook
ceiling in order to preserve the distinction between transactions and
savings accounts; and (2) a grandfather provision for New England.
These changes, we believe, would significantly enhance the
prospects for passage of S. 1873.
Sincerely

yours,

AJUI
Norwick R. Goodspeed
Chairman

John E. Krout
Chairman
Committee on Federal Legislation
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National Savings and Loan League
1101 Fifteenth Street NW
Washington, DC 20005
202 331-0270 Cable: NATLISA
Henry A. Carrington
Executive Vice President

July 27, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
Senate Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510
Dear Mr. Chairman:
In response to your request of July 18, 1977 for comments
on S. 1873, I am pleased to submit those comments on behalf of the
National Savings and Loan League.
Title I - Nationwide NOW Accounts and Share Drafts
While the League has consistently supported legislation for
the extension of authority for S&Ls to offer NOW accounts on a nationwide basis, we are extremely concerned about the provisions of Title I
dealing with maximum rate ceilings on those accounts. We are totally
opposed to the proposed increase in the maximum rate on NOW accounts
in Federally -insured financial institutions. This measure would effectively
eliminate the Regulation Q differential on all but certificate of deposit
accounts.
The Federal Reserve Board has already eliminated the differential on IRA and Keogh accounts. S. 1873 specifies a uniform
interest rate to be paid on NOW accounts which we have supported. The
bill, however, goes on to raise the uniform rate ceiling to equal the
maximum passbook rate under Reg Q and virtually eliminate the distinctions between passbook and NOW accounts and give all financial institutions the authority to offer this account. For all practical purposes,
this legislation effectively "piecemeals away" the Reg Q differential
on passbook accounts under the banner of consumerism. The result
would be the same as it has always been when Reg Q was seriously
threatened. In the same way that money was drawn away from S&Ls
during the "wild card" experiences of 1973 and 1974, severe disintermediation would occur and less money will be available for housing.
In a housing -oriented atmosphere, this result can be no more readily
called consumer beneficial than it was with the "wild card" experiences
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when Congress was forced to step in and protect the S&L industry
and the basic structure of our financial system.
We believe that the public will be admirably served by the
advent of an interest-bearing checking account on a broad scale
throughout the country, and while the additional quarter of a percent
differential mandated under the bill after three years would provide
minimal benefit to our consumer/savers, it would have a very serious
effect on the nation's thrift industry and housing. The savings and
loan industry has been willing to support NOW account authority as
a consumer service, but not at the expense of the elimination of the
passbook differential. The acceptance of a uniform NOW account
rate is indeed a concession, but there is no way we could support a
further dissolution of Reg Q on passbook accounts as well.
Title II - Reserve Requirements and Expanded Deposit Powers
Situs of Reserves
NOW account reserves for savings and loan associations
would serve only as liquidity reserves. As such the mandatory placement
of reserves in Federal Reserve Banks constitutes nothing more than
an attempt by the Fed to gain control over and impose its will upon
more of the nation's financial institutions.
The National League contends that reserves against NOW
accounts can effectively and should be maintained in the same manner
as other liquidity reserves. This would give S&Ls an opportunity to
keep these reserves within the associations and still adequately protect
the safety and soundness of the industry.
At the very least S&Ls should be permitted to maintain
reserves in the Federal Home Loan Banks. We believe it would be
extremely unwise to have S&L reserves be crossed over with the
Federal Reserve System.
The Federal Home Loan Bank System and the Federal Reserve
System are two distinct financial systems created and designed to effect
differing goals. The Federal Reserve System is designed to handle monetary and fiscal policy. The Federal Home Loan Bank System is concerned primarily with housing finance. While this is not to say that the
two systems are closely interrelated and affect each other in very significant ways, Congress has created the mechanisms by which they are to
work together such as through the coordinating committee which determines
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rate ceilings and thus far the two systems have been kept separate.
While it may be difficult to point out specific problems that may
occur because NOW account reserves would be held at the Fed, the
precedential effect would be substantial and irreversible and certainly
demands more study than has tak en place up to this time before such a
significant step is taken.
Payment of Interest on Reserves
Under the present regulatory mechanism, excess earnings
by the Federal Reserve Banks go to the U.S. Treasury. This amount
in past years has equaled between $600 million and $1 billion.
Under the procedure proposed in S. 1873, this $600 million
to $1 billion would be turned over as interest to be paid on the reserves
held in Federal Reserve Banks. Since this interest would be paid on
reserves maintained by Fed member banks on their demand deposits,
and time and savings deposits, plus reserves maintained at the Federal
Reserve Banks by all financial institutions against NOW accounts, the
overwhelming majority of this interest would go to Federal Reserve
members. Under any analysis, this is merely a subsidy to the members
of the Federal Reserve and financed at the expense of the consumer/customers of S&Ls and all non -Fed financial institutions, and the tax-paying
public. This kind of a subsidy is simply unreasonable.
Title III - Extension of Regulation Q
As we testified before your Subcommittee on June 21, we
support a long-term extension of Regulation Q. In the bill which you
introduced on our behalf, S. 1667, we sought a 5 1/2 year extension and
firmly believe that Reg Q is essential until improvements are made in
S&L lending and investment powers which prove thrift institutions capable
of handling commercial bank and other financial competition.
Title IV

- Charters for Thrift Institutions

The National League has supported in the past and will
continue to support Federal chartering of mutual savings banks.
Title V

-

Lending and Investment Powers

We support the proposed simplification of Section 5(c) of the
Home Owners' Loan Act. This is an area that will further need substantial review and we look forward to the hearings which you have
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stated you will hold in the fall to take up this issue. In light of
these
hearings we have refrained, as you have requested, from
submitting
our numerous recommendations relevant to Section 5(c)
and support
the simplification which you have proposed on the understan
ding that
you and your Subcommittee will address these issues in
the fall.
Title VI - Increase in Insurance on IRA and Keogh Accounts
We fully support the provisions of Title VI relating to
an
increase in the maximum insured amount on retiremen
t funds from
$40,000 to $100,000. While this remedy is temporar
y in nature, we
believe that you have taken the most reasonable approach
to the problem.
Mr. Chairman, even though there are a number of positive
provisions contained in S. 1873, these factors are overshado
wed by the
serious negative aspects of the provisions relating to the
long-term
interest rate ceilings on NOW accounts. In all good
conscience the
bill as submitted proposes trade-offs that are too heavy
to bear. Our
positions have been consistently clear -- we cannot support
NOW accounts
at the expense of the differential. Since in our estimatio
n this is exactly
what S. 1873 proposes, we are unable to support it.

Sin

e y

z7--

Henry A. Carrington
Executive Vice President
HAC : gd
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NATIONAL ASSOCIATION OF REALTORS
Harry G. Elmstrom

H. Jackson Pontius

President

Executive Vice President

Albert E. Abrahams,

REALTOR

Staff Vice President

Government Affairs
925 15th Street, Washington, D.C. 20005
Telephone 202 628 5300

August 1, 1977

The Honorable Thomas J. McIntyre
Chairman, Subcommittee on Financial Institutions
Senate Committee on Banking, Housing and Urban
Affairs
5300 Dirksen Office Building
Washington, D.C.
20150
Dear Chairman McIntyre:
I would like to take this opportunity to comment on S.1873 prior to the scheduled
committee markup on August 2 and 3, 1977.
We commend your efforts to consolidate the main provisions of S.1664 through
S.1669 on which the Financial Institutions Subcommittee held hearings on
June 20-23, although, we do have concerns about a few of the provisions in
S.1873. In particular, we support the following provisions of S.1873:
•

Extension of Reg Q until December 15, 1980, although, as indicated
in our testimony before the Financial Institutions Subcommittee
hearings on June 23, this Association recommended a 51
/
2 year
extension. The provision in S.1873, however, does give financial
institutions and the real estate industry a reasonable time period
in which to adjust their operations, a great improvement over the
crisis-by-crisis situation Which has existed over the past several
years.

•

Increased deposit insurance levels for IRA and Keogh accounts.

•

Efforts to rewrite Section 5(c) of the Home Owners Loan Act of 1933,
in order to provide more liberalized and higher yielding investment
powers for Federally chartered savings and loan associations have been
at the heart of all proposals for financial institutions reform. As
this Association has frequently testified, we support the necessity
for giving these institutions such added powers, provided, however,
that the main bulk of their assets is invested in single family
housing. Your provision to simplify the existing 5(c) language without
making substantive changes in this section is a necessary prelude to any
orderly and easily understood discussion of future changes. We look
forward to participating this fall in your review of the entire asset
and liability mix of Federal savings and loan associations, variable
rate mortgages, and alternative mortgage instruments.

REALTORO is a registered collective membership mark which may be used only by
real estate professionals who am members of the NATIONAL ASSOCIATION OF REALTORS./
and subscribe to its strict Code of Ethics.
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While we also support your provision to allow all financial institutions to
offer NOW accounts to individuals on a nationwide basis, and have so testified,
we are greatly concerned with Section 103 of Title I which would effectively
eliminate the differential on savings accounts after three (3) years. As we
have repeatedly testified before Ybur Subcommittee, this Association feels that
the differential is essential to enabling thrift institutions to more effectively
compete for deposits. We would hope that this section could be removed from
the bill.
In addition, while this Association supports the concept of Federal charters
for mutual savings banks, we feel that such Federal charters should be permitted
on both a conversion and a de novo basis.
Thank you for your consideration of our concerns. We look forward to continuing
to work with you and your staff in developing a fair and equitable program for
financial reform.
Sincerely,
—1

Albert E. Abrahams
Staff Vice President
Government Affairs
cc:

H. Jackson Pontius
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UNITED STATES LEAGUE of SAVINGS ASSOCIATIONS

WASHINGTON OFFICE
1709 NEW YORK AVENUE. N.W. / WASHINGTON, D.C. 20006 / TEL.(202) 785-9150

July 27, 1977
The Honorable Thomas J. McIntyre
Chairman, Subcommittee on Financial
Institutions
Senate Committee on Banking, Housing and
Urban Affairs
5303 Dirksen Office Building
Washington, D. C. 20510
Dear Chairman McIntyre:
On behalf of the United States League of Savings Associations, we
would like to respond to your gracious invitation to comment on S. 1873
prior to the scheduled Committee markup August 2 and 3, 1977.
We convened a special joint meeting of our Executive Committee
and Legislative Policy Committee in Chicago on Monday of this week to
thoroughly discuss this latest "financial reform" bill and its implications.
This letter is written to convey the views of the U. S. League and the legislative
leadership of the savings and loan business on S. 1873.
We find that we must oppose S. 1873, as introduced. It simply does
not contribute to the housing needs of our country. For example, the language
of Section 103 effectively eliminates the savings rate differential on passbook
savings accounts. As we testified on June 21, we consider the differential
absolutely essential if we are to continue to provide the principal portion of
home financing for the American public. The differential is the distinctive
marketplace tool that housing-specialized thrift institutions must have to
compete for deposits.
Apart from our strong objection to Section 103, we are disappointed
that your bill fails to improve the laws governing the investment povoe rs of
Federally-chartered savings associations, provide needed flexibility in
mortgage instruments, or modernize the Federal Home Loan Bank System
and make other changes as recommended in our bill S. 1666. Unfortunately,
S. 1873 would do very little to assure long-term growth for our institutions
or enable us to perform competitively in the residential real estate market.
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This is not to say that your Committee and the Congress will not
subsequently develop a financial institutions' legislative program which will
help our institutions better accomplish their essential role as the nation's
housing finance specialists. Your personal commitment over the past four
years to financial institutions' legislation, Mr. Chairman, demonstrates a
desire for a lasting solution and a willingness to listen to opposing views
on these issues -- in the best traditions of the United States Senate. But we
must reluctantly conclude that S. 1873, as written, would do more harm than
good to home finance.
We can appreciate your difficulty in drafting legislation given tt
competing interests at work; and we would observe that it is probably
impossible to achieve a "balanced" bill or package -- with one or two features
appealing to each interest group -- since the existing statutes are not themselves
in balance. Instead, we would encourage you and the Committee to boldly
address the shortcomings of existing law to forge modern thrift institutions
which can effectively compete in varying economic environments and serve
the borrowing and savings needs of the American people.
To be directly responsive to your request for commenton S. 1873, we
would now like to address the legislation title-by-title.
Title I provides NOW account authority nationwide one year after
enactment. We are not seeking this authority for our institutions -- but if
all other depository institutions are to receive this new service, we feel
savings and loan associations must have it,, as well, to compete for the
savings dollar.
As indicated above, however, we find Section 103 of Title I totally
unacceptable since it, in effect, gives statutory instruction for the removal
of the differential on passbook savings accounts two years after the extension
of NOW accounts nationwide (or three years from enactment). As we have
testified, many in the savings and loan business have been reluctant to accept
to depositors would
NOW or other transaction accounts for fear that such new services
be accompanied by regulatory removal of the differential on savings accounts.
Section 103 would remove any lingering doubt that the "price" of transaction
price
account services is loss of the differential. This is much too high a
to force the savings and loan business to pay.
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But further, we would submit that scheduling removal of the differential
at this time for over 40% of our consumer savings base is premature. As
Secretary Blumenthal testified in June, the Administration plans an interagency task force to study rate control and its implications. It seems obvious
that a new Federal Home Loan Bank Board will be installed in coming months
and their views may be helpful on this important issue. (For our own part,
a special U. S. League Committee has been studying for several months
the subject of what savings associations would need to compete in an unregulated
deposit market, with input from Professor Donald Jacobs of Northwestern
University, and other authorities.) Surely any decision as fundamental to the
rate control system as elimination of the differential on regular passbook savings
deposits should await the findings of the Carter Administration's task force,
and an expression of the views of the new FHLBB.
We must, therefore, recommend that Section 103 be deleted from the
bill. At the very least, this language should be amended so that the distinction
between NOW accounts and ordinary passbook savings is not blurred. This
could be accomplished by stating that the rate on NOWs should remain at
least 1/4 of 1% below the highest rate allowable on regular savings deposits
under Section 19(j) of the Federal Reserve Act or Section 5B of the Federal
Home Loan Bank Act.
We appreciate the recognition in Section 105 that the National Credit
Union Administrator should be added to the "Coordinating Committee" of
financial regulators adminstering Regulation Q. In view of the recent
statutory authority permitting insured credit unions to offer share certificates
to their members, it is imperative that credit unions abide by the deposit
interest rate control statute.
Title II of the bill, involving reserve requirements, could be improved
by permitting savings and loan associations to hold reserves against NOW
account balances as part of their liquidity reserves -- where such funds
would remain available to support home financing activities.
Title III of S. 1873 would extend the rate control authority until
December 15, 1980 (a three-year extension of the present law). This, we
believe, is certainly justified -- though, you will recall, our testimony called
for a much longer extension to facilitate long-term stability in the housing
markets. We would also remind the Committee that our business has resented
the pattern of short-term Reg Q renewals -- in effect, holding Regulation Q
"hostage" to unrelated legislative objectives of other groups and organizations.
In addition, we would recommend that the Committee insert language in Title
III to prevent a recurrence of the Federal Reserve's action of April 7
creating an exceptional treatment for IRA and Keogh retirement savings. For
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rate control to be effective it must encompass all types of consumer savings
at depository institutions -- and, as we repeat over and over again, a
differential is needed throughout to protect the savings base for the housingspecialized thrift institutions.
Title IV would provide Federal charters for mutual savings banks in
those states where state-chartered savings banks now exist. We are not
opposed to this Title but, in connection with Federal chartering, we would
urge the Committee to correct the problem of "in and out" membership of
the FHLBank System.
Title V would reword the existing Section 5(c) of the Home Owners'
Loan Act by shortening and simplifying its language, without substantive
change. Unquestionably, this is a desirable provision to aid the understanding
of legislators, regulators, and savings and loan executives.
However, we couldn't agree more with your statement, Mr. Chairman,
(accompanying the introduction of S. 1873) to the effect that "the competitive
environment in which financial institutions (i.e., Federal S&Ls) must do
business varies greatly from that of the 1930s when many of their governing
statutes were first enacted." In our testimony on June 21 we recommended
a thorough revision of Section 5(c), as contained in Title V of our bill, S. 1666.
If that is to ambitious an undertaking for the present, we would again urge
the Committee to consider the following "fine-tuning" of the present Section 5(c)
as part of Title V of this bill, S. 1873:
# - Limited consumer lending authority, especially as a necessary
overdraft service to accompany NOW account powers;
# - A limited "leeway" aithority to relieve the rigidity of the
percentage-of-assets categories elsewhere in Title V which, on occasion,
place particular Federal associations operating in particular markets at
a severe competitive disadvantage in meeting the housing credit needs of their
communities. It will be recalled that P.L. 95-22 grants leeway authority
for Federal credit unions;
# - Permit whole loan purchases to use the "participations" percentageof-assets category;
# - Expand the residential loan "spillover" basket to 1070-of-assets;
as presently implemented by FHLBB rules, this authority (granted in 1974)
may be fully utilized only by associations with exceptional net worth;
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# - Provide a new "project improvement" category to encourage
rehabilitation and energy retrofitting of apartment properties which are
now limited by the dollar and other restrictions applicable to single-family
home improvement loans;
# - Permit Federal associations to make loans on the collateral of
otherwise authorized investments (so-called "collateral loan" authority);
# - Provide a limited expansion of the 1%-of-assets service
corporation investment authority to 2% -- provided that the additional 1%
for multi-owned service corporations devoted to urban rehabilitation.
used
be
Of course, eventually the language of Title V of S. 1873 would need
to be modified to reflect any changes enacted as part of the Housing and
Community Development Act of 1977, now pending in Conference with the House.
We would also urge the Committee to amend S. 1873 to include another
provision identified in your introductory remarks, Mr. Chairman, as a "very
important subject," i.e., alternative mortgage instruments. We recommend
that the Committee incorporate the language of Senator Cranston's and Senator
Tower's S. Con. Res. 9, a resolution to instruct the Federal Home Loan
Bank Board to proceed with experimentation in this area. As our Legislative
Chairman Lloyd Bowles stressed at the hearing June 21, the fixed-rate, fixedterm, fully-amortized mortgage instrument denies home ownership opportunities
to young families seeking their first home and severely handicaps our
associations in inflationary periods.
Finally, Title VI would raise the deposit insurance ceiling for
retirement savings accounts. This is a desirable and necessary change to
accommodate the growing balances in Keogh and IRA accounts at all depository
institutions. We would urge further that the Committee favorably consider
full, 100% account insurance coverage for the deposits of state and local
governments. As you know, the Advisory Commission on Intergovernmental
Relations has thoroughly reviewed full insurance for "public funds" at your
Committee's request, and has concluded that such increased coverage is in
the public interest.
Mr. Chairman, before summarizing, we would also mention that our
staff has identified certain technical questions with the language of S. 1873,
which we will discuss with your assistant Mr. Weber by separate communication.
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In conclusion, the U. S. League cannot support S. 1873 as lot ts
this legislation would dictate the removal of the differential from a major
portion of our savings base. For us to agree at this time to the end of
the differential without achieving any significant modernization of investment
powers or other competitive tools would only jeopardize our continued performance
as the predominant source of home mortgage credit. We appreciate your
recognition, Mr. Chairman, that review of the Home Owners' Loan Act and
authority to proceed with alternative mortgage instruments are matters of
great importance to our business. We recommend a number of modest
amendments in this legislation to begin the process of modernizing our
investment activities. This letter also comments on various other provisions
of S. 1873.
Our opposition to S. 1873, as introduced, does not diminish the high
regard we hold for your personal efforts these past four years, Mr. Chairman,
to achieve lasting improvements for our financial system. You have
demonstrated time and again your willingness to hear our point of view, and
we have deeply appreciated your courtesy. This letter has attempted to
accurately record the response of the savings and loan business to the provisions
of a specific bill. We hope our observations are constructive and contribute
to the Committee's efforts to develop workable changes in the laws governing
savings associations and other depository institutions.
We are providing 50 additional copies of the letter for any distribution
you may wish to make to other Members of the Senate Banking Committee
and their staffs.
Sincerely,

John A. Hardin
President

Yre-.7.e

Lloyd Bowles
Legislative Chairman

c2i

0
man Strunk
Executive Vice President
PG/p-L
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Hi BANK OF AMERICA

LELAND S. PRUSSIA
Executive Vice President and Cashier

CASHIER'S DEPARTMENT

July 29, 1977

The Honorable Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
United States Senate
Washington, D. C. 20510
RE:

S. 1873

Dear Mr. Chairman:
This is in response to your letter of July 18, 1977 requesting
views on S. 1873.
In my testimony
the Subcommittee hearings
S. 1669) I expressed Bank
NOW accounts, and S. 1664

before the Subcommittee on June 21, 1977 during
on the predecessor bills S. 1873 (S. 1664 of America'a general support for interest bearing
in particular,with certain modifications.

Specifically, we urged that the authority of the Coordinating
Council to set ceilings on interest rates paid to holders of NOW accounts
should terminate as soon as possible and that the market place should then
set such rates. In addition, we urged that interest paid by the Federal
Reserve System on required reserves should not be administratively determined
by the Federal Reserve System but, rather should be set by the market place.
Moreover, we urged that the Federal Reserve System be required (rather than
simply authorized) to pay interest on these reserves. Finally, we suggested
that, at least initially, the payment of interest on required reserves by the
Federal Reserve System should be limited to reserves required for NOW and
share draft accounts and that such reserves could be held in the form of a
special issue of Treasury securities.
S. 1873 contains provisions moving toward achieving these objectives.
For example, while not a market rate provision, Section 103 of Title I,
is a positive step, toward maximum competitive rates providing as it does
for a uniform interest rate ceiling on NOW and share draft accounts. However,
we continue to urge that the bill be modified to reduce any maximum interest
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-2formulae for NOW accounts during the transition period, and that the market
be ultimately permitted to set the rate paid on NOW accounts. We believe this
would encourage more competition and this be in the interest of consumers.
We also support in principle section 202 (b) of Title II providing
that interest paid by the Federal Reserve System on NOW and share draft accounts
shall be tied to the three-month Treasury bill rate for the preceding
calendar quarter. It is important that the rate of interest paid by financial
institutions on NOW accounts, and the rate paid by the Federal Reserve on NOW
account reserves be market rates, which could be expected to float more or
less together.
Furthermore, we reiterate that the authority of the Federal Reserve
System to pay interest on required reserves should be limited initially to
NOW and share draft accounts only, with such reserves maintained in the form
of a special issue of United States Treasury securities bearing interest tied
to the one-year Treasury bill rate. For your reference we enclose a copy of a
suggested amendment in this regard.
Language in the new bill provides that depository institutions or
credit unions may require a depositor to give "notice of intended withdrawal
not less that 30 days before the withdrawal is made." We are concerned that
statutory provision for such notice may discourage third parties from accepting
NOW account or share draft payments as immediate settlement for transactions.
In this event, the use of the new instrument could be severely limited.
However, to avoid confusion it should be made clear by legislation that NOW
accounts are Savings - type accounts for reserve purposes although the 30 day
notice is not applicable.
required

As previously noted, we believe the Federal Reserve System should be
to pay interest, at least on NOW and share draft account reserves.

This could be accomplished by amending line 20, page 10 of the bill
through line 8, page 11 to read as follows:
"(b) Section 19 (c) is further amended by adding at the end thereof
the following: "Interest shall be paid on reserve balances against
negotiable order of withdrawal or share draft accounts required to
be maintained at Federal Reserve banks at the average rate paid
during the previous calendar quarter on United States Treasury
bills with maturities of three months. Interest may also be paid
on other reserve balances required to be maintained at such banks:
Provided, that the aggregate interest that may be "
These changes would not only make it clear that the Federal Reserve was required
to pay such interest, but would also make it clear that the Federal Reserve could
only pay interest on a non-NOW account required reserves, subject to the 5%
of earnings limitation, after it paid the interest on NOW and share draft
account reserves. S. 1873 as drafted could be read to authorize the
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- 3 Federal Reserve to pay interest on non-NOW account reserves, and not on NOW
account reserves, subject only to the 5% limitation, a rather peculiar potential
result.
Finally, as we also suggested in our testimony we see no reason to
limit NOW accounts to funds in which the entire beneficial interest is held
by one or more individuals. We continue to believe that non-profit institutions
should be eligible to maintain such accounts as is currently the case in
New England.
We have no fundamental difficulties with Title IV (Federal
charters for mutual savings banks), Title V ("simplification" of lending
and investment powers of Federal savings and loan associations), or Title VI
(increased deposit insurance for IRA and Keogh plans). We oppose the
extension in Title III of the Interest Rate Control Act mandating the interest
rate differential in favor of thrift institutions. However, we do not condition
our support on NOW account legislation to its repeal.
Subject to the modifications suggested above, we support S. 1873.
We appreciate the opportunity further to express our views on this
important legislation. I am sending copies of this letter to other members
of the Committee.
Respectful 1y,_

L. S. Prussia, Jr.
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S. 1873

Special Issue of Treasury Securities for NOW Account Reserves
(a) At page 9, line 13, strike "(a)" after "202." and
(b) strike line 21, page 9 through line 21, page 11 and substitute the
following-"the form of obligations of the United States issued for the limited purpose
of maintaining reserves against negotiable order of withdrawal accounts or
share draft accounts. However, the Board may by regulation permit depository
institutions to maintain all or a portion of their reserves against such accounts
in the form of vault cash; Provided, That such proportion shall be identical
for all depository institutions."
At page 15, line 11 renumber "Sec. 206" as "Sec. 207" and insert immediately
before the renumbered section a new section as follows-"Sec. 206. The Secretary of the Treasury is directed to issue obligations of
the United States pursuant to the authority under Section 20 of the Second
Liberty Bond Act, as amended, to depository institutions for the limited purpose
of maintaining reserves against negotiable order of withdrawal accounts or
share draft accounts required by Section 19 (c) of the Federal Reserve Act.
Any such obligations shall be payable on demand and shall be non-negotiable.
During the period that interest paid by depository institutions on negotiable
order of withdrawal or share draft accounts may be limited by Section 19 (j)
of the Federal Reserve Act, the Secretary of the Treasury shall set an interest
rate to be paid on such obligations to be at the lowest maximum interest rate
authorized to be paid on negotiable order of withdrawal and share draft accounts
under Section 19 (j) of the Federal Reserve Act. After the termination of the
period during which rates paid by depository institutions on such accounts may
be limited by Section 19 (j) of the Federal Reserve Act, obligations of the
United States issued for the limited purpose of maintaining reserves against
negotiable order of withdrawal or share draft accounts shall bear interest during
any calendar quarter at a rate equivalent to the bond equivalent rate of one
year Treasury bills auctioned during the previous calendar quarter."

1249
LAW

OFFICES

BIERBOWER & ROCKEFELLER

1625 K STREET, NW., WASHINGTON, D.C. 20006
(202) 347-1900
or COUP.SEL
J. L. ROBERTS°.

July 19, 1977

Honorable Thomas J. McIntyre
United States Senate
Committee on Banking, Housing and
Urban Affairs
Washington, D.C. 20510
Dear Senator McIntyre:
Absences from the city make it necessary for me to
respond to your letter of July 1, 1977, concerning S. 1664 in an
abbreviated form. With more time, and an opportunity to read the
testimony heretofore presented to your committee, it might
be possible for me to be more helpful. However, this may suffice
to give you and your staff the general nature of my views
on the subject, for whatever value they may have.
As I read the bill, the first section (Title I) would
authorize "NOW" accounts to be established by all specificallydefined financial institutions in the nation. (They are already
authorized and in use by some financial institutions in the New
England states.) It would empower the federal regulatory
agencies to prescribe uniform maximum interest rates thereon for
a limited time -- three years, plus an additional three years if
a majority of the federal agency heads so decide. Title II
would require that all such institutions would be obliged to
maintain reserves against their "NOW" accounts, and provisions
have been inserted to assure relative uniformity of reserve
requirements in this limited field. And then there is tacked on
a provision that would enable banks which are members of the
Federal Reserve System to recoup some of the expense that would
be incurred in paying interest on what are in reality demand
deposits. This would be accomplished by authorizing the Federal
Reserve to pay interest on required reserve balances maintained
at Federal Reserve Banks, at rates prescribed by it, subject to
an aggregate limitation of 10 percent of the net earnings of the
Federal Reserve Banks in the previous year -- reducing to the
same extent the amount presently turned in to the U.S. Treasury
each year. (On the basis of last year's earnings and the existing
volume of required reserves, this maximum would be in the neighborhood of two percent.)
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Assuming I have read the bill correctly, the purpose
of it (aside from Section 202(b)) seemingly is to more nearly
equalize the competitive positions of all financial institutions
with respect to that portion of their "time deposits of individuals" which they are willing to treat as "demand" deposits.
The purpose of Section 202(b) is apparently designed to deter
member banks from giving up their membership in the Federal
Reserve System. Let me say a few words about each.
But for the mistake made in the early Thirties,
when commercial banks were forbidden to pay interest on demand
deposits and later when governmental agencies were empowered to
limit the amount of interest that could be paid by such banks
on "time and savings" deposits, the present problem would
not exist. I say "mistake" even though there was a period
in the Sixties when the power to limit the ability of commercial
banks to buy deposits with which to make loans -- thus expanding
credit and creating more demand deposits (check-book money) -seemed to be a very effective means of enforcing a restrictive
monetary policy designed to combat inflation. But pressures
were such that over the years both the law and the regulations
were altered. While the rates banks were permitted to pay as
interest on time and savings deposits of ordinary people remained
constantly low, the ceiling on rates which they could pay on
deposits of $100,000 or more were raised and finally, I believe,
removed. Large banks were thus positioned to purchase, here and
abroad, all the money they could use for profitable lending -almost without regard for a monetary policy designed to curtail
the expansion of credit. Furthermore, as I am sure you are
aware, a great amount of time and effort has been spent over the
years in devising ways and means of getting around both the
prohibition against paying interest on demand deposits and the
ceiling rates of interest on time and savings deposits. Little
by little the law and regulations in this field were twisted
out of shape, with the result that they have not only caused
harm to the small and medium-sized depositor, when the rate of
inflation outran the rate of return on his savings deposit, but
have generally created more problems -- and knottier ones -than those they were designed to correct.
It would seem, at first blush, that the right way
for Congress to move now would be to simply repeal the prohibition and take away from the regulators the power to set interest
rate ceilings, thus freeing all financial institutions to
compete against each other for the public's deposits. But the
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problem isn't quite that simple, for in the meantime new kinds
of financial institutions (e.g. thrift institutions) have been
created. Some operate in specialized fields (e.g. mortgage
lending) where they cannot readily accommodate themselves to
sizeable changes in interest rates. Consequently, the solution
you are sponsoring -- one of gradual withdrawal -- seems to me
to be a long step in the right direction. I would support it
and hope that further legislative steps would be taken to
equalize the competitive powers and abilities of financial
institutions, all with the view of better serving the financial
needs of the public -- especially those members of the public
who are least able to protect themselves.
As for Section 202(b), I have some qualms and doubts.
I am as interested as anyone, I suppose, in deterring banks
from giving up their membership in the Federal Reserve System.
In fact, I firmly believe (though Congress obviously does
not share the belief) that all commercial banks should bear
their fair share of the burden of supporting the monetary policy
of this country -- as prescribed by the Federal Reserve -- and
one way of assuring that would be to subject every such institution to reserve requirements equal to those imposed on other
like institutions of similar size. Bills designed to accomplish
this have been introduced in Congress time and time again, but
to no avail. Perhaps it would be easier to get Congressional
approval if the Federal Reserve were not one of the federal bank
supervisory agencies -- if, for example, the supervisory powers
of all the federal bank supervisors were consolidated in a single
new agency as has been proposed by Senator Proxmire, among
others.
However, there is no doubt that one of the reasons
why some banks do not become members of the Federal Reserve
System, and others leave it, is the foregone profits on required
reserves -- reserves that are higher than those imposed on
non-member banks by the various states. This means that somehow
the cost of membership in the Federal Reserve System must
be reduced. The plan proposed in S. 1664 is one way of doing
it, but in my view it is not a very good way. While some of the
larger banks would relish some earnings on their required
reserves, I doubt many smaller banks would be satisfied with the
low rate of return which they could expect to receive from the
Federal Reserve.
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I suggest a much better device, and one that
would not require any legislative action, would be for the
Federal Reserve to devise and publicly announce a long-range
program to reduce reserve requirements. Such a plan would
involve specifying that over an appropriate period -- say,
five years or less -- reserve requirements would be reduced
systematically in a series of steps three month apart. At
each step the accompanying increase in the base for money
creation would be absorbed by a sale of U.S. government
securities from the Federal Reserve's portfolio. Since this
would be in accordance with an announced program, its
efffectuation would not seriously interfere with the monetary
policy deemed appropriate for the current economic conditions.
If greater tightness were sought, the system would sell more
than the prescribed amount of securities; if greater
ease were called for, it would sell a lesser amount. At the
end of the specified period required reserves would be
reduced (hopefully by enough to make them comparable to
State requirements). As a resulting benefit, and one of
almost equal importance, the System's portfolio of securities
would be reduced, rather than permitted to grow and grow as
has been the case for several decades. I doubt anyone would
contend seriously that the Federal Reserve needs a portfolio
of existing dimensions in order to carry on essential Open
Market operations. In fact, if some measures are not taken
to reduce it there will come a time when it will constitute
a problem of incalculable importance.
This proposal has one drawback, but it is not a
serious one. The Federal Reserve would be giving up, to
some extent, the possibility of using changes in reserve
requirements to alter monetary policy and would be obliged
to rely primarily on Open Market operations. But that is
the way changes in monetary policy are ordinarily put into
place. Changes in reserve requirements are rare. Of
course, the requirements could easily be reduced more than
called for by the program to provide greater "ease," but
they could hardly be increased to provide greater "tightness"
without creating skepticism concerning the overall program,
at least without the clearest explanation and an obvious and
well understood need therefore.
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Just one more comment. If such a program is
devised, the reduction in reserve requirements should be
geared to the size of a bank's deposits, i.e. more for the
first $100 million of deposits than for those deposits over
$1 billion, etc. Such a gradation can be justified by the
need to encourage the smaller banks to remain in the System,
or enter it, as well as by the fact that they benefit less
from the services provided by the Federal Reserve than do
the larger ones.
thoughts.
me know.

Thank you for the opportunity to express these
If I can be of any further assistance, please let
Sincerely,

/
/ J. L. Robertson
JLR:11
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Economic and Financial Consultants

BRIMMER & COMPANY, INC.
SUITE 916

1201 CONNECTICUT AVENUE, N.W.

(202) 466-3474

WASHINGTON, D. C. 20036

August 1, 1977

The Honorable Thomas J. McIntyre
United States Senate
Washington, D.C.
20510
Dear Senator McIntyre:
In response to your letter of July 1, 1977, I have enclosed
a brief paper dealing with the erosion of membership in the
Federal Reserve System. Unfortunately, the pressure on my
schedule before I had to leave for a one-month trip to Asia made
it impossible for me to address the questions which you raised
with respect to the policies for reform of the Federal Reserve
System.
On the other hand, I thought you might find the enclosed
note and the underlined statistical documentation of sufficient
interest to include as a statement in the hearings record.
Sincerely yours,
S
Andrew F. Brimmer
AFB:phb
Enclosure

1%,
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THE EROSION OF MEMBERSHIP

fli THE FEDERAL RESERVE SYSTEM
By
Andrew F. Brimmer

Introduction
Among the numerous trends which test the Federal Reserve's ability
to use monetary policy as an instrument of stabilization, the continued
erosion in the percentage of commercial banks that are members of the
System is particularly serious.

The attrition reduces the proportion

of the money supply subject to reserve requirements established by the
central bank and thus further weakens the latter's ability to use
monetary policy as an instrument of economic stabilization.

The spread

of privileges to a growing number of nonbank financial institutions to
participate in the money transfer system aggravates the problem.

In

my judgement, legislation should be enacted by the Congress at an early
date to correct the situation.
Erosion in System Membership
In Appendix Tables I and II is presented a substantial amount of
statistical information on principal assets and liabilities and number
of commeicial banks in the United States, by class of bank, in 1965
and 1975.

These data are shown separately for all commercial banks;

insured commercial banks; all Federal Reserve members (divided between
national banks and state chartered members); insured non-member banks,
and the handful of banks still not insured by the Federal Deposit Insurance Corporation (FDIC).
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Several features of these data should be highlighted.

Between

1965 and 1975, the total number of insured banks rose by 6 per cent to
14,372.

However, the number of Federal Reserve members fell by 7 per

cent to 5,787.

The decrease was 2 per cent among national banks and

26 per cent among those with state charters.

In sharp contrast, the

number of insured non-member banks rose by 17 per cent over the decade.
The reason for this attrition in Federal Reserve membership is
clear:

banks leave the System to escape reserve requirements imposed

by the nation's central bank.

In so doing, they undoubtedly improve

their profit margins and the rate of return on stockholders' invested
capital.

But they also leave behind a shrinking base of banks which

must serve-as the focal point of monetary policy.
Differential Growth of Assets
Assets of non-member banks have been growing much faster than those
held by Federal Reserve members.

For example, in 1965, nonmembers repre-

sented 53 per cent of the number of banks, and they held 16 per cent of
all commercial bank assets.

By 1975, they represented 59 per cent of

the number of banks, and they had 22 per cent of the assets.

But in

1965, the average nonmember bank held $8.3 million in assets, compared
with $27.6 million for all commercial banks and $50.4 million for all
Federal Reserve members.

Thus, the nonmember bank was about one-sixth

the size of the average bank in the Federal Reserve System.
the average nonmember had $24.6 million in assets.
banks was $65.7 million.

By 1975,

The average for all

For all Federal Reserve members, the average
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was $126.8 million.

So, by the end of the decade, the average non-

member bank was about one-fifth the size of its member bank counterpa
rt.
Deposits and the Money Supply
From the point of view of monetary control, the fraction of
the
money supply held by each class of bank is of particular importanc
e.
In 1965, Federal Reserve member banks held 80 per cent of all
demand
deposits included in the narrowly defined money supply (141), and nonmembers held 19 per cent.

By 1975, the figures were 72 per cent and

27 per cent, respectively.

In the case of time deposits included in

M2, member banks held 81 per cent in 1965 and nonmembers 18 per
cent.
A decade later, the proportions were 73 per cent for members and 26 per
cent for nonmembers.
Again, these data tell the same story:

nonmember banks have been

increasingly enjoying the benefits of participation in an expanding
monetary and banking system whose stability is assured by the central
banks.

At the same time, these nonmembers are doing less and less to

share the real costs of maintaining the system.
Growth of Nonbank Transactions
In another part of the field, an increasing number of institutions
are obtaining the right to engage in transactions with the public
which
brings those intermediaries more directly into the money transfer
system.

On the other hand, they are acquiring this authority without being

subject to the imposition of reserve requirements set by the central
bank.

The spread of NOW accounts in New England and the availability of

92-747 0 - 77 - 80
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third-party payment arrangements typify this trend.

Given the growing

pressure to permit such "experiments" in other geographic areas,
one
should expect to see such accounts offered on a nation-wi
de basis in
the not too distant future.

As that happens, the Federal Reserve will

see its ability to manage monetary policy weakened further.
Given this prospect, I believe serious attention should be
given
to the adoption of a system of universal reserve requirements
based on
transactions to replace the partial and uneven arrangement that
currently prevails.

The new arrangement should be managed by the Federal

Reserve System, and it should apply to all institutions participa
ting
.in the nation's money transfer system.
Conclusion
To summarize my remarks and to highlight data presented in the
statistics appended, the following points are put forward:
-Over the last decade, banks have been leaving the Federal
Reserve System at an accelerating rate. Most of the attrition has centered in state chartered nonmember banks.
Between 1965 and 1975, the number of these banks dropped
by one-quarter.
-As a result, insured nonmember banks now hold one-fifth
of all commercial bank assets and one-quarter of all deposits included in the money supply. These deposits are
not subject to reserve requirements set by the nation's
central bank.
-With the spread of the money transfer privilege to an increasing number of institutions beyond the direct influence
of the Federal Reserve, an arrangement under which reserves
would be established on the basis of transactions to replace
the present uneven scheme should be adopted.

3,114
278,692
239,484

Other Deposits
Demand Deposits
U.S. Treasury
Other Demand Deposits
Money Supply (MI)

Source:

Federal Reserve Board.

Cash Assets

Total
Loans
Securities
U.S. Treasury
Other

Loans and Investments

Total Capital Accounts

Borrowings

Time Deposits
Money Supply (42)

100.0
100.0

41,811
12,020

100.0

100.0
100.0

84,119
145,503

133,614

100.0
100.0

775,749
546,172

100.0

100.0

60,224

69,125

100.0
100.0

450,615
691,993

100.0
100.0
100.0

100.0

100.0

100.0

Per
Cent

786,252

964,918

14,633

Amount

Total Deposits ($ Million)
Interbank Deposits
Demand Deposits
Time Deposits

Total Assets

Number of Banks

Category

All Commercial
Banks

98.6

97.8

98.2

Per
Cent

128,256

83,629
143,602

762,400
535,170

68,474

56,775

444,725
681,585

3,108
276,384
236,021

96.0

99.4
98.7

98.3
98.0

99.1

94.3

98.7
98.5

99.8
99.2
98.6

40,259 96.3
10,733 89.3

775,209

944,654

14,372

Amount

Total

108,489

61,519
100,675

578,560
416,366

52,078

53,646

329,113
502,102

2,255
210,824
171,816

38,569
10,015

590,776

733,635

5,787

Amount

81.2

73.1
69.2

74.6
76.3

75.3

89.1

73.1
72.6

72.4
75.7
71.8

92.2
83.3

75.1

76.0

39.5

Per
Cent

78,026

46,799
78,598

441,135
315,738

38,969

40,875

256,355
388,632

1,788
159,840
131,887

22,305
7,302

447,590

553,285

4,741

Amount

58.4

55.6
54.0

56.9
57.8

56.4

67.9

56.9
56.2

57.4
57.4
55.1

53.3
60.7

56.9

57.3

32.4

Per
Cent

30,451

14,720
22,077

137,620
100,823

13,105

12,771

72,981
113,470

467
50,984
39,929

16,265
2,712

143,409

180,495

1,046

Amount

22.8

17.5
15.2

17.7
18.5

18.9

21.2

16.2
16.4

15.0
18.3
16.7

38.9
22.6

18.2

18.7

7.1

Per
Cent

Insured Commercial Banks
Federal Reserve Members '
National
State
Total
Banks
Member

Appendix Table I. Principal Assets and Liabilities and Number of Commercial
Banks in the United States, By Class of Bank, 1975

19,778

22,109
42,927

183,645
118,609

16,400

3,128

115,389
179,483

853
65,560
64,205

1,689
719

184,210

210,874

8,585

Amount

14.8

26.3
29.5

23.7
21.7

23.8

5.2

25.6
25.9

27.4
23.5
26.8

4.1
6.0

23.5

21.8

58.7

Per
Cent

Non-Member
Banks

5,359

490
1,902

13,674
11,283

651

3,449

6,167
10,408

6
2,308
3,463

1,552
1,291

11,323

20,544

261

Amount

4.0

0.6
1.3

1.7
2.0

0.9

5.7

1.3
1.5

0.2
0.8
1.4

3.7
10.7

1.4

2.2

1.8

Per
Cent

Non-Insured
Non-Member
Banks

Source:

Federal Reserve Board.

Cash Assets

Total
Loans
Securities
U.S. Treasury
Other

Loans and Investments

100.0

100.0
100.0

59,547
44,855

60,899

100.0
100.0

306,060
201,658

100.0

100.0

30,272

4,472

Total Capital Accounts

Borrowings

100.0
100.0

146,697
286,791

Time Deposits
Money Supply (H2)

100.0
100.0
100.0

5,525
160,780
140,935

100.0
100.0

18,426
1,008

Other Deposits
Demand Deposits
U.S. Government
Other Demand
Money Supply (M1)

100.0

332,436

Total Deposits
Interbank Deposits
Demand Deposits
Time Deposits

100.0

100.0

13,777

377,264

Per
Cent

Amount

Total Assets ($Millions)

Number of Banks

Category

All Commercial
Banks

98.3

60,327

59,120
44,364

303,593
200,109

29,827

4,325

146,084
284,764

5,508
159,659
139,601

18,149
923

330,323

99.1

99.3
98.9

99.2
99.2

98.5

96.7

99.6
99.3

99.7
99.3
99.1

98.5
91.6

99.4

99.1

13,541
374,051

Per
Cent

Amount

Total

82:9

83.0

45.2

Per
Cent

94.7

82.2
84.2

82.3

52,814

86.8

44,992 75.6
36,785 82.0

251,577
169,800

24,926

4,234

120,202 81.9
232,115 80.9

4,890 88.5
132,131 82.2
112,569 79.9

17,454 94.7
840 83.3

275,517

313,384

6,221

Amount

36,880

32,347
25,720

176,605
118,537

17,434

2,627

85,522
164,208

3,284
92,533
79,346

12,064
458

193,860

60.6

54.3
57.3

57.7
58.8

57.6

58.8

58.3
57.2

59.4
57.6
56.3

65.5
45.4

58.3

35.0
58.2

4,815

Per
Cent

219,744

Amount

15,934

12,645
11,065

74,972
51,262

7,492

1,607

34,680
67,097

1,606
39,598
33,223

5,390
382

81,657

93,640

1,406

Amount

26.2

21.3
24.7

24.5
25.4

24.7

35.9

23.6
23.7

29.1
24.6
23.6

29.2
37.9

24.6

24.8

10.2

Per
Cent

Insured Commercial Banks
Federal Reserve Members
National
State
Banks
Member
Total

Appendix Table II. Principal Assets and Liabilities and Number of Commercial
Banks in the United States, By Class of Bank, 1965

7,513

14,137
7,581

52,028
30,310

12.3

23.7
16.9

17.0
15.0

2.0
16.2

91

17.7
18.4

11.2
17.1
19.2

3.8
8.2

16.5

16.1

53.1

Per
Cent

4,912

25,882
52,649

618
27,528
27,032

695
83

54,806

60,679

7,320

Amount

Non-Member
Banks

523

418
489

2,455
1,549

434

147

612
2,027

17
1,121
1,334

277
85

2,009

3,200

236

Amount

0.9

0.7
1.1

0.8
0.8

1.5

3.3

0.4
0.7

0.3
0.7
0.9

1.5
8.4

0.6

0.9

1.7

Per
Cent

Non-Insured
Non-Member
Banks

C:3'

i\D
0

1261
316 Maw, St WO/ Cest, 617 754-2659
Worcester, Massachusetts 01608

CONSUMERS
SAVINGS BANK

July 25, 1977

Senator Thomas J. McIntyre
Chairman-Subcommittee on Financial Institutions
Committee on Banking, Housing and Urban Affairs
Washington, D.C. 20510
Dear Senator McIntyre:
Thank you for your letter of July 18, inviting our comments
on S.1873. We, at Consumers Savings Bank, wholeheartedly
support the following provisions of this bill:
1.

Nationwide NOW accounts and share draft accounts.

2.

Interest on reserves maintained at the Federal Reserve.

3.

Extension of Regulation Q.

4.

Federal chartering of mutual savings banks.

5.

An increase in deposit ceilings on IRA and KEOGH accounts.

We respectfully decline to comment on the simplification of Section
5 (C) of the Homeowners Loan Act, as such comments would be inappropriate due to our lack of comprehension of the issues in the Act.
Consumers Savings Bank continues to believe that the public interest
is best served by uniform regulation of all savings deposits and that
all such deposits should be withdrawable by the customer at the time
and place of his/her choosing. We continue to feel that such an account
will be more stable and less subject to disintermediation.
SincerQ,
/

onal,
President
RWH/h

•

Haselt,h

0
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Iowa State Universit

of Science and Technology

Ames, Iowa 50011

Department of Economics

August 11, 1977
RESERVE REQUIREMENTS AND MONETARY CONTROL
by
Dennis R. Starleaf
Iowa State University

This paper is concerned with the role which reserve requirements serve in Federal
Reserve control of the U.S. money stock.
Section I of the paper contains a model of money stock determination and a
discussion of the purpose of reserve requirements.

Section II breifly discusses the

findings of a recent empirical study of the effects of reserve requirements on the
precision of Federal Reserve monetary control.

Finally, Section III contains some

comments which are relevant to the proposal contained in S. 1664 to establish a
system of uniform reserve requirements on negotiable order of withdrawal accounts
and share draft accounts.
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I.

A Model of Money Stock Determination and Control
The mIdel which is presented here is one which is generally accepted by monetary

economists.

Versions of this model can be found in virtually every elementary

economics textbook as well as in more advanced textbooks concerned with money and
banking.

The Concept of the Monetary Base
We begin with the concept of the monetary base.

From the standpoint of its

uses, the monetary base (base. money) consists of the sum of
(1)

the reserve deposit balances of the member banks with the Federal
Reserve Banks; and

(2)

currency in circulation, i.e., all U.S. currency (and coin) in existence
which is not in the possession of either the federal government or the
Federal Reserve Banks.

(The uses of the monetary base for the week ending April 13, 1977 are shown in Table
1.)

The category "currency in circulation" consists of commercial bank vault cash

plus the currency component of the money stock (i.e., currency held by the nonbank
public).

Hence, some of "currency in circulation" is used by commercial banks to

meet legal reserve requirements.
The size of the monetary base can be controlled fairly accurately by the
Federal Reserve authorities if they so desire.

To see why this is the case, look

now at Table 2 which shows the sources of the monetary base for the week ending
April 13, 1977.

Note first of all that during this week Federal Reserve holdings

of U.S. government and federal agency securities were a source of more than 80
percent of the monetary base.

This was not an unusual week.

In recent years,

Federal Reserve holdings of government securities have typically accounted for more
than 80 percent of the base.

Since the Fed authorities have direct control over
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Table 1
The Uses of the Monetary Base of.the
United States for the Week Ending April 13,
1977
(in millions of dollars)

Equals:

Member Bank Reserve Balances with
the Federal Reserve Banks

25,112

Currency in Circulation

94,753

Monetary Base

Data Source:

119,865

Federal Reserve Bulletin, May 1977, p. A4.
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Table 2

The Sources of the Monetary Base of the
United States for the Week Ending April 13, 1977
(in millions of dollars)

Federal Reserve Credit
U.S. Government and Federal
. Agency Securities held by
the Federal Reserve Banks
Member Bank Borrowings from
the Federal Reserve Banks
Federal Reserve Float
Other Federal Reserve Assets

Less:

Equals:

105,822

99,425
205
3,261
2,933

Gold Stock and Special Drawing Rights

12,836

Treasury Currency Outstanding

11,008

Treasury Cash Holdings

450

Deposits Other than Member Banks with
the Federal Reserve Banks

6,238

Other Federal Reserve Liabilities and
Capital

3,113

Monetary Base

Data Source:

Federal Reserve Bulletin, May 1977, p. A4.

119.865
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the amount of their holdings of government securities, they obviously have direct
control over more than 80 percent of the source of the monetary base.
We turn now to a brief discussion of the other items which enter into the
determination of the size of the monetary base.
Member Bank Borrowings from the Federal Reserve Banks.

The major

explanatory factor for the level of member bank borrowings from the Federal
Reserve Banks is the spread between the Federal Funds rate and the Federal
Reserve discount rate.

Increases (decreases) in the Federal Funds rate

relative to the discount rate causes increases (decreases) in the level of
member bank borrowings.

Since the discount rate is controlled.by the Fed

authorities, they have considerable indirect control over the size of member
bank borrowings.

Indeed, most monetary economists believe that, if the

Federal Reserve authorities were to merely set the discount rate at the
level of the Federal Funds rate, most of the variance in member bank
borrowings from the Fed banks would disappear.

Federal Reserve Float.

This item is not under the direct control of the Fed

authorities and its level sometimes changes by more than $1 billion from one
week to the next.

However, the average level of the float over the course

of a week can be predicted with a fair degree of accuracy -- sufficient
accuracy that the Fed authorities can offset with open market operations most
monetary
of the effect of week-to-week changes in the float on the size of the
base.
Other Federal Reserve Assets, Other Federal Reserve Liabilities and Capital.
operations
The Fed authorities have no difficulty in offsetting with open market
base.
the effect of changes in the levels of these two items upon the monetary
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Gold Stock and Special Drawing Rights.

These two sources of base money

have been practically inactive since -August 1971.

Treasury Currency Outstanding.

Since the Fed authorities know the

precise value of this item at all times, it is not a source of unpredictable •
movements in the monetary base.

Treasury Cash Holdings.

This item has not fluctuated greatly from week

to week in the past and it is not likely to do so in the future.

It is a

. trivial source of unpredictable movements in the stock of base money.

Deposits Other than Member Banks with the Federal Reserve Banks.

The

precise value of this item is known to the Fed authorities with only a short
time delay.

Hence, the effect of changes in this item upon the monetary base

can be easily sterilized with appropriate open market operations.

The point of the above discussion is simply that for all practical purposes
the size of the U.S. monetary base can be controlled by the Federal Reserve
authorities.

The Relationship Between the Monetary Base and the Money Stock
The relationship between the magnitude of the monetary base and the magnitude
of the money stock is fairly complicated.

This is illustrated below with the

construction of such a relationship for the M1 concept (currency plus demand
deposits) of the money stock.
Let

C = currency component of Ml, i.e., currency in circulation less vault
cash held by commercial banks;
DD =.demand deposit component of Ml;
T = total commercial bank savings and time deposits including large
negotiable certificates of deposit;
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R = that portion of the monetary base held by commercial banks as reserves,
i.e., member bank reserve deposit balances with the Federal Reserve
Banks plus commercial bank vault cash;
r

1

r

2

= ratio of that portion of R which commercial banks hold against their
demand deposit liabilities to DD;
= ratio of that portion of R which commercial banks hold against their
savings and time deposit liabilities to T;
k = —
DD
t_

T
DD

Assuming for simplicity that commercial banks hold no base money reserves against
nondeposit items, it is not difficult to derive the following identity:

Ml=

k +

1 + k
+ t • r2

where B (which equals C + R) is the monetary base.
If k, t, r1 and r2 were all constants, the Federal Reserve authorities would
be able to control the magnitude of M1 with the same degree of relative precision
, that they can control the monetary base.

To the extent that k, t, r1 and r2 are

not constants and are not predictable, the precision of Federal Reserve control
of M1 via control of the size of the monetary base is diminished.

The Rationale for Reserve Requirements'
So far as money stock control is concerned, the sole purpose of reserve
requirements is to make r1 and r2 more stable and/or more predictable than they
might otherwise be.
Suppose there were no commercial bank reserve requirements.
circumstances, r1 and r2 would not be zero.

Under these

Commercial banks would still plan to

hold some amount of base money relative to their deposit liabilities.

Fundamentally,

this is because in order for a commercial bank to remain in business over time,
it must maintain convertibility at par between its deposit liabilities and
currency.
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The amount of base money relative to deposits which a banker would plan to
hold under a regime of no reserve requirements would presumably depend upon (1) the
level of short-term interest rates since this is the opportunity cost to the bank
of holding base money, (2) the probability distribution of net cash withdrawals,
and (3) the penality cost to the bank of having its holdings of base money
exhausted through net cash withdrawals.

It follows that over time the banker's

planned level of base money reserves relative to deposits would change as shortterm interest rates change and as the banker's perception of the probability
distribution of net cash withdrawals changes.

Such changes in the planned ratio

of base money reserves to deposit liabilities may be difficult for the Federal
Reserve to predict, thus diminishing the Fed's ability to control the money stock.
Reserve requirements, which can only be satisfied'with holdings of base money,
may enhance the ability of the Fed authorities to control the money stock if the
required reserve ratios are set at levels which are higher than what bankers would
set for themselves under a regime of no reserve requirements.

Bankers would then

have an economic incentive to avoid as much as possible the holding of base money
reserves in excess of the legal minimum.

This in turn should result in more

stable and/or predictable ratios of base money reserves to deposit liabilities
than would be experienced under a regime of no reserve requirements.

II.

The Results of a Recent Study
Nonmember banks in the United States mist satisfy reserve requirements

which are set by state bank regulatory authorities.

In almost all of the states,

these reserve requirements can be satisfied in whole or in part with the holding
of assets--such as correspondent balances with other commercial banks and government
securities--which are not part of the monetary base.

So far as money stock control

is concerned, such reserve requirements are practically worthless.

This is because

they do nothing to enhance the stability or predictability of the r1 and r2 ratios.
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Recently, I conducted an empirical investigation of tEe effect upon the Fed's
ability to control the money stock which results from the absence of base money
reserve requirements on the deposits of nonmember banks)
] The study involved
comparing the stability of the ratio of base money reserves to deposits for all
U. S. commercial banks with the stability of this same ratio for only the member
banks.
The results of the study were quite surprising.

For the period under investi-

gation, 1961 to 1973, it was found that the ratio of base money reserves to deposits
was more stable for all commercial banks than for the member banks alone.

This

implies that the absence of base money reserve requirements on nonmember bank
deposits did not serve to diminish the precision of Federal Reserve control over the
money stock.

Indeed, my test results indicated that the nonmember banks were a

moderate source of stability for Federal Reserve control over the money stock-without the nonmember banks, Federal Reserve control would have been slightly
more unstable than it was in fact.
One is tempted to conclude from my study results that reserve requirements
are not needed for .money stock control--that the Federal Reserve authorities could
control the money stock as accurately without reserve requirements as with them.
However, at this time, I am unwilling to draw such a conclusion.

My reasons are

as follows.
First, the data available on nonmember bank deposit liabilities and vault
cash holdings are extremely limited.

At the time I conducted my investigation,

nonmember bank balance sheet data were available (to the Federal Reserve authorities
as well as to the public) for only two days each year, the regularly scheduled
call report dates of June 30 and December 31.

It was this meager nonmember bank data

which I used in my study.
1/
-L Dennis R. Starleaf, "Nonmember Banks and Monetary Control," Journal of Finance,
Vol. XXX, Na. 4, (September 1975), pp. 955-975.

dir
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It is entirely possible that the condition of the balance sheets of the
nonmember banks on the regularly scheduled call report dates is not representative
of their condition on other dates of the year.

If this is the case, the findings of

my study may be erroneous, a result of the selective nature of the nonmember bank
data which I used in my study rather than the true state of reality.

Given more

frequent observations of the nonmember bank balance sheets, an investigation
similar to the one I conducted might result in findings which are quite different
from those I obtained.
A second reason for my unwillingness to conclude that base money reserve
requirements do not enhance the ability of the Federal Reserve authorities to
control the money stock has to do with current Federal Reserve System (FRS) reserve
requirements.

Since late-1968, FRS reserve requirements have incorporated lagged

reserve accounting.

Under lagged reserve accounting, the base money reserves

which a member bank must hold this week are a function of its deposit liabilities
of two weeks ago.
So far as money stock control is concerned, lagged reserve accounting makes
no sense.

Indeed, it would be difficult to conceive of a system of base money

reserve requirements which is more poorly designed for money stock control than
is the current system of lagged reserve accounting.
To a large extent, the results of my study (which cast doubt on the usefulness of base money reserve requirements for the purpose of money stock control)
are due to the existence of the Federal Reserve's system of lagged reserve accounting.
Had the Fed never imposed lagged reserve accounting, I feel confident that the
results of my study would have been consistent with the proposition that base money
reserve requirements enhance the ability of the monetary authorities to control
the money stock.
Just because the Federal Reserve's current system of lagged reserve accounting
is poorly designed for monetary control, it does not follow that all systems of base
money reserve requirements should be condemned as ineffectual.
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III.

Reserve Requirements for Negotiable Order of Withdrawal Accounts
and for Share Draft Accounts
It seems inevitable that negotiable order of withdrawal (NOW) accounts and

share draft (SD) accounts will come into widespread use by the public.
demand deposits, NOW and SD accounts are a means of payment.

Like

Hence, if it is

logical to define the money stock to include demand deposits, it is also logical
to define the money stock inclusive of NOW and SD accounts.

Similarly, if

base money reserve requirements are needed on demand deposits, they must also
be needed on NOW and SD accounts.
I believe that base money reserve requirements should be imposed on NOW
and SD accounts.

On the one hand, the cost to the economy as a whole of having

base money reserve requirements is trivial.

The economy as a whole has

essentially nothing to lose from the imposition of reserve requirements on NOW
and SD accounts.

On the other hand, we know very little about the possible

consequences to the economy of having a large portion of its means of payments
free of base money reserve requirements.

Not imposing base money reserve

requirements on NOW and SD accounts is risky.

The prudent thing to do at

this time is to impose base money reserve requirements on NOW and SD accounts.
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Senator Thomas J. McIntyre
Chairman
Subcommittee on Financial Institutions
United States Senate
Washington, DC 20510
De.r Senator McIntyre:
Please excuse my tardy response to your letter of July 1, 1977. I just
recently returned from visits to several foreign countries and have been
hard pressed to catch up with my work.
Enclosed for your information is a forthcoming article of mine that deals
with some of the issues raised by S. 1664 regarding interest on demand deposits, interest on reserve balances, and temporary extension of Regulation Q interest rate ceilings. The article is a review of the FINE study.
It will appear in the Journal of Monetary Economics.
In my judgment, interest on reserves might well be a good thing insofar as
the member bank erosion problem is concerned, but a more direct and largely
equivalent approach would be to reduce required reserve ratios of member
banks sufficiently to make membership attractive to the mainly smaller institutions that remain outside the Federal Reserve System. I see no reason
that the very minor loss in money supply control associated with lower reserve requirements should affect the decision about interest on reserves or
lower required reserve ratios one way or another.
It can be demonstrated that starting to pay interest on reserves is largely
equivalent to reducing required reserve ratios. Suppose banks hold no excess reserves, as in fact has been true in recent years. If deposits sub,
ject to requirements (D) were the only source of funds to hold reserves (R)
yielding return at the rate (r) or earning assets (E) yielding return at the
rate (e), then given the required reserve ratio (q) and no extra cost of
supplying deposits, bank profits would vary as [e(1-q)+rq]D. Since only
(1-q) of each dollar of deposits would be available to be invested (c1 would
have to be held as required reserves), it follows that each dollar in deposits would yield a return of e(1-q) through investment in earning assets.
If reserves also bore interest then they would yield an additional rq per

1775 College Road

92-747 0 - 77 - 81

Columbus, Ohio 43210

614-422-7834
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Senator Thomas J. McIntyre
August 9, 1977
Page 2
dollar of deposits. Clearly from the
bank profits equivalently by lowering
a one percent cut in the requirements
increase in the interest rate paid on
return on earning assets and reserves
not be affected at all by a change in

point of incentives one could raise
q or raising r. The formula is that
ratio would translate into an (e-r)
reserves. As a correlary, if the
were the same, bank profits would
the required reserve ratio.

The particulars about these relationships I've used
are less important
than the principle that interest on legal reserves
works on bank incentives and profits in the same way as the required
reserve ratio does.
I'd be happy to expand on this concept if the Banking
Committee or its
staff are interested.
Sincerely,

William G. Ewald
Professor of Economics
1CD/rjw
Enclosure
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FINE Principles and Prospects for
Financial Institutions Reform
In 1975, the Banking, Currency, and Housing Committee of the U.S.
House of Representatives initiated a study of Financial Institutions in
the Nation's Economy, better known by its acronym, FINE.1

The study en-

compasses two volumes of papers prepared by invited experts, "Discussion
Principles" prepared by the Committee Staff and distributed for comment,
four volumes of testimony from the experts and special interest representatives on the "Discussion Principles," and finally the proposed Financial
Reform Act of 1976 and testimony on it.

By the end of the 94th Congress

in 1976 no legislation had yet resulted from the FINE Study.
nancial reform legislative pro
mission

Frlier fi-

sals generated Irvin the Presidential Com-

on Financial Structure and Regulation had net a similar outcome,

though in 1976 the Administration's Financial Institutions Act was passed
by the U.S. Senate.
Both the House backed Financial Reform Act (FRA) and the Senate's
Financial Institutions Act (Fm) were directed at the principle of restoring competition among financial institutions without destroying the
housing industry.

Both the FINE "Discussion Principles" and earlier the

Report of the President's Commission on Financial Structure and Regulation had endorsed competitive principles, and both probably reflected the
widespread consensus in the economics profession on the subject.

But the

proposed legislation that evolved in either case proved to be basically
anti-competitive, representing for the most part mainly extensions of
existing programs to subsidize housing and to protect financial institutions that specialize in housing financing from competition.
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Why the promise of fundamental financial institutions reform has
eluded the nation's lawmakers for so many years is speculated about in
Section I.

In Section II the specific FINE Principles and resulting FRA

proposals with respect to housing and competition are discussed.

A new

log rolling approach intended to break the legislative log jam by reforming required reserve regulations is proposed in Section III.

And

finally, the principle of Congressional control of the Federal Reserve
is discussed briefly in Section IV.

I.

Financial Crisis and Financial Reform
PLuposals for financial reform have a long history in the United

States.

Indeed the production of proposals has quickened in the past

two decades with reports from the Commission on Mbney and Credit,2 the
Study of the Savings and Loan Industry,3 in addition to the Presidential
Cbmmission on Financial Structure and Regulation,4 and now the FINE Study.
But in spite of it there has been a meager legislative record.

Why?

One

can speculate that major financial reforms have historically followed on
the heels of financial crises, and with one exception, there hasn't been
any since World War II.

Earlier the crisis of Civil War financing

created the National Banking System; the 1907 bank panic, the Federal
Reserve System; the 1930-33 banking crisis, the Federal Deposit Insurance
Corporation.

The U.S. balance of payments crisis in 1971 created the one

major monetary reform in recent years--the floating exchange rate system.
It is interesting that Congressman Henry Reuss, whose favorable stand
. 5
provided timely support for floating was elevated to Chair the Housr.
Banking Committee in 1975 and, perhaps not so coincidentally, to lead the
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FINE Study.

Imminent failure of specialist housing finance institutions

during 1974 and 1975 came close to precipitating an old-fashioned crisis.
It was doubtless what motivated Congressman Reuss and his colleagues to
inaugurate the FINE Study.
Though crisis and related reform were avoided in the recent experience, there is reason to believe that the United States is living on
borrowed time.

One can speculate that one of these days a financial

crisis will be precipitated because of the development of nationwide financial services competition by way of credit cards and electronic funds
transfer systems.

Small banks and thrift institutions in the United

States are increasingly vulnerable to competition in spite of their long
standing favored treatment in terns of taxes, required reserves, limits
on entry, and financial regulations generally.

Like housing and housing

the equivalent of government subsidies,

finance, by having

6
small financial institutions are less competitive than otherwise. Recall
that competition is not manifested by a lot of little firms in an industry,
but rather by superior processes replacing inferior ones.
systems

of

uniformly

large

financial

The

in-

stitutions that one finds nearly everywhere else in the world, tell a lot
about the peculiar kind of financial institutions competition that exists
in the United States.

Mbst peculiar is government regulation of financial

institutions that, in the name of competition, limits their size and diversification as if a lot of small firms were a guarantee of competitive
efficiency.

And most ominous is the possibly unstable competitive situa-

tion that exists in the presence of an ongoing technological revolution.
Even federal deposit insurance, which is perhaps the major financial
reform of the century, is contributory.

7

The evidence is convincing

that
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free market interaction precipitated occasional financial crises before
the establishrrent of the Federal Reserve System and the Federal Deposit
Insurance Corporation.

Yet both institutions have been a mixed blessing.

The central bank has contributed to economic instability in many
situations.

It ruffed its one big change to stave off an epidemic of bank

failures in the early 1930's.

And deposit insurance has reduced compe-

tition by preventing single failures of inefficient financial institution
s.
In f!act, the various federal deposit insurers have been in league with
insured institutional customers, not depositors, in supporting deposit interest rate ceilings to limit competition.

It is interesting to recall

that in the 1920's, before federal deposit insurance, thousands of inefficient U.S. banks failed.

They were mainly small and often new banks that

specialized in lending to farmers who during years of agricultural hard
times were slow to repay loans.

The large bank holding companies created

on the ruins of these failed banks were more diversified and better managed
than the institutions they supplanted, an illustration of competition in
action and, I suspect, a harbinger of future reorganizations of banks and
thrift institutions.
It is surprising that financial reform as visualized by the FINE
Study--and the political appraisal on which it was built--was so limited
that efficiencies of size and diversification were not generally considered important enough to be further exploited.

Rather the proposed re-

fams mainly would extend discrimination against large and diversified
enterprises in terms of taxes, reserve requirements, availability of
bargain government loans and the like.8

It is a perversion of the concept

of cuul.;etition in the name of which it is proposed.

Ironically the
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"Discussion Principles" were proclaimed an "appropriate bicentennial
for
9
Adam Smith."
In summary, one can only speculate that what it takes to persuade
U.S.
lawmakers to override the entrenched special interests is an
old fashioned
breakdown of a large segment of the financial system.1° That appears
to
have been the historic pattern.

In any event, the recent efforts at fi-

nancial reform have all met a similar fate, and contrary to their stated
objectives of strengthening competition and eliminating government supports
for weak institutions, the proposed legislation has on balance generally
moved in precisely the opposite direction.

Perhaps there's no alternative

to a financial disaster to permit a new U.S. financial system to be rebuilt
on its ruins.

But I'm optimistic that there is a politically feasible way

such as is discussed in Section III.

Housing, and Financial Institutions Competition
There is a fundamental dilemma in the objectives of the FINE Study.
It aimed at strengthening competition among depository institutions, yet
linked reform to adequate subsidies for housing.

It is clear that housing

is already heavily subsidized, possibly with

reason if one believes

that there are strong externalities from housing.

Murky as that evidence

is, the economists selected as FINE experts generally recommended that if
housing must be subsidized, it would be far more efficient to do it directly rather than by the indirecL means that have been employed.

In

addition to Regulation Q, the list of indirect subsidies to housing and
specialist housing lenders is long and costly:

favorable tax rates, bad

debt reserve privileges, bargain federal deposit insurance and government
loans, public housing construction, deductability of interest expense,
and
so on.

But subsidies, particularly those that attempt to operate through

1

1280
6
mortgage interest rates, do not come to grips with the cyclical
housing
"prbblem" which is really what concerns the housing interests.

Because

of cyclical variations not only in the term structure of
interest rates
but also in the supply of factors of production, housing
has remained a
highly cyclical industry despite regulatory efforts to
preserve the flow
of housing creait during periods of high interest rates
and shortages
generally.

Reform as envisioned by the FINE Study largely ignored the

real economics of housing construction and continued to concentrate
on a
patchwork of propoaals linked to housing finance.
Turning to the specifics of the FINE Study, the "Discussion
Principles"
included five potential housing subsidies.

But only the last two survived

to the FRA Bill.
A mortgage interest tax credit on loans to low and moderate income
owners and renters was one of those proposals that didn't survive.

It

would have been made available to both thrift institutions and banks as
in the FIA Act, but would have applied only to mortgages that financed
dwellings for low and

ncxlerate

income owners and renters.

This would

have reduced its estimated $750 million annual cost, but also have limited
its stabilizing effects and complicated its administration.

Though ex-

pected to help housing on balance, its costs not only in terms of foregone treasury revenue but also dead weight efficiency losses were estimated to be substantial.

my OSU colleague, John 1,qicher (Deputy As-

sistant Secretary for Policy Development and Research, Department of
Housing and Urban Development at the time) presented the official position in favor of the proposal.11 A commissioned study had demonstrated,
at least to the housing interests, the power of a mortgage tax credit to
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stabilize the housing cycle and to indure a greater flow of credit into
housing finance from nonspecialist lenders.

The Banking Committee was

persuaded nonetheless that a major slippage would be expected with respect
to the mortgage tax credit because nortgages eligible for tax credit could
be created to finance other spending than housing, and simply that the
program would have been very costly.

Perhaps most importantly the Com-

mittee may have wanted to differentiate its product flow the Administration's FIA Bill.
Another proposal was government insurance against interest rate variation, recu.i.ended in the opening testimony of James Pierce, the Director
12
of the FINE Study.

Though rentioned earlier in the Report of the Presi-

dential Commission on Financial Structure and Regulation, it also failed
to rake the first cut.

The proposal would have the government pay eligible

lenders "the difference between short-term interest rate and the long-term
mortgage interest rate whenever an index of short rates exceeds the mortgage rate.

u13

In exchange the government would collect a premium designed

to make the program break even in the long run.

Haw ever it is packaged

the proposal amounts to the government lending long and borrowing short.
That is what banks and thrift institutions get paid to do.

Cie of the FINE

Study economic consultants made a rough calculation that though the FINE
interest variation insurance proposal would not cost much, it would not be
popular since insurees would give up term structure interrediation.14
Indeed, it is not clear what economic function would remain for financial
institutions that lend long.
In addition to endorsing the interest rate insurance program Franco
Nedigliani recommended changes in federal regulations to permit more widespread use of new types of mortgage contracts, particularly to avoid the
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frontloading of real repayments that is associated with high mortgage
rates
during neriods of rapid inflation.

Though other experts thought it reason-

able to permit lenders and borrowers to negotiate a variety of mortgage
contracts, including variable rate mortgages, Mhdigliani opposed
variable
rate mortgages.

"... the one instrument that I disapprove of is the var-

iable rate mortgage. That, I think, is a bad instrument because
it does
.
not handle the (housing) demand effect at all."15 In his
testimony Milton
Friedman also noted the advantage of contracts to avoid inadvertent
shortening of maturities when interest rates on conventional mortgages inclnde
an
inflation premium.16

As is so often observed when economists agree, the

politicians do not.

The Banking Committee did not propose the legal basis

for any major modifications in the basic mortgage contract, which means
that federally insured savings and loan associations remain unable to issue
other than the basic fixed interest, level repayment mortgage contract.
Since there is no lower bound to mortgage maturities, they have to some
extent been Able to Change the maturity structure of mortgages as an alternative to variable rate mortgages.

In any event, sore state regulated

institutions have been free to issue variable rate mortgages and they did
not appear to have an enaulous gap to fill.
Another approach has been suggested in a recent study.

Don Tucker

is one who has concluded that specialist housing lendprs could protect
therselves against interest variability by simply extending the maturity
of their liabilities.

They incur large risks by lending so very long

while issuing what have core to be considered as very short term if not
demand liabilities.17

It is worth recalling that savings and loan as-

sociations originally issued only very long term liabilities.

They
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accumulated funds fic6 savers and paid out funds for houce purchases to
whomever was at the top of a waiting list.
place in the line.

The only claim of a saver was a

Even after the establishment of permanent savings
and

loan associations, share owners were frequently required
to wait a long
time to effect withdrawals since their only legal claim
was to a share of
assets.

And it could take years getting assets transformed
into cash.

Such was the situation quite generally during the 1930's.

It is only since

World War II that savings and loan association liabilities
have achieved
de facto deposit status via support of federal deposit insurance
, federal
credit, and Regulation Q.

In the light of recent latent insolvencies of

large numbers of housing finance specialists, a partial
return to the old
que might make good sense rather than further making housing
finance
specialists more like banks as is the substance of many of
the FINE proposals.

9
The "Discussion Principles" included a mortgage reserve credit as
another indirect subsidy to stimulate housing and protect housing finance
specialization.

It would have had the Board of Governors of the Federal Reserve

System authorized to provide mortgage reserve credits for all depository
institutions.

The credit would be based on their loans to finance new

and outstanding low and moderate income housing and construction loans.
Since all depository institutions would be made subject to reserve requirements, this proposal represented one way to soften that blow for
housing finance institutions.
One can interpret reserve requirements (at least those above desired reserves) as a tax equal to the foludone revenues that institutions
could have earned on assets other than reserves.

Presumably financial

institutions pass the tax on to depositors to some extent through lower deposit
interest rates just as in any other market or back to stockholders.
of reserve requirements was ignored in the FINE Study.

That aspect

Though the FINE Study

did not estimate the tax-loss cost of the mortgage reserve credit, I
calculate it very roughly to be $500 million, which may be small by comparison with other subsidized housing programs.18

But as a tax cut in-

centive for housing finance, it is subject to the very same criticisms
applied to the FIA's mortgage tax credit)-9
What survived the hearings on the "Discussion Principles" was purely
and simply more of the old elixir for a sick housing industry.

First the

bill included authorization for Federal Home Loan Bank loans of up to 30
years to financial institutions to relend to borrowers for nonluxury
housing.

Nonluxury was defined as not more than 150 percent of the median

value of housing units in the area.

What the program would cost was
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apparently not estimated.

It would depend on the amount of loans made

which was left to the discretion of the Federal Home Loan Bank Board.
In any event there appears to be a strong incentive for politicians to
subsidize indirectly by way of loans.

Loans compared with tax incentives

or direct subsidies are less identifiable in the budget and, more importantly, loans may not appear to be subsidies at all.

An irony is that

loans are a very inefficient subsidy inasmuch as at least part of additional borrowing is in place of borrowing for the stated purpose that
would have occurred otherwise and part is simply borrowed in place of
loans that would otherwise be made for other purposes.

It is a well known

proposition that so long as collateral requirements are met decision units
can use borrowed money for whatever purpose they choose.

Despite the ob-

vious inefficiency of loans as subsidies, they remain a preferred subsidization vehicle.

To the politicians the only superior means would ap-

pear to be fixing price ceilings or floors which also neither affect budgets directly nor look like subsidies to the nondiscerning.
It is disappointing but not surprising that the remaining proposal
that survived to the bill was to use Regulation Q ceilings on time deposit rates to maintain a favorable differential for financial institutions that specialized in housing finance.

Worrying About the welfare

of depositors rather than housing became a public interest responsibility
for many of the economists associated with the FINE Study.

There was re-

peated testimony by them to the effect that depositors in financial institutions have in fact earned less on the average than mortgage borrowers
despite the apparently unshakable conventional wisdom to the contrary,
which was invoked by an AFL-CIO spokesman in defense of Regulation Q protection of the housing industry.20

JW

Despite the "Discussion Principles"
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proposal to eliminate Regulation Q in 5 years, the FRA Bill relied on it
to protect specialist housing lenders in the meantime, and one can anticipate that in 5 years it would not be any easier to eliminate Regulation Q than it was in 1976.

It is clear to most economists, certainly

those who directed the FINE Study, that Regulation Q has ineffectively
protected depository institutions from interest rate competition.

Be-

cause of Regulation Q there have been massive swings fruudeposits to
alternative credit instruments during perindc when interest ceilings
have been effective; and such financial disintermediation has been reflected in housing construction cycles.

The FINE Study recognized that

Regulation Q has to go; but it remained the principal program for stimulating housing and protecting specialist housing lenders.

FINE "Prin-

ciples" were not enough to counterbalance the inertia in existing politics
of financial regulation.
As noted, increasing cuivetition among financial institutions was a
prime objective of the 1976 FRA and the FINE "Discussion Principles."

It

was also a key objective of the Administration's bill based on the work
of the President's Commission on Financial Structure and Regulation.
Regulation Q ceilings would have been eliminated in 5 years without review under the FINE Principles.

Though that proposal survived to the

FRA Bill for demand deposits, the bill reinstated a legislative review
before elimination of Regulation Q as had also been proposed in the Administration's FIA bills of 1973 and 1975.

Under the 1976 FRA Bill a co-

ordinating committee with represenatives from a newly created Federal
Banking Commission, Federal Home Loan Bank Board, Federal Reserve Bcard,
and the Federal Deposit Insurance Co poration would report recommendations
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about eliminating Regulation Q to Congress after five years.

Admittedly

there is a problem in devising a means to extricate the financial system
from Regulation Q ceilings.

But the proposed strategy is a likely loser

if there is continued subsidization of the housing industry.

Rarely are

economists so united as in opposition to Regulation Q, yet an honest
effort on the part of the FINE Study to kill Q got transformed into a
proposal to use it as the train means to protect the house building and
house financing industries.

One can only hope that the next time inter-

est rates fall well below Regulation Q ceilings, Congress seizes the opportunity to eliminate them permanently.

Unfortunately for the prospect

of reform, it is in such times that Congress attaches low priority to
financial reform proposals.
Actually the situation is even worse.

The 1976 FRA Bill is also

in-

herently unsatisfactory because it relies on Regulation Q differentials to
offset proposed wider lending powers for financial institutions.

It does

so by setting up a differential allowable to any depository institution
that is sufficiently camdtted to housing finance.

(Under present tax law,

tax rates shift with the size of mortgage portfolios.)

Under the propoqel,

thrift institutions would on the average and marginally have to put at
least 70 percent of assets into residential mortgages.

Small commercial

banks could also avail themselves of the higher ceilings if 35 percent of
new assets (roughly 70 percent of new time deposits) were residential
mortgages and they maintained their mortgage loan percentage.

Perhaps one

can find solace in the fact that the 1976 FRA Bill proposed permitting interest rates to be paid on demand deposits.

That is significant!

But

the main problems with credit allocation for housing have been associated
with time and savings deposits ceilings for which the 1976 FRA offers only
dim hope of eventual repeal.

•
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The 1976 FRA Bill would also have authorized wider lending powers for
thrift institutions which, all can agree, would aid them in limiting the
risks associated with bixLialization and simultaneously raise the level of
competition in the affected credit markets.

The proposal would allow sav-

ings and loan associations to invest in consumer loans, including issuing
credit cards, and in colporate securities.
banks.

Thrifts would become more like

Indeed if they wanted to go all the way, easy conversion of thrift

institutions to commercial banks was proposed.

It is obvious that the

authority to widen lending powers for thrifts coupled with the Regulation
Q differential ceilings is schizophrenic.

The "safety" of diversified

portfolios for thrifts conflicts with the necessity to protect housing.
The 1976 FRA Bill proposed phasing in required reserve regulations
over 5 years for all financial institutions that issue checking accounts
or their equivalent.

The Federal Reserve was to study paying interest

on required reserves, presumably as a device to ease the transition for
institutions newly subjected to requirements and, one would hope, to inprove the efficiency of the payments system.

Despite the apparent equity

of the proposal in making required reserve regulations uniform for all
depository institutions, the propoqA1 in fact extends the existing discriminatory system for member banks to other institutions.

The existing

system has requirements differentials based on type of deposit and size
of bank.

To some extent reserve requirements in the United States have

always applied higher ratios to banks classified as central reserve
city or reserve city banks than to others which are typically smaller.
Higher required reserve ratios for city banks not only reflected the
higher deposit withdrawal risks they faced as reserve depositories for
other banks, but also that deposits subject to requirements were much
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lower

at city banks because they held comparatively large amounts

of checks in collection which were deducted in calculating deposits subject to reserves.

However, since 1966 the requirement schedule for each

type of deposit has been purely on a size basis.

It can be interpreted

as a program, like so much else in financial regulation, to subsidize
small financial institutions at the expense of their larger rivals.

As

noted, efficiency aspects of the required reserve system as related to
the size of enterprises were almost totally ignored in the FINE Study.
In fact, it included many additional proposals to extend the existing
discriminatory practices against large institutions.
It is interesting to note in passing that one reason the FINE Study
supported extending required reserve ratio regulations to unregulated institutions was for the purpose of enhancing monetary control.

Yet, none

of those who shared this idea expressed concern about the added linkage
in monetary control that has resulted from lagged reserve accounting or
from differential requirements based on bank size which may well be far
more important.21
The FINE "Discussion Principles" and the 1976 FRA Bill proposed establishment of a Federal Banking Commission.

The FBC would assume the

regulatory responsibilities of the Comptroller of the Currency and the
Board of Governors of the Federal Reserve System.

The Federal Deposit

Insurance COLporation, whose merger into the FBC had been recommended in
the "Discussion Principles," would remain undisturbed undPr the bill.
Testimony on this provision largely divided not only the economics
witnesses but others on the basis of their views about the desirability
of competitive rather than unified regulation.
of a compromise:

92-747 0 - 77 - 82

The bill offered something

the system of dual bank chartering by state and federal
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authorities would be maintained, but separate rather than unified supervisory and regulatory functions would be continued by the Federal Home
Loan Bank Rnard and the National Credit Union Administration.

The pro-

posed FBC would consist of 5 members, only one from the Federal Reserve
Board.

The FBC would be responsible for federal Chartering, merger,

branching, and holding company approvals, examination and so forth.

The

responsibilities of the Office of the Comptroller Of the Currency would
be assumed by other agencies.
Bank holding company regulation which is now widely dispursed among
the regulatory agencies would be incorporated in the FBC.

The existing

holding company regulations are indeed a mish-mash.

The Federal Reserve

is almost certainly overburdened administratively.

For reasons probably

accountable to the liberality of the Camptroler in the 1960's, Congress
has been too willing to pile added holding company regulatory authority
on the Federal Reserve.

The 1970 One Bank Holding Company amendments to

the 1956 law have the Federal Reserve deciding what businesses bank holding companies can enter and so on.

After large losses by bank holding

company Real Estate Investment Trusts and foreign subsidiaries, it is not
so clear that the Federal Reserve has been very effective.

The proposed

FBA Bill in this respect is somewhat surprising in that its main operational proposal is merely to separate in name the entities within a holding company so that new investors and depositors are not deceived.

One

can note that under current practices of protecting large depositors of
failing banks, it is the deception of Legulators not depositors that is
so costly.

The principal benefits of holding companies emanate from their

co-mingling of risks and their economies of size.

But after years of hold-

ing company banks covering the losses of REITS and foreign subsidiaries, it
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is all too clear that bank holding companies can co-mingle activities that
entail enormous risks which in turn risk the solvency of holding company
banks.

Consequently if risky bank management increases the chance of

financial crises, or losses to federal deposit insurers, bank holding
company assets are appropriately limited by government controls.

Un-

fortunately the FRA Bill gives little guidance About the criteria that
bank holding company regulators are to employ.
In summary, FINE Principles to enhance competition among financial
institutions and to kill Regulation Q without destroying the housing industry were transmogrified in the FRA Bill.

Housing would be helped by

Regulation Q and Federal Home Loan Bank loans.

Thrift institutions could

become more diversified on both sides of their balance sheets and made
subject to more uniform financial institutions regulations, but Regulation Q differentials would keep them in housing finance and protected
from competition.

For one thing, Congress may have to accept a housing

industry that is highly cyclical, contributing to stabilizing the rest
of the economy.

It may have to accept financial institutions competition

that involves failure of inefficient firms and losses to uninsured depositors, and the necessity of lengthening the liabilities of institutions that specialize in lending for long terms, particularly the
specialist housing lenders.

Linking Financial Reform to the
Correspondent Banking System
The major political flaw in the 1976 FRA Bill was its failure to
offer anything special to commercial banks.

Their lobbying prowess is

legendary, perhaps second only to that of the housing industry. Under the proposed
legislation banks would face more competition from thrift institutions;
deposit rates would be more competitive on demand deposits and eventually
on time deposits too; thrift institutions would be enabled to lend in
markets that have been dominated by banks, and so forth.

Nonmember banks,

whose growth in recent years has been substantial, would have been particularly injured since they would be subjected to Federal Reserve required reserve regulations which have been the principal detraction to
memberships in the Federal Reserve System.

Since city correspondent

banks profit from the resources they get from deposits of nonmember banks,
they too could be injured by the FRA.
At the time of the Commission on Financial Structure and Regulation,
I thought through the puzzle of designing financial reform so that it
would not only increase the efficiency of bank operations, and meaningful
competition, but also offer inducements to the various financial institutions to blunt their political opposition.22

My proposal never got much

further than central Ohio; but there are certain elements of it that hear
on the uniform regulation of financial institutions that I think will have
to be incoL

rated in a financial reform act if it is to avoid the unified

opposition of commercial banks.
The most costly restructuring of the banking system, as far as nonmember banks are concerned, is probably the redefinition of legal reserves
to meet requirements against demand deposits.

Under the proposed reform,

4
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nonmember banks (with more than $15 million in deposits), would be
subjected to the same requirements ratios on deposits as member banks
and
most important, they could satisfy those requirements only with vault
cash or reserve deposits at Federal Reserve Banks.

Proposals for uni-

form reserve requirements and banking regulations generally have
floundered on this approach for decades.

Whatever the reasons, it is

time to conclude that dual bank chartering and the correspondent
banking
system are here to stay.

Unless proper account is taken of the special

interests of banks, there are probably not going to be uniform requirements.
The key to uniform requirements reform is the definition of legal
reserves to meet requirements.

This is far more important than setting

minimum ratios which, contrary to popular opinion, are typically not much
different for nonmember banks than for small member banks.

The existing

system for nonmember banks is that commercial banks and, for savings and
loan associations, Federal Home Loan Banks are legal reserve depositories
.
Another fact that is contrary to popular opinion is that small member
banks hold substantial correspondent balances in addition to balances
with Federal Reserve banks and vault cash.

The 1976 FRA Bill recast FINE

Principles to permit Federal Home Loan Banks to serve as reserve depositories for savings and loan associations after strong objections were
raised to legal reserves for savings and loan associations being defined
by FINE Principles to include only vault cash and balances with Federal
Reserve Banks.

But the bill was not recast with respect to the definition

of legal reserves for commercial banks.

That no one even considered the

possibility presumably reflects the conventional view that to count correspondent balances as legal reserves for banks would constitute reserve
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pyramiding, reducing the Federal Reserve's ability to control money and
Pyramiding was a major evil which the Federal Reserve Act

credit.

intended to eliminate.

There has been concern ever since that Federal

Reserve powers might be inadequate because of financial institutions, particularly nonmember banks, that could

nit

requirements if any with cor-

respondent balances just as before the establishment of the Federal ReHowever, in recent years studies of requirements alternatives have

serve.

concluded that monetary control would in fact not be difficult even if
23
Consequently there is reason to
there were no requirements at all.
reexamine the possibility of reforming requirements to count correspondent
balances as legal reserves, for the purpose of improving the efficiency
of the payments sytem.

As it turns out monetary control powers could be

strengthened simultaneously.

My

proposal is to impose uniform reserve requirements by class of

deposit on all depository institutions that are subject to requirements.
Legal reserves to meet requirements against demand depnsits would be defined to include both federal funds (currency and deposits with Federal
Reserve Banks or Federal Home Loan Banks) and demand deposits with member
banks.

Legal reserves to meet requirements against time deposits would

in addition to federal funds and correspondent balances also include federal government securities.

Member banks would be required to maintain

reserves in federal funds against their deposits owed to financial institutions subject to requireaents.

Permanent requirements ratios would be

established for three classes of deposits:

demand deposits due to fi-

nancial institutions; demand deposits due to individuals, partnerships, and
corporations; and time and savings deposits and shares.
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Requirements ratios would be lowest on time deposits and

highest

on deposits of financial institutions as is the traditional practice.

It

can be rationalized on the argument that additional central banking
services would be needed to service institutions that were reserve depositories.

On the assumption that the respective requirements ratios were

50 percent, 10 percent, and 5 percent on demand deposits of financial institutions, IPC demand deposits, and time deposits, banks and thrift institutions in most classes would benefit.

NOnmeMber bank requirements

are roughly 10 and 5 percent presently in most states.

By including gov-

ernment securities in the definition of legal reserves, thrift institutions have in effect not been subject to effective requirements nor would
they be.

Under the proposal small member banks would not face lower re-

quirements ratios but they would benefit by being freed from time deposit
requirements and by being Able to count their correspondent balances as
legal reserves.

Small (country) member banks held 5.9 percent of total

deposits subject to requirements as federal funds on March 31, 1976 and
additional 3.0 percent as demand balances with U.S. correspondents.
Their 8.9 percent cash ratio

compared with 7.1 percent for nonmembers.

City member banks could be benefited becausP of increased demand for
correspondent balances and lower requirement ratios on IPC demand deposits
and time deposits, but this benefit would be offset to some extent by
higher requirements against their balances due to financial institutions.
To avoid banks having an incentive to exchange correspondent
balances to reduce effective requirements ratios against deposits of other
than financial institutions, banks would be permitted to meet requirements
with their own federal funds holdings at half the ratio applicable to
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correspondent balances to reduce effective requirements ratios against
deposits of other than financial institutions, banks would be permitted
to meet requirements with their own federal funds holdings at half the
ratio applicable to correspondent balances.

Given a 50 percent federal

funds required ratio against demand deposits of financial institutions,
this effectively means that financial institutions could provide their
own city banking services by holding federal funds.

The general prin-

ciple is to keep the federal funds absorption ratio against IPC demand
deposits exactly the same whether a financial institution maintains its
own federal funds holdings or employs a city bank as an agent to hold the
federal funds against its IPC deposits.

Under this proposal federal funds

absorbed in required reserves would be independent of the distribution of
reserve holdings between federal funds and correspondent balances.
Similarly the total amount of demand deposits and associated earning assets of financial institutions subject to requirements would be independent of the distribution of legal reserve

holdings.

Though the link-

age in the present system due to different federal funds Absorption ratios
can be effectively offset by Federal Reserve Open market operations, under
the proposal, a change in federal funds would, given the currency and time
deposit ratios, be associated with a unique level of potential demand deposits and earning assets of financial institutions subject to requirements.
This is illustrated by the T-accounts on page 22.

It is assumed that

banks and thrift institutions hold no excess reserves and that federal
funds satisfy requirements for all institutions at half the ratio applicable for correspondent balances.

The assumed requirement ratios

against IPC deposits is 20 percent and 50 percent against deposits due to
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Scenario I
City Banks Hold No Reserves of Correspondents
Country Banks and Thrift Institutions
Assets
Liabilities
Federal Funds $
50 Deposits, IPC $1,000
Earning Assets

950
$1,000

$1,000

City Banks

Assets
Federal Funds

50

Liabilities
Deposits, IPC $1,000

950
$1,000

$1,000

$

Earning Assets

Scenario II
City Banks Hold All Reserves of Correspondents
Country Banks and Thrift Institutions
Assets
Liabilities
Balances Due
Deposits, IPC $1,000
From Domestic
Banks
$ 100
Earning Assets

City Banks

Assets
Federal Funds

$

Earning Assets

Liabilities
100 -Deposits, IPC $1,000

1,000

900
$1,000

$1,000

$1,100

Balances Due
to Banks and
Thrift
Institutions

100
$1,100

Scenario III
City Banks Hold Half the Reserves of Correspondents
Country Banks and Thrift Institutions
Assets
Liabilities
Federal Funds $ 33 1/3 Deposits, IPC $1,000
Balances Due
From Domestic
Banks
Earning Assets

Assets
Federal Funds

City Banks

Earning Assets

$ 66 2/3
966 2/3

33 1/3
933 1/3
$1,000

$1,000

$1,033 1/3

Liabilities
Deposits,IPC $1,000
Balances
Due to
Banks and
Thrift
Institutions

33 1/3
$1,033 1/3
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banks and thrift institutions.

Note that the total amounts of IPC de-

posits ($2,000), earning assets of financial institutions subject to requirements ($1,900), and federal fuads held by these institutions ($100)
are independent of the distribution of reserve holdings between federal
funds and correspondent balances.
The proposal could also take the Federal Reserve out of the business
of providing check collection services at considerable social saving.
Check collection is actually increasingly dominated by private banks as
it is.

Since the existing mixture of free Federal Reserve services and

as
reserve requirements is not essential for effective monetary control
has been demonstrated, it could be discarded to let private ucamercial
banks provide financial services wholesale to their customers.

And it

would let the Federal Reserve concentrate on monetary policy--manipulating
the amount of federal funds by open market operations.

The proposal largely

uniform
leaves the correspondent banking system intact while introducing
requirements on deposits by class:
time deposits.

interbank, IPC demand deposits, and

As a vehicle on which financial institutions reform could

institube carried, the proposal could offer banks and other financial
ratios to
tions legislatively fixed and sufficiently low required reserve
attract political support.
proposal these days.

Lowering business taxes is not an unreasonable

Lowering the general level of required reserves is

a comparable proposal.

TV.

Controlling the Federal Reserve
g the
Title V of the Principles and the 1976 FRA concern restructurin

Federal Reserve System.

Essentially it was proposed to bring the Federal
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Reserve under more explicit pUblic control.

The term of the Chairman of

the Board would be made co-terminous with that of the President, which
proposal, though i

has been widely supported over the years even by the

Federal Reserve, remains in legislative limbo.

Member bank stock in Fed-

eral Reserve Banks would be retired and as would the very term
"member
banks" since all depository institutions would have access to Federal
Reserve services.

Cutting the terms of Governors and the size of the Board

was also considered in the Principles, but in this case no change was proposed in the bill.

HOwever, the status of Reserve Bank Presidents as

public officials was recognized by proposing that they be nominated by the
President with Senate confirmation.

Reserve Banks Boards would be expanded

from 9 to 12 members, presumably to provide public representative
to match
the added financial institution representation, and to make room for
representatives of nonbank financial institutions.
Application of the "principle" of accountability may well have been
the most important proposed restructuring of the Federal Reserve.

The

Board would have been required to issue an annual economic report on
monetary policy plans for the coming year, a report prepared in conjunction with the Economic Report of the President and compatible with its
fiscal policy proposals.

The Banking Committee apparently bought Chair-

man Burns' argument that the Federal Reserve already does the equivalent
of that.

Burns also argued that the cherished independence of the Fed-

eral Reserve would be threatened if it were required to condition its
plans to the proposed federal budget; and also that, by requiring the
Federal Reserve to prepare an annual monetary policy plan only in conjunction with the Administration, the proposal failed to take account of
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the new Congressional Budget Office.

One reason this proposal may have

been dropped is that the Federal Reserve has been preparing quarterly
policy statements under Congressional oversight (Hbuse Concurrent Resolution 133), which was programmed to die with the 94th Congress, but has been
continued on an ad hoc basis.

In a somAyhat surprising reversal Burns indicated

a favorable view of the effects of the resolution. It is worth recording his
statement.
In my experience at the Federal Reserve, Congress has never been
lax in exercising its oversight of the System or in providing us
with its views. Only last year, Congress revalt,ed its oversight
procedure with the adoption of House Concurrent Resolution 133,
which this committee helped to draft. This resolution provides
for four regular appearances by the Federal Reserve each year
before the Banking Committees solely to discuss monetary policy.
We take implementation of this resolution very seriously. I
have already appeared before the Banking Committees on three
occasions and expect to testify early next month before this
committee in response to that resolution. I have found that
these discussions add an important dimension to the Board's
deliberations on monetary policy.'4
One can applaud the FINE Study for recognizing the importance of
Federal Reserve accountability to Congress on monetary policy details.
Despite the carping criticism of the Federal Reserve by some of us in
the past, I believe there is evidence that it has in fact responded qualitatively correctly under the Congressional Monetary Policy Resolution and
has taken an appropriately expansionary stance during a laggard recovery
period.

One observation is not enough to be persuasive.

But a recession

of the magnitude of 1974-75 could well have precipitated a cumulative contraction if the Federal Reserve had reacted as it did in pre-1970 recessions.

There is not sufficient reason to be satisfied with monetary policy

but it is a lot better than it once was; and professional criticism and
public accountability are conceivably important reasons why.
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In conclusion, despite its professed principles of
fairness and efficiency, the FINE Study from its inception was so entangled
in the
politics of subsidizing housing and protecting the
market domains of
financial institutions that nothing came of it overall.

A number of

very important proposals that might well have been
accepted by themselves
failed as well.

Though one would certainly not hope for an old fashioned

financial crisis, it may well be that something more
burdensome than the
financial problems of recent decades may have to occur
to persuade the
politicians to rebuild the U.S. financial system on the principle
of
competition rather than to protect the housing industry and
specialist
housing financial institutions from competition.

Designing a proposal to

offer uniform but permanently lower required reserves
offers a possible
alternative to get the special interests behind the principle
s of competition and efficiency in financial reform.
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Regulation Q to savings and loan associations in 1966, Bank Holding
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Suppose 20 percent of deposits and share capital at savings and

loan associations and mutual savings banks are converted into negotiable
orders of withdrawal subject to required reserves.

As of mid-1976, this

would amount to about $62 billion at SLA's and $23 billion at NEB's.

As-

sume they are subject to a 10 percent requirement ratio on NOW accounts
and would hold no reserves voluntarily.
member bank required reserve ratio.
$2-10 million demand deposit class.

Ten percent is the second lowest

It is currently applicable to banks in the
Without a mortgage reserve credit,

required reserves against the NOW accounts of thrifts would be $8.5 billion.

Assuming all SLA's were identical, a reserve credit of about 2

92-747 0 - 77 - 83
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31
percent on mortgages would eliminate required reserves.
ratio for MSB's would be 3 percent.

The comparable

Cn the assumption that commercial

bank time deposits were unaffected and that the Federal Reserve, as it
should, forced cohgercial banks to contract their demand deposits to
match the $35 billion increase in NOW accounts at thrift institutions
and on the assumption that the average required reserve ratio for banks
was 12 percent, the Federal Reserve would have to sell $10.2 billion in
interest bearing securities to the public.

Whatever the interest rate

was would determine the tax loss cost of the program (not counting any
efficiency losses).

At a 5 percent interest rate, the loss would be a

little more than one-half billion dollars (.05)

($10.2) = $5.1 billion.

19Richard L. Wellons. "Evaluation of Selected Subsidized Housing
Programs," FINE Compendium, Book I, 101-116.
20"Discussion Principles," Part 3, p. 2356.
21
5ee, for example, Warren L. Coats, Jr.

"Lagged Reserve Account-

ing and the Money Supply Mechanism," Journal of Money, Credit, and Banking,
VIII, 2 (May, 1976), 167-180, and Daniel E. Laufenberg.

"Contemporaneous

versus Lagged Reserve Accounting," Journal of Mbney, Credit, and Banking,
VIII, 2 (May, 1976), 239-246.
22William G. Dewald.
Institutions:

"Reserve Requiteu nts for Banks and Savings

A Proposal for Reform," Bulletin of Business Research,

April, 1971.
23George J. Benston.

"An Analysis and Evaluation of Alternative

Reserve Requirement Plans," Journal of Finance, XXIV, 5 (December, 1969),
849-70.
24Arthur F. Burns.
p. 1982.

"Statement," Discussion Principles, Part 3,

A
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'United Bank &Trust Company
101 Pearl Street, Hartford, Connecticut 06103

July 28, 1977
The Honorable Thomas J. MC Intyre, U.S.S.
Chairman, Suhrommittee on Financial Institutions
Committee on Banking, Housing, and Urban Affairs
105 Russell Senate Office Building
Washington, D.C. 20510
Dear Senator MC Intyre:
I would like to comment on S.1873 which you introduced and
has been referred to the Committee on Banking, Housing, and Urban
Affairs. You may recall that I testified before the Subcommitt
ee
on Financial Institutions on June 21, 1977, reviewing United
Bank's
experiance with NOW accounts and our support of NOW's as an attractive deposit service for consumers.
The thrust of my remarks, however, focused on the urgent need
for the elimination of the interest rate differential between commercial banks and thrift institutions. Over the past several
years,
the shift in the competitive imbalance in New England between consumeroriented commercial banks, such as ourselves, and thrift institutio
ns
has been so significant that serious concerns must be raised regarding
the future viobility of smaller New England canmercial Banks.
These
banks rely upon the same household-type deposits as thrift institutio
ns
in order to meet the borrowing requirements of their customers
and
communities, but they are forced to operate at a rate disadvantage
in attracting these funds.
Since the state-chartered thrift institutions in Connecticut
received personal checking account powers on January 1, 1976 and
eliminated our "one-stop banking" advantage, United Bank has experienced
a dramatic loss of share of market in consumer deposits. I'm unable
to understand why the dominant Connecticut thrift industry, which
is 75% larger and has had a growth rate more than double that of
commercial banks, needs the protection which the rate differential
offers than.
As a consumer issue, why should customers of New England's
carrnercial banks be denied $40 million in additional interest as a
result of the rate differential?
I urge you to recognize the unique ccrnpetitive situation in
New England between commercial banks and thrift institutions, and
that S.1873 be modified to provide for the irrrnediate elimination in
New England of the interest rate differential on all savings and
time deposits.
•

Very truly yours,

JaresJ. Pr
Pr'esident
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Yale University New Haven,Connecticut06520
DEPARTMENT OF ECONOMICS
Cowles Foundation for Research in Economics
Box 2125, Yale Station

August 9, 1977

The Honorable Thomas J. McIntyre
Chairman, Subcommittee on Financial Institutions
United States Senate
Committee on Banking, Housing and Urban Affairs
Washington, D.C. 20510
Dear Senator McIntyre;
I am replying to your letter of July 1 requesting comment on S. 1664
and on the general topic of reserve requirements and Federal Reserve membership.
1. NOW accounts and the like are a convenience to the public, and
their general availability will improve the efficiency of our system of
financial institutions.
2. There is no logic to confining NOW accounts to individuals.
Any eligible depositor in a financial institution should be able to have
such an account. Alternatively, interest should be permitted on demand
deposits. It certainly is difficult to see significant difference between
NOW accounts and demand deposits; the 30-day notice of withdrawal will
never be enforced. Currently banks pay for business demand deposits by
other services, including credit lines to their depositor-customers.
These arrangements are often vague and inefficient; the payment of explicit interest would encourage competition.
3. Attrition in Federal Reserve membership is a serious matter,
a threat to the effectiveness of monetary. control. The clean solution is
simply to require every federally insured bank or savings institution to be
a member, or to obey the Fed's reserve requirements both as to amount of
reserves and definition of assets that count as reserves. S. 1664 at least
imposes Fed reserve requirements, directly or indirectly, on all NOW accounts.
However, Sec. 201 (b) gratuitously erodes this requirement for non-members;
it should be deleted. I suggest that Fed reserve requirements be imposed on
all deposit-type liabilities.
4. Compared to the recommendation in (3), the proposal to induce Fed
membership by interest on required reserves is a second-best. It is expensive for the taxpayers. The financial institutions concerned operate with
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extensive federal protection and privilege. It is not too much to ask them
to regard the meeting of federally imposed reserve requirements as a cost of
the business they are chartered to conduct. Federal monetary control should
not be vulnerable to the pressures brought on and by states and other chartering authorities to relax reserve requirements and other standards. Perhaps
a fair appraisal of the equities of taxpayers v. shareawners of banks and
other institutions would indicate that some interest should be paid on required reserves, especially when interest is allowed on demand deposits or
their equivalent. I do not exclude that possibility. I just don't like to
see it forced as an expedient to keep banks in the system.
5. From the viewpoint of monetary control, payment of interest on excess
reserves, rather than required reserves, would be desirable. The rate might
be the discount rate, or some fixed number of basis points below the discount
rate. Variation of this rate would be an effective control by the Fed. It
would perform much the same function as the Federal Funds market does now,
but more certainly, effectively, and efficiently.
6. I believe that authority to set ceilings on deposit rates should be
extended for at least two years. The Congress and the authorities should
consider maintaining a ceiling for NOW and demand accounts while liberalizing
or abolishing the controls on interest or other deposit liabilities.
Sincerely yours,
Gut-,
JT:mmh
(Signed in Professor Tobin's absence)

James Tobin

/

Ie/
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LESTER V. CHANDLER,
Princeton University.
An Evaluation of Two Senate Bills:
services; to promote comS. 1664—A bill to provide improved constmer deposit
to enhance the effectiveand
ons;
instituti
financial
petitive balance among
System.
ness of the Federal Reserve
savings banks, to increase the
S. 1665—A bill to provide for the chartering of
purposes.
efficiency and flexibility of credit unions, and for other
INTRODUCTION
which, considered by
These bills contain a number of individual provisions
s. But hese bills
objective
desirable
socially
promote
to
tend
would
es,
themselv
and therefore
with,
deal
to
fail
s;
they
omission
their
for
le
are also remarkab
ns that
regulatio
and
laws
existing
some
force,
in
ng
continui
have the effect of
effects. The
their
in
g
distortin
and
le,
inequitab
etitive,
are highly anti-comp
continue in effect the
negative aspects of the bills are these: (1) They would
continue in effect
would
They
(2)
deposits.
demand
on
prohibition of interest
time and savings
ceilings on rates that depository institutions may pay On and irrational set
deposits. (3) They would continue in effect a discriminatory
of legal reserve requirements.
bills leads
Balancing the negative effects against the positive effects of these
form. First,
to the conclusion that they should not be enacted in their present encies and
enactment of these bills would increase, not decrease, the inconsist
difficult politdistortions of the system. Second, it would make it much more
reforms. The two
ically, and probably impossible, to achieve urgently needed
all the
bills would give the various classes of depository institutions virtuallyOne can
time.
additional privileges and powers that they seek at the present
they will
predict with certainty that once they have received these powers
proposed rebring to bear all their considerable political pressures to defeat
forms that would be in the public interest but that some of them oppose.
PROHIBITION OF INTEREST ON DEMAND DEPOSITS
, under
It is highly desirable that all types of thrift institutions be permittedto third
appropriate safeguards and regulations, to issue liabilities transferable funds
on
parties in payments, and that depositors be permitted to receive interest
achieving
held in this form. The most straightforward and satisfactory way of
demand
these ends is to authorize thrift institutions to issue liabilities that are interest
deposits in name as well as in fact and to repeal the prohibition of
reon demand deposits. Repeal of the prohibition is in itself a highly desirable
form that is long overdue. When the prohibition was introduced in 1933 the
rationalization was that this was necessary to prevent banks from bidding
interest rates to "excessive levels," which contributed to unsoundness and bank
failures. There is no reliable evidence that banks had in fact bid rates on demand
deposits to "excessive" levels or that competition among banks for demand deposits contributed to the numerous bank failures. The driving force behind
this legislation was the banking industry iself, which wanted he government
to help it hold down interest costs. The prohibition has had serious distorting
and inequitable effects. First, it has led to the expenditure of much ingenuity
and real resources as depositors sought and found other ways of earning interest on their liquid funds. Those with large amounts of funds and financial sophistication have been highly successful in this quest; some of the smaller depositors are the principal victims of the prohibition. Second, it has been the principal
reason for the large and continuing decline in the size M1-demand deposits
plus currency relative to GNP. For example, in 1950 the public demand for M1
was equal to 40 per cent of GNP; this ratio is now down to less than 18 percent
and still declining. Because of such erosion, M1 has already become virtually
useless as a guide to monetary policy, and its usefulness will decline still further
if the prohibition is retained.
To authorize interest-bearing NOW accounts for individuals while continuing
the prohibition of interest on demand deposits is undesirable on several grounds.
(1) It will strike many members of the public as absurd. To maintain that payment of interest on something called "demand deposits" is "unsound" but that
payment of interest on the same thing bearing the name "NOW accounts" is

F
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"sound" strains one's credibility. (2) It would continue the
est on demand deposits of business firms and governmental prohibition of interunits. As already indicated, the larger units already know how to get around the prohibitio
n. Many
smaller business firms, such as retailers and farmers, would remain
victims. (3) _
To introduce a new type of liability called "NOW accounts"
with their
interest rate ceilings and separate reserve requirements would further separate
confuse an
already confused situation and necessitate the issuance of a long series
interpretative regulations, many of which will be controversial. For of new
example,
what is a NOW account? 5.1664 authorizes the Federal depositor
y regulatory
agencies "to determine by similar regulation that any deposit account
on which
interest may be paid that is used to provide funds directly or
indirectly
purpose of making payments or transfers is a NOW account or a share for the
count." But what does "directly or indirectly" mean? Does a regular draft account become a NOW account if the depositor can transfer funds savings acfrom it to a
NOW account just before his checks come in by visiting the depositor
y instituion ? If the depositor can order such transfer by telephone? If the computer
the depository institution makes such transfers instantaneously as checks of
rive? If the computer is programmed to lend on the basis of the savings accountarto
replenish the NOW account? In this day of computer technology and financial
sophistication such questions are not fanciful.
REGULATION Q

S. 1664 would extend for two years, until December 15, 1979, authority
to impose ceilings on rates that depository institutions may pay on time
and savings
deposits.
Our experience since 1966 has demonstrated repeatedly that these ceilings
cannot assure a large and stable flow of funds to the thrift institutions which
are
major sources of funds for residential mortgages. Instead, they exacerbate
disintermediation in periods of credit scarcity when yields on competing financial
assets rise above the ceilings, and they exacerbate re-intermediation when
market
yields fall below ceiling rates. If the ceilings are extended at effective levels
they are likely to produce even greater future instability in flows of funds as
savers become even more familiar with the increasing array of alternative financial
assets and as the developing Electronic Funds transfer system both increases
the
speed and decreases the cost of transferring funds out of and into depositor
y institutions. Moreover, the ceilings, when effective, deprive some savers, and
especially small ones, of a competitive rate of returns on their savings.
The present law requires that ceilings applicable to accounts at the thrift institutions be set at least one-fourth of 1 percent above the ceilings applicable to
comparable accounts at commercial banks. This differential is likely to lead to
serious distortions if it is continued after the thrift institutions receive such additional powers that the become in effect "one-stop, full-service institutions capable of meeting all the financial needs of households." Consider, for example, the
position of a small commercial bank heavily dependent on household business
whose office is located in the midst of offices of mutual savings banks, savings
and loan associations, and credit unions. In adition to losing checking deposits,
the bank may lose most of its time and savings deposits to the thrifts. Such
a
bank may be forced to close, not because it is inefficient but because the law prevents it from competing.
It would be reasonable to extend the ceilings for a limited period to allow
institutions to adjust their policies to the absence of ceilings. Two years would
seem to be a reasonable period if in fact the ceilings would then be removed. However, the proposal in S. 1664 provides no such assurance and provides for no
preparatory action. There is every reason to believe that representatives of the
thrift institutions and of some commercial banks would use the period to marshal
their political forces to secure an indefinite extension of the ceilings.
It seems appropriate that the provision in S. 1664 be amended in the following
two ways:
1. Provide that the regulatory agencies should raise the ceiling rates by at least
one-fourth of 1 percent at the end of each 6 months during the next two years,
unless the agencies find and so report to Congress that such action would have
undesirable results.
2. Request the Treasury to submit to Congress not later than December 15, 1978
an analysis of the whole question of ceiling rates, together with recommendations
for legislative action.
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LEGAL RESERVE REQUIREMENTS

Title II of S. 1664 contains a number of proposed reforms of legal reserves requirements applicable to depository institutions. Some of these are desirable; but
it should be recognized that all of them together fail to deal with some of the
most basic errors of the present system. As they now stand, legal reserve requirements, and especially those against demand deposits, are highly discriminatory
and distorting in their effects. For example, there is no logical basis for graduating required reserves for Federal Reserve member banks on the basis of the
amount of deposits. And the differences in effective reserve requirements for
member banks and nonmember banks are even greater. Reserve requirements for
nonmember banks, which are determined by the chartering states, differ greatly
from state to state, but they are generally less onerous than those applicable to
member banks and are of little or no use for monetary management purposes. For
example, the policy of Illinois is straightforward—it imposes no legal reserve requirements. Seven states impose requirements but permit them to be met entirely
with earning assets, such as securities of the federal, state and local governments
and Federal funds. Sixteen other states permit some part of required reserves to
be in the form of such earning assets. No more than a minority of nonmember
banks are required to hold more reserves in the form of nonearning assets than
they would hold voluntarily for liquidity purposes.
Such highly discriminating legal reserve requirements are objectionable on
two grounds. (1) They penalize banks subject to high requirments and reward
,
those subject to no or low requirements. One result is the large and continuing
erosion of membership in the Federal Reserve. But some of the results of discrimination are not so visible. For example, a small bank with $20 million of deposits, which for some reason elects to remain in the Federal Reserve, has to
compete on uneven terms with a nonmember bank with $100 million or more of
deposits which are subject to no or very low reserve requirements. (2) They introduce still another slippage in monetary policy, for shifts of deposits among banks
with higher and lower effective reserve requirements change the average level of
required reserves and thus make more unstable the relationship between the
monetary base and the money supply.
The proposal to pay interest on required reserves held at the Federal Reserve
addresses only one of the problems created by discriminatory reserve requirements—the erosion of Federal Reserve membership. The prevailing differences
in the levels of effective reserve requirements would remain, as would the problems of slippages in monetary policy.
It is evident that there can be no immediate solution to all the important
problems presented by the existing system of legal reserve requirements, partly
because of political considerations but also partly because of our present inadequate analysis and understanding. It is therefore proposed that Congress take
two interim actions. (1) With one exception, enact the proposals contained in
Title II of S. 1664. The exception relates to NOW accounts. It was suggested
earlier that instead of authorizing NOW accounts for the thrift institutions.
Congress should authorize these institutions to issue demand deposits and
repeal the prohibition of interest on demand deposits. If outright repeal of the
prohibition is considered too abrupt, Congress could repeal the prohibition and
provide that for some interim period no depository institution may pay on demand deposits an interest rate in excess of the ceiling rate applicable to savings
deposits at commercial banks. Reserve requirements against demand deposits at
the thrift institutions could be made the same as those applicable to a relatively
small member bank—perhaps one with demand deposits of $20 million. (2)
Appoint a commission with a charge to study the entire question of legal reserve
requirements and to submit its findings and recommendations to the Congress
not later than December 31, 1978. The composition of the commission should be
such as to command maximum respect and credibility from members of the Congress and the public.
Never since the establishment of the Federal Reserve System more than 60
years ago has there been a thorough reconsideration of the entire system of legal
reserve requirements. There have, of course, been many amendments and many
proposals that failed of enactment, but the actions have been piecemeal and responsive to current conditions, many of which were far different from those of
today. What is needed now are a comprehensive analysis and basic reforms.
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FUNDAgIO GETilLIO VARGAS,
Rio de Janeiro, 1 de agosto de 1977.

Senator THOMAS J. MCINTYRE
Chairman, Subcommittee on Financial Institu
tions
U.S. Senate, Committee on Banking, Housing
and Urban Affairs, Washington, D.C.
DEAR SENATOR MCINTYRE: Please accept my apology
to your letter of July 1. The letter reached me in Brazil. for delay in responding
I am favorable to the proposal to permit payment of
interest on NOW acounts
and to permit NOW accounts nationwide. I regret
that the removal of interest
payments on deposits is partial and incomplete.
I would prefer to abolish Regulation Q gradually and to permit all deposit
s to earn competitive interest. The
most unfortunate section of title I of S. 1664 is the section
which permits interest
on NOW accounts to be limited by regulation.
Title 2 of S. 1664 permits the payment of interest on
section gives the Federal Reserve power to induct banks required reserves. This
system. More importantly, if applied as part of a prograto join or remain in the
m of paying interest on
demand and time deposits at competitive rates, the
payment of interest on required reserves permits orderly transition to innovations
in banking often referred
to as EFT.
Title 3 is an unfortunate addition to S. 1664, Controls
on
be phased out, I believe, before another period of disinte interest rates should
rmediation is upon us.
Thank you for the opportunity to present my views.
Sincerely yours,
ALLAN MELTZER.
THE SECRETARY OF THE TREASURY,
Washington, August 24, 1977.
Hon. WILLIAM PROXMIRE,
Chairman, Committee on Banking, Housing, and Urban Affairs
,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: In Secretary Blumenthal's absence
, I am transmitting
his responses to your letter of June 22, 1977, requesting answer
were unable to ask at the June 20 hearing on S. 1664 before s to questions you
the Senate Subcommittee on Financial Institutions.
Sincerely,
ROBERT CASWELL,
Acting Secretary.
Enclosures.
Question. In your statement you said that the spread of
NOW accounts has led
to a weakening of the Federal Reserve's monetary policy
know, I think monetary policy is the most important job capabilities. As you
the
be a little more specific—in what ways has monetary policy, Fed has. Can you
of the Federal Reserve to conduct monetary policy, been that is the capacity
weakened by NOW
accounts?
Answer. The ability of the Federal Reserve to implement
monetary policy is
affected in part by the proportion of total deposits
held by commercial banks
belonging to the Federal Reserve and subject to its reserve
spread of NOW accounts to thrift institutions has resulte requirements. The
d in some depositors .
shifting their accounts out of member banks and into mutual
savings banks and
savings and loans, neither of which is subject to Federa
l Reserve requirements.
We address this potential leakage of deposits out of the
Federal Reserve System
by the provision in S. 1664 which authorizes the Federal Reserv
e to impose uniform reserve requirements on all NOW accounts both
at member as well as at
non-member banks and thrift institutions.
In addition to the loss of deposits by member commercial
institutions, the spread of NOW accounts has also exacerb banks to non-member
serve's membership problem in New England because of ated the Federal Rethe adverse impact on
New England bank earnings of NOW accounts. As I indicat
this trend if allowed to continue or accelerate by reason ed in my testimony,
of nationwide NOW
accounts will ultimately have a serious impact on the ability
of the Federal Reserve System to implement national monetary policy. The
important fact is not
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so much the specific decline in bank deposits at member banks in a given year,
but rather the fact that this decline has showed signs not of slowing but rather
increasing. Title II of S. 1664 specifically addresses the earnings burden
incurred by banks belonging to the Federal Reserve.
Question. You said that several other options in addition to interest payment
on reserves were considered. You did not mention the plan proposed by the Bank
of America that NOW account reserves be held in the form of special Treasury
securities. Was that plan considered? Why should it be rejected?
Answer. The Bank of America plan was considered. But in our view it would
start an unfortunate trend toward investment of required reserves in interest
bearing securities. Such a trend if it continued would intoduce a conflicting and
generally undesirable set of considerations into the conduct of monetary policy
operations.
The other feature of the Bank's plan is to limit interest payments to NOW
account reserves only. The Bank recommends that the broader question of interest on all reserves be considered in a later package along with consideration of
the Fed imposing a schedule of fees for its services. I feel there is no need for an
arbitrary restriction of this kind in the statute because the Administration plan,
by setting a fairly low statutory ceiling on the share of earnings the Fed can
spend on these interest payments, assures that the program will be a moderate
one and yet gives the Fed flexibility to test and adjust the payment design along
the way as well as gradually introducing cost pricing for its services. In fact,
in our bill, the Fed would be free to limit interest payments to NOW account
reserves only if it feels that this will be the best way to initiate this program.
And of course, we expect that the Fed may use less than the statutory ceiling
allows, particularly during the initial years of the program.
Question. The Committee has been told, as you apparently also have been told,
that the Federal Reserve is studying the pricing of services it nOw provides without charge. We understand that they have determined that they would charge.
but that the exact formulas have not been worked out even though the subject
has been debated within the system for almost 2 years. Part of the legislation
would provide access to Fed services, apparently without charge, for nonmember
institutions who wants to set up clearing accounts. If charging is really a few
years away, this would increase System costs. It doesn't make good sense. Can
you explain the reasoning to us? Why shouldn't the Fed be required to charge
for services?
Answer. As I indicated in my testimony, the Administration strongly supports
the introduction by the Federal Reserve of explicit pricing for its services. However, one of the major incentives for banks to remain Federal Reserve members
and thus continue to hold non-interest earning reserves is their access to free
Fed services. Any movement towards the explicit pricing of Fed services must
be carefully coordinated with a mechanism designed to reduce the cost to member banks of fulfilling the Fed's reserve requirements.
Title II of S. 1664 provides the Federal Reserve with such a mechanism by
authorizing the payment of interest on reserves. The level of such interest payments will vary according to the amount of reserves held by the individual banks
and the offsetting benefits they receive by using the free Fed services. Once
this mechanism is in place so that the introduction of explicit pricing won't
exacerbate the membership problem, we expect the Federal Reserve to move
promptly towards charging for its services.
With regards to the question of providing access to the Fed's check clearing
facilities for thrift institutions, the Federal Reserve has indicated that until
charges for services are imposed, check clearing facilities will be available to
thrifts on the same terms that are now enjoyed by non-member banks.
Question. If the Federal Reserve established reserve requirements against
NOW accounts at 3 percent—at least 4 percentage points lower than current requirements for demand deposits—and if all households shifted their demand deposits at member banks into NOW accounts, total reserves would decline by at
least $2.2 billion and probably more because of the graduated reserves against
demand deposits. System earnings would decline by at least $110 million. has this
possibility been taken into account in your calculation of the revenue loss to the
Treasury? What factors were considered; can you give us the details?

1315
Answer. [This question was answered in depth in Chairm
an Burns' letter of
July 22, 1977, to Chairman McIntyre, a copy of which
is attached.]
Question. In an earlier version of the proposed legislat
ion, the Board sought
additional reserve requirement changes—specifically the
reserve requirements against time and savings depositrange of permissible
s would have been
lowered to 1 percent. Evidently the Treasury rejected that
proposal. Why?
Answer. We supported a change in the reserve requirements
on demand deposits only in conjunction with creating a separate reserve
category for NOW
accounts. NOW accounts, as transactions accounts, are
deposits Minimum statutory reserve ratios on demandclosely related to demand
in S. 1664 in order to allow the Federal Reserve moredeposits would be lower
flexibility in adjusting
reserve requirements between these two types of
transactions deposits. We did
not see the same need, in the context of this legislat
ion, to change the minimum
level of reserve ratios for time deposits.
[Title II of S. 1664 was was subsequently amende
d with the Administration's
support as S. 1873 which authorizes a reduction
in reserve
and savings deposits as a means of eaging the membership requirements on time
Question. Mr. Secretary, I am interested in proposi burden.]
ng an amendment to this
legislation to permit State and local governments
to hold NOW accounts, as well
as individuals.
Last year the Committee heard testimony from
officials that legislation of this sort would be of a number of State and local
great help, because it would
enable them to get the maximum possible earnings
on their cash balances. And
of course, the benefit of those earnings would
accrue to all the taxpayers. Even
if the interest rate was set as low as 3 percent
, State and local governments
could gain over $500 million in additional revenue
s if they had NOW accounts.
I should point out too that we're only talking about
6 percent of total demand
deposits, so the impact on financial institutions would
not be great.
One of your Assistant Secretaries, Mr. Mosso, said
in testimony before the
Committee two weeks ago that "interest bearing account
s" of this type "would
be beneficial to some State and local governments."
Do you agree with him on this point?
Would Treasury support the Committee's includi
for State and local governments to hold NOW accountng in this bill the authority
s?
Answer. I agree with Mr. Mosso that interes
would probably benefit some State and local t-bearing transaction accounts
smaller and less sophisticated units. But I couldgovernments, particularly the
not support at this time an
'authority for these units to hold NOW accounts.
When we formulated S. 1664, we realized that the
transition to an environment
of nationwide NOW accounts would have an
adverse
as depository institutions experimented with differe impact on bank earnings
nt
strategies. We therefore chose to slowly phase in NOW pricing and marketing
accounts, limiting eligibility initially to individuals. Until it becomes clear
adjusted to paying interest on individual's transacthat our financial system has
tions account, we would be
opposed to a broadening of the eligibility of
NOW accounts to other types of
depositors.
Question. The interest rate ceiling on NOW
accounts in New England is 5
percent, the same as on savings accounts at commer
cial banks. The legislation
would require a lower ceiling for nationwide
NOW accounts, and the American
Bankers Association proposal would extend this
to
even those savings accounts that have telephoneall transactional accounts—
and third party transfer
services.
Why is the 5 percent ceiling good for New Englan
d states but bad for the
rest of the country, and what is your evaluation
of the
Answer. As I indicated earlier, in our development of ABA proposal?
S. 1664, we have tried
to minimize the transitional effects on bank earning
s resulting from the introduction of nationwide NOW accounts. One means of accompl
ishing this objective
is to move gradually toward a market-determined
most part, institutions in New England have adjusted rate of interest. For the
to the 5-percent rate, and
it would be disruptive to lower the rate in New
England to match whatever
rate is determined by the regulators for the rest
of
transition to NOW accounts in New England would the country. Perhaps the
have
earnings, however, if the NOW account rate had initiall been easier on bank
y been set at 3 percent.
*See page 980 of this volume.
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We don't know. But it seems only prudent to us, as we expand NOW accounts
impact
outside of New England, to move slowly in order to minimize the adverse
financial
of introducing interest payments on transactions balances on our
system.
In answer to the second part of your question—the desirability of requiring
speuniformity among types of transactions accounts—Section 103 of S. 1664 to
s
regulator
four
the
s
authorize
103
Section
issue.
this
with
deals
cifically
thus
determine by similar regulation what constitutes a NOW account and
limitation
rate
interest
the
of
evasions
to
prevent
ability
the
with
them
provides
and reserve requirements imposed by S. 1664, but does not preclude by statute.
the ability of financial institutions to continue to innovate in the transactions
area.
Question. The NOW account experience in New England had two distinct
NOW
phases: those institutions in New Hampshire and Massachusetts offered
services at low or zero prices because of the competition for customers wanting
the new accounts, while in the other New England states NOW accounts have
later
been priced more explicitly to reflect costs. It is not at all clear that this
y instiexperience has resulted in large earnings losses, because the depositor
. How
tutions are charging for their services explicitly rather than implicitly
concerned should we be about the loss of earnings because of NOW accounts?
Should the Congress protect the bankers from their own decisions not to charge,
or attempt to have them price their services to reflect costs—should this be
in the legislation in some form?
part
Answer. The "earnings problem" of banks vis-a-vis NOW's is related in
in
to their transition to more explicit pricing for services. The average bank
this country is fairly small when compared to the banks located in the money
centers and not as sophisticated when it comes to pricing out all of its services.
The Federal Reserve's Functional Cost Analysis has made a significant contribution toward assisting banks in their cost accounting, but for various
of
reasons, the FCA provides only a very rough indication of what the costs
a specific service are to a bank.
um
Recognizing this problem S. 1664 provides first for a one year moratori
during which banks have the opportunity to analyze the New England "experiyear
ment" and talk with bankers from this area. There then follows a three and
period of managed rate-competition where banks can adjust their prices
services in response to factors such as thrift competition, consumer demands.
ns will
and the bank's own long-term objectives. We expect that many institutio
possibly a
impose a minimum balance requirement, with a per check fee and
monthly maintenance fee, when the balance falls below the minimum.
depending
However, the actual system of fees charged will vary among banks
upon market conditions. As a practical matter, it would be impossible to legislate
each
a system of fees that could take into account the differing factors that the
have
institution faces. Nor do I think as a policy matter it is desirable to
Federal Government insert itself into a local market situation.
of idle
Question. One of the most important parameters in the management
bearing
cash is transactions costs—the cost of converting money into interest
costs
near monies and vice versa. On a $10,000 Treasury bill the two-way
rate
through a bank could be as high as $50, and this would reduce the annual
smaller
of return by 2 percent. The reduction in return would be even higher for
amounts.
do not
Have you and your staff considered these transactions costs, which should
include the cost of inconvenience, when you decided that NOW accounts
be limited to individuals?
to
Answers. As I noted earlier, we decided to limit NOW accounts initially on
accounts
individuals in order to minimize the transition impact of NOW
because inbank earnings. We chose individuals over other types of depositors
m investdividuals are generally more limited in the range of available short-ter
individuals,
ment instruments than corporate units or public bodies. For many
account
the closest substitute to a NOW account is to maintain both a savings
institution
and checking account and to make frequent trips to the depository
transaction
to transfer funds between the accounts. This results in fairly high
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Que8tion. Reserves against demand deposits are now graduated by bank size.
You seemed to indicate that this might be a good idea. Should this graduation
of reserve requirements be incorporated into the legislation?
Answer. The appropriate level of reserve requirements among deposits and
the setting of reserve requirements according to deposit size are decisions for
which the Federal Reserve, our control bank, is responsible. Changes in these
reserve requirements are normally taken as part of a monetary policy strategy
and I think the Congress and the Administration would be seriously mistaken
if, in any way, we sought to limit the flexibility of the Federal Reserve to change
reserve requirements by introducing graduated reserve requirements into the
legislation.
[S. 1873 provides the Federal Reserve with the authority to reduce member
bank reserve requirements on the first $15 million of demand deposits and the
first $15 million of the combined total of time deposits with initial maturities of
6 months or more and savings deposits. This added flexibility in setting reserve
requirements is consistent with our opposition to a statutory graduation of
reserve requirements.]
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