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STATEMENT OF THE CHAIRMAN

Since December 22, 1972, when the President’s Commission on Fi­
nancial Structure and Regulation submitted its report, the interest of 
all concerned has been such that copies are almost exhausted.

Early in the month of August, the President sent to the Congress 
a narrative summary of legislation to be proposed later that is “de­
signed to strengthen and revitalize our financial institutions.”

Most of these recommendations are similar to those of the Hunt 
Commission proposals. This committee print will again make avail­
able to the Congress and all interested parties these important studies 
and deliberations.

This committee print includes the original report of the Presi­
dent’s Commission on Financial Structure and Regulation and the 
“Recommendations for Change in the U.S. Financial System” issued 
by the Department of the Treasury on August 3,1973.

John Sparkman.





COMMISSION ON FINANCIAL STRUCTURE AND REGULATION

1015 2nd Menu*
SMNla. Washington 98104

The President 
The White House 
Washington, D.C.

10)6 16th Street K W.
Washington, D. G 20036

December 22, 1972

Dear Mr. President:

The President’s Commission on Financial Structure and Regulation 
herewith submits its report.

The Commission was charged with undertaking a thorough analysis 
of the structure and regulation of financial institutions. This task completed, 

we propose a number of fundamental changes in the nation's financial 
system.

The Commission viewed the financial sector as a unified whole. In its 
studies and deliberations it took account of the interdependence of the 
various institutions. The recommendations should therefore be considered 
and implemented in the same manner. The recommendations, taken 
together, would produce a structural and regulatory system which will 
efficiently and equitably serve the financial needs of the country in the 
coming decades.

The report reflects a consensus of the views of Commission members. 
Individual Commissioners, however, may not agree with all of the recom­

mendations. The signatures of the Commissioners should be interpreted as an 
indication of their general agreement with the thrust of the report, not as 
full accord on the many issues discussed in it.

We respectfully submit our report in the hope that it will assist you, 
the Congress, other officials of the Government, and all Americans interested 
in improving the performance of the financial system.

Sincerely,

Reed O. Hunt 
Chairman
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Foreword

President Richard M. Nixon disclosed his plans to 
appoint a commission to study the nation’s financial structure 
in the 1970 Economic Report of the President. On February 
19, 1970, then Secretary of the Treasury David M. Kennedy 
informed the Joint Economic Committee of the President’s 
plans, emphasizing the long-range nature of the proposed 
commission’s study.

My appointment as Chairman of the Commission on 
Financial Structure and Regulation was announced by the 
President on April 22, 1970. On April 28, the Treasury 
Department held a meeting to help identify issues deserving 
Commission attention and the approaches and methodology the 
Commission might use in dealing with them.

The Treasury meeting was led by Henry C. Wallich, 
Senior Consultant to the Treasury, with Under Secretary Charls 
E. Walker in attendance. Those invited included representatives 
from the Board of Governors of the Federal Reserve System, 
the Federal Deposit Insurance Corporation, the Federal Home 
Loan Bank Board, the Office of the Comptroller of the 
Currency, the Bureau of the Budget and the Council of 
Economic Advisers. Leading scholars from universities and 
financial institutions also attended.

The meeting produced many valuable suggestions. 
Under Secretary Walker and I asked Samuel P. Chase, Donald P. 
Jacobs and Almarin Phillips to distill these suggestions and 
prepare a proposed study agenda for the first meeting of the 
Commission.

On June 16, 1970, President Nixon announced the 
names of the outstanding citizens who had agreed to serve as 
members of the Commission. The President gave them a broad 
mandate: to “review and study the structure, operation, and 
regulation of the private financial institutions in the United 
States, for the purpose of formulating recommendations that 
would improve the functioning of the private financial system.”

(1)
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The first meeting of the Commission was held in 
Washington on June 27, 1970. At this first meeting, it was 
agreed that the Commission would focus primarily on problems 
relating to commercial banks, mutual savings banks, savings and 
loan associations, credit unions, private pension plans and 
reserve life insurance companies. For these institutions, the 
Commission elected to study in detail their functional speciali­
zation, the effects of deposit rate regulations, chartering and 
branching, problems of deposit insurance, reserves and taxation, 
the effects of regulations on mortgage markets and residential 
construction, competitive problems and the framework of the 
financial regulatory agencies. As this report shows, these plans 
were little altered at subsequent meetings.

The Commission elected to operate as a committee- 
of-the-whole rather than divide into specialized groups. Mate­
rials relating to topics of meetings were mailed to the 
Commissioners in advance of each meeting. These consisted of 
statements and letters from individuals, trade groups and 
government agencies, articles from journals, books, government 
agency and Congressional hearings and reports, and 19 papers 
prepared specifically for the Commission by outside experts. 
Early meetings were devoted to general discussions of broad 
problems and policy alternatives. The development of an 
integrated set of recommendations occupied the meetings after 
March, 1971.

There were 15 meetings, and each was attended by all or 
nearly all of the Commissioners. At first the meetings were for 
one day, but as the drafting of the report progressed, meetings 
were extended. In the final two meetings, in November and 
December, 1971, the Commission met for several consecutive 
days in order to complete the report on schedule.

The report represents a consensus of views. Individual 
Commissioners may have somewhat divergent opinions on some 
issues but, considering the report as a whole, there is broad 
support among the Commissioners for its recommendations.

The roles played by members of the staff are gratefully 
acknowledged. Donald P. Jacobs and Almarin Phillips, the 
Co-Directors, gave intellectual direction to the Commission’s 
work by providing alternative approaches for our consideration 
and preparing drafts of the report as the consensus of views 
emerged. They maintained continuous contact with Commis­
sion members and assumed a liaison role with government 
agencies and other parties interested in the Commission’s 
progress. The absence of a single director may have violated 
conventional organizational practice, but Professors Jacobs and 
Phillips worked well together in tandem.

2
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The Co-Directors were aided immeasurably by Lucille S. 
Mayne, who summarized and indexed the reading materials and 
prepared drafts of some sections of the report. Bertwing C. Mah 
also served as an economic expert, providing data and memo­
randa on many of the topics on the Commission’s agenda. Neil 
B. Murphy was staff economist during the summer of 1971, the 
period when the first drafts of a complete report were being 
prepared.

Allen R. Rule served as Special Assistant to the 
Chairman, counsel and legal researcher. Mr. Rule was of great 
assistance to the Chairman, and most helpful in opening and 
staffing the Commission’s offices in Seattle and Washington, 
D.C. He also helped in drafting the report. James T. Lynch also 
acted as counsel, did much of the legal research underlying the 
recommendations, and helped in drafting the report. Henry M. 
Shine, Jr., became Director of Government and Industry 
Relations in May, 1971. Mr. Shine was appointed to augment 
relations with the Congress, executive agencies, consumer 
groups and the financial industry as well as to provide 
continuity after the Commission’s report was completed.

The support staff, too, has been exceptionally helpful. 
The Washington Office was headed by Clarence H. Scruggs. 
Mr. Scruggs handled administrative matters for the Commission 
and made arrangements for all the meetings. He was assisted 
during the first year by Patricia Watts and, from December, 
1970, by Francine Oreto. The Washington Office has also 
included Veachel Ambrose, Patricia Bennett, Sheryl Kemerling, 
Patricia Sagon and Linda Winkler.

The staff of the Seattle Office included Maureen E. 
Hallgrimson, assisted by Stephanie Bourgette, Kristine Fransen, 
and Marilyn Meyer. The Commission extends to each member 
of the staff its profound thanks.

Finally, a word about the Commission members. After 
working closely with these gentlemen for over 18 months, I can 
only say they were well-chosen. They brought broad experience 
to the assignment and every meeting reflected their preparation, 
diligent work and keen interest.

It was a tremendous experience to act as Chairman for 
this group. We conclude with a strong hope that we have 
suggested changes which will be helpful to our country.

Reed O. Hunt
Chairman
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A. The Commission’s Approach

The American financial system is unique in the modern 
world. Made up of tens of thousands of highly diversified 
individual units, ranging from general purpose to specialized 
institutions, its structure mirrors the decentralized free enter­
prise economy which it serves.

The system did not evolve through happenstance. For 
well over a century the American public has insisted that its 
financial institutions be both competitive and sound. The two 
objectives are not easily reconciled, and yet both must be 
achieved if we are to avoid, on the one hand, a highly 
concentrated financial structure and, on the other, a system 
unable to withstand the vicissitudes of economic change. The 
public is entitled to the benefits of a dynamic and innovative 
system responsive to shifting needs. Yet the public also should 
be able to rely on the strength and soundness of the system.

Inevitably, difficulties are encountered in balancing 
these objectives. Sometimes change occurs too swiftly for 
adequate safety; at other times desirable change is held back by 
regulations that interfere with the ability of the system to meet 
public requirements as expeditiously and efficiently as possible. 
The latter circumstance helped give birth to the Commission on 
Financial Structure and Regulation. Tomorrow’s requirements 
will be different from today’s, and it is necessary to see that the 
system will be responsive to new needs.

Indeed, such concerns prompted the Council of Eco­
nomic Advisers to observe in their 1970 Report:

Financial services required by tomorrow’s economy will 
differ in as yet undefinable ways from those appropriate 
today. The demands on our flow of national savings . . . 
will be heavy in the years ahead, and our financial 
structure must have the flexibility that will permit a 
sensitive response to changing demands.1

1 Report of the Council of Economic Advisers (February 1970), p. 104.

7
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Behind the Council’s concern for the performance of 
financial institutions and the flexibility and soundness of our 
financial structure were the deficiencies of the system revealed 
during the latter 1960’s. These were years of inflation and 
drastic shifts occurred in the pattern of the nation’s flows of 
funds. The liquidity of many financial institutions was reduced, 
causing them to restrict loans to their customers. Particularly 
disadvantaged were residential mortgage borrowers, small busi­
nesses and state and local governments. Interest rates fluctuated 
violently, imposing unnecessary risks and costs on consumers 
already suffering from the costs of inflation. Moreover, the 
overall flow of savings was inadequate to meet all of the 
demands, public and private, placed on it without further 
contributing to the inflationary process.

The Commission’s recommendations are intended to 
improve the future performance of the nation’s financial 
institutions, regardless of the economic climate. But it is 
unrealistic to expect any financial system to function smoothly 
in, and emerge unscathed from, the economic and monetary 
conditions experienced in the United States in recent years. The 
Commission urges the adoption of more responsible fiscal 
policies and, in the private sector, more responsible price and 
wage behavior so that moderation will be possible in the 
conduct of monetary policy. Such moderation would make it 
easier to generate the capital necessary for a growing, high- 
employment economy at reasonable rates of interest.

In addition to the necessity of controlling inflation, the 
Commission believes that greater flexibility and operational 
freedom in the financial structure will improve the allocation of 
resources to the nation’s economic and social needs. Within the 
limits necessary for soundness and safety, the Commission seeks 
to remove unworkable regulatory restraints as well as provide 
additional powers and flexibility to the various types of 
financial institutions.

Very generally, the recommendations authorize deposi­
tory institutions to engage in a wider range of financial services. 
At the same time, the recommendations require that after a 
transitional period, all institutions competing in the same 
markets do so on an equal basis. It is essential, for example, that 
all institutions offering third party payment services have the 
same reserve requirements, tax treatment, interest rate regula­
tions, and supervisory burdens. The critical need for competi­
tion on equal terms causes the Commission to emphasize the 
interdependence of the recommendations and warn against the 
potential harm of taking piece-meal legislative action. When 
financial institutions compete on equal terms, with respect to 

8
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reserves, taxes, rate regulations, and supervision, there should be 
no need for ad hoc protective policies in future periods of 
economic stress.

The recommendations are interrelated and the Commis­
sion urges that they be considered as a package, even though 
some of the proposed changes, if enacted separately, would 
improve the financial system. The Commission believes that 
piece-meal adoption of the recommendations raises the danger 
of creating new and greater imbalances.

In recommending increased freedom for the financial 
system, the Commission recognizes that precipitous action is 
inappropriate. The existing structure and regulatory framework 
must be changed in an orderly manner to achieve and maintain 
competitive balance between institutions, and to assure the 
system’s proper functioning during the period of transition. 
Accordingly, several of the Commission’s recommendations 
contain guidelines that would provide for an orderly phasing- 
out of the old system and phasing-in of the new.

The additional powers recommended by the Commis­
sion are not to be imposed on the institutions. The Commission 
seeks to abolish specialization forced by statute and by 
regulation. The Commission in no way seeks to inhibit the right 
of institutions to specialize if they so wish.

The Commission views the granting of new operating 
freedoms as a first step in an evolving process leading ultimately 
to the complete removal of socially harmful regulatory and 
statutory protection for particular types of institutions. Thus, 
institutions that choose to specialize in the climate of greater 
operational freedom must recognize that, after a limited 
transition period, the protective regulations accompanying the 
enforced specialization of the past will cease to exist.

The Commission’s objective, then, is to move as far as 
possible toward freedom of financial markets and equip all 
institutions with the powers necessary to compete in such 
markets. Once these powers and services have been authorized, 
and a suitable time allowed for implementation, each institution 
will be free to determine its own course. The public will be 
better served by such competition. Markets will work more 
efficiently in the allocation of funds and total savings will 
expand to meet private and public needs.

9
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B. Financial Institutions 
and the

Regulatory Framework

The Commission on Financial Structure and Regulation 
has focused its attention on regulatory problems relating to six 
types of financial intermediaries: commercial banks, savings and 
loan associations, mutual savings banks, credit unions, life 
insurance companies and pension funds.

Non-life insurance companies were excluded primarily 
because their limited role as an intermediary does not involve 
any significant deposit or thrift function. Finance companies 
were excluded from detailed consideration because the National 
Commission on Consumer Finance is currently examining these 
institutions. The operations of the equity markets were not 
covered because a number of investigations of these markets 
were underway.

The recent Institutional Investors Study by the Securi­
ties and Exchange Commission gave attention to pension funds. 
Banks and life insurance companies are the major managers of 
these funds, and consideration of their activities required giving 
attention to so-called private pension funds as well.

The expanding international operations of American 
banks in recent years have had an important impact on 
domestic money and capital markets. The Commission included 
aspects of international banking in its early deliberations, but 
concluded that it had no recommendations to improve the 
performance of these markets. Similarly, the legislation of 1966 
and 1970 made it unnecessary to focus on problems of bank 
mergers and bank holding companies.

The financial intermediaries covered by the report 
perform important economic functions. They gather savings and 
distribute the funds to numerous borrowers, thus affecting the 
allocations of real resources—what is produced, how it is 
produced, and to whom it is distributed. By accepting liabilities 
in the maturities desired by depositors and making loans in the 
maturities desired by borrowers, the intermediaries provide an 
essential service as well as a convenience. They assume risks as

11
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they shift the maturity structure. An effective system of 
intermediaries is an Indispensable element in promoting a high 
level of economic growth. It increases investment by lowering 
charges for credit; it raises the rate of return to savers above 
what would otherwise be available, thus promoting savings; and 
it makes funds available to borrowers at lower costs than would 
otherwise prevail.

Regulation of the operations of financial intermediaries 
influences the relative interest costs of various forms of 
investments and hence the amount and distribution of the real 
capital that is created for society’s use through the saving 
process. The current regulatory framework under which finan­
cial institutions operate has been fashioned over the years by 
acts of the federal and state governments. Most of these acts, 
especially those relating to the depository institutions, came as 
responses to financial crises-particularly those during the Civil 
War years, the period from 1907 to 1914, and between 1927 
and 1935. Significant changes recently have been made at both 
state and federal levels, but the framework still closely 
resembles the structure left at the end of the 1930’s.

In contrast to this fairly stable regulatory framework, 
financial institutions and the markets they serve have undergone 
great changes over the past three decades. Since the 1930’s the 
economy has grown rapidly, the technologies used by financial 
institutions and their customers have undergone fundamental 
changes, new financial institutions have emerged, and to the 
concern of economic policy for combating underemployment 
has been added the need to offset persistent, long-term 
inflationary forces. In many respects, the changes that have 
occurred in private institutions and in the markets they serve 
reflect efforts by the financial system to adapt to fundamental 
economic changes in a regulatory climate that has not adapted 
to these new conditions.

Ideally, well-functioning financial intermediaries should 
be able to accommodate themselves to periods of inflation or 
deflation. Yet thie basic architecture of the current regulatory 
framework was developed to meet the distressed economic 
conditions of the 193 O’s. The resulting system was poorly 
suited to cope with the inflationary conditions of the past 
decade.

The Commission’s recommendations for changes in 
financial structure and regulation, while they may not yield a 
system able to withstand a hyperinflationary situation, are 
intended substantially to improve the present framework. 
However, as already noted, the desired results cannot be fully 
achieved unless strong inflationary pressures are contained.

12
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The recent period of sustained high interest rates had 
severe effects. Not only was the solvency of a large number of 
firms threatened, but many borrowers who traditionally relied 
on financial institutions for loans found them unwilling o; 
unable to lend adequate funds, even at historically high rates of 
interest.

Efforts were made to curb the differential effects of the 
monetary restraint. Ceilings on deposit rates were used to 
shelter deposit thrift institutions from the rise in market rates 
of interest and thus to sustain the flow of funds into mortgage 
markets. Through their use it was hoped that the institutions 
threatened by the effects of high rates would not only be able 
to survive, even with relatively low yields on their portfolios, 
but also would continue to attract funds to enable them to 
grow and expand their mortgage loan portfolios.

Deposit rate regulations helped to ease the serious 
financial difficulties affecting thrift institutions in 1966 and 
1969. This protection, however, caused acquisitions of deposits 
by these institutions to decline drastically during both years, 
with inhibiting effects on mortgage extensions and residential 
construction.

In addition, deposit rate regulations had other adverse 
effects. As the disparity between market rates and officially 
fixed ceilings increased, banks, under pressure to repay the 
funds acquired through sales of large, negotiable certificates of 
deposit, resorted to borrowing dollars from European sources. 
This substantially increased their costs and had serious effects 
on European money markets. At the same time, because of the 
inability of banks to supply credit, business borrowers turned to 
new channels. This combination of economic conditions and an 
outdated regulatory framework led to the swift development of 
new markets and new modes of operation. Corporations that 
normally would borrow from banks made it a common practice 
to issue commercial paper. Commercial paper outstanding rose 
from $8.4 billion at the end of 1964 to almost $39.2 billion by 
mid-1970.

As the period of tight money reached a climax in 1970, 
several large corporate borrowers contemplated direct place­
ment on a nationwide basis of long-term obligations in 
denominations small enough to attract funds that would 
ordinarily be held in the deposit accounts of individuals. If this 
had occurred, the effectiveness of deposit rate regulations 
would have been further reduced and the deposit intermedi­
aries, including those supplying the major share of residential 
mortgage funds, might have faced serious outflows of deposits.

The unexpected insolvency of the Penn Central Trans­

13
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portation Company, a major corporation which had sold 
commercial paper, demonstrated the weaknesses that had 
developed in the system. The bankruptcy disrupted the money 
markets and threatened a financial crisis. Only prompt interven­
tion by the Federal Reserve averted the crisis.

During the period of tight money, significant institu­
tional changes occurred. Real estate investment trusts grew 
rapidly, pension fund and insurance fund managers developed 
new investment concepts, credit unions altered their service and 
asset mixes, and various other lending and borrowing arrange­
ments developed. Thus, the regulators were, on the one hand, 
finding it increasingly difficult to accomplish their objectives 
and, on the other, they were decreasing the role and effective­
ness of the institutions they aimed to preserve. Most impor­
tantly, savers, borrowers, and consumers were bearing unneces­
sary risks and costs.

Well-functioning financial intermediaries should be able 
to develop and use technological opportunities without signifi­
cant strain on the system. It is widely believed that the financial 
sector has entered a period of rapid change. Technology is 
expected to influence the operating methods and structure of 
financial institutions in important but as yet uncertain ways. In 
the next few decades, technology may well have a more 
pervasive impact on financial structure than inflation has had in 
recent decades. The Commission is concerned with achieving a 
regulatory framework that allows adequate freedom for finan­
cial firms to adjust to new technological possibilities, encour­
ages new types of financial firms to emerge, and at the same 
time assures that the resulting benefits will flow to the public.

Another manifestation of outmoded regulatory con­
straints was the tendency of commercial banks to grow through 
new corporate structures, particularly holding companies. This 
development was fostered by inflation and monetary restraint, 
since the new forms provided access to new sources of funds. In 
addition, the less visible new technologies had altered the 
efficiency of all financial institutions, and helped them to 
service enlarged geographic and product areas. In this environ­
ment, managers of financial enterprises used new forms of 
congeneric and conglomerate organization to achieve growth.

The financial system weathered the strains of 1966-70. 
By late 1970 deposit thrift institutions regained the ability to 
attract funds and to place them into the mortgage markets. 
Insurance policy loans, which had risen sharply in 1969 and 
1970, leveled off. Commercial paper and Eurodollar borrow­
ings declined. New legislation clarified the ways holding 
company devices could be used by commercial banks to attain 
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growth. Other changes in federal policies mitigated the impact 
of tight money on residential construction.

Yet none of these problems is finally solved. The easing 
of monetary policy relieved the immediate strain on financial 
institutions. Temporary wage-price controls were established, 
indicating reduced reliance on monetary policy in curbing 
inflationary forces. Nonetheless, when expectations of inflation 
have abated and controls are abandoned, monetary policy will 
again have a major role. In future periods of monetary restraint, 
however, older methods may work even less effectively than in 
the past. Deposit rate maximums will surely be less effective in 
maintaining the supply of mortgage funds, and in protecting 
financial institutions from disintermediation. Thus, even if 
monetary policy is used more moderately, the problems of 
liquidity and solvency encountered by financial institutions 
could be as severe as those experienced during 1966, 1969 and 
1970. Modifications in the structure and regulation of the 
financial system are urgently needed.

15
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C. Society’s Goals and the 
Financial Intermediaries

In our free society, although Congress may establish 
national goals, the marketplace must, in one fashion or another, 
provide the means to pursue these objectives. When additional 
funding is needed to attain such objectives, the Commission 
favors open and direct subsidies or, alternatively, the use of tax 
credits. In this way, real costs are apparent to Congress and the 
public, the funding is included in the budgetary process, 
planning and control are improved, and money markets are not 
distorted. Financing through control of the portfolios of 
financial institutions is a costly and inefficient means of 
allocating resources.

A shift in the allocation of the nation’s resources implies 
a corresponding shift in financing. New tax revenues may be 
applied or existing tax revenues may be transferred from one 
government program to another. Alternatively, governments 
may preempt real resources through the issuance of debt 
instruments. But, when the federal government borrows, the 
flow of savings to other borrowers is reduced and interest rates 
tend to rise.

To forestall a rise in interest rates and accommodate the 
displaced borrowers, the monetary authorities come under 
pressure to expand money and credit. Persistent monetary 
expansion in excess of real growth is inflationary. In the end, 
this process allocates real resources through the hidden tax of 
inflation.

When federally sponsored debt issues are financed 
outside the unified budget, significant increases in the public 
indebtedness are obscured. The ultimate effects on the alloca­
tion of real resources, however, are the same as direct federal 
financing and have the same inflationary impact.

A suggestion sometimes made for financing socially 
desirable objectives is to regulate directly the portfolios of 
financial institutions. This shifts real resources by altering
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demand among types of debt instruments and imposes a hidden 
tax on the depositors of the affected institutions.

An example of the difficulty of attaining goals set by 
Congress through portfolio regulation may be seen in the 
recurrent housing crises of 1966 and 1969-70. The deposit 
thrift institutions were, in effect, compelled to maintain large 
holdings of residential mortgages.1 Earnings on these holdings 
were insensitive to changes in market interest rates, and when 
these rates rose, the institutions were incapable of bidding for 
new funds. Attempts to alleviate the crises by regulation 
resulted in discrimination and substantial disintermediation. 
Although the financial system was warped into uneconomic 
patterns, funds did not flow in the desired manner. The public 
bore heavy costs, visible and concealed, but housing goals were 
not attained.

The Commission favors the use of direct subsidies or tax 
credits because they are less inflationary, do not warp financial 
institutions, and bring market forces into play in pursuing the 
nation’s goals.

1 Although all of the institutions covered in this report are thrift institutions in 
that they contribute to the savings process, the term “deposit thrift institution", 
following conventional usage, refers to savings and loan associations and mutual 
savings banks.
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D. The Organization of 
the Commission Report

Part II of this report presents the Commission’s recom­
mendations. Sections A and B deal with regulations on interest 
rates payable on deposits, and with regulations on the functions 
which savings and loan associations, mutual savings banks, 
commercial banks and credit unions may perform. Section C 
treats chartering and branching laws and regulations at both the 
state and federal level. Sections D and E cover required reserves 
on deposits and the taxation of financial institutions. Section F 
presents some proposals for changes in deposit insurance.

The recommendations relating to interest rate ceilings 
and the functions of savings and loan associations and mutual 
savings banks would affect the supply of mortgage funds and 
the means by which national housing goals are reached. Section 
G reviews these problems and makes several additional recom­
mendations. Section H suggests a number of changes in the 
federal regulatory and supervisory agencies that the Commission 
believes would improve their operation.

Life insurance companies, largely regulated at the state 
level, are considered in Section I. Recommendations in Section 
J, for improvement in the supervision and required reporting by 
bank trust departments and pension funds and for extending 
tax deferment opportunities, conclude Part II.

Part, III summarizes the anticipated effects of the 
Commission’s recommendations on the consuming public and 
on the likely attainment of social goals. It also views the 
recommendations from the vantage points of regulators and 
institutions in the regulated industries.
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PARTD
RECOMMENDATIONS*

Recommendations are numbered consecutively within each lettered section of 
the report.
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A. The Regulation of 
Interest Rate Ceilings 

on Deposits

TIME AND SAVINGS DEPOSITS AND CERTIFI­
CATES OF DEPOSIT

The Commission recommends that:

1 the power to stipulate deposit rate maximums be 
abolished for time and savings deposits, certificates of 
deposit and share accounts of $100,000 or more

2 the power to stipulate deposit rate maximums on time 
and savings deposits, certificates of deposit and share 
accounts of less than $100,000 at commercial banks, 
mutual savings banks, savings and loan associations, and 
credit unions be given to the Board of Governors of the 
Federal Reserve System for use on a standby basis, to be 
exercised only when serious disintermediation is 
threatened

3 the Board have discretionary power to reduce the 
$100,000 cut-off amount for the standby power

4 the standby power of the Board to establish interest rate 
ceilings on time and savings deposits, certificates of 
deposit and share accounts include the power to:

a establish for a period of five years ceiling differen­
tials between institutions providing third party 
payment services and institutions not providing such 
services 1

b establish for up to two years from the date these 
recommendations are adopted rate ceiling differen-

1 Third party payment services, as here defined, include any mechanism whereby 
a deposit intermediary transfers a depositor's funds to a third party or to the ac­
count of a third party upon the negotiable or non-negotiable order of the de­
positor. Checking accounts are one type of third party payment service. Escrow 
accounts incidental to loan agreements are not included as third party payments.
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tials between commercial banks and deposit thrift 
institutions then offering third party payment 
services

c establish for up to two years from the date of 
inauguration of third party payments rate ceiling 
differentials between commercial banks and indi­
vidual deposit thrift institutions that inaugurate 
third party payment services subsequent to the date 
these recommendations are implemented

5 after the limited period stipulated in recommendation 
4a above, the Board may only establish uniform 
interest rate ceilings for depository institutions under its 
jurisdiction with no differentials based on whether or 
not third party payment services are provided or on the 
time such services were inaugurated

6 the standby power of the Board to establish interest rate 
ceilings be abolished at the end of a ten-year period 
following the implementation of these recommenda­
tions

Federal regulation of maximum rates that commercial 
banks can pay for time and savings deposits was first imposed 
by the Banking Act of 1933. The intent of the legislation was to 
reduce interest rate competition among banks, which was 
believed to increase bank costs and encourage banks to purchase 
high yielding, risky assets. The view at the time was that 
holdings of such assets had been a major factor in bank losses 
and failures after the crash of 1929.

Federal maximums for savings and loan associations and 
mutual savings banks were established in 1966. Since then, the 
regulation of maximum interest rates on time and savings 
accounts has had an entirely different purpose. These ceilings 
have been used since 1966 to protect the liquidity positions of 
the deposit thrift institutions, life insurance companies and 
some commercial banks during periods of rising interest rates. 
One objective has been to hold down deposit rates and insulate 
deposit institutions from forces in the money markets that 
might drain funds from them. Another has been to maintain a 
differential between the rates paid by commercial banks and 
deposit thrift institutions in order to prevent a shifting of 
deposits among the intermediaries.

For extended periods of time between 1966 and 1971, 
deposit rate maximums were below the market interest rates. 
During such periods, depositors who left their funds with 
commercial banks or deposit thrift institutions received a lower 
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return on their funds than they might have received through 
direct investment. This fact gradually became known to an 
increasing number of depositors, a learning process assisted by 
borrowers who developed instruments attractive to depositors 
and other holders of funds. Funds that otherwise would have 
remained as deposits, or would have been deposited with 
intermediaries, were withdrawn or withheld because of the 
availability of higher yielding direct investments. As a result, the 
regulations failed to achieve a primary objective.

The disintermediation between the institutions and 
other parts of the money and capital markets had several 
undesirable consequences. As deposit thrift institutions became 
unable to attract funds, the private mortgage market shrank and 
interest rates rose, adversely affecting consumers. The housing 
crisis prompted direct federal intervention on a massive scale in 
the mortgage market.

Large commercial banks that had relied heavily on large 
certificates of deposit and time and savings deposits were faced 
with redemptions and deposit withdrawals. Smaller banks, 
although less drastically affected, also felt a liquidity pinch as 
depositors became more aware of competing returns. The loss 
of deposits limited the ability of all banks to serve their 
customers’ credit needs. Large businesses with the skill and the 
credit rating to borrow in the commercial paper market 
continued to have access to credit. Small and medium sized 
businesses did not have attractive alternatives to borrowing at 
banks and therefore found their ability to acquire funds 
restricted.

Because of the enlarged borrowing through the commer­
cial paper market and the reduced importance of intermediaries 
in credit flows, the liquidity position of an important segment 
of business was weakened. The loss of liquidity caused serious 
concern to many businesses. Even more important, sharp 
market.fluctuations raised fears of a liquidity crisis which might 
well have produced a collapse of confidence and serious 
financial losses throughout the economy.

The disintermediation also affected the ability of the 
Federal Reserve to control credit through conventional mone­
tary policy techniques. With large and increasing credit flows 
moving outside the commercial banking sector, the Federal 
Reserve’s restrictive policies were required to become more and 
more stringent even as they became less and less effective.

Depositors who withdrew their funds and invested 
directly received a yield higher than the deposit rates. If 
intermediaries could have paid the market value for these funds 
and handled the investment process they would have fared 
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better. There is a positive relationship between the size of a 
deposit and the rapidity of disintermediation; therefore, interest 
rate regulations have discriminated against small savers. In 
addition, since a growing number of depositors have learned of 
ways to take advantage of alternative direct investments and 
borrowers have developed new instruments that lessen the 
difficulties of direct investments, the regulations afford dimin­
ishing shelter.

The Commission believes for these reasons that rate 
regulations on time and savings deposits should be removed. 
Their precipitous removal, however, would cause harm to the 
deposit thrift institutions, life insurance companies and many 
banks. These firms have substantial holdings of long term 
investments and, in the case of insurance companies, have 
contracts with their policyholders to make loans at low fixed 
rates. These commitments make them sensitive to the interest 
rate risks of a fully de-regulated market. Thus, except for 
deposits of $100,000 or more, the Commission’s recommenda­
tions aim at a gradual phasing-out of these ceilings, with the 
Board of Governors of the Federal Reserve System having the 
power for a period of ten years to impose ceilings in case of 
future emergency conditions (Recommendations 1, 2 and 6).

The maximums on large certificates of deposit and on 
large deposits-those of $100,000 or more-should be removed 
immediately. The Board of Governors should be given the 
power to reduce the size of the deposit in this category. Large 
depositors are almost certain to disintermediate when market 
rates go above the maximum rates. Retention of these maxi­
mums would force disintermediation from the deposit inter­
mediaries and would encourage funds to be redirected through 
less efficient channels (Recommendations 1 and 3).

The additional powers recommended for deposit thrift 
institutions in the next section of Part II should eliminate the 
necessity of a differential between rate ceilings for the thrift 
institutions and commercial banks. But a period of transition is 
required. The authority for a differential would be maintained 
for two years after third party payment services are inaugurated 
by a deposit thrift institution; and, for those currently offering 
the services, for two years after the implementation of these 
recommendations. After the two years it is recommended that 
no differential be permitted for such institutions. In five years, 
all of the deposit thrift institutions and other intermediaries 
should have made asset and liability adjustments. Whether or 
not third party payment services have been introduced by 
individual deposit thrift institutions, it is recommended that the 
authority for maintaining any differential be removed after five 
years (Recommendations 4 and 5).
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After a period of time, all institutions will have had the 
incentive as well as the opportunity to alter their mix of assets, 
liabilities and services. The regulations, especially if they have 
been used several times, will probably be unable to prevent 
disintermediation of even small deposit accounts. Accordingly, 
the Commission recommends that the standby authority to 
establish rate ceilings be abolished in ten years (Recommenda­
tion 6).

DEMAND DEPOSITS

The Commission recommends that:

7 the prohibition against the payment of interest on 
demand deposits be retained

The prohibition of interest payments on demand de­
posits, imposed by the Banking Act of 1933, was intended to 
achieve the same purpose as the interest rate ceilings on time 
deposits. The problems involved with prohibition of interest 
payments on demand deposits are somewhat different, however, 
and the Commission recommends against the removal of the 
prohibition at this time.

The regulatory changes recommended by the Commis­
sion imply extensive changes in the operations of the depository 
institutions. A phasing-in process will be needed to provide for 
an orderly transition to the new system. Immediate abolition of 
the prohibition of interest payments on demand deposits, with 
all the other changes recommended, would create a situation 
that might cause deposit thrift institutions to experience 
disintermediation. This would have adverse effects on the flow 
of mortgage funds. To combat this, the deposit thrift institu­
tions might be forced to shift to extensive third party payment 
services more rapidly than many are capable of doing in an 
orderly way. The phasing-in process necessary to the success of 
the Commission’s recommendations would be lost.

Nonetheless, the Commission believes that its recom­
mendation against the removal of the prohibition should be 
reviewed in the future. There are important trends in the use of 
demand deposits and other third party payment services that 
should be noted. Large businesses have improved cash manage­
ment techniques in recent years and reduced the amount of 
deposit balances held for given levels of transactions. Deposit 
balances have been shifted into short-term, highly liquid 
interest bearing instruments. Because of the strong competition 
for business accounts, banks have encouraged this trend by 
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aiding in the investment of corporate funds in commercial 
paper, bankers acceptances, government bills and similar money 
market instruments. In effect, large businesses now receive 
interest on assets serving the same purpose that demand deposit 
balances served a few years ago. The accounts of smaller 
businesses and individuals cannot be so easily transferred to 
interest bearing assets.

Some banks have experimented with devices to transfer 
funds from savings accounts to checking accounts as required 
when checks written by depositors are presented for payment. 
These devices generally have been ruled evasions of the 
prohibition of interest payments on demand deposits. Still, the 
accepted practice of permitting withdrawals from savings 
accounts on demand and of paying interest on savings accounts 
from day of deposit to day of withdrawal blurs any clear 
distinction between demand and time deposits. The ingenuity 
of bankers seeking ways for customers to receive interest on 
demand balances will continue to be shown in the future, 
especially if interest rates are high and customers’ options are 
the liabilities of institutions other than commercial banks.

Some savings and loan associations and mutual savings 
banks currently offer non-negotiable third party payment 
services using customers’ interest bearing accounts. A number of 
states permit mutual savings banks to offer checking accounts. 
Again, it is likely that these institutions will find ways to pay 
interest on what are really transactions balances. Technical 
changes may make these methods more efficient and thereby 
more widespread.

Many credit unions provide third party payment services 
for their members through variations of the negotiable order 
service. The State of Rhode Island has passed legislation 
allowing credit unions to offer checking accounts, though the 
act specifically prohibits interest payments on checking account 
balances.

Finally, there is the problem of “non-price” competi­
tion. Interest payments are means by which financial institu­
tions attract funds. When interest is prohibited or limited, 
substitute rewards for depositors are found. The substitutes are 
in the forms of convenience-especially branching in states 
where it is permitted-and in the provision of “free” services. 
Non-price competition in convenience and services leads to 
uneconomic increases in operating costs and forces some 
customers to use services when they would prefer interest 
payments. The interest rate prohibition, therefore, causes 
resources to be misallocated.
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Even so, the Commission concluded the potential 
deleterious effects of the immediate abolition of prohibition of 
interest on demand deposits would be larger than the costs 
imposed by its continuation (Recommendation 7).
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B. Regulation of the Functions of 
Depository Financial Institutions

SAVINGS AND LOAN ASSOCIATIONS AND MU­
TUAL SAVINGS BANKS

The Commission recommends that:

1 savings and loan associations and mutual savings banks 
be granted a widened range of loan and investment 
powers, including authority to:

a make mortgage loans on all types of residential and 
non-residenital properties without statutory or regu­
latory restrictions

b make construction loans in the same manner as 
commercial banks

c make loans on mobile homes, without restrictions 
on sizes and types

d make direct investment in real estate and participate 
directly with other organizations in the ownership 
of real estate, including participation through stock 
ownership, in amounts to aggregate, for mutual 
savings banks and mutual savings and loan associa­
tions, not more than 3 percent of total assets or 30 
percent of total reserves and undivided profits, 
whichever is less, and for stock associations, 3 
percent of total assets or 30 percent of capital, 
surplus, reserves and undivided profits, whichever is 
less

e participate directly in real estate through loan 
agreements to receive rental and other non-interest 
income, whether or not the institution holds an 
equity interest in the same property
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f make secured and unsecured consumer loans in 
amounts not to aggregate in excess of 10 percent of 
total assets

g invest in a full range of investment-grade U.S. 
Government, state and municipal, and private debt 
instruments of all maturities

h invest in equity securities in amounts not to 
aggregate, for mutual savings banks and mutual 
savings and loan associations, in excess of 10 percent 
of assets or 100 percent of total reserves and 
undivided profits, whichever is less, and for stock 
associations, 10 percent of assets or 100 percent of 
capital, surplus, reserves and undivided profits, 
whichever is less, provided that:

(1) no investments be made in the equity securities 
of commercial banks, savings and loan associ­
ations, or holding companies of commercial 
banks or savings and loan associations

(2) no more than 2 percent of any issue be held 
by any individual mutual savings bank or savings 
and loan association

(3) the securities be listed on a national exchange

(4) the limitations imposed by this recommendation 
not apply to the equity securities of subsidiary 
corporations otherwise complying with the law, 
and

(5) the limitations imposed by this recommendation 
not require the divestiture of previously ac­
quired equity securities acquired in compliance 
with the law

i invest, via a “leeway provision” and in addition to 
other specific powers, in any assets, except equity 
securities of commercial banks, savings and loan 
associations, and holding companies of commercial 
banks and savings and loan associations, in amounts 
to aggregate, for mutual savings banks and mutual 
savings and loan associations, not more than 3 
percent of total assets or 30 percent of total reserves 
and undivided profits, whichever is less, and for 
stock associations, not more than 3 percent of total 
assets or 30 percent of capital, surplus, reserves and 
undivided profits, whichever is less
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2 savings and loan associations and mutual savings banks 
be permitted to offer a wider variety of time and savings 
deposits and certificates of deposit, varying with respect 
to interest rate, withdrawal power, and maturity

3 under specified conditions, savings and loan associations 
and mutual savings banks be permitted to provide third 
party payment services, including checking accounts 
and credit cards, to individuals and non-business entities 
only 1

4 savings and loan associations and mutual savings banks 
be permitted to make equity investments in community 
rehabilitation and development corporations engaged in 
providing housing and employment opportunities for 
low and moderate income persons in aggregate amounts 
not to exceed, for mutual savings banks and mutual 
savings and loan associations, 5 percent of total reserves 
and undivided profits and, for stock savings and loan 
associations, 5 percent of capital, surplus, reserves and 
undivided profits

5 savings and loan associations and mutual savings banks 
be permitted to issue subordinated debt instruments of 
all maturities, provided that maturities and yields, 
conditions of subordination, the lack of insurance, and 
other differences between the debt instruments and 
deposit liabilities are clearly and fully disclosed to all 
purchasers, and provided that these issues be evaluated 
and approved as bona fide capital prior to issue by the 
appropriate supervisory authority

6 savings and loan associations and mutual savings banks 
be permitted to make loans anywhere within any state 
of the United States, the District of Columbia, any 
territory of the United States, Puerto Rico, Guam, 
American Samoa, or the Virgin Islands

7 savings and loan associations and mutual savings banks, 
and subsidiaries of savings and loan associations and 
mutual savings banks and holding company affiliates of 
savings and loan associations be permitted to manage 
and sell mutual funds, including commingled agency 
accounts, subject to regulation by the Securities and 
Exchange Commission

8 after public hearings by the appropriate regulatory 
agency and application of the same criteria as apply to

See Recommendations 5 and 6 in Section A, 1 and 2 In Section D, 1 in Section 
E and 1, 2, and 9 in Section H.
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bank holding companies, savings and loan associations 
and mutual savings banks, and subsidiaries of savings 
and loan associations and mutual savings banks, and 
holding company affiliates of savings and loan associa­
tions be permitted, upon individual application, to 
engage in a variety of financial, fiduciary or insurance 
services for individuals and non-business entities of the 
type, but not more extensive than those approved for 
bank holding companies by the Board of Governors of 
the Federal Reserve System under the Bank Holding 
Company Act

9 federally chartered mutual savings banks located in 
states where Savings Bank Life Insurance is now 
authorized be permitted to offer this service

At present, savings and loan associations may be 
chartered in all states as mutual organizations and in many 
states as stock concerns. They may receive a federal charter for 
the mutual form only. Mutual savings banks are chartered in 18 
states; there is no provision for federal chartering.

The principal business of federally chartered savings and 
loan associations is to make loans secured by residential real 
estate and share account loans. State regulations vary greatly, 
but the lending powers of state-chartered institutions are also 
generally restricted to real estate and share account loans. At 
the end of 1970, real estate loans comprised more than 85 
percent of total assets of savings and loan associations. The 
preponderance of real estate loans in other years is seen by 
comparing the total assets shown in Appendix Table 1 with the 
mortgage loans shown in Appendix Table 3.

Mutual savings banks have more liberal loan and 
investment powers than savings and loan associations. Generally 
they may hold corporate debt instruments and some equity 
issues. In 12 states they may make consumer loans. In six states 
they may accept demand deposits. Nonetheless, at the end of 
1970, real estate loans comprised more than 73 percent of the 
total assets of mutual savings banks. Between 1945 and 1970, 
this varied from a low of 24 percent in 1946 to a high of 77 
percent in 1966 (Appendix Tables 1 and 3).

During the period 1945 to 1965 deposit thrift institu­
tions had higher growth rates than commercial banks. The total 
assets of all savings and loan associations increased from about 
$9 billion to nearly $130 billion, an increase of almost 1400 
percent, or a compounded annual growth rate of over 14 
percent. Total assets of all mutual savings banks increased from 
less than $17 billion to over $58 billion, an increase of 242 
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percent, or a compound annual increase of over 6 percent. For 
this same period, total assets of insured commercial banks 
increased from about $158 billion to $375 billion, an increase 
of 170 percent, or a compound annual increase of only 4 
percent. In this period, the proportion of the assets of all 
deposit institutions held by commercial banks fell from 86 
percent to less than 67 percent; the proportion held by savings 
and loan associations rose from less than 5 percent to 23 
percent, and the proportion held by mutual savings banks rose 
slightly, from just over 9 percent to just over 10 percent.

From the end of 1965 to the end of 1970, however, the 
total assets of commercial banks grew by 53 percent while the 
assets of savings and loan associations and mutual savings banks 
increased by 36 percent. In these five years the growth of thrift 
institutions was less than that of commercial banks. The annual 
rates of change are shown in Appendix Table 1.

The changes in relative growth rates of the institutions 
reflect differing market conditions between 1945 and 1970. In 
the 1945-1965 period, non-financial corporations—the tradi­
tional customers of commercial banks—held substantial liquid­
ity positions in cash and marketable securities. These liquid 
assets reduced their need to borrow from commercial banks. 
Commercial banks held large amounts of liquid assets, particu­
larly government securities, which they were willing to sell 
whenever suitable commercial loans could be made. Until early 
1951, sales of government securities were facilitated by the 
Federal Reserve policy guaranteeing holders the ability to sell 
their holdings at no less than par.

After March, 1951, the Federal Reserve no longer 
rigidly supported the prices of government securities. It was not 
until the late 1950’s, however, that commercial bank holdings 
of government securities were reduced to the point where 
the overall availability of funds was an important consideration 
in their lending decisions. These forces are reflected in the rising 
ratio of commercial bank loans to total commercial bank assets 
shown in Appendix Table 3. The ratio of loans to total assets 
rose from less than 17 percent at the end of 1945 to more than 
54 percent in 1965. Given a plentiful supply of lendable funds 
and a relatively weak demand for loans, business loan rates 
remained low through the 1950’s and into the mid-1960’s.

During the same period the demand for mortgage credit 
was strong. The homebuilding industry was operating at high 
levels to make up the deficit in the nation’s housing stock 
caused by the virtual cessation in building during the war years. 
It was also stimulated by the high rate of new family formation 
and the growth of the economy. Because of differences in 
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market demands for and supplies of credit, yields on loans and 
debenture borrowing of corporations were substantially below 
those prevailing on high grade mortgage loans from 1946 to 
1960. Also, since this was a relatively non-inflationary period, 
the prevailing term structure of interest rates had a positive 
slope.

Up to 1965 conditions continued to be favorable for 
deposit thrift institutions. The demand for their funds was 
strong, and they received relatively high yields on their long 
term investments. Since they purchased short term funds, and 
since the term structure of rates was positively sloped, they 
had a wide spread between the price they paid for their funds 
and the yields they received from lending. The deposit thrift 
institutions, whose rates at this time were not regulated, paid 
rates on savings accounts above those offered by commercial 
banks (Appendix Table 4). While regulations on interest rate 
ceilings on deposits did apply to banks, many of them were 
paying less than the ceiling rates. Even with the higher rates on 
deposits, thrift institutions still realized gross margins that 
allowed substantial additions to their reserves (Appendix Table 
5).

After 1965, conditions grew less favorable for the thrift 
institutions. Interest rates rose and the term structure changed 
adversely, sometimes having a negative slope. The asset yields of 
thrift institutions lagged behind the upward movement of rates 
because of long term mortgage contracts in their investment 
portfolios. In addition, the downward sloping term structure 
made it costly for thrift institutions to meet open market rates 
on their savings accounts.

The regulations setting maximum rates of interest on 
savings and time deposits prevented deposit intermediaries from 
freely bidding for funds. Nonetheless, the average rate paid by 
commercial banks on total savings deposits tended to rise rela­
tive to the rate paid by the deposit thrift institutions. In 1960, 
for example, savings and loan associations paid on the average a 
premium of 130 basis points over commercial banks. Mutual 
savings banks paid an average premium of 91 basis points. By 
1965, the year prior to regulation of the rates of savings and 
loan associations, these premiums had declined to 56 and 42 
basis points, respectively.

By 1969, as Appendix Table 4 shows, the average rate 
for commercial banks was actually higher than that for savings 
and loan associations, and only 2 basis points below the average 
of mutual savings banks. The 1969 rate differences reflect, in 
part, a larger fraction of banks’ liabilities being in larger, higher 
interest certificates of deposit than those of the thrift institu­
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tions. On the same types of savings accounts, such as passbook 
accounts, the regulations enabled savings and loan associations 
and mutual savings banks to maintain a positive differential over 
commercial banks. But even in this case the actual differential 
tended to narrow to the limit permitted by regulations.

The flow of new savings into deposit thrift institutions 
declined from 1965 to 1970. The regulatory maximums were 
often below market yields, and new funds from savings were 
going to other markets. Instead of producing profits and 
growth, the combination of deposit rate regulation and 
economic conditions permitted only slow growth and mar­
ginally profitable operations for the deposit thrift institutions. 
From 1965 to 1970 the deposit thrift institutions faced a 
market situation that, at times, caused great concern for then- 
continued strength.

Projections of economic conditions in the United States 
indicate a continued shortage of capital. When problems of 
inflation arise, monetary policy will be used to restrict the 
availability of credit. Occasional periods of high interest rates 
will occur in the future. A continuation of the constraints 
that force deposit thrift institutions to invest their funds in 
long-term assets will cause a repetition of their recent experi­
ence.

Without changes in their operations, there is serious 
question about the ability of deposit thrift institutions to 
survive. The power of the rate ceilings to isolate deposit markets 
from the rest of the short-term money market has eroded with 
continued reliance on this regulation. In time, they will 
probably have little effectiveness. Thus the major deterrent to 
losses of income and liquidity and the possible failure of thrift 
institutions during past periods of rising interest rates will not 
provide the same protection in the future.

This combination of circumstances and the desirability 
of increased competition are the basic reasons for the Com­
mission’s recommendations. The recommendations, including 
those made in Section C, below, will enable any savings and 
loan association or mutual savings bank to be a competitor of 
the commercial banks by offering similar services. For those 
who wish to specialize in loans and services relating to real 
estate and personal finance, both the regulatory framework and 
the permissive powers recommended by the Commission make 
this a feasible choice. Indeed, the Commission’s recommenda­
tions make this choice possible in an environment of high and 
variable interest rates, whereas existing regulations force the 
choice in a way that threatens the existence of institutions 
specializing in long-term real estate financing.
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The deposit thrift institutions should possess broadened 
and liberalized mortgage lending powers. The needed supply of 
mortgage funds is not restricted to those for single family, 
owner-occupied residences. Demands for long-term real estate 
financing may change among different types of housing and 
non-residential properties in unpredictable ways. Savings and 
loan associations and mutual savings banks should have the 
opportunity to operate in real estate finance in ways which 
reflect market conditions and the particular abilities of the 
organizations themselves. In mortgage lending they should be 
restricted only by considerations of safety and soundness 
(Recommendation la).

Instead of restricting construction lending by deposit 
thrift institutions to properties for which the institutions also 
supply permanent mortgage financing, the Commission believes 
such institutions should have broad powers to make con­
struction loans on residential, commercial and industrial 
properties. On the one hand, these powers would allow thrift 
institutions to shorten the average maturity of their loans while 
remaining specialized; on the other hand, free entrance into the 
entire field of construction lending would increase competition 
(Recommendation lb).

Modern mobile homes, which often permanently oc­
cupy a site, represent innovation in the supply of housing 
against which the Commission does not wish to discriminate. 
Special problems concerning loans on mobile homes exist, 
including such basic ones as whether they constitute chattels or 
realty. The Commission is not prepared to resolve these issues 
but does wish to minimize problems of mobile home financing 
which stem from unnecessary restrictions on lending powers of 
financial institutions (Recommendation 1c).

The need to permit thrift institutions to participate 
directly in real estate development and to receive rental or other 
non-interest income from property arises from market responses 
to inflation, a problem which may be less severe in the 
immediate future than it has been in the recent past. When 
inflation is anticipated, long-term debt instruments involve 
much uncertainty. The interest rates eventually realized by both 
borrowers and lenders depend on the rate of inflation compared 
to the contractual interest rate. Lenders and borrowers may 
find that the only mutually acceptable form of long-term 
financing involves giving the lender a share in ownership and 
income. Lenders’ expectations of inflation discourage granting 
long-term loans except at exorbitant interest charges; on the 
other hand borrowers’ uncertain expectations of future prices, 
income and expenditures inhibit borrowing at such rates.
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Investments in real estate itself, or in equities whose values vary 
with earnings from real estate, are hedges against inflation and, 
accordingly, should tend to stabilize somewhat the flow of 
funds to housing (Recommendations Id and le).

Both savings and loan associations and mutual savings 
banks have historically been tied to residential real estate. 
Consumer loans, particularly for purchases of consumer dura­
bles, fit easily into the loan mix of an institution seeking such a 
clientele. In addition, higher proportions of consumer loans in 
the assets of institutions would improve their ability to survive 
periods of rising interest rates (Recommendation If).

The Commission’s views on investments in high grade 
private and government debt instruments arise mainly from 
considerations of earnings and improvements in flows of funds 
into real estate financing and other socially desirable areas. 
Savings and loan associations and mutual savings banks are, in 
general, permitted to purchase government obligations of all 
maturities. The savings and loan associations, however, are more 
restricted in their authority to purchase special agency 
obligations and are prevented from purchasing private debt 
instruments. By urging the removal of these restrictions, the 
Commission seeks to give deposit thrift institutions access to 
the liquidity they require and, at the same time, to provide 
them with options to improve their earnings. This should 
produce some marginal improvements in the markets for these 
obligations. At the same time, it should increase the ability of 
the institutions to adapt to a market of high and variable 
interest rates in which yield curves are occasionally negatively 
inclined (Recommendation 1g).

Most states have granted mutual savings banks the 
authority to invest in equity securities. The Commission 
recognizes that this power may increase total returns over time. 
Where interest rate risk is pronounced, this power could also 
enhance the liquidity position of other deposit thrift institu­
tions, with favorable effects on mortgage markets. Such 
investments should be restricted in relation to total capital in 
order to minimize the possibility of losses from fluctuations in 
the market price of equities. Conflicts of interest are avoided by 
limiting the types of stock purchased. Accordingly, the Com­
mission endorses the states’ practice for mutual savings banks 
and, on the ground that parity in treatment is desirable 
recommends similar powers for savings and loan associations 
(Recommendation lh).

The provision for “leeway” investments recognizes the 
difficulty of foreseeing future market conditions and market 
instruments. Such a provision will encourage innovative invest­
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merits and facilitate credit flows to new users, particularly 
during inflationary periods. Strict limitations are recommended 
for investments in equity securities since, in addition to conflict 
of interest problems, such investments could cause either 
earnings or liquidity problems if unrestricted investments in 
them were permitted (Recommendation li).

Deposit thrift institutions are restricted in their ability 
to offer a full range of time and savings accounts and 
certificates of deposit with varying interest rates, withdrawal 
powers and maturities. No inhibition on these powers should 
exist to prevent savings and loan associations and mutual savings 
banks from attracting savings from all sources, or to place them 
at a competitive disadvantage relative to commercial banks. 
Savers are benefited by a variety of deposit instruments. The 
Commission believes that limits on the mix of maturities of 
deposits and certificates of deposit, in a market of uncontrolled 
deposit rates, are unnecessary (Recommendation 2).

Deposit thrift institutions should be permitted to offer 
third party payment services, including checking accounts and 
credit cards, for households and non-business entities only. 
Those institutions that do so will compete for a type of deposit 
which generally has been reserved to commercial banks. The 
Commission believes that institutions providing the same 
services should compete under the same conditions. Conse­
quently it recommends that deposit thrift institutions be 
permitted to offer such services to individuals and households 
only under conditions of equality with commercial banks in 
taxation, ceilings on interest rates for time deposits, reserve 
requirements, and regulatory supervision. Recommendations to 
establish these conditions of equality are made in Sections A, D, 
and E of this Part.

The Commission believes deposit thrift institutions 
should not be permitted to offer third party payment services 
for business and professional purposes. Such powers should be 
obtained and exercised only under a commercial bank charter. 
Accordingly recommendations are made in Section C to provide 
for conversion to mutual or stock commercial bank charters by 
thrift institutions desiring to offer these services (Recom­
mendation 3).

Bank holding company subsidiaries have special author­
ity to make limited equity investments in projects designed to 
foster employment and housing for low and middle income 
persons. The Commission recommends similar authority for 
deposit thrift institutions (Recommendation 4).

Deposit thrift institutions may issue subordinated debt 
instruments under current regulations, but these may not
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always be regarded as capital for regulatory and supervisory 
purposes. Any such restriction denies them access to debt 
funds, which should serve as equity from the view of the 
regulatory agencies as it does for commercial banks and stock 
savings and loan associations. Subject to full disclosure pro­
visions, it is recommended that subordinated debt issues be 
approved as capital by the regulatory agencies (Recommen­
dation 5).

Geographic limits on real estate loans by thrift institu­
tions originated in a desire to have funds loaned in the locale in 
which they were generated. The current restrictions impede 
operations of the institutions and unnecessarily divide an 
already overly-segmented market (Recommendation 6).

Finally, savings and loan associations and mutual savings 
banks should have powers to offer additional finance-related 
services to their customers. Of course, the services these 
institutions offer should be determined by following the same 
procedures as are applied to commercial banks, and bank 
holding companies, including the requirement for hearings and 
individual applications to the appropriate regulatory agencies. 
One reason for granting such authority is to remove regulatory 
and statutory impediments to the ability of these institutions to 
attract customers. Restrictions preventing them from engaging 
in individual and non-business services are, in the Commission’s 
view, without justification. The expansion of services by the 
deposit thrift institutions will add to competition and customer 
convenience and, especially with respect to the sale and 
management of mutual funds, it will be an advantage to low and 
middle income families and smaller communities (Recommen­
dations 7 and 8).

In those states where mutual savings banks may. now 
offer Savings Bank Life Insurance, the Commission recommends 
that federally chartered mutual savings banks also be allowed to 
offer such services (Recommendation 9).

COMMERCIAL BANKS

The Commission recommends that:

10 the Federal Reserve Act be amended to permit dis­
counts of, or advances against, any class of asset held by 
member institutions at Federal Reserve Banks at dis­
count rates to be determined by the Board of Governors 
and the respective Federal Reserve Banks

11 special statutory and regulatory restrictions on real 
estate loans by commercial banks be abolished
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12 commercial banks be permitted to value unrated securi­
ties at book value if the examiner determines on the 
basis of records kept in the banks’ files that the 
securities in question are of investment grade despite the 
lack of rating

13 commercial banks be permitted to make equity invest­
ments in community rehabilitation and development 
corporations engaged in providing housing and employ­
ment opportunities for low and moderate income 
persons in aggregate amounts not to exceed 5 percent of 
capital, surplus and undivided profits

14 via a “leeway provision” and in addition to other 
specific powers, commercial banks be permitted to 
invest in any assets in amounts to aggregate not more 
than 3 percent of total assets or 30 percent of capital, 
surplus and undivided profits, whichever is less, pro­
vided that no equity securities other than those of their 
own subsidiaries and equity investments that are 
directly ancillary to and simultaneous with a particular 
lending operation may be acquired, and further pro­
vided that this “leeway” not be used to circumvent 
lending limits on loans to any one person, co­
partnership, association or corporation or restrictions on 
loans to bank examiners, executive officers or bank 
affiliates

15 liabilities of any term incurred by commercial banks 
through the temporary or contingent sale of assets 
should not be defined as deposits of the bank

16 statutory limitations on the aggregate amount of accept­
ances that commercial banks may create be removed 
and that the supervisory authorities determine appro­
priate limitations for particular banks with due consider­
ation to the character and location of the bank and the 
needs of its customers

17 commercial banks be permitted to issue subordinated 
debt instruments of all maturities provided that 
maturities and yields, conditions of subordination, the 
lack of insurance and other differences between the 
debt instruments and deposit liabilities are clearly and 
fully disclosed to all purchasers, and provided that these 
issues be evaluated and approved as bona fide capital 
prior to issue by the appropriate supervisory authority

18 commercial banks and their subsidiaries and holding 
company affiliates be permitted to manage and sell
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mutual funds, including commingled agency accounts, 
subject to regulation by the Securities and Exchange 
Commission

19 commercial banks and their subsidiaries, in addition to 
the authority granted by the Housing Act of 1968 and 
existing authority to underwrite revenue bonds 
classified by the Comptroller of the Currency as general 
obligations, be permitted to underwrite revenue bonds 
secured by revenues from essential public services with 
(1) an established record of annual earnings sufficient to 
cover prospective annual principal and interest charges 
with a satisfactory margin, or (2) rated “A” or better by 
established rating services

20 after public hearings by the appropriate regulatory 
agency and application of the same criteria as apply to 
bank holding companies, commercial banks and their 
subsidiaries, be permitted, upon individual application, 
to engage in a variety of financial, fiduciary or insurance 
services of the type, but not more extensive than those 
approved for bank holding companies by the Board of 
Governors under the Bank Holding Company Act

In terms of total assets and number of offices, commer­
cial banks are the largest financial intermediary in the United 
States. Although the operations of commercial banks are 
subject to many regulatory restrictions, their operating powers 
are the broadest of any of the financial intermediaries. They are 
now the only type of institution generally permitted to offer 
unrestricted third party payment services. That is, they operate 
the mechanism for check funds transfer and, in their lending 
and investing operations, create money. In all other activities 
they compete with other financial or non-financial institutions.

The regulatory framework within which commercial 
banks operate began with the nation’s founding, but the major 
elements of existing regulations were imposed during the 
1930 s. The provisions of the major legislation of the period- 
the Banking Acts of 1933 and 1935-were aimed at curing a 
number of weaknesses that appeared in the commercial banking 
system during the preceding decade.

As stated above, the Commission believes that the 
public would benefit from increased competition within the 
financial system. Viewed from the vantage point of 35 years’ 
experience with the Banking Acts of 1933 and 1935, the 
Commission believes that the existing regulatory system is, on 
balance, too restrictive.
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Although the 1920’s were generally prosperous, three 
moderate cycles in business activity did occur. More than 5,300 
banks suspended operations during the decade. With the severe 
economic decline beginning late in 1929, more than 9,000 
additional banks failed before the end of 1933. From the end of 
June, 1929, to the end of June, 1933, the number of 
commercial banks in the United States declined from 24,970 to 
14,208. In this same period, total capital accounts of all 
commercial banks declined from $8.8 billion to $6.3 billion.

The many failures and weakened capital condition of 
the banking industry in the 1920’s and 1930’s caused many 
observers to conclude that commercial banking was inherently 
more risky than was desirable. Reflecting this assumption, the 
1933 and 1935 banking acts sought to minimize the risk 
associated with banking. The risk to the public was reduced by 
deposit insurance. Competition among banks was mitigated by 
interest rate regulations. Potential losses on loan and investment 
activities were diminished by circumscribing the types of 
investments allowed. The right of banks to underwrite equity 
and corporate debt securities and to purchase equity securities 
was withdrawn. Banks could underwrite state and local securi­
ties bearing the full faith and credit of the issuing body but 
could not distribute revenue bonds. The scope of lending 
activities was diminished, mainly through restrictions on real 
estate loans. Congress also imposed additional restrictions on 
the granting of National bank charters, making entry into the 
banking business more difficult.

The introduction of deposit insurance, which halted 
runs on banks, was by far the most important reform of the 
period. Although the restrictions imposed on bank operations 
and more stringent requirements for entry into the banking 
business also reduced the risk to depositors and bank stock­
holders, the Commission believes that these were less important 
and were made largely redundant by deposit insurance. The 
influence of deposit insurance is evident in statistics on bank 
failures and depositor losses. During the economically depressed 
second half of the 1930’s, only 304 insured banks failed, a 
failure rate much below that of the relatively prosperous second 
half of the 1920’s. In the 31-year period 1940 through 1970, 
bank failures were very limited, amounting to only 181 banks. 
After 1935 and the introduction of deposit insurance, when 
banks failed, the vast majority of depositors were paid in full.

The small number of bank failures and the low level of 
losses to depositors since 1935 should not be interpreted as 
evidence that commercial banks currently operate under ideal 
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regulation. This judgment must be made in light of the many 
roles and functions of the banking system.

Banks create a substantial portion of the nation’s money 
supply. Their liabilities constitute a large fraction of the 
nation’s liquidity. Banks are the major source of financing for 
small and medium sized business, and an important source for 
state and local governments. They operate the critical segment 
of the nation’s mechanism for the transfer of funds. Banks also 
provide a wide range of services. Because of these functions, 
when a bank fails, the losses incurred by the stockholders are 
only a part, and socially the least consequential part, of the 
total losses involved. Also harmed are depositors, those who 
borrow, and the community as a whole.

Some aspects of bank regulation can be justified by the 
social benefits arising from avoidance of these financial and 
social losses. Yet other aspects of regulation may produce social 
losses greater than their benefits. For example, restrictions on 
entry of new banks and new branches into an area may cause 
the level of competition in that market to be abnormally low, 
reducing the benefits to the public of stronger price and service 
competition. Similarly, restrictions on the payment of interest 
on deposits cause banks to compete for deposits in other ways. 
As a result, banks use resources to produce and distribute a mix 
of products and services that bank customers would not 
purchase if they were explicitly charged the prices needed to 
cover the costs of resources used.

Restrictions on allowable holdings have prevented banks 
from purchasing some types of assets, which distorts relative 
yields on different types of securities and reduces competition 
between banks and other financial intermediaries. Banks’ 
production costs for some products and services they are 
currently prohibited from supplying may be below those of the 
industries that presently supply these goods. Thus, consumers 
may be denied the opportunity to purchase products from the 
suppliers with the lowest costs.

The optimum framework of regulation cannot be 
precisely defined. Alternative patterns of regulation involve a 
choice of trade-offs. That is, the social cost from possible bank 
failure must be compared to the social costs imposed because 
banks do not supply services in which they have low production 
costs and because financial markets are not as competitive as 
they could be.

During the early 1960’s the regulatory authorities 
relaxed the environment surrounding commercial banking 
through administrative interpretations. Regulations issued by 
the Office of the Comptroller of the Currency revised capital 
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adequacy formulas, allowed the issuance of capital notes, 
enlarged permissable real estate lending, eased restrictions on 
the services offered, and modified the provisions for chartering. 
These changes were followed and in some instances expanded 
by the other regulatory agencies. In addition, the Federal 
Reserve raised the ceiling rates on time and savings deposits and 
a new money market instrument, the negotiable certificate of 
deposit, was instituted. These changes permitted banks to 
compete somewhat more aggressively for funds.

There were shifts in the views and objectives of bank 
management during the same period, mainly reflecting changes 
in economic conditions and in the technology available to the 
banks. During the late 1950’s and early 1960’s, bankers became 
increasingly aware of the persistent erosion in the portion of 
total financial intermediation handled by commercial banks. In 
the fifteen-year period prior to 1960, the ratio of bank assets to 
the total assets in all deposit intermediaries declined from 86 
percent to less than 70 percent. The ratio of bank assets to 
assets of deposit intermediaries, plus assets of life insurance 
companies and pension funds, declined from 68.1 percent to 
48.7 percent. The post-1960 change in regulatory climate is 
reflected, among other ways, in the rise in both ratios after 
1965. In the period 1965-70 commercial banks’ proportion of 
deposit intermediary assets rose from 66.6 percent to 69.8 
percent and the ratio for all intermediaries rose from 47.4 
percent to 49.9 percent.

Meanwhile, important changes were occurring as a result 
of improved technology. After 1955, banks introduced com­
puters for the repetitive production tasks of money transfers 
through checks and deposit accounting. Computer functions 
soon expanded to additional bank operations and the trend is 
expected to continue. The computer-oriented technology has 
widened the range of services banks can efficiently perform 
while increasing the geographic area in which a bank can 
competitively operate, with or without branch facilities. The 
ability to service wider geographic areas decreased the concern 
over branching restrictions, a long-standing controversy within 
the banking industry and among the general public. For 
example, the issuance of bank credit cards has allowed 
commercial banks to extend consumer credit into areas not 
serviced by their branches. By the mid-1960’s, the rapid 
development of new financial services, largely computer-based, 
had begun to enable banks to compete with a broad array of 
non-bank vendors of these services.

Between 1966 and 1970, destabilizing changes in 
monetary and fiscal policies occurred. The price level rose at an
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The banking system had severe problems coping with 
the ensuing market changes. The large money market banks had 
acquired a substantial fraction of their lendable funds through 
the sale of negotiable certificates of deposit. As money market 
rates rose, the regulated rate maximum on certificates became 
lower than other market rates and banks were forced to repay 
large dollar volumes of maturing certificates. Savings deposits 
were also withdrawn, though in smaller amounts. To take 
advantage of higher returns, potential purchasers of CD’s and, 
to a lesser degree, savings depositors invested their funds 
directly in other money market instruments.
„ j Jhe ^arger banks responded by borrowing funds in the 
Eurodollar market and developing new ways to finance their 
lending operations from domestic sources. Holding companies 
1SrrUie. COI?mercial PaPer and purchased loans from their bank 
affiliates; banks sold loans to other non-bank institutions and 
their own deposit customers. The deposits of smaller banks 
were less seriously affected than those of larger institutions, but 
tney did not have as many alternative sources of funds. Thus 
the relative impact on many smaller institutions was as great as 
that on larger banks.

On the borrowing side, large companies that were 
denied or received only limited credit from commercial banks 

° commercial paper. Commercial paper borrowings rose from 
$8^4 billion in December, 1964 to $14.2 billion in November 
1966 and reached a peak of $39.7 billion in May, 1970. The 
disintermediation of deposits adversely affected the borrowing 
ability of small businesses which do not have access to the 
commercial paper market or other sources of low cost financ­
ing.

In some respects the unsettled conditions had beneficial 
effects, including a number of innovations in financial instru­
ments and improved attitudes toward innovations in funds 
acquisition. But in other respects the conditions led to less 
productive use of resources. Inefficient methods of financing 
were sometimes used. Further waste of this kind will occur if 
aep°sit interest rate ceilings continue to be relied on in periods 
of high market interest rates.

A high level of disintermediation also weakens the 
manual market’s ability to absorb the uncertainty associated 

with major disturbances. For example, the bankruptcy of the 
Penn Central Transportation Company, resulting in large losses 
to commercial paper holders, caused a liquidity crisis that had 
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serious consequences on money markets. If a larger proportion 
of the short term credit to businesses had been in the 
intermediary system, the loss could have been absorbed with 
less pronounced secondary effects.

The Federal Reserve Act declares that only certain 
assets are eligible for discount without a penalty. When the 
Federal Reserve System was established, self-liquidating short­
term loans formed the bulk of commercial bank portfolios. But 
changes in the scope of banking have resulted in a decline in the 
proportion of bank assets held in this form. Penalties on all but 
a narrow range of assets eligible for discounting artificially 
impede the flow of credit into desirable areas. The Commission 
urges that statutory restrictions on discount eligibility be 
removed, and that the Board of Governors and the several 
Federal Reserve Banks have discretion concerning which assets 
may be discounted and the appropriate discount rate (Recom­
mendation 10 above).

Since the impact of restrictive monetary policy on the 
mortgage market was one factor prompting the establishment of 
the Commission, it is important to note that real estate lending 
by commercial banks is encumbered by prohibitions on the 
maturity of the loan, the type of asset securing the loan, the 
repayment provision and the proportion of the asset portfolio 
made up of mortgage loans. The Commission believes that bank 
management can adequately assess risk characteristics of various 
specific loans, and it recommends that real estate loans be 
subject only to safety and soundness tests. This will allow banks 
to compete more vigorously as mortgage lenders and will 
improve the flow of funds to that market (Recom­
mendation 11).1

As interest rates rise, the market value of securities held 
in portfolios declines. Because commercial banks have a low 
ratio of equity to liabilities, any loss in market value of the 
securities in their portfolios causes concern about the capital 
position of banks. This often occurs during periods of rising 
economic activity. Requiring banks to value securities at market 
prices at such times reduces bank equity and the ability of 
banks to meet credit needs. Moreover, since long maturity 
securities are affected more than short maturities, banks tend to 
avoid investments in the former when securities must be 
counted in capital at market values.

In 1938, the banking agencies agreed to use amortized 
book values for U.S. Government securities and those state and 
1 The recommendations in Section B, above, concerning the powers of thrift 

institutions and recommendations in Section G, below, are intended to 
strengthen Institutions wishing to specialize in mortgage lending and to make 
such lending more attractive to all financial institutions.
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municipal securities given high ratings by credit rating agencies. 
But the securities of many local governments, especially of 
smaller communities with small issues, are not rated by any 
agency. Fewer than 20,000 of the more than 91,000 local 
bodies capable of issuing municipal bonds have been assigned a 
rating. In addition, the recent decision of the rating agencies to 
charge municipal governments for their ratings is likely to 
increase the proportion of unrated issues. Commercial banks are 
in many cases the principal market for such issues. The 
Commission believes that bank management and bank super­
visory agencies can adequately assess the risk involved in most 
of these unrated issues. This will, at the same time, improve the 
market for credit-worthy municipals which banks otherwise 
would not buy (Recommendation 12).

Congress has recently enacted laws authorizing programs 
for community rehabilitation and to assist in providing housing 
and employment for low and moderate income persons. Under 
present regulations, commercial banks may not provide finan­
cial assistance to these programs because of prohibitions on 
equity participation. Holding company affiliates of banks may 
invest in these projects. If direct participation by banks and 
other deposit institutions were permitted on a limited scale, 
based on the equity position of the institution, the risks 
involved should not jeopardize bank solvency. Banks, along 
with the thrift institutions, would be able to take an active role 
in community programs (Recommendation 13).

A “leeway” investment provision was recommended for 
the thrift institutions in order to encourage innovative invest­
ments and to permit more effective adaptation to market 
conditions during inflationary periods. A similar recommen­
dation, with appropriate safeguards relating to equity invest­
ments, is made for commercial banks (Recommendation 14).

The tight money conditions of 1966 and 1969-70 fell 
with uneven weight upon the various sectors of the economy. 
Small and medium sized businesses, state and local govern­
ments, and individual mortgage borrowers found that credit was 
disproportionately scarce and expensive. The selective impact of 
monetary restraint, as reflected in these two periods, has been 
recognized for many years. Nevertheless the inequities remain, 
in part because commercial banks are limited by legislative and 
regulatory constraints on the kind of assets which they may use 
for liquidity purposes. Among traditional bank borrowers, only 
the federal government and large businesses have relatively easy 
access to alternative sources of funds.

Business loans make up a significant portion of most 
commercial banks’ assets. The selective impact of tight money 
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on small and medium sized borrowers would be eased if banks 
had the ability to use these assets more freely. In the past banks 
have been able to sell a limited amount of business loans as 
banker’s acceptances. The limit, however, has been imposed not 
by management’s decisions or by market acceptability but 
rather by regulation. No bank may issue acceptances in excess 
of 100 percent of its capital. During periods of monetary 
restraint, this has forced banks to liquidate a much larger 
portion of their holdings of state and local debt than would 
otherwise be necessary. In addition, this regulation has pre­
vented banks from assessing and assuming the risk attached to 
loans to small business and, therefore, has continued to exclude 
all but the largest commercial borrowers from the commercial 
paper market.

The Commission believes that no rigid rules can be 
formulated to cover adequately the many differences among 
banks and among the credit standings and credit needs of bank 
customers. It recommends that supervisory authorities exercise 
their judgment with respect to safety and soundness in setting 
Emits on the acceptances created by individual banks. This is in 
line with modem methods of assessing bank capital adequacy, 
where the examiner takes into account the ability of manage­
ment and the risk incurred in determining capital adequacy 
(Recommendation 16).

Even if the 100 percent limit on bankers’ acceptances 
were raised or removed another constraint on the effective 
utilization of this device would remain. Past attempts by 
commercial banks to use their loan portfolios as a source of 
liquidity have been rendered either illegal or unfeasible by the 
Federal Reserve Board and the Federal Deposit Insurance 
Corporation interpretation which defined the liability incurred 
as a “deposit” for purposes of reserve requirements and interest 
rate ceilings. This action was appropriate in the mid-1960’s when 
some banks issued unsecured promissory notes. However, it is 
inappropriate to apply the term “deposit” to the liabilities 
incurred in agreements concerning the sale and repurchase of 
bankers’ acceptances and other marketable assets. The Commis­
sion recommends that this ruling be reversed. Identical agree­
ments covering the sale and repurchase of U.S. Treasury and 
federal agency securities are classified as “borrowings” and are 
not subject to reserve requirements and interest rate regulations.

Allowing banks to compete directly in the full spectrum 
of the money markets should have another result: improved 
transmission of the effects of monetary policy actions. Further­
more the general quality of other short-term money market 
instruments should be improved by competition in the open 
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market from two-name paper which has satisfied an accepting 
bank’s credit standards (Recommendation 15).

The restrictive monetary conditions of the 1966 and 
1969-70 periods led to innovations in the techniques of 
acquiring funds. Banks used various types of certificates of 
deposit, savings certificates, special notice accounts, and other 
maturity-rate-denomination combinations to attract funds. This 
aggressive competition resulted in improved service to the 
public and also permitted banks to manage their deposits in a 
manner consistent with their liquidity needs. In acquiring 
capital, banks turned to the use of debt instruments, but 
regulations allowed fewer innovative techniques. Supervisory 
judgments about capital adequacy limit the aggregate amount of 
subordinated debt a bank may issue; debt instruments issued 
with a maturity of less than seven years are regarded as deposits, 
not capital. Reserve requirements and interest rate regulations 
apply to these shorter-term liabilities.

Bank capital adequacy is, of course, a proper concern 
for supervisory authorities. And bank management must con­
cern itself with capital adequacy in order to attract deposits 
which exceed the insurance maximum. Both for protection of 
the public and for the promotion of effective bank manage­
ment, bank-issued debt instruments subordinated to deposits 
serve the same function as stockholders’ equity in the bank.

Whether additional funds subordinated to deposits 
should be raised and the desirable proportion of subordinated 
debt to equity are matters for bank management to determine 
in the light of circumstances, subject to approval by bank 
supervisors. The flexibility of being able to sell subordinated 
debt issues in the open market in various denominations and 
maturities would permit banks to raise funds in the most 
advantageous manner for given market conditions, and it would 
offer the public additional forms of assets in which to hold 
savings. Elemental safeguards for the public are necessary, but 
these too should be matters for supervisory approval (Recom­
mendation 17).

Bank trust departments now manage nearly $300 billion 
of assets. The commercial banking industry has developed a 
high level of skill in financial management and investing funds 
for the account of customers. At the present time, however, 
because of restrictions on commingling of funds, only custom­
ers with large estates or substantial funds are usually accepted as 
customers. Thus the inability of banks to service the needs of 
persons with only moderate amounts to invest discriminates 
against most of the public.
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The Commission recommends that banks, their subsidi­
aries, and holding company affiliates be permitted to organize 
and operate mutual funds. This would enable them to improve 
their service to persons of moderate and low incomes. In the 
sale and management of mutual funds, commercial banks 
should be subject to the same regulations, both those of the 
individual states and of the Securities and Exchange Commis­
sion, as others selling and managing mutual funds.

Mutual funds salesmen can sell a variety of funds and be 
directly employed by an organization other than the mutual 
fund management company. Commercial banks should be 
allowed similar latitude. This provision would have salutory 
competitive effects, especially in small communities where no. 
mutual funds salesmen presently operate or where only a 
narrow range of funds is available from present vendors. The 
Commission also recommends that banks, their subsidiaries, and 
holding company affiliates be permitted to use commingled 
agency accounts. This would allow them to serve smaller 
investment accounts at lower costs with corresponding public 
benefits (Recommendation 18).

The Banking Act of 1933 separated commercial banking 
from investment banking. This separation was prompted by the 
conflicts of interest that developed when the same organization 
handled the two functions. The possibility of conflict of 
interest would still exist if banks were again permitted to 
underwrite new issues of corporate securities. The Commission, 
therefore, strongly recommends the continued prohibition 
against bank underwriting of private security issues.

The Banking Act of 1933 allowed commercial banks to 
continue to underwrite securities that were the general obliga­
tion of state and local governments. These securities do not 
raise the problems of conflict of interest inherent in private 
securities. The issues are sold by a large number of govern­
mental units, many of which are relatively small and which issue 
securities in small dollar amounts. Bank underwriting of tax 
exempt securities is especially important to small communities. 
Since the 1933 Act, banks have been major underwriters of 
general obligations, and they have provided a major part of the 
distribution system for securities bearing the full faith and 
credit of state and local governments.

In the past several years revenue bonds have accounted 
for approximately one third of the total of tax exempt bonds 
issued. Revenue bonds can be classified into eight major 
categories:

1. indirect obligations of states or cities involving lease 
contracts or some similar arrangments
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2. obligations secured by the pledge of special tax 
revenues

3. college and university dormitory and other facility 
revenue bonds

4. water and sewer revenue bonds
5. electric revenue bonds
6. toll revenue bonds to finance highways and bridges 
7. airport revenue bonds
8. industrial revenue bonds

Most of the bonds in the first category are classed as 
general obligations by the Comptroller and other bank regula­
tory authorities. A section of the Housing Act of 1968 
authorized commercial bank underwriting in the third category. 
Admittedly rough data on proportions in these eight categories 
of revenue bonds suggest that (1) and (3) accounted for 
approximately 30 percent of the total sold in 1970.

Some types of tax exempt securities are closely linked 
to private corporations. Some are issued to construct a facility 
to be used by a private enterprise and service and redemption 
depend on the payments of the private concern using the 
facility. The Commission favors the continued exclusion of 
banks from underwriting such Industrial Development Bonds, 
for the same reasons it opposes bank underwriting of private 
corporate issues. Moreover, some lower quality tax exempt 
securities that do not bear the full faith and credit of the issuer 
and are to be repaid only from the revenue generated by the 
project financed have a generally higher default risk than do full 
faith and credit obligations of the same issuer. The Commission 
does not favor bank underwriting of these issues, for the 
inferred attribution of bank prestige could mislead investors.

The Commission recommends, however, a broadening of 
the types of securities which banks can underwrite. Specifically, 
with approval of the appropriate regulatory agency, banks 
should be allowed to underwrite bonds secured by revenues 
from essential public services with (1) an established record of 
annual earnings sufficient to cover prospective annual principal 
and interest charges with a satisfactory margin, or (2) rated “A” 
or better by established rating services. The Commission realizes 
that such expansion produces additional supervisory burdens 
with regard to which securities should be approved. Experience 
will be needed to determine whether expanded power in this 
area would justify the additional administrative burden (Recom­
mendation 19).

The Bank Holding Company Act permits holding 
company affiliates of banks to provide a variety of approved 
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services. The Board of Governors of the Federal Reserve System 
is charged with the responsibility for determining that the 
services are of a financial, fiduciary or insurance nature and, 
after hearings, for determining that the services are a proper 
incident to the business of banking. Provision is also made for 
tests based on competitive factors, including the prohibition of 
ties between the offering of banking and non-banking services.

The Commission believes that bank holding companies 
should not be the only vehicle through which services may be 
extended. The Commission would extend to banks and subsidi­
aries of banks, with the same procedural requirements, including 
the requirement for individual applications to the appropriate 
regulatory agencies, powers of the type, but not more extensive 
than those approved for bank holding companies by the Board 
of Governors under the Bank Holding Company Act. The 
Commission urges the Board to be as liberal as possible in 
approving new classes of service (Recommendation 20).

CREDIT UNIONS

The Commission recommends that:

21 a Central Discount Fund for credit unions be estab­
lished. The equity funds would be provided through 
purchases of stocks by all federally insured credit 
unions, and the operating costs should be covered by 
earnings on the fund’s loans and investments. The 
Central Discount Fund would acquire additional loan­
able funds through issues of debt obligations and 
deposits of credit unions. The Central Discount Fund 
should have authority to provide temporary advances, 
for liquidity purposes only, to federally insured credit 
unions, to sell debt obligations, to accept interest­
bearing deposits from credit unions and, on an emer­
gency basis only, to borrow at prevailing market rates 
from the United States Treasury

22 the loan powers of credit unions include a full array of 
secured and unsecured consumer instalment loans, 
educational loans, residential and agricultural mortgage 
loans to members and loans to other credit unions and 
the Central Discount Fund

23 credit unions be permitted to invest in a full range of 
investment grade private and governmental debt instru­
ments of all maturities, including obligations of the 
Central Discount Fund
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24 credit unions be permitted to offer members a wide 
variety of share accounts and instruments parallel to 
certificates of deposit, varying with respect to interest 
rate and withdrawal option

25 credit unions be permitted to offer third party, nego­
tiable order system services to members, provided that 
the system requires an interest-bearing loan or line of 
credit agreement at regular rates and repayment through 
instalment payments, provided such lines of credit do 
not exceed 10 percent of total share accounts, and 
further provided that all credit unions with assets in 
excess of $1,000,000 be required to hold reserve 
balances against the lines of credit with the National 
Credit Union Administration, at the same rate required 
against demand deposits by the Federal Reserve System, 
such reserves to be non-interest bearing

26 credit unions be permitted to sell or to act as agent or 
broker in the sale of travelers’ checks, registered checks, 
cashier’s or treasurer’s checks and mortgage life in­
surance, to members only

27 credit unions and associations of credit unions be 
permitted to sell bookkeeping and data processing 
services and to lease computer and data processing 
equipment or time on such equipment to and among 
credit unions and associations of credit unions only

Credit unions are a vigorous, rapidly growing class of 
financial institution offering unique services to the public. 
During the 1960’s the total assets of credit unions increased 
from $5.7 billion to $18 billion (Appendix Table 1), while 
membership increased from 12 million to 22.8 million.

Credit unions are chartered both by individual states 
and a federal agency. By Act of Congress, the National Credit 
Union Administration was established to insure savings in credit 
unions and to assume the federal responsibility for supervising 
and examining their operations. This program is fashioned like 
the two other federal depositor insurance programs and, like 
them, it presently insures accounts to $20,000. The availability 
of deposit insurance will certainly have a positive influence on 
the future growth of credit unions.

Members of credit unions must have a bond of 
association with the organization or areas in which the credit 
union operates. The occupational and associational bond, as 
shown in Table 1 accounts for more than 96 percent of all 
chartered credit unions. The common bond based on residential 
considerations accounts for less than 4 percent of the credit 
unions.
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PERCENT DISTRIBUTION OF CREDIT UNIONS BY 
COMMON BOND, DECEMBER 31,1970

TABLE 1

Associational: Church, Co-op, Labor Union, 
Fraternal, Professional and Trade Association 17.84

Occupational 55.93

Educational Services 7.50

Federal, State, County and Local 
Government 15.15

Residential 3.58

TOTAL 100.00

Source: Credit Union Year Book 1971.

Occupational and associational common bond confers 
substantial advantages. These credit unions usually operate in 
quarters provided by the host enterprise, which often 
view the credit union as a fringe benefit for its employees or 
members. The majority of workers in the smaller credit unions 
are volunteers and record keeping and credit analysis are 
simplified by the privilege of direct salary deduction for savings 
allotments and loan repayments. The latter privileges endow 
these credit unions with substantial cost and marketing advan­
tages vis-a-vis other deposit institutions.

A large proportion of members have accounts at other 
institutions. But for some, regular payroll deductions into their 
credit union accounts are their only form of institutionalized 
savings. There is little doubt that credit unions have increased 
aggregate savings flows. Moreover, largely because of their low 
operating costs, they have also tended to produce credit for 
their members at low cost and have therefore been a significant 
element in the consumer credit markets.

At the end of 1970 there were almost 24,000 credit 
unions in the United States. These institutions are substantially 
smaller than the other deposit intermediaries, with a mean asset 
size of approximately $750,000. More than half of the credit 
unions have assets of less than $200,000. The bond of 
association, which is the hallmark of the credit union move­
ment, dictates a non-diversified liability structure. On occasion, 
plant closings or slow-downs cause liquidity problems for 
industrial credit unions.
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The existence of a lending facility to provide temporary 
advances if a liquidity strain develops would guard against the 
possibility of losses to members of credit unions. Such a facility 
should be managed by the Administrator of the National Credit 
Union Administration, with the advice and guidance of a 
three-member Board of Directors chaired by the Administrator. 
The other members should be appointed by the President, with 
the advice and consent of the Senate. The fund should accept 
deposits from credit unions, have authority to sell debt 
obligations, and have emergency authority to borrow from the 
U.S. Treasury in the event of severe disintermediation. To avoid 
potential conflict, however, deposits from the fund or loans by 
the fund should be made only to meet legitimate liquidity 
drains (Recommendation 21).

Under existing operating powers most credit unions 
acquire funds only from their members and extend credit only 
to their members. Members may save in share accounts and may 
be granted a wide range of consumer loans, personal loans, 
consolidation loans, loans to purchase consumer durables and, 
especially in recent years, residential mortgage loans.

Credit unions should be permitted wide lending powers 
for service to members and also should be permitted to acquire 
and hold the full range of private and public money and capital 
market instruments (Recommendations 22 and 23).

Credit unions should also be permitted to offer mem­
bers a variety of share accounts, varying with respect to interest 
rate and withdrawal power and without the present limits on 
maximum rates. The Federal Reserve Board should, however, be 
empowered to set rate maximums until interest rate ceilings on 
the other deposit intermediaries are phased out (Recommenda­
tion 24).*

The Commission regards parity of treatment with 
respect to taxation, reserve requirements and regulation among 
institutions offering third party payment and other banking 
services to the general public as essential.

It follows that an expansion of the bonds of association 
concept, which would move credit unions in the direction of 
offering service to the general public, should require assumption 
by credit unions of the same responsibilities and burdens with 
respect to taxation, reserves and supervision as other institu­
tions. Moreover, credit unions should not be allowed to offer 
unrestricted third party payment services, even within the 
present bonds of association concept, on terms distinctly 
advantageous relative to those of other institutions providing 
the same services (Recommendation 25).
* See also Recommendation 2 in Section A.
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In subsequent sections, the Commission recommends 
that credit unions desiring a broad, public clientele and the right 
to offer full third party payment services be required to convert 
their charters to other institutional forms. This would enable 
them to open their memberships and offer all the services 
allowed similarly regulated and taxed institutions. Without 
conversions, additional but less than full powers are suggested 
(Recommendations 26 and 27).
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C. Chartering and Branching of 
Depository Financial Institutions'

SAVINGS AND LOAN ASSOCIATIONS AND 
MUTUAL SAVINGS BANKS

The Commission recommends that:

1 federal charters be made available to stock savings and 
loan associations

2 federal charters be made available to mutual savings 
banks

3 the states enact enabling legislation implementing the 
intent of Recommendations 1 and 2 by authorizing 
state chartered savings and loan associations and state 
chartered mutual savings banks voluntarily to convert to 
a federal form

4 by state laws, the power of savings and loan associations 
and mutual savings banks to branch, both de novo and 
by merger, be extended to a statewide basis, and that all 
statutory restrictions on branch or home office loca­
tions based on geographic or population factors or on 
proximity to other associations or banks or branches 
thereof be eliminated

5 the chartering authorities, with guidelines set by Con­
gress and the state legislatures, develop regulations to be 
followed by mutual savings and loan associations and 
mutual savings banks for converting their charters to 
stock companies

Under current law, all 50 states, the District of 
Columbia and the territories of Guam and Puerto Rico have 
provisions for chartering mutual savings and loan associations. 
Twenty-one states charter stock savings and loan associations.

1 See also Recommendation 12, Section H.
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Only eighteen states and Puerto Rico provide for the chartering 
of mutual savings banks. Among the deposit thrift institutions, 
only mutual savings and loan associations may be federally 
chartered.

The Commission believes that the widest feasible op­
tions among chartering and supervisory agencies should be 
created and maintained. When a particular type of financial 
institution can be chartered by only one agency—whether state 
or federal—a twofold danger emerges. First, the agency may 
become over-zealous in protecting existing firms, with the result 
that entry by new firms is effectively foreclosed. Second, the 
agency may not be as innovative and imaginative as it should be 
in exercising its authority. Opportunities for dual chartering and 
supervision mitigate these dangers and improve service to the 
public (Recommendations 1, 2 and 3).

Under provisions of the McFadden Act, federally 
chartered commercial banks have their powers to branch, either 
de novo or by merger, determined solely by the laws of the 
state in which they operate. Interstate branching is prohibited. 
State laws also determine branching for state chartered savings 
and loan associations and for mutual savings banks. There is no 
equivalent of the McFadden Act for federally chartered savings 
and loan associations. Policy with respect to them is set by the 
Federal Home Loan Bank Board, which usually, but not always, 
follows the guidelines of state law.

The Commission urges changes in branching laws at the 
state level. Current laws sometimes limit charters and branches 
on the basis of population density, geographic area or proximity 
to other institutions or branches. In many states, savings and 
loan associations and mutual savings banks have more restrictive 
branching privileges than commercial banks. In a few states, 
savings and loan associations have more liberal branching 
authority.

Three issues are involved. One is related to competition. 
Restricting branching by statute to an arbitrary number or 
restricting branches geographically prevents firms from entering 
the markets of others.

The second issue is parity among different types of 
institutions. The Commission sees no reason to extend different 
branching rules to different institutions, especially when these 
institutions are otherwise competing. Because the Commission 
has proposed the enlargement of the powers of thrift institu­
tions and made them more directly competitive with commer­
cial banks, it is essential that. Recommendations 4 and 6 be 
considered together to achieve uniformity.
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The third issue is alternatives to branching. Holding 
companies tend to flourish where branching is prohibited or 
otherwise restricted. Holding companies may or may not be the 
preferred organizational form of multi-unit financial firms. The 
Commission believes that firms should be free to make the 
choice. The public should benefit from the option granted 
financial institutions to branch statewide (Recommendation 4).

Chartering authorities, with standards and guidelines set 
by Congress and state legislatures should develop regulations for 
mutual savings banks and mutual savings and loan associations 
which elect to convert their charters to stock companies. The 
proper disposition of reserve and surplus accounts is the 
major—and an extremely important—problem with conversions. 
There was a total of more than $15 billion in mutual reserve 
accounts at the end of 1970, and “going concern” values are 
much larger.

There are several schools of thought on the disposition 
of reserve and surplus accounts at the time of a conversion:

(a) The net worth of a mutual institution belongs 
to the depositors and should be distributed to the depositors in 
some combination of stock dividends or cash at the time of 
conversion.

(b) Depositors in a mutual institution have taken no 
risk because their capital has been protected by the insuring 
agency and, therefore, the net worth at the time of conversion 
should be given to the insuring agency.

(c) The net worth should not be distributed to anyone 
at time of conversion, but should be frozen as a part of 
permanent capital, with stock options being given to all existing 
depositors.

(d) No one has clear moral or legal right to the net 
worth at the time of conversion and, therefore, the reserves 
should be dedicated to beneficial public purposes.

It is important that a proper formula be established to 
solve the question of distributing accumulated reserves equi­
tably. Since there are several possible methods for resolving the 
question, where no alternatives are clearly correct, the Com­
mission urges that more explicit legislative direction be estab­
lished (Recommendation 5).

COMMERCIAL BANKS

The Commission recommends that:

6 by state laws, the power of commercial banks to branch, 
both de novo and by merger, be extended to a statewide 
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basis, and that all statutory restrictions on branch or 
home office locations based on geographic or popula­
tion factors or on proximity to other banks or branches 
thereof be eliminated

7 federal chartering be made available for mutual com­
mercial banks

The major reasons for recommending changes in state 
branching laws are discussed in connection with the thrift 
institutions on pages 41-54. There are additional considerations 
affecting commercial banks. Under current law, interstate 
banking through the holding company device is not permitted 
except for those formed prior to the Bank Holding Company 
Act of 1956. Nonetheless, non-bank subsidiaries of bank 
holding companies may provide a degree of interstate banking 
that could ultimately change market structures despite state 
laws aimed at their preservation.

Although the Commission rejected proposals to permit 
interstate branching or metropolitan area banking by federal 
legislation, it urges states to be progressive in changing their 
laws. Failure to act could encourage the use of inferior 
organizational and technological means for extending markets 
(Recommendation 6).

Unless it is made possible to operate a commercial bank 
on a mutual basis, the other recommendations in this report 
would require mutual savings banks to convert to the stock 
form in order to obtain business loan and business third party 
payment powers. There is no reason to suppose that one form 
of organization is necessarily linked to one set of powers and 
responsibilities. Indeed, mutual and stock institutions have long 
operated side by side with the same powers in the insurance and 
savings and loan industries. Furthermore, by recommending 
federal charters for stock savings and loan associations, the 
Commission has emphasized that both stock and mutual 
institutions should be permitted on the same footing in the 
savings and loan business. Parallel treatment would require that 
mutual institutions be permitted in the commercial bank 
industry.

At the same time, conversion to a mutual commercial 
bank charter would avoid the problems of equity involved in 
mutual-to-stock conversions. No distribution of the reserves of a 
mutual savings bank or mutual savings and loan association 
would be required. The institution would be acquiring 
new powers and restrictions, rather than changing its form of 
organization. Reserves would continue to perform their present 
protective function. Unlike the case of mutual-to-stock conver­
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sions, there would be no shift of ownership of the reserves, no 
prospect that these reserves would accrue to the private gain of 
some favored group, and no perplexing questions to be solved 
of how to weigh the rights of various possible claimants 
(Recommendation 7).

CREDIT UNIONS

The Commission recommends that:

8 as a concomitant of their special tax status and other 
special characteristics, the bond of association for the 
chartering of credit unions be available to active and 
retired members of religious groups, cooperatives, labor 
unions, fraternal groups, professional, educational and 
trade associations, the armed forces of the United 
States, local or regional farmers’ associations, and to 
present and former employees of a common employer, 
regardless of the number or location of the employer’s 
plants and the occupation or industry, and including 
employees of federal, state, county, and local govern­
ments or sub-divisions thereof, and to wives and 
children of such employees, and that, other than the 
bonds of association statutorily permissible under pro­
grams of the Office of Economic Opportunity for low 
income areas, no new charters with bonds of association 
based solely on geographic or residential characteristics 
be issued

9 by state and federal laws, provisions be made for 
converting the charters of credit unions to mutual 
savings banks, mutual savings and loan associations, and 
mutual commercial banks 1

Chartering of credit unions presents problems different 
from those of deposit thrift institutions and commercial banks. 
Credit unions are unique in a number of ways. They are exempt 
from federal income tax, have special reserve requirements and 
often have operating costs subsidized by the companies under 
whose auspices they operate. If there were liberalization of the 
required bonds of association, credit unions would become 
much like a savings bank, a commercial bank or a savings and 
loan association. Rather than serving a special group for their 
common advantage, credit union services would be available on 
a general basis.

The Commission does not object to such a change per 
se. Indeed, charters of other types of institutions should be 
1 See also Recommendation 12, Section H.
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available to credit unions that wish to convert. The Commission 
objects to a credit union’s offering to the public at large the 
services of another type of institution without having the same 
tax, reserve and supervisory obligations (Recommendations 8 
and 9).

64



65

D. Deposit Reserve Requirements

SAVINGS AND LOAN ASSOCIATIONS, MUTUAL 
SAVINGS BANKS, COMMERCIAL BANKS AND 
CREDIT UNIONS

The Commission recommends that:

1 membership in the Federal Reserve System, as defined 
in this report, be made mandatory for all state chartered 
commercial banks and for all savings and loan asso­
ciations and mutual savings banks that offer third party 
payments services1

2 the legally required deposit reserves for any existing 
commercial bank and any mutual savings bank required 
to join the Federal Reserve System, and any existing 
credit union required to hold reserves with the National 
Credit Union Administration, be set at a preferentially 
low initial rate, with gradual increases so that at the end 
of five years these rates are the same as those for all 
other members of the system

3 except for the provisions of Recommendation 2, the 
legally required deposit reserves of all members of the 
system be the same, with no differences based on 
classification of city or size of institution

4 the Board of Governors of the Federal Reserve System 
have authority to set the level of legally required 
reserves on demand deposits between a maximum of 22 
percent and a minimum of 7 percent, with gradual 
reductions in the level over time

5 legally required deposit reserves on time and savings 
deposits, share accounts and certificates of deposit be 
abolished

1 Because of recommendations made in Section H, the recommendation for 
mandatory membership in the Federal Reserve System entails only two 
burdens: satisfying the reserve requirements and the purchase of the required 
amount of stock in the Federal Reserve.
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Required reserves against deposit liabilities were origi­
nally intended to assure liquidity. Where the required level of 
reserves is a fixed fraction of deposits, however, they provide 
little liquidity. The released reserves are only a fraction of the 
drain from the decline of deposits. When reserves are required 
only against an average level of deposits over a period of time, 
or when their level is not rigidly fixed by law, regulation or 
custom, they provide somewhat more liquidity. Nonetheless, 
the liquidity aspect of reserves against deposits is unimportant 
to the Commission’s recommendations.

More recently, the importance of required reserves has 
been seen in their role in implementing monetary policy. Given 
the aggregate of reserves in the system, increases in the level of 
required reserves restrict bank lending and the amount of 
deposits banks can create. Reductions in reserve requirements 
produce less restrictive monetary conditions. The Federal 
Reserve, at its discretion, can have the same effects on bank 
reserves by purchases and sales of government obligations. 
Purchases permit monetary expansion; sales (or run-offs of 
maturing issues held by the central bank) force contraction of 
the money supply. Even without required reserves, these effects 
would occur from sales and purchases by the central bank. So 
long as a reasonably stable proportion of deposits are held by 
banks for clearing and transactions purposes, reserve require­
ments are unnecessary for open market operations to control 
the monetary base effectively.

Reserves for member commercial banks are set by the 
Board of Governors of the Federal Reserve System within limits 
established by law. The statutory maximums on demand 
deposits are 22 percent for reserve city banks and 14 percent 
for country banks. The statutory minimums are 10 percent and 
7 percent, respectively. On time and savings deposits, the 
maximum requirement is 10 percent and the minimum is 3 
percent for all member banks. As of December, 1971, require­
ments at reserve city banks were 17 percent of net demand 
deposits up to $5 million, plus 17^2 percent of such deposits in‘ 
excess of $5 million. For country banks, the reserve require­
ments were HVz percent and 13 percent for these demand 
deposits. For all member banks, the reserve requirement was 3 
percent for savings deposits and time deposits up to $5 million, 
and 5 percent for time deposits over $5 million. Reserves must 
be held as vault cash or deposits with the Federal Reserve 
Banks.

State laws governing required reserves of state chartered, 
non-member banks vary greatly. Most allow vault cash and 
interbank deposits to qualify for the reserve requirement; some 
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allow holdings of government securities as partial fulfillment of 
the requirements.

At the present time, mutual savings banks are subject 
only to the laws of the chartering state. A few states require 
deposit reserves in the form of vault cash, interbank deposits or 
government securities. Other states require no deposit reserves. 
Sixteen states have set reserves for the deposits of savings and 
loan associations but, since the majority of state chartered 
associations belong to the Federal Home Loan Bank System, 
the requirements of the latter are typical. The Board permits 
vault cash, interbank deposits, and government securities to 
qualify as required reserves. The Board also requires that a 
varying percent of assets be kept in short maturity securities.

A number of proposals have been made to change the 
nature of reserve requirements. One is to abolish required 
deposit reserves entirely. The Commission does not endorse this 
proposal, partly because it would make monetary management 
less efficient, but chiefly because of its effects on banks and 
their owners. Eliminating required reserves would immediately 
increase the level of profits of all banks that now hold reserves 
greater than necessary for management purposes and raise the 
incremental earnings expected from future increments in 
deposits. Thus, without a compensating tax, the value of bank 
stocks would rise, providing a windfall gain to their owners.

Another proposal—one advanced by the Board of 
Governors, among others—is to extend Federal Reserve require­
ments to all commercial banks, non-members as well as 
members. This extension would somewhat improve the ability 
of the Federal Reserve to manage the money supply and 
provide more reserve equality among commercial banks. The 
extension would also increase the reserve requirements of most 
existing non-member banks and mutual savings banks with 
substantial demand deposits, imposing a tax-like penalty on 
their earnings. However, a phasing-in of the requirement and 
immediate access to the Federal Reserve discount window 
would offset this burden.

The Commission believes that, in the context of the 
sweeping changes it recommends in the powers of savings and 
loan associations and mutual savings banks, the proposal to 
extend reserve requirements to non-member banks does not go 
far enough. The Commission anticipates that some of the 
deposit thrift institutions, especially the larger ones located in 
money market centers, will elect to use to the utmost the 
liberalization in powers granted and alter their operations in 
ways that would make them more like commercial banks. The 
introduction of third party payment services alone makes them 
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a part of the nation’s payments mechanism. Arguments in favor 
of extending Federal Reserve requirements to non-member 
commercial banks apply equally to deposit thrift institutions 
when they provide third party payments. Subject to a five year 
phasing-in period for existing non-member commercial banks 
and mutual savings banks required to join the system, the 
Commission urges mandatory membership in the Federal 
Reserve System and equal reserve requirements against demand 
deposits for all commercial banks, mutual savings banks and 
savings and loan associations that offer third party payment 
services (Recommendations 1, 2 and 3).

In certain cyclical conditions the Commission believes 
discretionary powers for the Board of Governors of the Federal 
Reserve System are useful. But it also agrees that gradual 
reduction in the level of reserve requirements is the appropriate 
policy to pursue (Recommendation 4).

The justification of reserves on demand deposits does 
not apply to reserves against time and savings deposits. Time 
and savings account reserves do not intimately affect the 
efficiency of monetary policy instruments. The Commission 
recommends the abolition of required reserves on time and 
savings deposits for all institutions (Recommendation 5).

Proposals have also been made to require asset reserves 
to assure loans and investments by financial institutions in areas 
of social priority. Asset reserve requirements would un­
doubtedly encourage investments in whatever areas were stipu­
lated. Two types of proposals have been advanced. The first 
would substitute earning assets of the desired type for a portion 
of existing requirements. The second would add the asset 
reserve to existing reserves.

As an example of the first proposal, the volume of 
residential mortgages in an institution’s assets might be used to 
determine credits against required reserves. From the view of 
the institution receiving such credits, the effect is the same as a 
tax reduction. The benefits, nonetheless, would accrue only to 
institutions with reserve requirements. It would be difficult to 
place such requirements on all financial institutions. For this 
reason, the reserve credit would be discriminatory and would 
fail to provide many institutions with an incentive to hold 
mortgages.

The second type would require changes in the optimum 
loan portfolio of the institutions, and it is akin to a tax increase. 
To the extent earnings of these institutions are adversely 
affected, both savers and borrowers can avoid the tax by placing 
and borrowing funds elsewhere. Small savers and small bor­
rowers with few alternatives other than institutions with 
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reserve requirements would, in effect, be subsidizing an inequi­
table proportion of the priority items. Commission recommen­
dations in Section G favor subsidies that go directly to the 
consumers of housing and tax credits to mortgage lenders.
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E. Taxation of 
Financial Institutions

SAVINGS AND LOAN ASSOCIATIONS, MUTUAL 
SAVINGS BANKS AND COMMERCIAL BANKS

The Commission recommends that:

1 Congress enact, as part of the legislation authorizing 
third party payments for mutual savings banks and 
savings and loan associations, a single tax formula 
applicable to all depository institutions offering third 
party payment services, with the provision that institu­
tions inaugurating third party payment services and 
mutual savings banks currently offering third party 
payment services have a five year transition period to 
adjust to and to conform with that single formula

2 in light of recommended expanded powers leading to 
changes in the mix of assets and liabilities, Congress 
develop and enact as promptly as possible tax legislation 
which would result in a uniform tax formula for all 
depository financial institutions

The Commission, as noted elsewhere in this report, aims 
to place competing institutions on an equal footing. To achieve 
this, Congress is asked to develop and enact a tax system 
providing uniform tax treatment for deposit institutions offer­
ing third party payment services and to move as expeditiously as 
possible to create a single, uniform tax system for all deposit 
institutions (Recommendations 1 and 2).
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F. Deposit Insurance

DEPOSIT PAYOFF AND THE RIGHT OF OFFSET

The Commission recommends that:

1 the Federal Deposit Insurance Act be amended to 
require the Federal Deposit Guarantee Administration1 
to develop uniform standards among its subsidiary 
insuring agencies for meeting claims arising from failed 
and failing depository institutions. Uniformity is espe­
cially desirable with respect to the “deposit assump­
tion’’ and “deposit payoff’ settlement methods and to 
the “right of offset.” The dominant criteria used by the 
Federal Deposit Guarantee Administration in meeting 
claims should be public needs and the welfare of the 
community involved, not the minimization of payouts 
from the insurance funds

The primary purposes of Federal deposit insurance, 
established by the Banking Act of 1933, were to protect 
depositors and eliminate or mitigate recurrent “money panics” 
and bank failures. During panics, banks called or failed to renew 
commercial loans. As the aggregate volume of loans, demand 
deposits and circulating currency declined, the panic intensified. 
At such times, stronger banks often absorbed those which were 
failing and, where permissible, operated the acquired institu­
tions as branches. Proponents of the legislation argued that 
deposit insurance would reduce the pressures for banking 
concentration. Thus a secondary motive underlying the passage 
of deposit insurance in 1933 was to stem the rising pressures for 
extensions of branching laws caused by the high rate of bank 
failures.

See Section H for recommended changes in the organization and functions of 
federal regulatory and supervisory agencies.
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On January 1, 1934, the Federal Deposit Insurance 
Corporation began with temporary coverage of $2,500 per 
depositor. The limit was soon raised to $5,000, then to $10,000 
in 1950, $15,000 in 1966 and to $20,000 in 1969. The 
coverage provided by the Federal Savings and Loan Insurance 
Corporation has developed in the same way over the past thirty 
years. It is estimated that 99 percent of depositors at 
commercial banks are fully insured under the current $20,000 
limit. By dollar volume, insured deposits amounted to 64 
percent of total commercial bank deposits in 1970.

The Commission considered four familiar proposals for 
changes in deposit insurance. One is for variable insurance rates, 
with different rates depending on the character of the risk 
relative to capital of the insured bank. The second is to extend 
insurance coverage to 100 percent of deposits. The third deals 
with the “deposit assumption” and “deposit payoff’ methods 
of handling failing banks.1 A fourth proposal is that the “right 
of offset” be abolished.2 In addition to these, the Commission 
considered changes that might be desirable because of its own 
recommendations for changes in financial structure and regula­
tion.

The Commission rejected the variable rate proposal. It 
recognizes that differences in risk of failure exist and that its 
recommendation for liberalizing the regulations relating to the 
asset, liability and capital structures of financial institutions 
would probably increase these differences. The problem is a 
practical one. The Commission does not see how differences in 
risks can be evaluated with sufficient precision to be adequately 
reflected in insurance assessments. Further, the Commission 
believes that assessments might be used, albeit unintentionally, 
to penalize innovative institutions. New and different functions 
might be regarded as high risk functions. Finally, knowledge 
that some institutions were paying higher assessments than 
others could weaken public confidence in those institutions, 
which would defeat the purpose insurance was designed to 
achieve.

The proposal for 100 percent coverage of deposits was 
also rejected. In general, larger depositors are able to distinguish 
between institutions that are well managed and soundly 
capitalized and those that are less well run and less soundly 

1 The “deposit assumption” technique involves FDIC action to facilitate the 
transfer of deposits in a failed or failing bank to a sound insured bank, so that 
all depositors are fully protected. The “deposit payoff" technique involves 
FDIC action to liquidate a failed bank under formulas which result in the 
sharing of losses incurred in the liquidation by FDIC and by depositors with 
balances in excess of the insured maximum.

2 When the “deposit payoff" technique is used, trie FDIC may assert the “right of 
offset”: any debts owed by the depositor to the closed bank are deducted and 
the net amount is paid to the depositor up to the insured maximum.
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capitalized. As long as large deposits are essentially uninsured, 
institutions have an incentive for good management. Since the 
Commission is recommending more freedom from regulation 
and more risk-taking by financial institutions, it is all the more 
important to retain this incentive.

The Commission recommends that the Federal Deposit 
Insurance Act be amended to require that uniform standards 
apply with respect to failing and failed financial institutions. 
Present law permits the Federal Deposit Insurance Corporation 
to have the deposits of a failed bank assumed by a sound 
insured bank and, if conditions warrant, to lend to, deposit in, 
or purchase the assets of a failed bank pending assumption or 
reorganization. The Corporation, unlike the Federal Savings and 
Loan Insurance Corporation, has limited power, however, with 
respect to a failing bank. The Commission believes the public 
interest will be served by changing the powers of the FDIC to 
conform with those of the FSLIC.

The Commission also recommends uniformity among 
the insuring agencies in the “deposit assumption” and “deposit 
payoff’ settlement methods. Use of the deposit assumption 
technique is recommended when the welfare of the community 
served by the institution requires it, even though it may be 
more costly to the insurance fund than “deposit payoff.” The 
recommendations in Section H for changing the framework of 
federal regulatory agencies will help to achieve a proper and 
uniform policy (Recommendation 1).
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G. Housing and Mortgage Markets

The Commission recommends that:

1 interest rates on FHA and VA mortgages be determined 
in the market place, without regard to administrative or 
statutory ceilings, and with the mortgage originator or 
lender prohibited from collecting any discounts from 
any party in connection with the transaction

2 the Secretary of Housing and Urban Development and 
the Administrator of Veterans Affairs authorize variable 
rate options on FHA-insured and VA-guaranteed mort­
gage loans

3 a number of consumer safeguards be established for 
variable rate mortgages, including full explanation of the 
terms to borrowers, the offer of an alternative fixed rate 
mortgage, limits on the permissible rate change, a 
publicly announced index on which rate changes are 
based, and, after an initial period, opportunities for “no 
penalty” refinancing

4 Congress consider the adoption of an insurance program 
against interest rate risk to mitigate the problems faced 
by institutions holding long-term debt instruments 
during periods of rising and high interest rates

5 the Federal National Mortgage Association and the 
Federal Home Loan Mortgage Corporation be encour­
aged to continue to foster and develop the secondary 
market for mortgages, and that variable rate mortgages 
be included in their operations in the secondary market

6 the Government National Mortgage Association con­
tinue to guarantee marketable, mortgage-backed securi­
ties of the “pass through” and “non-pass through” 
types, with due regard for the effect of these activities
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on private financial intermediaries and requirements for 
complementary municipal services

7 states remove statutory ceilings on allowable interest 
rates on residential mortgages, unreasonable restrictions 
on loan-to-value ratios for all lenders and, as required, 
remove legal impediments to the use of variable rate 
mortgages

8 states simplify and modernize the legal work in mort­
gage origination and foreclosure, including the standard­
ization of terms and conditions of conventional mort­
gages through the development of a Uniform Land 
Transaction Code

9 states abolish “doing business” barriers to out-of-state 
financial institutions providing mortgage loans or hold­
ing or selling properties in given states

10 a special tax credit based on gross interest income from 
residential mortgages be granted to all investors in such 
loans

11 in the event that mortgage financing is not adequate to 
achieve national housing goals, Congress should provide 
direct subsidies to consumers

Congress and the President repeatedly have affirmed the 
nation’s commitment to expanding and improving the housing 
stock. The Commission’s consideration of mortgage markets 
and residential construction reflects its support of this goal. 
Much attention has been devoted to the problems of the 
housing market and the key institutions operating in it. 
Questions of tax incentives, increased flexibility of mortgage 
interest rates, and broader federal support for the market have 
all been given careful consideration.

The Commission’s study of housing and mortgage 
markets has been limited in several ways. First, although the 
Commission was concerned with the adequacy and variability of 
aggregate flows of savings into mortgage markets, it has not 
attempted to recommend monetary and fiscal policies—even 
though past failure to meet national housing goals was largely a 
result of the effects of these policies on housing demand and 
the supply of mortgage funds. The Commission recognizes the 
importance of a stable, non-inflationary environment to achieve 
an adequate and constant flow of funds into mortgage markets, 
but it regards policy recommendations on ways to achieve these 
conditions as beyond its scope.
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Second, although the Commission accepts the high 
priority accorded to housing goals, it has not critically 
examined specific goals nor attempted to define alternative 
goals. The Commission regards such judgments as the function 
of Congress and the Executive. The Commission’s primary task 
is to recommend a financial system capable of achieving 
accepted ends.

Third, the Commission has not considered several 
obvious, but essentially non-financial, aspects of housing: prob­
lems of construction practices, wage costs, the pace of 
technological progress, zoning and efficient land use.

Finally, the Commission has not attempted to devise 
new means for subsidizing low-income housing. The Commis­
sion realizes public policies for providing housing for low- 
income groups, along with other policies influencing income 
distribution, will be used. The problem is one of inadequate 
income levels, not the improper functioning of mortgage 
markets.

The recommendations in this section are considerably 
fewer than might have been the case a few years ago. 
Fundamental changes in the operations of private and public 
organizations during the past three years and changes recom­
mended in Section B concerning the deposit thrift institutions 
should go a long way toward providing the amount of mortgage 
credit required to finance housing.

Over the past decade, the volume of home building has 
fluctuated substantially. As shown in Appendix Chart 1, tight 
money conditions during 1966 caused drastic reductions in 
private housing starts. By the third quarter of 1966, near the 
end of a tight money period, the seasonally adjusted annual rate 
of new private housing starts fell below one million units. After 
the third quarter of 1966, with the easing of monetary 
conditions, housing starts rose rapidly and continued a generally 
upward movement through 1968. When monetary constraints 
were reimposed during 1969, housing starts declined again. 
Although the decline during 1969 was large, it was not as sharp 
as that of 1966. New starts rose substantially during the first 
half of 1970, despite the fact that interest rates were higher 
than in 1966 in both long-term and short-term markets.

The improved performance of the housing construction 
sector of the economy from 1968 to 1970 was due in part to 
mortgage lending institutions being better prepared for tight 
money conditions after the experience in 1966. Changes in the 
policies and organization of government agencies operating in 
the mortgage markets also had a cushioning effect.
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There are two basic reasons for the cyclical variability of 
the housing industry. One is the reliance of residential mortgage 
markets on institutions that lend for longer periods than they 
borrow. The second is the reluctance of home buyers to enter 
long-term contracts and the reluctance of real estate investors to 
develop rental units when market and mortgage interest rates 
are relatively high.

Long-term rates are often below short-term rates in the 
months or quarters preceding peaks in economic activity. At 
such times, institutions specializing in mortgage lending find it 
difficult to maintain their growth rate, or even the level of their 
liabilities. Other lenders bid funds away from mortgage loans by 
offering higher yields.

The problems faced by mortgage lending institutions 
during periods of rising interest rates are caused mainly by 
regulatory restrictions on their portfolios. The Commission 
believes that giving broader powers to savings and loan 
associations, mutual savings banks and other mortgage lenders 
will permit them to compete for funds more actively and 
effectively during periods of changing market interest rates. 
These broader powers will not entirely change the cyclical 
character of the housing industry.

During 1966 the Federal Home Loan Bank Board 
followed policies that contracted the new funds which savings 
and loan associations had available for mortgage commitments. 
Associations that raised rates on savings faced restrictions on 
advances from the FHLBB. This policy was due both to 
administration pressure to follow a restrictive program and to 
the fact that the FHLBB had insufficient power to police the 
use of advances requested during the period of high mortgage 
loan demands.

The Supervisory Act of 1968 permits better policing of 
advances. After 1968, the Federal Home Loan Bank Board took 
actions designed to maintain the flow of funds to the mortgage 
markets. Bank board securities were sold in the money market 
to acquire funds which were then advanced to savings and loan 
associations. In addition, the Board lowered the level of 
liquidity reserves that savings and loan associations were 
required to maintain against deposits and eliminated the special 
requirement of additional reserves on new funds imposed during

The Federal Housing Administration and the Veterans 
Administration raised maximum rates allowed on insured 
mortgages very belatedly during 1966. In 1968, 1969 and 1970, 
the maximums were moved in line with market developments 
more promptly.
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The 1968 Housing and Urban Development Act estab­
lished programs that increased the demand for housing by 
subsidizing rent and interest payments. The supply of funds 
going to subsidized housing was increased by insuring the 
assisted mortgages.

The effectiveness of the Federal National Mortgage 
Association in maintaining an active and continuous secondary 
market in mortgages was enhanced in May, 1968, with the 
introduction of a “free market” system for purchasing and 
selling mortgages. Until that time, FNMA announced prices at 
which it would buy and sell mortgages, accepted all mortgages 
offered at these prices and supplied the quantity of mortgages 
requested. With the “free market” system, FNMA announces 
the volume of mortgages it will purchase and accepts the 
mortgages offered at the lowest prices up to the quantity 
specified in advance. In addition, the maximum size of FNMA’s 
portfolio was increased in 1969, thus allowing greater participa­
tion in the market.

Under the Housing Act of 1968 the Government 
National Mortgage Association was authorized to issue “pass 
through” and “non-pass through” securities backed by FHA 
and VA insured mortgages. This authorization allows financial 
institutions and mortgage bankers to dispose easily of the 
financial commitment to the insured mortgages they originate.

New housing starts in 1970 never fell below an annual 
rate of one million units. Despite substantially higher interest 
rates and wider swings in credit market conditions, there were 
230,000 more housing starts in 1970 than in 1966. The 
difference in government assisted housing starts is considerably 
larger: approximately 380,000 more houses were produced 
under government assisted programs in 1970 than in 1966.

The array of new government programs has had im­
portant effects on mortgage markets and private, subsidized, 
and non-subsidized housing. Nevertheless, even with these 
programs-and with the recommendations in Section B concern­
ing thrift institutions—additional recommendations are in order.

The elimination of mortgage interest rate ceilings will 
help to assure the availability of funds for housing in various 
money market conditions (Recommendation 1).

Variable rate mortgages have been used in several 
countries that experienced rapid inflation. These contracts are 
legal on conventional mdrtgages in some states in the United 
States, but they have found limited market acceptance. Variable 
rate mortgages would, if more generally used, relieve financial 
institutions with large volumes of mortgages from the risks 
accompanying rising interest rates. Expanded use of variable 

81



82

rates on both conventional and guaranteed mortgages should 
help assure the flow of private mortgage funds.

The Commission recognizes that the variable rate 
mortgage shifts interest rate risk from the lender to the 
borrower. In the case of mortgages on single family, and small 
multi-unit dwellings, the borrower is the party least able to 
analyze the risk entailed in changing rates. The borrower usually 
has few alternatives and therefore he is unlikely to bargain for a 
lower anticipated average rate in return for his assumption of 
the interest rate risk.

If a large number of borrowers were to assume this risk 
it could prove unacceptable after the fact. Even with full 
explanation of the terms of the loan at the time of placement, 
borrowers might resent and react adversely to upward revisions 
in payment, whether by extensions of the term or by increases 
in monthly payments, after the loan was placed. Full explana­
tion to borrowers cannot substitute for the experience and 
expertness of lenders in this respect. In general, they alone are 
capable of analyzing and assessing interest-rate risks.

Borrowers may more readily accept extensions of the 
term of their mortgages than additions to their monthly 
payments. Sometimes, however, the term of a mortgage cannot 
be lengthened because of statutory, regulatory, or economic 
restraints. There are other circumstances where extensions of 
the term-even to perpetuity—will not provide the required rate 
adjustment. Moreover, unscrupulous lenders could use exten­
sions of term rather than payment increases in a deceptive 
manner.

In light of these concerns, the Commission recommends 
that the regulatory agencies issue directives to supervised 
institutions governing their use of variable rates on guaranteed 
mortgages. Conventional variable rate mortgages, it is hoped, 
would also be influenced by these directives. To assure fair 
treatment of the borrower, the orders would include the follow­
ing safeguards:

1. The borrower must be offered a fixed rate mortgage 
alternative.

2. Full explanation of the terms of the variable rate 
should be given to the mortgagor, including the rate, the 
maximum movement in the rate, how rate changes are 
determined, and the conditions under which the borrower can 
repay the mortgage.

3. The maximum movement allowed for any five year 
period should be three percentage points, with no increase 
greater than one percentage point in a single year.
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4. The index that determines rate changes on FHA and 
VA mortgages should be agreed upon in consultation with 
federal regulatory authorities. It should be announced and 
changes should be widely publicized so that conventional 
mortgages with variable rates will tend to conform with these 
terms.

5. At the end of some interval, say five years, the 
mortgagor should be allowed the option, with no penalty, of 
continuing the arrangement for another period or arranging new 
financing (Recommendations 2 and 3).

Insurance against interest rate risk might be achieved 
through a contract or policy guaranteeing a lender a rate of 
return above the contract rate whenever market rates of interest 
rose to some agreed upon level. For example, a home mortgage 
might be insured on a basis that whenever the Treasury bill rate 
exceeds the contract rate, the insuring agency would pay the 
difference. The lender thus would be assured of receiving at 
least the Treasury bill rate on his mortgage.

Other bases for insurance are worth consideration. The 
insurer might offer to buy an insured mortgage at par whenever 
some agreed upon market rate of interest reached or exceeded a 
level stated in the agreement. For example, the insurance could 
give the lender the right to sell the mortgage at par whenever 
the Treasury bill rate exceeded the contract rate, or some other 
agreed upon rate.

This type of insurance would keep institutions that are 
important mortgage lenders competitive during all phases of the 
monetary cycle, and hence it would allow mortgage markets to 
function normally in different economic conditions. In a tight 
money situation, savings inflows might shrink, and some 
disintermediation might occur, but the institution would still be 
able to make new mortgage loans and commitments. This would 
be true whether the insurance reimbursed the lender for the 
amount of the mortgage or merely brought its interest income 
up to a current market yield. If the latter, there would be a 
minimum need for the insuring agency to raise new funds. This 
type of insurance would result in less disruption of money and 
capital markets than occurs through sales of obligations by 
FHLBB, FNMA and other housing agencies.

Since the principal causes of wide interest rate move­
ments are changes in the mix of monetary and fiscal policies, 
the only appropriate insurer against interest rate risks would 
appear to be a federal government agency. The issue is 
extremely complex and the Commission recommends further 
Congressional study to determine the feasibility of alternative 
approaches (Recommendation 4).
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For a time during 1970, FNMA became the major 
mortgage lender. Without FNMA purchases and the expanded 
role of the Federal Home Loan Banks, the performance of the 
mortgage market in 1970 almost certainly would have been 
worse than in 1966.

Until 1970 FNMA’s secondary market activities were 
restricted to government guaranteed and insured mortgages. The 
Emergency Home Finance Act of 1970 empowered FNMA to 
develop a secondary market in conventional mortgages. Vir­
tually every student of home finance has, at one time or 
another, recommended this approach as a means of broadening 
the mortgage market. The Commission urges FNMA further to 
develop a free secondary market in conventional mortgages and 
to include in its programs variable rate mortgages.

The Federal Home Loan Mortgage Corporation is also 
expected to have an important impact on the market. This 
organization, initiated by the Federal Home Loan Bank Board 
with original financing by regional Home Loan Banks, has 
begun to make a secondary market in conventional mortgages. 
FHLMC currently purchases conventional mortgages only from 
savings and loan associations. The secondary market for 
conventional mortgages would be improved if FHLBB were to 
develop eligibility standards for all originators who wish to sell 
conventional mortgages to FHLMC (Recommendation 5).

The mortgage-backed security represents an important 
way in which the government can encourage the housing market 
without additional guarantee or subsidy. Mortgage-backed 
securities fill a significant void in mortgage market instruments. 
These securities encourage intermediaries that currently are 
limited participants in the mortgage markets voluntarily to 
increase the size of their mortgage portfolios. The Commission 
also believes mortgage-backed securities are a more desirable 
alternative than recent proposals for mandatory participation 
by pension funds and other lenders (Recommendation 6).

While the programs involving massive borrowing of 
funds in the markets by FNMA and the Federal Home Loan 
Banks succeeded in greatly moderating the impact of monetary 
restraint on mortgage financing in 1969-70, there were per­
verse effects that cannot be overlooked. The resulting obli­
gations provided additional investment alternatives that stimu­
lated disintermediation. Moreover, it is important to recognize 
that these borrowings did not add to the total available funds 
but represented only the ability of the agencies to preempt 
funds from the total savings available for investment. Since their 
borrowings are not sensitive to interest rates, they played a 
part in escalating market interest rates.
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A number of actions by the states would also be helpful 
in improving mortgage markets and flows of funds to residential 
construction. Ceilings on mortgage interest rates, whether 
appearing in special legislation or in general usury statutes, 
impede flows during periods of high interest rates. Variable rate 
mortgages are prohibited by law in some states. In addition, 
mortgage origination and foreclosure procedures vary widely. In 
some states, mortgage closing fees and expenses are high. 
Uniformity as well as equitable treatment of borrowers could be 
enhanced through the development and adoption of a Uniform 
Land Transaction Code. Finally, barriers to “doing business” 
tend to restrict flows of funds between states (Recommenda­
tions 7, 8, and 9).

The Commission has recommended in Part I that social 
priority investments should be encouraged through direct 
subsidies, and, where necessary, tax credits. The attempt to 
achieve the same ends through the special regulation of 
particular financial institutions has discriminatory effects, 
encourages avoidance and makes it nearly impossible to 
estimate the costs in real resources of the social programs.

Tax credits could provide the required incentive to 
channel funds into socially desirable investments. The Com­
mission has not attempted to define the programs meriting such 
support or the rates of tax credits to be given. Indeed, it doubts 
whether there is a set of programs or a pattern of tax credits 
that would be appropriate over long periods of time. Changes in 
tax credits should be made over time to alter longer term credit 
flows according to Congressionally defined objectives.

In general, the Commission believes that tax credits 
should be used sparingly and not as means to support special 
industry groups. The objective should be the formation of real 
capital in areas of social need, and not tax relief for groups or 
organizations that may, because of changes in supply and 
demand, find their income levels impaired. An obvious priority 
that qualifies for tax credits is residential mortgage financing, 
including the financing of renovation of inner city dwellings as 
well as new construction.

Because of the long lag between the planning of projects 
and their initiation and completion, the Commission is pes­
simistic about the possibility of using tax credits as an 
anticyclical device. By the time Congress acted to vary the rate 
and the effects of the change were felt, the intended remedy 
could itself be cyclically destabilizing.

The Commission endorses the view that tax credits are 
preferable to income exemptions. Taxpayers will be more aware 
of the impact of social priority investments on their tax 
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liabilities when deductions rather than exemptions are used. In 
addition, the cost of achieving social priority investments in 
terms of forgone tax revenues can be directly calculated when 
the tax credit method is used (Recommendation 10).

The direct subsidization of consumers is the preferred 
means of pursuing social goals that are not otherwise met. 
Direct subsidies avoid the warping of financial institutions, they 
are visible, and they are less inflationary than agency 
borrowings (Recommendation 11).
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H. Regulation and Supervision 
of Financial Institutions

The Commission recommends that:

1 a new agency, the Office of the Administrator of State 
Banks, be established to examine and supervise state 
chartered, insured commercial banks and state chart­
ered, insured mutual savings banks. When their deposits 
subject to third party payment orders aggregate more 
than 10 percent of total deposit liabilities, state chart­
ered, insured savings and loan associations shall also be 
examined and supervised by the agency. The Admin­
istrator of State Banks shall examine, certify for 
insurance and assure conformity with all federal legisla­
tion for all institutions under its jurisdiction

2 the Office of the Comptroller of the Currency be 
retitled the Office of the National Bank Administrator 
and established as an independent agency separate from 
the Treasury Department. The National Bank Admin­
istrator shall retain all existing functions of the Comp­
troller of the Currency with respect to National banks. 
The National Bank Administrator shall also have author­
ity to charter, examine and supervise federally chartered 
mutual commercial banks and federally chartered mu­
tual savings banks. When their deposits subject to third 
party payment orders aggregate more than 10 percent of 
total deposit liabilities, federally chartered savings and 
loan associations shall also be examined and supervised 
by this agency. The National Bank Administrator shall 
examine, certify for insurance and assure conformity 
with all federal legislation for all institutions under its 
jurisdiction

3 a new agency, the Federal Deposit Guarantee Admin­
istration, be established to incorporate the Federal 
Deposit Insurance Corporation, the Federal Savings and 
Loan Insurance Corporation and the insurance function
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of the National Credit Union Administration. Three 
separate funds should be continued

4 the Federal Deposit Guarantee Administration be gov­
erned by five Trustees, who shall be the Director of the 
Federal Deposit Guarantee Administration as Chairman, 
the Administrator of State Banks, the National Bank 
Administrator, the Chairman of the Federal Home Loan 
Bank Board and the Administrator of the National 
Credit Union Administration

5 the Federal Home Loan Bank Board retain all existing 
powers, except those relating to deposit insurance and 
relating to savings and loan associations whose deposits 
subject to third party payment orders aggregate more 
than 10 percent of total deposit liabilities. The Federal 
Home Loan Bank Board shall also have authority to 
charter, examine and supervise federal stock savings and 
loan associations. The Board shall examine, certify for 
insurance and assure conformity with all federal legisla­
tion for all institutions under its jurisdiction

6 the positions of Directors of the Federal Deposit 
Insurance Corporation be abolished and the Corporation 
be administered by the Federal Deposit Guarantee 
Administration

7 the regulatory and supervisory functions of the Board of 
Governors of the Federal Reserve System, except for 
those pertaining to interest rate ceilings on deposits of 
commercial banks, savings and loan associations, mutual 
savings banks, and credit unions, those concerning 
international banking, those given under the Bank 
Holding Company Act, the Edge Act, and the Securities 
Exchange Act, be transferred to the Office of the 
Administrator of State Banks, but that the Board of 
Governors have the right to receive examination reports 
from other federal regulatory and supervisory agencies 
on any institution that is a member of the System

8 the regulatory and supervisory functions of the Federal 
Deposit Insurance Corporation, except for those relating 
to determination and collection of insurance premiums 
and the payment of insurance claims, be transferred to 
the Office of the Administrator of State Banks

9 the National Bank Administrator or the Administrator 
of State Banks, as appropriate, have the right to receive 
examination reports on any institution under the 
jurisdiction of the Federal Home Loan Bank Board 
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which provides third party payment services, and the 
Federal Home Loan Bank Board have the right to 
receive examination reports from the National Bank 
Administrator and the Administrator of State Banks on 
any institution under their jurisdiction which is a 
member of the Federal Home Loan Bank System or 
which is otherwise using Federal Home Loan Bank 
services

10 each of the responsible regulatory agencies take due 
regard for compliance of institutions under its jurisdic­
tion with regulations applicable to them which are 
promulgated by other agencies

11 each of the responsible regulatory agencies, as its 
interests appear, have the right to examine institutions 
under the jurisdiction of the other agencies and, as a last 
resort, issue cease and desist orders

12 any insured depository institution have the right to 
change its charter to that of another institutional type, 
subject only to its acceptance of the examination and 
supervision of the agency responsible for the new 
institutional type and to acceptance and certification 
for deposit insurance by the appropriate insuring 
agency

13 the independence of the Federal Reserve System be 
preserved

14 the Federal Reserve System, the Office of the National 
Bank Administrator, the Office of the Administrator of 
State Banks, the Federal Home Loan Bank Board and 
the National Credit Union Administration be independ­
ent of the budgetary controls of the Office of Manage­
ment and Budget

The Commission’s recommendations could be carried 
out under the existing regulatory framework. Nonetheless, the 
Commission believes that the performance of the federal 
agencies that charter, examine, supervise and insure deposit 
institutions can be improved by a number of organizational 
changes.

In its proposals for reorganization of the agencies, the 
Commission developed as criteria: (1) the uniform application 
of laws and regulations on all competing institutions; (2) the 
preservation of a dual system of chartering, examination and 
supervision; (3) efficiency in examination and supervision; 
(4) regulatory specialization to accompany the specialization of 
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depository institutions; (5) efficiency in the use and develop­
ment of monetary policies; (6) improvement in the flow of 
funds to housing and other high social priority investments; and 
(7) the interests of consumers and the public.

Under the existing regulatory framework, the Comptrol­
ler of the Currency charters, examines and supervises all 
National banks. It must approve or disapprove of bank mergers 
where the resulting bank is a National bank. The Comptroller 
enforces the Truth in Lending Act as it applies to National 
banks.

The Board of Governors of the Federal Reserve System 
is responsible for monetary policy and, in addition, it examines 
and supervises state member banks. Its functions include those 
given under the Bank Holding Company Act and, for bank 
mergers where the resulting bank is a state member bank, it 
approves or disapproves of bank mergers. It enforces the Edge 
Act and the Truth in Lending Act as it applies to state member 
banks. It also sets margin requirements on security purchases 
under provisions of the Securities Exchange Act.

The Federal Deposit Insurance Corporation examines 
and supervises insured state non-member banks, including 
insured mutual savings banks, and it has responsibility under the 
Bank Merger Act and the Truth in Lending Act for insured state 
non-member banks. The Bank Merger Act also requires advisory 
opinions from the two agencies not primarily responsible for 
merger decisions, as well as from the Department of Justice in 
every case.

The Federal Home Loan Bank Board examines and 
supervises all insured savings and loan associations. It carries on 
an independent deposit insuring function through its subsidiary, 
the Federal Savings and Loan Insurance Corporation. The Board 
makes advances to savings and loan associations, sets their 
reserve requirements and buys and sells mortgage instruments 
depending on its evaluation of mortgage market conditions.

The National Credit Union Administration was estab­
lished by the Federal Credit Union Act of 1970. It grants 
federal charters and examines and supervises all insured credit 
unions. The National Credit Union Administration also operates 
the office that insures credit union share accounts.

Each of the states has from one to three regulatory 
agencies that charter and supervise the deposit institutions. 
There are great differences with respect to chartering, branching 
regulations, examination and supervisory practices among the 
institutions and states.

The Commission recommends a consolidation into 
two agencies—the Office of the Administrator of State Banks
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and the Office of the National Bank Administrator-of the 
federal examining and supervisory functions over commercial 
banks and mutual savings banks. They would also examine and 
supervise savings and loan associations with deposits subject to 
third party payment orders in excess of 10 percent of total 
deposit liabilities.

The Office of the Administrator of State Banks takes on 
the examining and supervisory functions currently performed 
by the Board of Governors and the Federal Deposit Insurance 
Corporation. The Administrator of State Banks would co­
operate to the fullest extent with state banking departments. 
Through such cooperation, the performance of these state 
departments can be improved and duplication in bank examina­
tion procedures minimized. The Commission believes that steps 
taken to strengthen the dual banking system serve the public 
interest.

The Office of the National Bank Administrator is 
essentially the Office of the Comptroller of the Currency, with 
independent status (Recommendation 2).

The recommended consolidation should result in more 
uniformity and efficiency in examination and supervision, and 
more efficient and uniform enforcement of such statutes as the 
Bank Merger Act and the Truth in Lending Act. It is intended 
also to permit the Federal Reserve’s Board of Governors to 
concentrate its attention and resources on monetary manage­
ment, bank holding companies and problems of international 
banking and finance. Full consolidation into a single agency for 
commercial banks is not recommended because of possible 
adverse effects on the dual system of banking (Recommend­
ations 1 and 7).

Establishment of the Federal Deposit Guarantee Admin­
istration is designed to create uniformity in insurance treatment 
among institutions and, at the same time, to treat effectively 
insurance problems relating to specialized institutions. Uni­
formity should come from overall policies set by the Federal 
Deposit Guarantee Administration; consideration of special 
problems, from the subsidiary corporations within i the Ad­
ministration. Furthermore, the activities of the Administra­
tion and its subsidiary corporations are restricted, for efficiency 
reasons, to the insurance functions. The basic examining would 
be performed by the National Bank Administrator, the Admin­
istrator of State Banks, the Chairman of the Federal Home 
Loan Bank Board and the National Credit Union Administrator.

By having the Federal Deposit Guarantee Administra­
tion governed by Trustees, four of whom are from the other 
agencies, an insuring agency is created with little incentive to 
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maximize the value of the insurance fund. Deposit insurance 
will operate in a more socially advantageous way than under 
present arrangements (Recommendations 3, 4, 5, and 6).

The Commission recommends that the Office of the 
National Bank Administrator and the Office of the Admin­
istrator of State Banks should be headed by single administra­
tors rather than boards. The Commission is aware that poor 
appointments to the positions may occur with adverse re­
sults that might be overcome by a multi-member board. 
On balance, however, the gains in efficiency through hav­
ing one administrator for each of the examining and super­
vising agencies outweigh this danger, particularly if the ad­
ministrator serves at the pleasure of the President, subject to 
Senate approval. Where broad policy issues are concerned, such 
as bank mergers or extensions of services, the Commission 
recommends that advisory opinions between the agencies 
should be required.

The Commission recommends that the Board of Gov­
ernors retain its powers under the Bank Holding Company Act. 
The Commission views bank holding companies as an alternative 
to branching and the direct extension of services by banks 
themselves or through their subsidiaries. The advice of the other 
agencies concerning extensions of services may be presented at 
hearings conducted by the Board under the Bank Holding 
Company Act. Under the Commission’s recommendations, the 
advice of the Board and the other agencies could be given at the 
hearings required of any agency considering extensions of 
services by any of the depository institutions. The regulatory 
framework the Commission favors is shown in Table 2.

Public safeguards and communication and coordination 
among agencies are required under the Commission’s recom­
mendations. In particular, each agency would have the right to 
receive examination reports prepared by other agencies, the 
right to examine institutions under the jurisdiction of other 
agencies if a reasonable need appeared and, as a last resort, the 
power to issue cease and desist orders (Recommendations 9, 10, 
and 11).

The Commission is particularly concerned that the 
deposit financial institutions have the ability to alter then- 
assets, liabilities and services without unnecessary constraints 
arising from regulations pertaining to their type of charter. Ease 
in transferring from one type of charter to another is urged 
(Recommendation 12).

The Commission believes it essential that the independ­
ence of the Federal Reserve System be maintained. Although 
money and credit conditions exert a pervasive influence on the
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TABLE 2 
FEDERAL REGULATORY FRAMEWORK 

FOR DEPOSIT INSTITUTIONS
PART A

ADMINISTRATOR 
OF 

STATE 
BANKS"’

ADMINISTRATOR 
OF 

NATIONAL 
BANKS"”

FEDERAL 
SAVINGS AND 

LOAN INSURANCE 
CORPORATION"”

FEDERAL HOME 
LOAN BANK BOARD"”

NATIONAL 
CREDIT 
UNION 

ADMINISTRATION ’̂

FEDERAL 
DEPOSIT 

GUARANTEE 
ADMINISTRATION"’

FEDERAL 
DEPOSIT 

INSURANCE 
CORPORATION"1’

CREDIT 
UNION 

INSURANCE 
CORPORATION")

(a) Charters National banks, federal mutual commercial banks and federal mutual 
savings banks; examines and supervises National banks, federal mutual commer­
cial banks, federal mutual savings banks and, when their deposits subject to 
third party payments are in excess of 10 percent of total deposit liabilities, 
federal savings and loan associations.

(b) Examines and supervises insured, state chartered commercial banks, insured, 
state chartered mutual savings banks and, when their deposits subject to 
third party payments are in excess of 10 percent of total deposit liabilities, 
insured, state chartered savings and loan associations.

(c) Directed by an Administrator and four trustees, the Administrator of National 
Banks, the Administrator of State Banks, the Chairman of the Federal Home 
Loan Bank Board and the National Credit Union Administrator.

(d) Insures institutions examined and supervised by the Administrator of National 
Banks and the Administrator of State Banks.

(e) Insures institutions examined and supervised by the Federal Home Loan Bank 

Board.
(f) Insures federal and state chartered credit unions.
(g) Charters federal savings and loan associations; examines and supervises federal 

and insured, state chartered savings and loan associations with deposits subject 
to third party payments aggregating 10 percent or less of total deposit 
liabilities.

(h) Examines and supervises federal and insured, state chartered credit unions.
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PART B

BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE 
SYSTEM^’

(a) Conducts monetary policy, including exercise of standby controls on interest 
rate ceilings on time and savings deposits, and setting of margin requirements; 
enforces Bank Holding Company Act; enforces Edge Act and supervises and 
regulates other aspects of international banking.

economy, that influence works in complicated and imperfectly 
understood ways. Moreover, there are substantial and varying 
lags between policy decisions and the visible effects in the 
economy. Actions of the Federal Reserve Board that would 
serve the public interest over the longer run often have 
short-run consequences which are politically inconvenient. 
Conversely, actions that would be politically advantageous in 
the short run could sometimes have destabilizing effects on the 
economy over a somewhat longer run. In view of these 
circumstances, it is wise to keep the central bank and its 
decision-making responsibility in a basically insulated position 
within the federal government.

The present position of the Federal Reserve provides for 
enough communication of ideas and coordination of action 
with the Executive Branch to serve the purposes of effective 
government. It also permits thorough and frequent review of 
central bank performance by the Congress to assure account­
ability to the public will. These vital safeguards are currently 
fully respected. The Commission strongly urges that the Federal 
Reserve System retain its present independence of decision­
making to protect monetary policy from partisan political 
influences (Recommendation 13).

The Federal Reserve System, the Office of the Comp­
troller of the Currency and the Federal Deposit Insurance 
Corporation currently operate outside the budgetary controls of 
the Office of Management and Budget. This is not true of the 
Federal Home Loan Bank Board. Yet all of these agencies derive 
their entire support from fees paid by member institutions, not 
from tax revenues. To assure their continued freedom of 
action in serving the public interest, and to avoid the con­
straints imposed by the budgetary processes of the federal 
government which are necessary for tax supported institutions, 
it is important that their funding remain outside the federal 
budgetary process. The Commission recommends the continued 
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application of this practice for the three agencies now following 
it, and further recommends that it also be applied to the opera­
tions of the Federal Home Loan Bank Board. Furthermore, upon 
the creation of the Office of the Administrator of State Banks, 
the Office of the National Bank Administrator, and the Federal 
Deposit Guarantee Administration, it is important that their 
funding also be from members’ fees, and outside the federal 
budgetary process (Recommendation 14).
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I. Life Insurance Companies

The Commission recommends that:

1 state insurance laws be amended to allow life insurance 
companies to issue policies containing flexible policy 
loan interest rates, subject to appropriate usury laws 
establishing interest rate maximums

2 the states recognize the heavy tax burden which the 
current premium tax structure places on life insurance 
companies as compared with state taxation of other 
financial institutions

3 a reasonable balance be maintained between social 
insurance and private insurance in providing economic 
security

The primary purposes of life insurance are to provide 
financial protection against the unpredictable contingencies of 
death and disability and to accumulate savings for retirement 
and other needs. The level premium method used by the 
industry in providing these protection and savings objectives 
creates large reserve funds available for investment in the 
economy. Another growing source of savings provided by the 
industry is reserve funds accumulated under pension plans. As a 
result, the industry is a substantial source of long-term capital. 
Furthermore, the unique long-term, fixed-dollar nature of 
insurers’ obligations enables the industry to provide long-term 
debt financing in the form of mortgage loans and corporate 
bonds.

In recent years, the ability of life insurance companies 
to serve the nation’s capital needs has been impaired. When 
inflation and restrictive monetary policy caused a sharp rise in 
interest rates, disintermediation through policy loans substan­
tially increased. This contributed to an overall shortage of 
institutional credit.
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The accumulation of capital through life insurance is 
also adversely affected by a system of state premium taxes that 
imposes a relatively heavy tax burden on life insurers and places 
them at a disadvantage compared with other intermediaries. 
Another factor that could affect the future role of the insurance 
industry as a provider of capital funds is the possible expansion 
of the Social Security System beyond its original purpose-that 
of providing a minimum floor of economic security. Should the 
concept be expanded, the accumulation of capital through 
private insurance and pension plans would be likely to suffer.

Consumers continue to value the protection of fixed- 
dollar life insurance. The amount per family now averages more 
than two years of family disposable income compared to one 
year in 1950. Inflation has eroded the purchasing power of 
billions of dollars in savings already accumulated through life 
insurance, and the insuring public has become increasingly 
aware of inflation’s threat to fixed-dollar savings. This aware­
ness has contributed to a change in the life insurance product 
mix, through a marked shift to term insurance and policies with 
a relatively small element of savings. Term insurance now 
accounts for 40 percent of individual sales volume, compared to 
30 percent twenty years ago. Growth of group insurance, which 
is predominantly term insurance, also reflects this trend. 
Concurrently, the share of insurance with a relatively high 
element of savings, such as limited-pay life and endowment, has 
decreased sharply. As a result, there has been a steady decline in 
the proportionate amount of capital accumulated through the 
life insurance mechanism.

The inflationary circumstances of the last half of the 
1960’s caused periodic disintermediation. In the life insurance 
industry, this took the form of a rapid rise in policy loans. Life 
insurance policies have a unique contractual right required by 
state statutes that permits the policyholder to borrow at an 
interest rate set at the time the policy is issued. In many states 
this provision is subject to a legal maximum ranging from 5 to 6 
percent. Because of the wide spread between the policy loan 
rate and market rates in recent years, policy loans have more 
than doubled from $7.7 billion in 1965 to $16.1 billion in 
1970. Policy loans now represent 7.9 percent of total life 
insurance industry.assets, an increase from 4.8 percent in 1965. 
The net increase during 1970, after repayments, was $2.2 
billion, which represented 22 percent of the year’s increase in 
the industry’s total assets.

These borrowings have had a detrimental effect on the 
investment experience of life insurers and a discriminatory 
effect between borrowing and non-borrowing policyholders.
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The recent rise in policy loans has been due primarily to 
borrowings by owners of large policies. Sophisticated borrowers 
exercise their policy loan privilege when interest rates rise in 
order to obtain a higher yield on other investments or to avail 
themselves of credit at lower costs than those obtainable from 
other sources.

In recent years the spread between average yields on 
new insurance company investments and the policy loan rate 
has been as much as four percentage points. Diversion of funds 
from investments to policy loans has had an adverse effect on 
investment income. Since interest earned on investment de­
termines both premium and dividend rates, an inequity results. 
Policyholders who do not borrow in effect subsidize those who 
do. Most often those policyholders who do not borrow are 
owners of smaller policies.

A more flexible and market-oriented interest rate on 
policy loans would alleviate these consequences. Furthermore, 
such change becomes necessary because of the Commission’s 
recommendation to liberalize rate ceilings on interest payable 
on deposits in commercial banks, mutual savings banks and 
savings and loan associations (Section A, Recommendations 1-9).

Policy loan rates are subject to state regulation and 
therefore are outside direct federal supervision. More flexibility 
in state laws setting rates would alleviate the adverse effects of 
rigid ceilings in periods of tight money and allow life insurance 
companies to respond competitively to the liberalized regula­
tions and expanded powers proposed in this report for other 
institutions. The states should act promptly to correct these 
imbalances (Recommendation 1).

Each state imposes taxes on the premiums of life 
insurance companies. The most common rate is 2 percent of 
premiums. When a company’s premium tax is compared to its 
net income the result in many instances is an income tax rate 
substantially higher than that imposed on other savings institu­
tions. Moreover, to the extent that this tax falls on the savings 
component of premiums, it is a tax on thrift. It is the opinion 
of the Commission that attention should be called to the 
disproportionate state tax burden imposed on life insurance 
companies by the premium tax (Recommendation 2).

Since the enactment of the Social Security Act in 1935, 
the federal government’s role in providing for the public 
financial security has expanded significantly. In 1945, the total 
Social Security tax paid by employers and employees was $ 1.3 
billion. By 1970, it had increased to $40 billion. This is an 
increase from less than one percent of the nation’s personal 
income to more than 5 percent currently. In 1945, the national 
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average monthly retirement benefit provided by Social Security 
was $85. In 1971 it is $295. In 1945, a married man at the age 
of 30 had maximum survivor benefits of approximately 
$10,500; in 1971, a man of the same age has about $65,000. 
Individuals’ contributions to Social Security now slightly 
exceed premiums paid for individual private life insurance. 
Furthermore, pending legislation in Congress would greatly 
expand contributions and benefits. The current 10.4 percent 
employer/employee payroll tax would rise to 14.8 percent in 
1977, an increase of almost 50 percent. The salary limit to 
which the tax applies would rise from $7,800 to $ 10,200.

The Social Security System is designed to provide a 
floor of economic security for retired and disabled workers and 
their dependents. Consistent with this broad social intent, it is 
important that a restructured Social Security System should not 
impose so heavy a burden of taxation as to hamper the ability 
of individuals to supplement this protection through various 
private mechanisms, including life insurance products. Savings 
through life insurance and pension funds and other private 
savings media are a major source of capital. The Social Security 
System, in contrast, generates very little new capital and 
redistributes each year most of the tax revenues received. Thus, 
the Commission believes that the flow of savings into the capital 
markets can be enhanced by strengthening and expanding life 
insurance and private pensions (Recommendation 3).
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J. Trust Departments 
and Pension Funds

TRUST DEPARTMENTS

The Commission recommends that:

1 a federal “prudent man investment rule” be enacted 
providing that, “a fiduciary shall discharge his duties 
with respect to the fund with the skill, care, prudence, 
and diligence under the circumstances then prevailing 
that a prudent man acting in like capacity and familiar 
with such matters would use in the conduct of an 
enterprise of a like character and with like aims”

2 the appropriate regulatory agencies examine and moni­
tor bank and other trust departments to assure that:

a brokerage commissions are not used to attract or 
hold deposit balances and loans of brokerage houses 
with the banking department of the corporate 
fiduciary

b each corporate fiduciary achieves the best execution 
of buy and sell orders for securities and evaluates 
the services received by the trust department in 
payment of which there has been an allocation of 
brokerage commissions

c trust departments in banks with total trust assets 
greater than $200 million deny trust department 
investment personnel access to commercial banking 
department credit information

d no director, officer or employee of a corporate 
fiduciary recommends or initiates any purchase or 
sale of securities on the basis of insider information
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e each corporate fiduciary establishes procedures to 
review at frequent intervals the amount of un­
invested cash in each trust account and requires the 
officer responsible to justify the retention of bal­
ances

3 each corporate fiduciary be required to file an annual 
report with the appropriate regulatory agency detailing:

a the twenty largest stock holdings, in terms of 
market value, except that no holding with a market 
value less than $10,000,000 that does not constitute 
at least one percent of total outstanding voting 
stock need be reported

b in addition to (a) all holdings that constitute 5 
percent or more of the outstanding voting stock of 
any corporation registered with the Securities and 
Exchange Commission

c dollar values with respect to each listed holding, 
broken down by sole, shared and no voting responsi­
bility for each security listed

d common directors, officers, or senior employees for 
securities listed in cases where bank has sole voting 
responsibility

e cases in which bank voted against management or 
against a management recommendation

4 bank holding companies be permitted to maintain a 
single affiliate to carry on trust activites for all banks in 
the holding company

5 bank holding companies be permitted under state laws 
to operate system-wide common trust funds among all 
affiliate banks with trust powers

In 1970 more than 3,400 U.S. banks had trust depart­
ments. Banks administered more than one million separate trust 
accounts having an aggregate market value of approximately 
$288 billion. These accounts were divided between personal 
accounts, (comprised of trust and estate), employee benefit 
trusts, including agents for individual trustees of such trusts, 
and the other agency accounts for individuals and institutions as 
shown in Table 3.

As shown in Table 4, nearly three-fourths of bank trust 
departments hold less than $10 million in assets. These banks
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TABLE 3

DISTRIBUTION OF ACCOUNTS BY TYPE, 
ALL INSURED COMMERCIAL BANKS

Source: Trust Assets of Insured Commercial Banks, 1970, Board of Governors of the 
Federal Reserve System, Federal Deposit Insurance Corporation, Office of the 
Comptroller of the Currency.

TYPE OF ACCOUNT PERCENT OF 
ACCOUNTS

PERCENT OF 
ASSET VALUE 
OF ACCOUNTS

Personal (Trust & Estates) 76 47

Employee Benefit Trusts 12 35

Agency Accounts 12 18

100 100

TABLE 4 

DISTRIBUTION OF TRUST DEPARTMENTS BY SIZE, 
ALL INSURED COMMERCIAL BANKS

SIZE OF 
TRUST 

DEPARTMENT
MILLIONS $

NUMBER 
OF BANKS

TOTAL ASSETS 
ADMINISTERED

BILLIONS $

TOTAL NUMBER 
OF ACCOUNTS

Under 10 2,455 4.3 110,831

10-25 349 5.6 9,681
25-100 320 15.7 164,956

100-500 192 39.7 257,431
500-1000 38 26.3 114,473
Over 1000 52 196.8 346,660

Source: Trust Assets of Insured Commercial Banks, 1970, Board of Governors of the 
Federal Reserve System, Federal Deposit Insurance Corporation, Office of the 
Comptroller of the Currency.

account for less than 1.5 percent of the $288 billion in bank 
trust departments. On the other hand, 52 banks each administer 
more than $ 1 billion in trust assets, representing 68 percent of 
the total trust assets.

State chartered banks have acted as trustees in the 
United States since the early 19th century. National banks were 
allowed to exercise trust powers in 1913. Until recently, trust 
departments were largely engaged in administering personal 
trusts that entailed numerous activities in addition to the 
investment function. During the past two decades a substantial 
part of the growth of trust department assets has come from the
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pension funds administered by banks. The administration of 
these funds falls almost entirely within the investment function, 
and a much greater emphasis is placed on the trustee’s 
performance with respect to the overall rate of return on 
invested funds.

In recent years Congress and several regulatory bodies 
have shown increasing concern about the operations of bank 
trust departments. This concern has centered on two major 
issues: the accumulation of economic power and potential 
conflicts of interest. It should be noted that, because of the 
inherent economies of scale in the investment of funds, the 
question of the accumulation of economic power would arise 
no matter how trust operations were organized unless there was 
a regulated maximum size. Conflict of interest would also arise 
if trust administration were handled outside of banking enter­
prises, although the particular problems would be different.

The Commission has considered these issues. Because 
the economies inherent in trust departments are related to then- 
association with banks, it would be costly to split the trust and 
banking functions. If trust departments were divorced from 
commercial banks there would be reduction or even elimination 
of trust service in many locales. Moreover, the Commission’s 
review of the history of bank trust operations suggests they 
have an exceptionally high degree of responsibility. The vast 
majority of banks have set up methods of operation to assure 
proper actions by employees should conflicts of interest arise.

The concern over potential conflicts of interest and the 
accumulation of economic power is real. The Commission has 
developed a number of recommendations designed to alleviate 
concern over these potential problems.

A “prudent man rule” has long pertained to the actions 
of bank officers with regard to investment of personal trust 
funds. The rule has developed at the state level through 
common law and some states have codified it. The statement 
and applications of the rule continue to vary widely among the 
states. In any event, the rule applies to personal trust funds 
rather than pension funds. The Commission believes that such a 
rule should apply to the selection of securities in pension funds 
(Recommendation 1).

Trust departments generate large brokerage commis­
sions. Some critics charge that commissions have been used in 
the past to attract deposit balances of brokerage firms. This 
practice has been challenged by the Antitrust Division of the 
Justice Department. Examiners should be required to monitor 
compliance with this ruling (Recommendation 2a).
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Brokerage commissions can still be used to purchase 
services from brokerage firms. But these allocations should not 
interfere with the best execution of orders (Recommendation 
2b).

The commercial department of a bank receives informa­
tion from its customers that is not generally available to the 
public. Such information should not be made available to the 
trust department. Smaller banks do not have as much potential 
conflict as larger ones between commercial banking relation­
ships and portfolio management even though the personnel in 
the smaller banks’ trust and commercial departments are often 
identical. Thus the smaller banks would not be able to comply 
fully with strict provisions on these points. But since they have 
little potential for anti-competitive conflicts, they should not be 
made to comply (Recommendation 2c).

At the present time if bank trust officers have inside 
information, they are in a dilemma. If they use it in a 
transaction they may be charged with misconduct. If they have 
information and do not apply it, they may be charged with not 
doing the best they can for their clients. A clear rule on correct 
behavior should be enunciated (Recommendation 2d).

The SEC Institutional Investors Study estimated that 
the indirect value of deposits amounted to 30 percent of bank 
trust compensation.1 Trust activities generate deposits in three 
ways. There is a period between the purchase of a security and 
the time funds are actually paid out, between the receipt of new 
funds or money from the sale of securities and the investment 
of these funds, and between receipt of the dividends and 
interest income and the disbursement of these funds. It is 
important that bank trust departments exercise care to keep 
these deposits to a minimum (Recommendation 2e).

The proper administration of large holdings of equity 
securities imposes on trust departments the need to vote upon 
past and proposed actions of the management of the enterprises 
represented in the portfolios. Where a bank holds a sizable 
amount of a corporation’s equity securities it could have a 
significant influence on the management of that enterprise. 
Where its holdings are large enough to be significant, this should 
be publicly reviewed and monitored by requiring the trust 
department to report how it voted these security holdings.

Bank trust departments do not have full discretion to 
vote all of the securities they hold. Securities held without the 
voting privilege do not confer power over management. Thus, 
for reporting purposes, holdings should be divided by degree of 
voting control held by the bank.
1 Institutional Investor Study Report of the Securities and Exchange Commission 

(March 10, 1971), vol. 2, pp. 480-483.
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An additional potential for control of a corporation’s 
activities exists when there are common officers or high level 
employees in the bank and a corporation whose securities are 
held by the trust department (Recommendation 3).

Finally, to permit greater economy in trust department 
operations, the Commission recommends that bank holding 
companies be allowed to consolidate their trust department 
activities in one trust department within the holding company 
system (Recommendations 4 and 5).

PENSION FUNDS

The Commission recommends that:

6 the federal “prudent man investment rule” recom­
mended above apply to all pension funds, not only 
those operated by bank trust departments

7 the federal Disclosure Act should be amended to 
require that the reports recommended in 3 (above) for 
bank trust departments apply also

8 the federal Disclosure Act be amended to require an 
annual independent audit of pension funds and an 
annual actuarial report to be submitted to the Depart­
ment of Labor

9 the federal Disclosure Act be amended to strengthen 
the power of the Secretary of Labor to investigate 
violations of the law and to seek injunctions where 
violations are found

10 programs for tax-sheltered annuity plans be extended 
and broadened by revisions in the law permitting each 
person to establish a personal retirement savings plan 
which would, under certain conditions, provide essen­
tially the same tax deferment opportunities now pro­
vided for employer contributions under qualified plans 
and for tax-sheltered annuity plans

Pension funds, both private and public, are an increas­
ingly significant force in the nation’s financial and economic 
structure. They have added billions of dollars annually to the 
nation’s total capital flow. For these reasons, the Commission 
reviewed the history and present status of this financial 
intermediary.

Private pension plans, first adopted by industry as early 
as 1875, began their major growth in the 1940’s and 1950’s.
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Thirty years ago only 9 percent of the work force was covered 
by private pension plans (insured and non-insured) whereas 50 
percent of the work force is covered today. Pension reserves 
have jumped from $2.4 billion in 1940 to $137 billion today. 
Since 1940, pension benefit payments have increased from 
$100 million annually to $6 billion annually.

Paralleling the growth in private plans, state and local 
governments throughout the country have increased the pro­
tection for public employees, and these programs have also 
become a major factor in the capital markets. Substantially all 
full-time state and local government employees are covered by 
public pension plans with reserves amounting to $57 billion.

Meanwhile, the Social Security program has also grown. 
In 1940, it covered a work force of 26.8 million; in 1970 there 
were more than 70 million participants. The Social Security 
retirement benefit payout has also increased. In 1940, about 
$350 million was paid out in Social Security retirement 
benefits. By 1960 this increased to $10.7 billion and, by 1970, 
to $28.8 billion. In contrast to the assets of private pension 
funds, the Social Security reserve makes a limited contribution 
to the capital formation process. The system is designed to 
operate essentially on a pay-as-you-go basis.

The rules and regulations governing pension fund 
activities are found principally in the Internal Revenue Code 
and under the federal Welfare and Pensiori Plan Disclosure Act. 
The Internal Revenue Service provisions help assure that bona 
fide, definite and essentially non-discriminatory plans are 
established.

The federal Disclosure Act, passed in 1958 and 
amended in 1962, was adopted on the theory of self-enforce­
ment through public disclosure. The Act requires an annual 
report of a plan’s operation and assets to the Department of 
Labor. The report is available to employees upon request. The 
1962 amendments to the Act give the Secretary of Labor 
enforcement authority, require bonding of administrators, and 
add criminal provisions against embezzlement, bribery and 
kick-backs.

It is essential that the plans are operated and their assets 
invested so as to protect the pension promises to beneficiaries. 
Employees and pension beneficiaries must be made aware of the 
nature and limitations of the pension promise.

Positive efforts to expand private plan coverage 
should be continued. Today 50 percent of the work force is 
covered. The remainder would benefit from the additional 
flexibilities and retirement income protection that private plans 
afford. A primary objective should be the continuation and 
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further growth of private pension fund savings and correspond­
ing capital formation. Pension funds must be able to fulfill their 
role as a financial intermediary in the capital process between 
the individual and corporate saver and the ultimate producer of 
new goods and services.

A federal fiduciary responsibility provision should be 
established applying to welfare and pension plan administrators 
and trustees. Conventional state trust laws were not designed to 
protect the interests of welfare and pension plan participants. 
Some existing legal remedies are either inadequate or not well 
defined (Recommendation 6).

Additional disclosure is needed, but not in such detail 
that it becomes a burdensome and essentially non-productive 
effort. The Secretary of Labor should be given the authority to 
require on an individual basis such additional detailed informa­
tion as needed to carry out the purposes of the Disclosure Act 
(Recommendation 7).

The present federal Disclosure Act does not require 
either an annual independent audit or the filing of an actuarial 
report. Additional requirements in these areas are needed 
(Recommendation 8).

Improvements should be made in current government 
investigatory powers and civil enforcement. The Secretary’s 
power to investigate possible violations of the Act are unduly 
restricted. Broadened powers to investigate suspicion of wrong­
doing would be appropriate. The Secretary also should be given 
the power to enjoin violations of the Act (Recommendation 9).

Public employee pension plans should have the same 
degree of accountability to employees as private plans. Affected 
taxpayers should also have access to reports on the operations 
and assets of such pension plans. Additionally, managers of such 
plans should be professionally competent to discharge their 
responsibilities and should be subject to the same laws and 
regulations as managers of private pension plans.

The so-called “Keogh Plans” (HR 10) available to 
self-employed persons and tax-deferred annuity plans available 
to public school and certain tax-exempt organizations’ employ­
ees under Section 403(b) of the Internal Revenue Code have 
contributed to an extension of pension coverage. Nevertheless, a 
substantial proportion of the nation’s working population does 
not qualify for a private, tax-deferred, pension plan program. 
Accordingly, the Commission recommends that eligibility of 
personal retirement plans under Section 403(b) be broadened to 
provide all individuals with the same tax deferment opportuni­
ties now provided for specific classes of employees. Moreover, 
the funding methods for such plans should be broadened to 
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include trusts, insurance plans, custodial accounts and special 
savings accounts. Finally, as a further stimulus to personal 
savings and an enlargement of private pension retirement 
benefits, consideration should be given to permitting employees 
to supplement their retirement benefits under a qualified 
pension plan with a limited amount of personal, tax-deductible 
contributions to such plans (Recommendation 10).

A number of recent proposals would affect private 
pension funds, and some might have a significant impact. These 
include mandatory vesting, regulation of investments, compul­
sory funding, and pension guaranty insurance. The Commission 
is not in a position to formulate detailed recommendations with 
respect to these proposals, but it does recommend that action 
on them be aimed at maintaining the viability, flexibility and 
the growth of these funds as a savings intermediary in the 
capital formation process.
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A. Consumers of Financial Services

A basic concern of the Commission on Financial 
Structure and Regulation has been the welfare of those who use 
financial services-the consumers, both those who save and 
those who borrow.

Regulation of interest rate ceilings on time deposits has 
not operated to the advantage of depositors. The smaller saver 
has received lower interest on his savings than the saver with a 
large amount of funds. During periods of disintermediation, the 
small borrower has found that funds were either unavailable or 
available only at high rates of interest. Large borrowers fared 
much better. To aid small savers and small borrowers, the 
Commission has recommended that these regulations should be 
used only in times of serious disintermediation, and that they 
should be phased out entirely in the foreseeable future.

Expanding the permissible functions of the thrift 
institutions will also improve their service to consumers. Clear 
gains result from the added convenience of institutions offering 
a wider range of products and services. In addition, added 
elements of competition will encourage better service, greater 
efficiency and possibly lower prices.

Consumers will be indirectly aided by the relaxation of 
other restrictions. In particular, the lifting of restrictions on 
mortgage lending on multi-unit income properties will improve 
the financing and therefore the availability of smaller apart­
ment-type dwellings. Moreover, this will encourage builders to 
meet local needs through local financial institutions, which 
should result in the construction of more housing for low and 
middle income groups.

Consumers will be helped if the states, following 
Commission recommendations, relax branching and holding 
company laws to permit greater competition. In many states 
branching restrictions so limit entry into local markets by firms 
in the same class as well as other institutional classes that 
competition is stifled.
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The recommendations concerning reserve requirements 
and taxation also encourage competition. These changes are 
necessary to ensure that businesses in particular product lines or 
geographic areas do not have advantages that, for the system as 
a whole, make competition impossible.

The recommendations improve the ability of credit 
unions to offer their unique services to employees and other 
groups brought together by a common bond.

Customers of financial institutions are directly con­
cerned with deposit insurance. In some instances, inadequate 
aid has been available to failing institutions and the public has 
suffered. The “deposit payoff’ rather than the “deposit 
assumption” method of settling claims has sometimes been used 
to the detriment of the affected community. Similarly, the 
“right of offset” has been exercised on occasion to the 
detriment of individual customers who have found, through no 
fault of their own, that their personal or business credit has 
disappeared through the failure of their bank. The Commission 
urges more attention to the public interest on all three counts.

Consumer safeguards beyond those currently available 
are built into the recommendations concerning variable rate 
mortgages. The implementation of the Commission’s recom­
mendations concerning the mortgage market should increase the 
flow of funds into residential mortgages and make the flow less 
sensitive to cyclical conditions. This should aid customers.

The recommendations concerning the abolition of inter­
est rate ceilings on FHA and VA mortgages and state usury laws 
may be regarded by some as contrary to consumer interests. 
Such is not the case. The effect of ceilings, when operative, is to 
choke off mortgage funds, not to help the home buyer. If funds 
are lent during such periods, the home buyer pays a higher rate 
indirectly through a practice referred to as “paying points”— 
that is, a percentage of the amount borrowed. This payment 
adds to the cost of the home, and in general, is more costly than 
an increase in the contract interest payment.

The Commission recommends the elimination of un­
necessarily complicated and costly procedures in mortgage 
origination and foreclosures and the abolition of artificial 
barriers segmenting the suppliers of mortgage credit in anticom­
petitive ways. Again, the borrowing public will benefit.

Clearly the public interest is served by effective exami­
nation of financial institutions, and the Commission’s proposals 
for reorganization of the federal supervisory apparatus are 
designed to enhance this public service. The Commission, in its 
recommendations for trust departments and pension funds, 
specifically adds to supervisory and examining functions be­
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cause of the large social costs of any lapses in these areas. 
Potential dangers of concentrated economic power and conflicts 
of interest exist. Thus additional information concerning the 
operation of trust and pension funds is desirable.
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B. Society’s Goals

In Part I, the Commission emphasized that its recom­
mendations are intended to introduce more competition in the 
financial markets and to improve the ability of financial 
institutions to adapt to economic and technological change. But 
this is not the Commission’s entire approach. The Commission 
recognizes that private and social net benefits may differ, and 
that some of society’s avowed goals may remain unfulfilled.

The Commission is not the proper agent for assessing 
divergences between private and social benefits. It strongly 
believes, however, that public policies to achieve society’s goals 
should be established where such divergences are found. Elected 
officials have the responsibility to debate and identify such 
goals, and to devise means of achieving them. When they seek 
instruments of public policy, officials naturally turn to existing 
means, particularly financial institutions.

Government regulation of financial institutions helps 
serve some public interests—most obviously the interest in 
having a sound and efficient financial system. But when the goal 
of public policy is to increase the availability of particular types 
of goods, regulation of financial institutions is likely to be 
unsuccessful. Attempts to force inappropriate functions upon 
financial institutions waste society’s resources, cause them to be 
inefficient, and, most important, often leave goals unmet.

These effects of regulation of financial institutions have 
been amply demonstrated in the field of housing during the past 
six years. For that reason, the Commission recommends that, in 
the event a properly functioning intermediary system leaves 
housing goals unmet, subsidies should be provided directly to 
those citizens qualifying for assistance. In addition, a system of 
tax credits to investors in residential mortgages is urged. The 
Commission favors the continuation of the intermediary func­
tions of the Federal Home Loan Bank Board and of the Federal 
National Mortgage Association and the Government National
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Mortgage Association, and an expanded role for the Federal 
Home Loan Mortgage Corporation.

The overriding advantages of the direct subsidy and tax 
credit methods are that they are efficient and that they make 
the cost of achieving social goals visible, both in absolute and 
relative terms. The value of programs can be assessed easily and 
promptly. Direct subsidy and tax credit programs also avoid the 
“hidden tax” and inflationary effects of special regulations and 
special agency financing. Program financing parallels the alloca­
tion of real resources and permits better planning, management, 
and accounting.

The Commission has recommended other means of 
achieving social goals-for example, authority for financial 
institutions to participate in community development corpora­
tions supplying housing and employment opportunities for low 
income groups. However, the Commission does not regard 
mandatory investment requirements for financial institutions as 
a promising way to solve problems of social policy. To require 
specific types of institutions to invest percentages of their 
portfolios in particular types of investments is the equivalent of 
a special tax. The initial effect would be to move funds in the 
desired direction, but eventually as other institutions offered 
savers better terms than the “taxed” institutions could afford, 
there would be a loss of support for the favored programs.

For similar reasons, the Commission does not favor tax 
credits against reserve requirements based on holdings of 
specific assets for those institutions required to hold reserve 
balances. Again, funds would flow initially to the areas favored 
by the credits. Eventually, however, since reserve requirements 
are themselves tax-like in character, the effect would be unfairly 
to subsidize those institutions required to hold reserves.

The Commission’s attitude is the same toward other 
indirect subsidies to financial institutions. Individuals are the 
intended beneficiaries of such subsidies; and they should receive 
these benefits in a direct, visible, and measurable way.
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C. The Regulators

The most significant of the Commission’s proposed 
reorganizations is the creation of an Administrator of State 
Banks. That new agency would consolidate the examining and 
supervisory functions of the Federal Deposit Insurance Corp­
oration and the Board of Governors of the Federal Reserve 
System and cooperate with state regulatory agencies. A Federal 
Deposit Guarantee Administration would be established to 
perform all federal deposit insurance operations. This 
consolidation will promote efficiency and assure uniform 
treatment of depositors in various types of institutions. The 
Board of Governors, in addition to its monetary responsibilities, 
would retain regulatory authority over bank holding companies 
and international banking. Specialized regulators are retained 
for voluntarily specialized institutions—with an agency for the 
savings and loan associations, an agency for credit unions and 
two agencies for commercial banks and mutual savings banks, 
depending upon whether they hold state or federal charters.

The functions of the Federal National Mortgage Associ­
ation and the Government National Mortgage Association are 
essentially unaffected by the Commission’s recommendations. 
Similarly, agencies such as the Farm Credit Administration, the 
Farmers Home Administration, the Rural Electrification Ad­
ministration, the Federal Housing Administration, the Export- 
Import Bank, and the Small Business Administration-all of 
which have loan or other financial assistance programs-are not 
directly affected.

The Commission’s recommendations for reorganization 
are designed to allow the Federal Reserve Board to concentrate 
its resources on its vital function of determining monetary 
policy. The Board’s effectiveness in performing this function is 
enhanced by requiring all deposit intermediaries that perform 
third party transfers (except credit unions) to become members 
of the Federal Reserve System.
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The recommendations will affect regulatory agencies in 
two other ways. First, the agencies are given considerably more 
discretionary power to supervise and regulate under flexible 
rules. This is particularly true of the recommendations concern­
ing banking functions, but it extends as well into the regulation 
of bank-related functions. Thus, a responsibility is placed on the 
agencies to maintain high quality staffs under efficient admin­
istrators.

Second, the Commission believes that the existence of 
options will tend to raise supervisory standards of the state as 
well as the federal regulatory agencies. In effect, the state 
chartered institutions can take advantage of the options 
provided by the federal system only when state agencies are 
themselves well organized and operated.
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D. The Regulated

The recommendations provide regulated financial insti­
tutions with many more choices than under the present system 
to adjust their portfolio mixes in the light of market opportuni­
ties. Some may choose to continue to specialize; others, to offer 
a broader array of financial services. But the choice, subject to 
far fewer regulatory restraints, would be theirs.

The depository institutions also would have greater 
freedom with respect to finance-related service offerings. The 
recommendations provide this freedom on a non-discriminatory 
basis. An institution, regardless of type or location, would be on 
par with its chosen competitors. Similarly, it is recommended 
that a number of geographic barriers be eliminated, extending 
the areas within which institutions may choose to compete.

The institutions would also have new options for 
organizational and management forms. The stock or mutual 
form would be open to savings and loan associations and savings 
banks under a state or federal charter. Differences in operating 
authorities based on whether or not a holding company form is 
used would be less pronounced. The principle of duality of 
banking systems at the state and federal levels is expanded in 
chartering and regulation.

Increased competition within and among the institu­
tional types is a prime objective of the Commission. Not all 
those subjected to increased competition will regard it enthusi­
astically. Bank and bank-related product lines can, under the 
recommendations, be more easily crossed by several types of 
financial firms. Geographic areas are less protected. Reserve 
requirement differentials would disappear. Advantages stem­
ming from regulatory disparities would no longer be possible. 
Tax treatment would become more nearly identical among 
competing institutions. Each of these changes would have at 
least temporarily adverse effects on institutions given special 
protection under the present system. All of the changes are nec­
essary to make competition work.
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DISSENT OF LANE KIRKLAND

I am unable to associate myself with the majority report 
and recommendations of the President’s Commission on Finan­
cial Structure and Regulation.

I am persuaded that the basic thrust of these recom­
mendations is designed to promote the interests of private 
financial institutions without any genuine regard for the most 
urgent problems and needs of the nation. These problems and 
needs are vitally affected by the decisions of financial institu­
tions and by the supply and price of funds available to meet 
them.

I did not conceive that the Commission’s primary 
mandate was to promote the well-being of the financial 
institutions of this country. I had hoped that this Commission 
would direct its efforts toward the development of recom­
mendations whose implementation would make our financial 
institutions more responsive to social needs.

This it did not do.
Treasury Under Secretary Charls Walker, in welcoming 

the Commission, noted that our financial system has not been 
working well and “there is great significance in the allocation of 
funds and quite frankly it has meant that certain areas of high 
social priority have not received as much financing as the 
Congress and the people would like to see them receive.” He 
further pointed out: “There is the question of the distribution 
of those savings among competing uses within an environment 
where I suspect there is going to be a lot more emphasis on the 
quality of life and high social priorities as contrasted perhaps 
with the last 30 or 40 years.”

Unfortunately, the Commission, while giving lip service 
to the broader public interest, washes its hands of the problem 
and disclaims any responsibility for seeing to it that a fair share 
of the financial resources are allocated for social priorities.

It recognizes, too, that free competition by itself does 
not allocate resources properly and that its role is to recom-
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mend an institutional framework conducive to achieving what­
ever social goals the Congress may determine. Then it walks 
away from the problem. Its recommendation in the area of 
social need is that the problem be taken care of by Congress 
through direct subsidies and tax incentives for housing.

This represents an abdication of responsibility on the 
part of the Commission.

I am in favor of direct subsidies for low and moderate 
income housing, for water pollution, for medical facilities, 
urban redevelopment and for a whole host of other socially 
desirable projects. But let us not be under any illusions about 
subsidies. Subsidies for social purposes are desirable. They have 
accomplished much social good. But by themselves they do not 
fulfil our social needs; nor do they adequately compensate for 
the tendency of the private financial structure to assign a higher 
priority to corporate enterprise and other preferred customers 
at the expense of programs and projects which are essential to 
meet the requirements of life in this country for the average 
citizen.

I am opposed to the use of tax incentives and credits, as 
proposed in the Commission report, to stimulate housing. Tax 
incentives simply provide another tax loophole, enabling mort­
gage lenders to get a tax benefit whether or not housing is 
stimulated. It will increase the profit of the lender without 
regard to whether there is any increase in housing.

In addition to direct subsidies, I would urge the 
establishment of a National Development Bank and the man­
datory allocation of credit to socially desirable projects.

I would envision the National Development Bank as an 
instrument of the U.S. government, capitalized by the U.S. 
Treasury with the authority to issue securities of its own. This 
bank would be authorized to make direct loans to state and 
local governments, public agencies, corporations, and indivi­
duals for social priority projects. It would also be vested with 
the authority to guarantee loans made by financial institutions 
for such projects.

One way of allocating the available credit is through 
imposition of an asset reserve requirement on the financial 
assets of all financial institutions. Such a requirement would 
channel a share of financial resources to social priority 
investments.

Under this concept, the government would place a 100 
percent reserve requirement on a portion of each financial 
institution’s assets unless this portion is invested in housing or 
other social priority projects. If a financial institution did not 
invest the required portion of its assets in social priority 
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projects, the shortfall would be left as a reserve with the 
government. Thus a financial institution would have the choice 
of either making interest paying loans in the social priority field 
or making an interest free loan to the government.

The asset reserve requirement would guarantee that a 
given percentage of financial resources would be funneled into 
housing and other priority investments. That percentage would 
be reviewed periodically and revised as needed. No financial 
institution would escape making priority loans or suffer a 
competitive disadvantage thereby. In times of tight money there 
would be an assurance of an adequate flow of funds into 
housing and other social priority projects.

Every financial institution would be required to be, in 
part at least, a social priority lender. However, a financial 
institution need not necessarily directly engage itself in this 
type of lending. It could fulfil its obligation by buying bonds of 
the National Development Bank or of private financial institu­
tions that specialize in social priority loans.

Besides avoiding the social priority area, it would appear 
that the net effect of the Commission recommendations would 
be to channel funds out of the housing market as well as to raise 
the cost of mortgage money—especially during a tight credit 
market.

The Commission recommendations that would eliminate 
interest rate ceilings on deposits, widen the functions of thrift 
institutions and allow interest rates on mortgages to escalate 
would have a harmful effect on the housing market.

Under current regulations, savings and loan institutions 
are able to pay a higher interest rate on deposits than 
commercial banks. This gives them an advantage in attracting 
deposits for use in the mortgage market. The Commission’s 
recommendation would do away with that advantage and 
standing by itself would operate to reduce the flow of funds 
into the mortgage market.

At the same time, the Commission does recommend 
that savings and loan associations and mutual saving banks be 
granted a wider range of loan and investment powers, and also 
be permitted to offer a wide variety of deposits, including 
checking accounts. These recommendations would make the 
saving and loan associations and mutual savings banks more 
nearly like the commercial banks. It would probably increase 
their profitability, but it would not generate any additional 
funds for the mortgage market. In fact, in periods of tight 
money, the mortgage market would be hard hit.

The Commission’s recommendations for removal of 
ceilings on FHA and VA mortgages, for variable interest rates 
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on mortgages, and for interest rate risk insurance are completely 
unacceptable. Such measures would allow interest rates to 
escalate and shift the cost to the home buyer. At a time when 
interest rates are already too high, the need is not for measures 
that will permit interest rates to go even higher.

I would remind those who object to compelling finan­
cial institutions to allocate a portion of their financial resources 
for social priority purposes that these financial institutions have 
a privileged and protected position in the economy. In addition, 
some of these institutions hold billions of dollars of government 
deposits on which they pay no interest.

Nor can I agree with the Commission’s recommendation 
upholding the independence of the Federal Reserve Board. I do 
not believe that the Board, whose actions have such profound 
effect on the economy and the national welfare, should be free 
to pursue policies at cross-purposes with those of the Congress 
and the President who were given responsibility by the 
electorate for the overall welfare of the country. At the very 
least, terms of the Board members should coincide with the 
term of the President and the quasi-private status of this system 
should be ended and the system made a fully public institution.

I would also favor a more searching examination of the 
activities of banks and other financial institutions in the 
administration of trust funds with a view toward a tighter 
regulation of these operations, particularly from the standpoint 
of conflicts of interests with other banking functions, and 
relations with other institutions such as brokerage houses. There 
should be a ban on interlocking relationships of directors, 
officers and employees of competing financial institutions, 
equity kickers, and brokered deposits. I would also recommend 
a federal reinsurance program for pension funds, to protect 
workers from losing their pension rights, and the regulation of 
investments so as to enhance the safety of trusts, as well as 
pension funds.

I cannot subscribe to the Commission’s point of view 
that the Social Security system should not be “expanded so as 
to impede the ability of individuals to supplement this 
protection through various private mechanisms.” Without ques­
tion, the Social Security system has proved the most effective 
method of providing widespread protection for retired and 
disabled workers. The Commission’s recommendation that 
“programs for tax-sheltered annuity plans be extended and 
broadened by revision in the law to permit each person to 
establish a personal retirement savings plan” is simply a vehicle 
for the benefit of the wealthy while, at the same time, providing 
a bonanza for banks, insurance companies and mutual funds. It 
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delivers nothing for today’s elderly and nothing in the future 
for those of low or moderate income.

While the Commission made some recommendations for 
credit unions with which I would agree, it did impose some 
undesirable limitations. The recommendation for a central 
discount fund is good, but the limitation to liquidity purposes is 
unduly restrictive and limits the usefulness of the fund. The 
restrictions on third party transfers, including a limitation of 10 
percent of share accounts, are so severe that they may in some 
cases hamstring current credit union activities.

Credit unions prospered because the commercial banks 
left the small borrower to the mercy of the loan shark and the 
personal finance company. By their uniqueness, they have filled 
a useful social need. I want them to retain their basic character. 
I do not want them to become commercial banks.

Financial institutions cannot be placed in the same 
category as other private businesses. They occupy a unique and 
powerful position in our society. They should not be judged 
like other businesses by whether they make a good profit or 
not. I cannot believe that a bank charter is solely a license to 
make money. I cannot believe that a financial institution should 
be encouraged to lend money for only the most profitable 
purposes. I believe that every financial institution must in part, 
at least, adapt its policies and practices to the attainment of 
broader public goals, in a society in which the need for 
large-scale public investment is becoming increasingly more 
pressing.

In the competition for capital and credit, the allocation 
of priorities as between corporate giants and such urgent needs 
as low-cost housing, medical and educational facilities, mass 
transit and state and local government needs, cannot safely or 
fairly be left to the sole discretion of the banking fraternity. 
Some more effective and public-spirited system for the alloca­
tion of at least a substantial part of the nation’s financial 
resources is necessary.

133



134

DISSENT OF

WILLIAM H. MORTON AND EDWARD H. MALONE

We cannot join the recommendation for a tax credit to 
holders of residential mortgages, since we believe its implemen­
tation could seriously distort normal credit flows and relation­
ships among various types of credit instruments. For example, 
there could be adverse effects on the municipal bond market, 
which also serves social goals and has also suffered during 
periods of monetary restraint. Moreover, the proposed credit 
would provide a substantial windfall to present holders of 
residential mortgages. Even so, after market readjustment of 
relative yields there might be only minimal stimulation to new 
residential mortgage lending. This illustrates why we prefer to 
adhere to the position that government assistance in meeting 
national objectives is best accomplished through direct subsidy 
to the user. We strongly believe that before such a tax credit 
proposal is approved there should be a thorough study of (1) its 
potential impact on all other credit markets, (2) the extent of 
possible tax windfalls and corresponding revenue losses to the 
Treasury and (3) the resulting probable degree of stimulation to 
new residential mortgage lending. In the absence of such a study 
we oppose this recommendation.
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ADDITIONAL VIEWS OF MORGAN G. EARNEST

I commend the assiduous and thoughtful discussion and 
study by the members of the Commission over the past eighteen 
months, and express my appreciation for the able, intelligent 
and diligent assistance of the Commission staff. Long hours and 
attention were given to the discussion of the role of mortgage 
credit and savings flows in the United States financial system. 
The courtesy given by the Commission members to my views as 
a member of the housing industry is appreciated.

For more than a quarter of a century, it has been 
recognized that the greatest single critical deficiency in the 
financial structure of the nation has been in the mortgage 
market. Central to the Commission’s study and subsequent 
recommendations there should have been more effective pro­
posals to remedy the nation’s principal financial deficiency. The 
Commission’s recommendations in this area failed to come to 
grips with the overriding problem of providing a more stable 
flow of funds into the residential mortgage market. I still 
believe this was a key purpose in creating the Commission-a 
purpose voiced on many occasions during the Commission’s 
planning and study.

The final recommendations do not adequately reflect 
this concern and purpose. The Commission recommendation to 
turn to the Federal Government to provide direct subsidies to 
consumers, in the event mortgage financing is not adequate to 
achieve national housing goals, highlights its failure to recom­
mend means to even the flow of funds in a private enterprise 
society. Should the residential construction area have to depend 
on Congress for funds, that would mean the end of the free 
competitive system under which it now operates.

The Commission’s recommendations would permit an 
overhauled and restructured financial mechanism without 
standby interest rate ceiling controls. I am convinced this would 
continue and possibly exacerbate an unstable flow of funds into 
the mortgage credit market. Therefore, I offer the following 
additional views:
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1. The Commission’s recommendations did not come to 
grips with the need to integrate the mortgage market into the 
overall financing and thrift system in such manner as to relieve 
its particular vulnerability and victimization to tight money and 
disintermediation periods.

2. The general premise of expansion of mortgage 
institutions into other related and unrelated lending areas in 
order to be more profitable undoubtedly has validity. However, 
if this is carried too far, the mortgage market would become 
more of a residual claimant for funds than currently. Some 
expansion of mortgage institutions into “family” oriented 
activities certainly has merit. This would include third party 
transfers, loans directly associated with housing and the like, 
but authority to engage in such broad categories as consumer 
loans, credit cards, travel, etc. would mean less funds for home 
loans, a contraction of residential construction and a negation 
of national housing goals.

3. It is difficult to understand how the recommenda­
tion to permit savings and loan associations, mutual savings 
banks, and commercial banks to make direct investments in real 
estate, including participation in stock ownership-and the 
so-called equity investment concept-will benefit either the 
home buyer or the housing industry. There is a serious question 
as to whether or not this type of speculative investment does 
not do a disservice.

4. The Commission, while noting that private and 
public pension funds are adding billions of dollars to the 
nation’s capital flows, and are an increasingly significant force 
in the economic and financial structure, did not develop any 
recommendations as to how portions of these funds could be 
employed to the benefit of such funds and the mortgage 
market. Hopes of expanding mortgage money flows are slim 
unless the mortgage markets get some funds from this growing 
sector of contractual and voluntary savings.

5. The residential mortgage market depends on many 
institutions to provide a flow of credit. One of these is the life 
insurance companies. In latter years, they have been in and out 
of the mortgage market during varying economic periods, 
making it exceedingly difficult for the mortgage market to 
count on an even flow of credit. The Commission in its 
recommendations on life insurance companies did not deal with 
this problem. The mortgage market will continue to be subject 
to cyclical variability unless methods are proposed which would 
enable life insurance companies to stay in the mortgage market 
on a reasonable basis.
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APPENDIX TABLE 3 PART B

(as a percentage of total assets)

Year

Commercial Banks

Savings 
and Loan 

Associations

Mutual 
Savings 
Banks

Credit 
Unions

Commercial 
and Industrial 

Loans
Loans to 

Individuals
Real

Estate Loans
Total 
Loans

1945 6.0 1.5 3.0 16.4 61.5 24.8 29.4
1946 9.5 2.7 4.8 20.9 70.0 23.9 38.4
1947 9.5 3.7 6.1 24.6 75.8 24.6 48.0
1948 12.3 4.4 7.0 27.9 79.1 27.3 56.8
1949 10.9 5.2 7.3 27.7 79.4 30.1 62.4

1950 13.1 6.0 8.0 31.4 80.8 35.8 67.7
1951 14.5 5.9 8.2 32.8 81.0 41.5 62.4
1952 14.9 6.8 8.4 34.7 81.2 44.4 65.0
1953 14.2 7.5 8.7 35.7 82.2 47.0 69.0
1954 13.4 7.3 9.1 35.6 82.5 50.6 68.4

1955 15.9 8.2 9.9 40.0 83.4 55.1 70.5
1956 17.9 8.7 10.4 42.4 83.3 58.6 71.1
1957 18.3 9.1 10.4 43.1 83.1 59.6 72.9
1958 17.0 8.7 10.6 42.1 82.7 61.0 70.8
1959 16.5 9.9 11.5 46.4 83.6 63.6 73.8

1960 16.8 10.3 11.2 46.8 84.0 65.8 77.4
1961 16.2 10.0 10.9 45.9 83.8 67.5 75.5
1962 16.4 10.3 11.6 48.2 84.2 69.5 76.2
1963 17.0 11.1 12.5 51.0 84.6 72.4 75.9
1964 17.7 11.5 12.7 50.6 84.9 74.4 75.3

1965 19.0 12.1 13.2 54.1 85.1 76.3 76.7
1966 20.0 11.9 13.4 54.7 85.4 77.4 78.3
1967 19.6 11.5 13.0 52.7 84.9 75.8 77.5
1968 19.6 11.7 13.1 52.4 85.6 74.9 79.4
1969 20.4 11.7 13.3 54.0 86.5 75.3 81.6

1970 19.5 11.4 12.6 51.7 85.3 73.1 78.7
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APPENDIX TABLE 3 PART B Continued

(as a percentage of total deposits)

Year

Commercial Banks

Savings 
and Loan 

Associations

Mutual 
Savings 
Banks

Credit 
Unions

Commercial 
and Industrial 

Loans
Loans to 

Individuals
Real

Estate Loans
Total 
Loans

1945 6.4 1.6 3.2 17.4 73.0 27.4 34.7
1946 10.2 2.9 5.2 22.4 83.5 26.5 44.3
1947 13.2 4.2 6.8 27.6 90.8 27.3 55.7
1948 13.3 4.8 7.6 30.1 94.0 30.3 65.8
1949 11.8 5.6 8.0 30.1 93.1 33.6 73.4

1950 14.2 6.6 8.7 34.2 97.6 40.1 80.0
1951 15.8 6.4 8.9 35.7 96.6 46.6 71.8
1952 16.2 7.4 9.1 37.8 95.8 49.7 72.6
1953 15.5 8.2 9.5 39.0 96.1 52.5 77.5
1954 14.6 8.0 10.0 39.0 95.8 56.3 67.1

1955 17.4 9.0 10.9 43.8 97.7 61.3 79.01956 19.7 9.6 11.4 46.7 96.2 65.1 79.8
1957 20.2 10.1 11.5 47.7 95.5 66.2 82.2
1958 18.8 9.6 11.7 46.5 95.2 67.7 79.5
1959 18.4 11.0 12.8 51.5 97.4 70.8 83.6

1960 18.8 11.5 12.5 52.4 96.7 73.5 87.0
1961 18.2 11.2 12.2 51.4 97.1 75.6 85.5
1962 18.5 11.7 13.1 54.6 98.2 77.5 86.5
1963 19.3 12.6 14.2 57.9 99.6 80.7 86.1
1964 19.6 13.0 14.3 47.0 99.5 82.6 85.5

1965 21.5 13.7 14.9 61.3 99.9 84.7 87.5
1966 22.8 13.6 15.3 62.4 100.4 85.8 90.0
1967 22.3 13.0 14.8 60.0 97.8 83.7 87.2
1968 22.6 13.4 15.0 60.9 99.4 82.6 91.6
1969 24.8 14.5 16.1 65.6 103.4 83.2 94.7

1970 23.3 13.7 15.1 61.8 102.6 80.7 91.2

Source: Based on data furnished by Federal Deposit Insurance Corporation, Federal Home 
Loan Bank Board, National Association of Mutual Savings Banks, and CUNA Inter­
national, Inc.
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APPENDIX TABLE 4 
AVERAGE ANNUAL RATES OF INTEREST PAID ON 

SAVINGS ACCOUNTS BY COMMERCIAL BANKS, 
SAVINGS AND LOAN ASSOCIATIONS, AND MUTUAL 

SAVINGS BANKS, 1945-70

(in percent)

Year
Commercial 

Banks1

Savings 
and Loan 

Associations2

Mutual 
Savings 
Banks

1945 0.87 2.46 1.7
1946 0.84 2.36 1.7
1947 0.87 2.38 1.62
1945 0.90 2.43 1.66
1949 0.91 2.51 1.82

1950 0.94 2.52 1.90
1951 1.03 2.58 1.96
1952 1.15 2.69 2.31
1953 1.24 2.81 2.40
1954 1.32 2.87 2.50

1955 1.38 2.94 2.64
1956 1.58 3.03 2.77
1957 2.08 3.26 2.94
1958 2.21 3.38 3.07
1959 2.36 3.53 3.19

1960 2.56 3.86 3.47
1961 2.71 3.90 3.55
1962 3.18 4.08 3.85
1963 3.31 4.17 3.96
1964 3.42 4.18 4.06

1965 3.69 *4.25 4.11
1966 4.04 4.48 4.45
1967 4.24 4.68 4.74
1968 4.48 4.71 4.76
1969 4.87 4.81 4.89

1970 4.95 5.14 5.01

1 Insured commercial banks only.
2 Member associations of the Federal Home Loan Bank System 

only.
* Data for years prior to 1965, data may not be strictly com­

parable with those of later years.
Source: Federal Deposit Insurance Corporation, Federal Home 

Loan Bank Board, and National Association of Mutual 
Savings Banks.
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APPENDIX TABLE 5
TOTAL CAPITAL ACCOUNTS OF VARIOUS 
DEPOSITORY FINANCIAL INSTITUTIONS

1945-70
(in millions of dollars)

Savings Mutual
—

Commercial and Loan Savings Credit
Year Banks 1 Associations2 Banks2 Unions2

percent percent percent percentchange change change

1945 $ 8,672
7.1 $ 1,582

13.0 $ 644
16.6 $ 24

1946 9,288 1,788 751 27 12.6
1947 9,736 4.8

4.4 1,894 5.9
5.7 855 13.8

13.3 31 13.8
12.8

1948 10,160 4.8 2,002 5.9 969 14.1 35
1949 10,649 2,121 1,106 43 22.4
1950 ' 11,281 5.9

5.7 2,283 7.6
7.3 1,280 15.7

13.5 52 20.4
14.1

1951 11,923
5.6
5.4
7.7

2,450 3.1 1,453 14.1 59
1952 12,585 2,527 1,658 67 12.0
1953 13,264 2,608 3.2

5.0 1,901 14.7
15.0 75 12.7

21.3
1954 14,279

5.1 2,738 4.2 2,187
16.9 91

1955 15,009 2,557 2,854 20.7
1956 16,020 6.8

6.7 2,950 4.6
4.0 2,986 15.4

14.0 137 24.2
21.0

1957 17,086 6.5
5.7
7.4

3,105 3.9
4.2
5.6

3,363 14.3
14.3
13.4

165
1958
1959

18,191
19,232

3,227
3,362

3,845
4,391

198
232

19.6
17.4
10.8

1960 20,658 7.1
7.4
6.6

4,983
14.5 3,550 6.2 272 19.61961 22,123 5,708 3,771 326

1962 23,752 6,520 14.2
10.6 3,957 4.9

5.0 381 17.1
15.8

1963 25,322 8.4
9.0
6.0

7,209 9.6 4,153 5.9 441
15.61964 27,438 7,899 4,400 510

1965 29,305 8,704 10.2
4.5 4,665 6.0

4.2 590 15.5
15.0

1966 31,693 7.3
7.7
8.0

9,096 4.9
8.1
9.0

4,863 2.5
5.8
5.0

678 14.9
10.6
16.2

1967
1968

34,006 
36,628

9,546
10,315

4,984
5,273

779 
861

1969
1970

39,576
42,427 7.2 11,239 

12,020 6.9 5,535
5,726 3.5 1,001 

1,120 11.9

1 Insured commercial banks only.
2 "a0*81 capital accounts” for savings and loan associations, mutual savings banks, and credit unions are 

Reserves and undivided profits,” “General reserve accounts,” and “Reserves,” respectively.
Note: Data are as of yearend. For earlier years, they may not be strictly comparable with later data.

Source: Federal Deposit Insurance Corporation, Federal Home Loan Bank Board, National Association of 
Mutual Savings Banks, and CUNA International, Inc.
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INDEX

acceptances by commercial banks
Recommendations B 15-16

42,49-51
42

allocation of funds
see also, social investment goals 
specialization by financial institutions

9, 11,17-18,85-6,117-18

asset reserve requirements 
assets and asset growth

all financial institutions, by type of institution 
commercial banks
credit unions
mutual savings banks
pension funds
savings and loans associations 
trust accounts

Bank Holding Company Act 
see also, holding companies 
“financial, fiduciary and insurance” services 
of financial institutions and their subsidi­
aries and affiliates

commercial banks
Recommendation B 20 

mutual savings banks and savings and loan 
associations

Recommendation B 8 
interstate banking 
regulation and supervision by Board of

Governors of the Federal Reserve System 
Recommendation H 7

Banking Acts of 1933 and 1935 
see, specific topics

Bank Merger Act
Board of Governors of the Federal Reserve

System
discount window, eligibility of assets 

Recommendation B 10

17-18,68-9,118

138-9 
34-5 

55
34-5 
107

34-5 
51, 102-103

43,534
43

334,41
334

62

88,90-91
88

11,90-91

41,48
41

99-947 0 - 73 - 11
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“financial, fiduciary and insurance” services, 
effect of Bank Holding Company Act 
regulations

on commercial banks
Recommendation B 20 

on mutual savings banks and savings and 
loan associations

Recommendation B 8 
independence of

Recommendations H 13-14 
membership 

commercial banks
Recommendation D 1 

institutions offering third party payment 
services

Recommendation D 1 
monetary policy responsibilities 
regulation and supervision functions retained 

Bank Holding Company Act, Securities 
Exchange Act, Edge Act and interna­
tional banking operations

Recommendation H 7 
interest rate regulations

Recommendations A 1-6, H 7 
reserve requirements

Recommendations D 1-5 
examination and supervision of member 

banks transferred to another agency
Recommendation H 7 

bond of association (credit unions) 
defined

Recommendation C 8 
distribution table

borrowers
see, small borrowers

branching 
elimination of state law restriction 

commercial banks
Recommendation C 6 

mutual savings banks and savings and loan 
associations

Recommendation C 4
McFadden Act

capital accounts of deposit institutions by type 
of institution

cease and desist orders by regulatory agencies 
Recommendation H 11

Central Discount Fund (for credit unions) 
Recommendation B 21

43,53-4
43

33-4,41
33-4

89,92,94-5
89

65,67-8,119
65

65,67-8, 119
65

65-9,90-91,119

88,90-91
88 

23-7,88,90-91 
23-4, 88 

65-9
65

88,90-91
88

63-4
63 

55-6

60,61-2, 113 
61-2

59-60, 113 
59
60

147
89,92 

89
54, 57 

54
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certificates of deposit 
credit unions, types permitted

Recommendation B 24 
interest rate regulations

Recommendations A 1-6 
mutual savings banks and savings and loan 

associations, types permitted 
Recommendation B 2 

reserve requirements abolished 
Recommendation D 5 

charters 
see, generally

Recommendations C 1-3, C 5, C 7-9, 
H 12

conversion of charters 
mutual to stock

Recommendation C 5 
other institutional types

Recommendations C 9, H 12 
state/federal

Recommendations C 1-3 
federal charters 

mutual commercial banks
Recommendations C 7, H 2 

mutual savings banks
Recommendations C 2, H 2 

stock savings and loan associations
Recommendations C 1, H 5 

checking account services 
see also, third party payment services 
credit unions

Recommendation B 25 
mutual savings banks and savings and loan 

associations
Recommendation B 3 

commercial banks 
see, generally

Recommendations B 10-20 
acceptances

Recommendations B 15-16 
assets and asset growth 
assets, eligibility for discount

Recommendation B 10 
branching restrictions

Recommendation C 6 
charters

conversion to other institutional types 
Recommendation H 12 

mutual commercial banks
Recommendations C 7, H 2

55,57
55 

23-7 
23-4

33,40
33

65,68
65

59-64,89,92
59,61-2,63

89

59,61
59

63-4, 89,92
63,89
59-60

59

62-3, 87
62,87

59-60, 87
59,87

59-60, 88
59,88

55,57
55

33,40
33

41-54 
41-3 

42,49-51
42 

34-5
41,48

41
60,61-2, 113 

61-2

89,92 
89

62-3, 87 
62,87
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commercial banks (cont’d) 
commingled agency accounts

Recommendation B 18 
community rehabilitation and development 

corporations
Recommendation B 13 

debt capital
Recommendation B 17 

deposit insurance 
certification for national banks

Recommendation H 2 
certification for state banks

Recommendation H 1 
failed and failing banks

Recommendation F 1 
discount window, eligibility of assets

Recommendation B 10 
equity investments 

community rehabilitation and development 
corporations

Recommendation B 13 
“leeway” provision

Recommendation B 14 
examination and supervision 

national banks
Recommendation H 2 

state banks
Recommendations H 1, H 7-8 

Federal Reserve System membership
Recommendation D 1 

“financial, fiduciary and insurance” services 
of commercial banks and their subsidiaries

Recommendation B 20 
interest rate regulations 

see, generally 
“leeway” provision

Recommendation B 14 
loan limitations

Recommendations B 11, B 14, B 16 
mutual commercial bank charters

Recommendation C 7, H 2 
mutual funds, sale of

Recommendation B 18 
real estate loans

Recommendation B 11 
repurchase agreements

Recommendation B 15 
reserve requirements 

see, generally
revenue bonds, underwriting

Recommendation B 19

42-3,51-2 
42-3

42,49
42

42,51
42

87
87
87
87

73-5,114
73

41,48 
41

42,49
42

42,49
42

87,90-91
87 

87-8,90-91
87,88

65,67-8,119
65

43,53-4
43

23-9
42,49

42
41-2,48-50 

41-2
62-3, 87

62,87 
42-3,51-2 

42-3
41,48

41
42,50-51

42

65-9
43, 52-3

43
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commercial banks (cont’d) 
subordinated debt instruments

Recommendation B 17 
subsidiaries, powers of

Recommendation B 20 
taxation 

see, generally 
trust departments 

see, generally 
underwriting 

revenue bonds
Recommendation B 19 

securities in general 
valuation of unrated securities

Recommendation B 12 
commercial paper 
commingled agency accounts

Recommendation B 18 
common bond (credit unions) 

see, bond of association 
community financial services 

see, consumers; public and community 
interest in financial structure and regula­
tion; social investment goals 

community rehabilitation and development 
corporations, equity investments in 

commercial banks
Recommendation B 13 

mutual savings banks and savings and loan 
associations

Recommendation B 4 
competition among financial institutions 

branching restrictions 
encouragement of competition 

Comptroller of the Currency 
see, Office of the Comptroller of the 

Currency 
construction loans by mutual savings banks 
and savings and loan associations

Recommendation B 1(b) 
consumer loans 

credit unions
Recommendation B 22 

mutual savings banks and savings and loan 
associations

Recommendation B 1(f) 
consumers 

see, generally 
see also, consumer loans

42,51
42

43,53-4
43

71

51-2, 101-106

43, 52-3
43
52

42,48-9
42

13-14,25-6,47-8
42-3,51-2

42-3

42,49
42

33,40
33

60,113
8-9,37-8,113, 121

31,38
31

54,57
54

32,39
32

113-115
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consumers (cont’d)

low and middle income financial 
services

mortgage markets and housing 
small borrowers 
small business
small depositors and savers 
state and local government 

financing
competition encouraged for benefit of 
convenience

branching 
services available 

credit union powers 
disintermediation, effect of 
interest rate ceilings 
interest rate fluctuations, effects of 
pension fund activities
“prudent man investment rule”

Recommendations J 1 and J 6 
state law restrictions on mortgage 

transactions 
trust department activities 
Truth in Lending Act 
variable rate mortgages

Recommendation G 3 
conversion of charters 

mutual to stock
Recommendation C 5 

state/federal
Recommendations C 1-3 

other institutional types
Recommendations C 9, H 2 

credit card services (mutual savings banks and 
savings and loan associations)

Recommendation B 3 
credit unions 

see, generally
Recommendations B 21-27, C 8-9 

assets and asset growth 
bond of association 

defined
Recommendation C 8 

distribution table
bookkeeping and data processing equip­

ment leasing and sale of services
Recommendation B 27 

Central Discount Fund
Recommendation B 21

45,113-15

60-61,113 
41,45,113

54-8
14

113
8

106-109,114-15
101,104, 106,108

101,106

78,85,114 
101-106,114-15 

90-91
77,81-3,114

77

59,61
59 

63-4, 89,92 
63,89 
59-60

59

33,40
33

54-8,634 
54-5,63

55

634
63

55-6

55,58
55

54,57
54
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credit unions (cont’d) 
certificates of deposit, types permitted

Recommendation B 24 
charters

conversion to other institutional types
Recommendations C 9, H 12 

checking account services
Recommendation B 25 

consumer loans
Recommendation B 22 

deposit insurance
Recommendations F 1, H 3 

examination and supervision 
interest rate regulations

Recommendations A 1-6 
investment powers

Recommendation B 23 
liquidity 

see, Central Discount Fund 
loan powers

Recommendation B 22 
mortgage life insurance, sale of

Recommendation B 26 
mortgage loans

Recommendation B 22
Office of Economic Opportunity credit 
union charters

Recommendation C 8 
reserve requirements

Recommendation B 25 
sale of travelers’ checks, registered checks, 

cashier’s or treasurer’s checks
Recommendation B 26 

share accounts, types permitted
Recommendation B 24 

third party payment services
Recommendation B 25 

definitions
“bond of association” (credit unions)

Recommendation C 8 
“deposit assumption,” “deposit payoff’ 

and “right of offset” 
“deposit thrift institutions” 
“deposits” to exclude repurchase agreements

Recommendation B 15 
“third party payment services” 

demand deposits 
credit unions

Recommendation B 25

55,57
55

63-4,89,92 
63,89 
55,57

55
54,57

54
55,73-5,87-8,91-2

73,87-8
55

23-7
234

54, 57 
54

54, 57
54

55,58
55

54,57
54

63
63

55,57,65-9
55

55,58
55

55,57
55

55,57
55

634
63 ,

74
18

42,50-51
42
23

55,57
55
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demand deposits (cont’d) 
interest prohibition

Recommendation A 7 
mutual savings banks

Recommendation B 3 
reserve requirements

Recommendations D 1 -4 
savings and loan associations

Recommendation B 3 
deposit insurance 

certification for insurance 
commercial banks and mutual savings 
banks, federally chartered

Recommendation H 2 
commercial banks, and mutual savings 

banks, state chartered
Recommendation H 1 

savings and loan associations
Recommendations H 1-2, H 5 

credit unions 
failed and failing institutions

Recommendation F 1 
reorganization of federal insuring agencies

Recommendations H 3-4, H 6, H 8 
variable insurance rates

deposit thrift institutions (mutual savings 
banks and savings and loan associations) 

see, generally
Recommendations B 1-9 

asset and liability structure 
assets and asset growth 
branching restrictions

Recommendation C 4 
certificates of deposit, types permitted

Recommendation B 2 
charters 

conversion 
mutual to stock

Recommendation C 5 
other institutional types

Recommendation'H 12 
state/federal

Recommendation C 3 
federal charters

Recommendations C 1-3 
checking account services

Recommendation B 3 
community rehabilitation and development 

corporations
Recommendation B 4

27-9
27

33,40
33

65-8
65

33,40
33

87
87

87
87 

87-8 
87,88

55,73-5,87-8,91-2 
73-5,114

73
87-8,91-2,119

87-8
74

31-41
31-4
26-7
34-5 

59-60,113
59

33,40 
33

59,61
59

89,92
89

59-60
59

59-60
59

33,40
33

33,40
33
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deposit thrift institutions (cont’d)

construction loans 31,38
Recommendation B 1(b) 31

consumer loans 32, 39
Recommendation B 1 (f) 32

conversion to stock form of organization 59, 61
Recommendation C 5 59

credit card services 33,40
Recommendation B 3 33

debt capital 33,40-41
Recommendation B 5 33

deposit insurance, certification for 87-8
Recommendations H 1-2, H 5 87-8

equity investments
community rehabilitation and develop­
ment corporations 33,40

Recommendation B 4 33
generally 32,39

Recommendation B 1(h) 32
“leeway” provision 32, 39-40

Recommendation B l(i) 32
realestate 31,38-9

Recommendations B l(d-e) 31
examination and supervision 87-8,90-91

Recommendations H 1-2, H 5 87, 88
federal charters 59-60, 87-8

Recommendations C 1-3 59
Federal Reserve System membership 65, 67-8,119

Recommendation D 1 65
“financial, fiduciary and insurance” 

services of mutual savings banks and 
their subsidiaries and affiliates 33-4, 41

Recommendation B 8 33-4
geographic limits on loan powers 33,41

Recommendation B 6 33
interest rate regulations

see, generally 23-9
investment powers 31-2,38-40

Recommendation Bl 31-2
“leeway” provision 32, 39-40

Recommendation B l(i) 32
loan powers 31-3,3841

Recommendations B 1, B 6 31 -2, 33
mobile home loans 31*38

Recommendation B 1(c) 31
mortgage loans 31 3g

Recommendation B 1(a) ’ 31
mutual funds, sale of 33 41

Recommendation B 7 33
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deposit thrift institutions (cont’d) 
real estate loan agreements and ownership 31,38-9

Recommendations B l(d-e) ’ 31
reserve requirements 

see, generally 65.9
Savings Bank Life Insurance 34,41

Recommendation B 9 34
subordinated debt instruments 33,40-41

Recommendation B 5 33
subsidiaries, powers of 33-4,41

Recommendation B 8 33-4
taxation 

see, generally 71
time and savings deposits, types permitted 33, 40

Recommendation B 2 33
third party payment services 33,40

Recommendation B 3 33
depositors 

see, small depositors and savers 
deposits of financial institutions by type 
of institution 140-41

discount window, eligibility of assets 41,48
Recommendation B10 41

disintermediation 13-15, 18, 24-6, 36-7,47-8,97-8, 113
dual banking system 60, 89-91, 120, 121
WAct 88,90-91

Recommendation H 7 gg
Emergency Home Finance Act $4
equity markets, structure and regulation of 1 ।
equity securities, investment in

commercial banks 42 49
Recommendations B 13-14 42

mutual savings banks and savings and
loan associations 32-3,39-40

Recommendations B 1(h), B l(i), 32
B4 33

Eurodollars 13-14 47
examination and supervision

commercial banks, federally chartered 87, 90-91
Recommendation H 2 87

commercial banks, state chartered 87-8 90-91
Recommendations H 1, H 7-8 87, 88

credit unions ’ 55
mutual savings banks 87 90-91

Recommendations H 1-2 87
parity of 8-9, 57,121
savings and loan associations 87-8, 90-91

Recommendations H 1-2, H 5 87, 88
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Export-Import Bank
Farm Credit Administration
Farmers Home Administration
federal chartering of financial institutions 

see, charters
Federal Deposit Guarantee Administration 

Recommendations H 3-4, H 6 
see also, deposit insurance

Federal Deposit Insurance Act 
see, deposit insurance

Federal Deposit Insurance Corporation 
deposit insurance functions transferred to

Federal Deposit Guarantee Administration 
Recommendation H 3 

examination and supervision functions 
transferred to Office of the Administrator 
of State Banks

Recommendation H 8 
see also, deposit insurance

Federal Home Loan Bank Act 
see, specific topics

Federal Home Loan Bank Board 
advances for mortgage commitments 
branching restrictions 
chartering functions

Recommendation H 5 
examination and supervision functions

Recommendation H 5 
independence of

Recommendation H 14
Federal Home Loan Mortgage Corporation

Recommendation G 5
Federal Housing Administration insured 
mortgage loans

Recommendations G 1-3
Federal National Mortgage Association 

Recommendation G 5
Federal Reserve Act

119
119
119

87-8,91-2,119 
87-8

87-8,91-2
87-8

88,91
88

80,90,117-18
60

88,90
88

88,90
88

89,94-5
89

77,84,117-18
77

77,80-83,114
77

77, 81,83-4, 117-18,119
77

see, specific topics
Federal Reserve System

see, Board of Governors of the Federal
Reserve System

Federal Savings and Loan Insurance Corporation 
deposit insurance functions transferred
to Federal Deposit Guarantee Administration

Recommendation H 3
see also, deposit insurance

87-8,91-2,119
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see also, mortgage markets and housing

finance companies 11
fiscal policy
functional specialization 

see, specific institutions
geographic limitations

branching

8,17,78,85-6,117-18

commercial banks 60,61-2,113
Recommendation C 6 

mutual savings banks and savings and
61-2

loan associations 59-60, 113
Recommendation C 4 59

holding companies
loan powers of mutual savings banks and

62

, savings and loan associations 33,41
Recommendation B 6 33

Government National Mortgage Association 77-8,81,84,119
Recommendation G 6 

holding companies
77-8

branching alternative 61-2
commingling of agency accounts 42-3,51-2

Recommendation B 18 
“financial, fiduciary and insurance” services 
of financial institutions and their subsidi­
aries and affiliates

42-3

commercial banks 43, 53-4
Recommendation B 20 

mutual savings bank and savings and
43

loan associations 33-4,41
Recommendation B 8 33-4

growth 14
mutual funds 42-3,51-2

Recommendation B 18 42-3
trust affiliates and common trust funds 102,106

Recommendations J 4-5
Housing Acts 

see, specific topics

102

housing goals and housing stock 18, 35-6, 78-81,85-6, 117-18, 148

independence of financial regulatory agencies 87, 89,91,92,94-5 
Recommendations H 2, H 14-15 87,89

inflation 8, 12-15,17-18, 37,38, 78, 81, 118
Institutional Investors Study (S.E.C.) 11, 105
insurance

non-life insurance companies 11
see also, deposit insurance, interest rate

risk insurance, life insurance companies,
Savings Bank Life Insurance

interest on demand deposits, prohibition 27-9
Recommendation A 7 27
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interest rate regulations
see, generally

Recommendations A 1-7 
abolition of

Recommendations A 1, A 6
certificates of deposit

Recommendations A 1-6 
credit union share accounts

Recommendations A 1-6
demand deposit interest prohibition 

Recommendation A 7
differentials

Recommendations A 4-5
phased removal of

Recommendations A 1-6 
share accounts

Recommendations A 1-6
standby powers of the Board of Governors 
of the Federal Reserve System

Recommendations A 2-6
third party payment services, effect of 

Recommendations A 4-5
time and savings deposits 

Recommendations A 1-6
interest rate risk insurance 

Recommendation G 4
interest rates

level
term structure
see also, interest rate regulations 

international banking operations
Recommendation H 7

investment powers
see, specific institutions

“leeway” provision
commercial banks

Recommendation B 14 
mutual savings banks and savings and 
loan associations

Recommendation B l(i) 
life insurance companies 

see, generally
Recommendations 11-3

policy loan interest rates 
Recommendation I 1

premium taxes
Recommendation I 2

Savings Bank Life Insurance 
Recommendation B 9

23-9 
234, 27 

23-6,113 
23,24

23-7 
234 
23-7 
234
27-9 

27
234, 26

234 
23-7,113

234 
23-7
234

23-7
234

234, 26
234
23-7
234

77,83 
77

13-15,24-6,146
36-7, 80

88,90-91,119 
88

42,49
42

32, 3940
32

97-100
97

97-9
97

97-9
97

34,41
34
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liquidity of institutions 
commercial banks 
credit unions

Recommendation B 21 
generally 
mutual savings banks 
savings and loan associations 
small business 
state and local governments 

loan powers
see, specific institutions

loans by financial institutions, by type of 
institution

local government financing
see, state and local government financing 

low and middle income financial services 
commingled investment accounts
housing

Recommendation G 11 
trust services

McFadden Act
mobile home loans

Recommendation B 1 (c) 
monetary policy

effect on housing, mortgage markets and 
thrift institutions

Federal Reserve System membership 
Recommendation D 1 

reorganization of regulatory agencies 
reserve requirements

mortgage markets and housing 
see, generally

Recommendations G 1-11 
asset reserve requirements 
credit union mortgage loan powers

Recommendation B 22 
disintermediation, effect on mortgage 
markets

Federal Home Loan Bank Board advances 
for mortgage commitments

Federal Home Loan Mortgage Corporation 
secondary market operations

Recommendation G 5
Federal Housing Administration insured 
mortgage loans

Recommendations G 1-3

13-15,24-6,44-8
54, 57

54
7, 13-15,24-7 

13-15,24-7,36-7 
13-15,24-7,36-7

7,49-51
7,49-51

142-45

51-2
78,85-6, 113

78 
51-2

60
31,38

31

13-15, 18,78-80 
65,67-8,119

65 
90-91,119 

65-9

77-86, 117-18
77-8

17-18,68-9,118
54, 57

54

13-15,18,25

80,90,117-18

77,84,117-18
77

77,80-83, 114
77
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Federal National Mortgage Association 
secondary market operations

Recommendation G 5
Government National Mortgage Association 

mortgage-backed securities
Recommendation G 6

77,81,83-4,117-18,119
77

77-8,81,84,119
77-8

housing goals and housing stock 
interest rate regulation protection 
interest rate risk insurance

Recommendation G 4
mutual savings bank mortgage loan powers 

Recommendation B 1 (a) 
savings and loan association mortgage 

loan powers
Recommendation B 1 (a) 

secondary market
Recommendation G 5 

specialization of institutions 
state laws

Recommendations G 7-9 
subsidies to housing consumers

Recommendation G 11
tax credits for mortgage investments 

Recommendation G 10
Uniform Land Transactions Code

Recommendation G 8

18,35-6,78-81,85-6, 117-18, 148 
13-15, 18,23-7 

77,83 
77

31,38
31

31,38
31

77,81,84
77

9,37,121
78,84, 114

78
78,85-6,117-18

78
78,85-6,117-18

78
78,85

78
variable rate mortgages 

FHA and VA mortgages .
Recommendations G 2-3 

FNMA and FHLMC secondary market 
operations

Recommendation G 5
Veterans Administration guaranteed 

mortgage loans
Recommendations G 1 -3 

municipal bonds and municipal government 
financing

see, state and local government financing 
mutual form of organization

commercial bank mutual charters
Recommendations C 7, H 2 

conversion to stock form
Recommendation C 5

77,80-83, 114
77

77,81,83-4, 117-18, 119
77

77,80-83, 114
77

62-3,87 
62,87
59,61

59
mutual funds, sale of

commercial banks 42-3,51-2
Recommendation B 18 42-3

mutual savings banks and savings and loan 
associations 33,41

Recommendation B 7 33
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mutual savings banks
see, deposit thrift institutions

National Bank Act 
see, specific topics 

National Commission of Consumer Finance 
National Credit Union Administration 

Central Discount Fund
Recommendation B 21 

deposit insurance functions transferred to 
Federal Deposit Guarantee Administration

Recommendation H 3 
examination and supervision 
independence of

Recommendation H 14 
reserve requirements

Recommendation B 25
Office of the Administrator of State Banks

Recommendations H 1, H 4, H 7-11, 
H14

Office of the Comptroller of the Currency 
examination and supervision

Recommendations H 2, H 9-11 
functions

Recommendation H 2 
independence of

Recommendations H 2, H 14 
retitled Office of the National Bank 

Administrator
Recommendation H 2 

revenue bonds, classification as general 
obligations

Recommendation B 19
Office of Economic Opportunity credit 
union charters

Recommendation C 8
Office of Management and Budget

Recommendation H 14
Office of the National Bank Administrator

Recommendations H 2, H 4, H 9-11, 
H14

see also, Office of the Comptroller of 
the Currency

parity among competing financial institutions 
branching restrictions

Recommendations C 4, C 6 
conversion of charters to other institutional 

types
Recommendations C 9, H 12

11

54,57 
54

87-8,91-2
87-8 

55
89,94-5

89
55, 65-9 

55
87-95, 119-20

87-9

87-95,119-20 
87-9

87,90-91,119-20
87

87, 89,94-5
87,89

87,91
87

43 
43

63
63

89,94-5 
89

87-95, 119-20

87-9

59-62 
59,61-2

63-4, 89,92
63,89
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parity among competing financial institutions (cont’d)
credit unions 
examination and supervision

Recommendations H 9-11 
membership in the Federal Reserve System

Recommendation D 1 
reserve requirements

Recommendations B 25, D 1-2 
taxation

Recommendations E 1-2 
pension funds 

see, generally
Recommendations J 6-10 

assets and asset growth 
audits of

Recommendation J 8 
coverage of 
investigation powers of Secretary of Labor

Recommendation J 9 
personal retirement savings plans

Recommendation J 10 
“prudent man investment rule”

Recommendation J 6 
public employee pension plans 
reporting requirements

Recommendation J 7 
Welfare and Pension Plans Disclosure 

Act, amendments recommended
Recommendations J 7-9 

phasing-in and phasing-out of changes 
powers 

see, specific institutions and agencies 
public and community interest in financial 
structure and regulation 

see, generally 
see also, consumers 

social investment goals 
branching 
competition 
deposit insurance and bank failures 
pension fund disclosures and accountability 
regulatory framework 
services available 
trust department disclosures and 
accountability

real estate loan agreements and ownership 
commercial banks

Recommendation B 11

57 
8-9,57,88-9,92, 121 

88-9 
65,67-8,119

65
55,57,65,67-8

55,65
71,121

71

106-9
106
107

106,108
106 

106-7
106,108

106
106, 108-9

106
106, 108

106
108

106, 108
106

106-8
106

9,26-7,68,71

7-9,113-15

61,113 
7-9,45, 113 

44-6,73-5,91-2, 114 
106-8,114-15 

90
41,45,113

101-6

41,48
41

16799-947 0 - 73 - 12
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real estate loan agreements and ownership (cont’d) 
mutual savings banks and savings and

loan associations
Recommendations B l(d-e) 

real estate investment trusts 
regulation of financial institutions 

see, generally 
reorganization proposal for federal 
regulatory framework

Recommendations H 1-14 
see also, specific agencies and institutions 

Regulation Q 
see, interest rate regulations

repurchase agreements (by commercial banks) 
Recommendation B 15

reserve requirements 
see, generally

Recommendations D 1-5 
abolished on time and savings deposits, 
share accounts and certificates of deposit

Recommendation D 5 
asset reserve requirements 
classifications by city and size of bank 
abolished

Recommendation D 3 
credit unions

Recommendation B 25 
level of (demand deposits)

Recommendations D 2, D 4 
residential mortgage borrowers 

see, mortgage markets and housing 
revenue bonds, underwriting by commercial 

banks
Recommendation B 19

Rural Electrification Administration 
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OFFICE OF THE WHITE HOUSE PRESS SECRETARY

(Embargoed for Release until 12 NOON EDT, Aug. 3, 1973)

To the Congress of the United States :
Our country depends on a strong, efficient and 

flexible financial system to promote sound eco­
nomic growth, including the provision of adequate 
funds for housing. Such a system is one which al­
lows financial institutions to adapt to the chang­
ing needs of borrowers and lenders, large and 
small, and is free to make full use of technological 
innovations.

Events during the last decade, however, have 
revealed significant defects in the operations of 
our financial institutions. On two recent occasions 
when the Federal Reserve System moved to re­
strain the economy, it was found that the inade­
quacies of our financial structures created unneces­
sarily severe burdens for the business community 
and the consuming public. The consumer-saver 
was denied a fair market return on his savings, 
while the consumer and small businessman, as bor­
rowers, often could not obtain adequate funds to 
meet their requirements.

The inflexibility of our financial system can be 
directly attributed to the methods used by the 
Government to direct credit flows—methods de­
signed to meet the depressed economic conditions 
of the 1930’s but poorly suited to cope with the 
expansionary conditions of the past decade. In re­
cent years, government regulations have limited 
the efficiency and flexibility of our financial sys­
tem. Ironically, those regulations that were de­
signed in part to keep a steady flow of funds mov­
ing into housing loans actually served to diminish 
that flow, severely penalizing both the borrower, 
who could not find funds, and the saver who re­
ceived an unfairly low return on his savings.

As the Government tries to play its proper role 
in building a better financial system, we must pro­
ceed with one basic assumption: the public inter­
est is generally better served by the free play of 
competitive forces than by the imposition of rigid 
and unnecessary regulation.

By law, thrift institutions—a category primar­
ily composed of savings and loan associations but 
also including mutual savings banks—were creat­
ed to provide funds for housing by maintaining 
large holdings of residential mortgages. However, 
earnings on holdings of previously acquired mort­
gages do not respond to changes in market inter­
est rates. When market rates rise, the ability of 
thrift institutions to attract funds is limited and 
their ability to lend additional mortgage money 
is diminished.

Attempts to alleviate this problem by restric­
tive laws and regulations have achieved very little 
at great cost. The main technique has been to im­
pose ceilings on the interest rates that financial 
institutions could pay savers for funds. The re­
sult, however, has often been a reduction in the 
flow of deposits to financial institutions. In many 
cases, in fact, deposits have been withdrawn so 
that they could be invested in higher yielding se­
curities. Thus interest ceilings that were intended 
as a protective shield for the housing market 
turned out instead to be an additional burden.

Interest rate ceilings proved harmful to Amer­
icans both as savers and as borrowers in the late 
1960’s. Because the interest rate ceilings for de­
posits were often below market interest rates, 
small savers, who depended on banks and other 
savings institutions, were denied a fair rate of re­
turn on their money. On the borrowing side, small­
er increases in savings deposits resulted in a sharp 
drop in loan funds available to consumers and 
small business firms.

Since financial institutions were prohibited 
from paying better interest rates, they were forced 
to compete for customers in other ways. Much of 
the public had to settle for so-called “free services” 
or even offers of consumer goods when in fact they 
may have preferred to receive higher interest on 
their deposits. In addition, such competition often 
led to increases in operating costs which prevented

1
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lending rates from declining when credit condi­
tions later eased.

Finally, because of reduced inflows of savings, 
thrift institutions cut back on their mortgage lend­
ing or borrowed from Federal Home Loan Banks 
which had to pay market rates for their funds. 
Although the Federal Government stepped in and 
picked up some of the slack, mortgage flows were 
still disrupted.

Recognizing the need for action on all these 
problems, I appointed a Presidential Commission, 
on Financial Structure and Regulation during my 
second year as President to study this entire mat­
ter and to make recommendations for reforming 
our financial institutions. The Commission’s report 
identified quite precisely the causes of rigidity and 
instability in our financial institutions. Its rec­
ommendations were of major assistance in our fur­
ther deliberations concerning the best ways to cor­
rect the weaknesses in our financial system.

The time to correct those weaknesses has come. 
Our current efforts to fight inflation and preserve 
the value of the dollar at home and abroad require 
strong financial markets. Without strong markets, 
the American public will be forced once again to 
bear excessive burdens.

If we do not act promptly, there is every reason 
to believe that those burdens will be even greater 
in the 1970’s than they were in the 1960’s. Edu­
cated by the last two credit crunches and by con­
stant advertisements about interest rates, even the 
small saver will shift his funds to places offering 
higher yields. As market rates rise above passbook 
ceilings and the saver shifts his funds to obtain 
the higher interest rates, the result may be that lit­
tle loan money is available from financial institu­
tions.

In keeping with that analysis, I will propose to 
the Congress legislation designed to strengthen 
and revitalize our financial institutions. These 
proposals may be divided into seven major areas:

(1) Interest ceilings on time and savings 
savings deposits should be removed over a 5% 
year period.

(2) Expanded deposit services for con­
sumers by federally chartered thrift institu­
tions and banks should be allowed.

(3) Investment and lending alternatives 
for federally chartered thrift institutions and 
banks should be expanded.

(4) Federal charters for stock savings and 

loan institutions and mutual savings banks 
should be permitted.

(5) Credit unions should be provided with 
greater access to funds.

(6) FHA and VA interest ceilings should 
be removed.

(7) The tax structure of banks and thrift 
institutions should be modified.

These recommendations would achieve the basic 
reforms our financial system requires. They repre­
sent the best suggestions from many different 
sources—from the Presidential Commission and 
from business, Government, consumer and aca­
demic communities.

The first five of these recommendations are de­
signed to provide increased competition among 
banks and thrift institutions. Such competition 
would help to eliminate the inequities now imposed 
upon the small saver and borrower. My recommen­
dations, and the increased competition that woiild 
follow, should reduce the cost of the entire package 
of financial services for the consumer. Further­
more, the saver would be assured a fair return on 
his money. In addition, thrift institutions would 
be strengthened, so they would no longer need the 
Government support required in the past.

Recommendations 6 and 7, along with the other 
recommendations, are designed to promote ade­
quate funds for consumer needs, including hous­
ing finance. It is clear that interest ceilings on 
FHA and VA mortgage loans have failed to keep 
costs down, as evidenced in part by the wide­
spread use of discount “points.” At the same time, 
these ceilings have restricted the flow of private 
funds into mortgage markets. I will urge that in­
dividual states follow our lead and remove simi­
lar barriers to housing finance wherever such bar­
riers exist.

The final recommendation would substantially 
broaden the base of housing finance. Although 
the final details have yet to be worked out, active 
consideration is being given to the creation of an 
income tax credit tied to investments in housing 
mortgages. Such a credit would be available to all 
lenders and could vary in direct proportion to the 
percentage of invested funds held in the form of 
such mortgages.

These recommendations are not the only steps 
being taken to strengthen the housing finance mar­
ket. In my State of the Union Message on Com­
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munity Development of March 8, 1973,1 pledged 
that this Administration would undertake a com­
prehensive evaluation of our housing policies and 
programs and would recommend new policies to 
eliminate waste and better serve the needy. An in­
teragency task force, under the leadership of Sec­
retary Lynn, is now completing that task, and my 
recommendations will be presented to the Con­
gress in the near future.

My recommendations on restructuring financial 
institutions represent a coordinated approach to 
this challenge, and I urge that they be considered 
as a package. For example, removing interest ceil­

ings will not make a positive contribution unless 
banks and thrift institutions can expand their de­
posit and lending services. Flexibility and effi­
ciency will be enhanced by placing competing in­
stitutions on a roughly equal footing with regard 
to three essential considerations: deposit powers, 
lending powers, and tax burdens. Finally, the tax 
recommendation and the removal of FHA and 
VA interest ceilings will help ensure more ade­
quate funds for housing. The need for reform of 
our financial institutions is pressing. I urge the 
Congress to give these proposals its prompt and 
favorable consideration.

The White House, August 2, 1973.
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SUMMARY OF THE PRESIDENT’S RECOMMENDATIONS

Events during the latter part of the 1960’s 
showed that U.S. financial markets are ill- 
equipped to deal with periods of credit restraint. 
As interest rates rose because of inflation, thrift 
institutions faced a severe profit squeeze which 
threatened to cut off funds for housing.

Attempts to alleviate the crisis by regulation, 
mainly the imposition of ceilings on the amounts 
financial institutions could pay for funds, failed 
to keep funds flowing into the institutions at pre­
vious levels.

Interest ceilings adversely affected the public 
directly and indirectly. In their role as savers, for 
whom the thrift institution was a major place at 
which to save, consumers were denied a market 
rate of return on their money. Moreover, thrifts 
reduced in a disproportionate manner the avail­
ability of funds to consumers and small business 
firms.

Less direct, but equally costly to the public, in­
terest ceilings contributed to severe setbacks in 
efforts to meet our housing objectives, and helped 
make the Federal Reserve’s attempt to combat in­
flation with monetary policy needlessly costly and 
complicated.

The time to correct those defects in our finan­
cial structure is now. Current efforts to fight in­

flation and preserve the value of the dollar at 
home and abroad require strong financial institu­
tions. Without them, there is every reason to 
believe that the burdens of credit restraint will be 
even greater than before.

Financial institutions are to be strengthened by 
phasing out Regulation Q over a 5^ year period; 
permitting all federally chartered banks and 
thrift institutions to offer a full range of check­
ing and savings accounts, and permitting feder­
ally chartered thrifts to offer consumer and real 
estate related loans in competition with banks. 
Housing finance will be strengthened by the 
elimination of Federal Housing Administration 
and Veterans Administration interest ceilings and 
by a tax credit to all taxpayers investing in resi­
dential mortgages.

The dual banking system will be preserved and 
strengthened. Federal Reserve requirements on 
“checking” accounts will apply only to members of 
the Federal Reserve and Federal Home Loan Bank 
systems. Federal charters will be available for 
stock thrift institutions and for savings banks.

Credit unions are to be strengthened by broad­
ened asset and liability powers and by access to 
a new source of liquidity administered by the Na­
tional Credit Union Administration.

99-947 0 - 73 - 13
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BEFORE AND AFTER STATUS OF FINANCIAL INSTITUTIONS

COMMERCIAL BANKS

BEFORE

Deposit Powers

payments of interest: severe restrictions on all 
types of deposits.

savings accounts: individuals only.

demand accounts: full powers; individual 
and corporate.

Negotiable Order of Withdrawal (N.O.W.) 
accounts: not permitted.

Lending and Investment Powers

real estate loans: severe restrictions re col­
lateral, loan size, maturity and method of re­
payment.

equities: holdings severely restricted.

Taxes

tax credits: none.

AFTER

5^ year phase-out of restrictions, then interest 
freely determined. However, no interest on de­
mand deposits.

savings accounts: full powers; individual and 
corporate.

demand accounts: full powers; individual and 
corporate (no change).

N.O.W\ accounts: full powers; individual and cor­
porate.

real estate loans: modest restrictions re collateral, 
loan size, maturity and method of payment; plus 
community rehabilitation loans under a 3 percent 
leeway authority.

equities: holdings severely restricted (no change).

tax credits: special tax credits for investing in 
residential mortgages.

Chartering alternatives 

federal: yes 
state: yes

federal: yes 
state: yes no change

Branching

national banks: 1 state law governs location 
state banks: J of branches.

Summary

Consumer interests penalized. Opportunities 
to compete for funds limited and prohibitions 
restrict direct participation in housing and 
real estate finance. Absence of mortgage in­
vestment incentives given S&L’s.

national banks: 1 state law governs location of 
state banks: I branches (no change).

Consumer interests given high priority. Virtually 
unlimited opportunities to compete for funds; re­
striction against housing and real estate finance 
modified, and positive incentives for such invest­
ment, identical to those given S&L’s.

6
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THRIFT INSTITUTIONS

BEFORE

Deposit Powers

payment of interest: severe restrictions on all 
types of deposits.

savings accounts: full powers; individual and 
corporate.

demand accounts: not permitted.

N.O.W. accounts: not permitted.

Lending and Investment Powers

loans for housing and closely, related areas.

equities: no acquisition of private sector 
issues.

securities: no acquisition of private debt 
securities.

Taxes

loan loss deductions: preferential treatment 
compared to banks.

tax credits: none.

Chartering alternatives

federal: mutual associations only.

state: mutual and stock associations.
Branching

federally chartered: governed by FHLBB

state-chartered: governed by state law

AFTER

5}$ year phase-out of restrictions, then interest 
freely determined. However, no interest on de­
mand deposits.

savings accounts: full powers; individual and 
corporate (no change).

demand accounts: full powers; individual and 
corporate.

N.O.W. accounts: full powers; individual and 
corporate.

loans for housing and closely related areas; plus 
(on a limited basis) consumer loans; real estate 
loans under same conditions as commercial banks; 
construction loans not tied to permanent financ­
ing; community rehabilitation loans under a 3 
percent leeway authority.

commercial loans permitted only to extent they 
are closely related to housing.

equities: no acquisition of private sector issues (no 
change).

securities: limited acquisition of high-grade pri­
vate debt securities.

loan loss deductions: will move to experience basis; 
same treatment as banks.

tax credits: special tax credits for investment in 
residential mortgages; significant incentive to re­
tain high percentage of portfolio in residential 
mortgages.

federal: mutual and stock associations.

state: mutual and stock associations (no change).

federally-chartered: governed by FHLBB (no 
change).

state chartered: governed by state law (no 
change).

7
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THRIFT INSTITUTIONS—Continued

BEFORE AFTER

Summary

Consumer interests penalized owing to prohi­
bitions against service competition and en­
forced specialization between thrift institu­
tions and banks.

Opportunities to compete for funds limited 
and little ability to withstand tight-money 
pressures without substantial government 
support.

CREDIT

Lending and Investment Powers 

severe restrictions.

Chartering alternatives

conversion to Mutual Thrift Institutions not 
permitted.

Sources of Liquidity

private sector institutions only.

Taxes

tax-exempt

Consumer interests strengthened by availability 
of new sources of supply of both deposit services 
and lending services and the promise of direct 
price competition between thrift institutions and 
banks.

Virtually unlimited opportunities to compete for 
funds. Ability to withstand tight-money pressures 
strengthened, minimizing need for government 
rescue operations.

UNIONS

less severe restrictions.

conversion to mutual thrift institutions per­
mitted.

private sector institutions, plus NCUA-adminis- 
tered Central Discount Fund for emergency, 
temporary liquidity purposes only.

tax-exempt (no change).

8
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NARRATIVE EXPLANATION: BACKGROUND OF ISSUES AND RECOMMENDATIONS

Issue 1

PAYMENT OF INTEREST ON DEPOSIT 
ACCOUNTS

Background

Prohibitions against the payment of interest on 
demand deposits and interest ceilings on savings 
accounts were initially a product of the 1930’s. The 
popular notion at that time—since proved incor­
rect—was that excessive interest rate competition 
among banks was the cause of bank failures. Thus 
Congress, with the enactment of the Banking Act 
of 1933, prohibited banks from paying interest on 
demand deposits and authorized the Federal Re­
serve Board to regulate the rate of interest mem­
ber banks may pay on savings accounts. That era 
was also characterized by an orientation toward 
the borrower, in an attempt to bring the nation out 
of the Depression, rather than toward the con- 
sumer/saver.

Studies of the prohibition of payment of inter­
est on demand deposits have shown the reasons for 
it were ill-founded. Moreover, the prohibition has 
not kept bank costs from rising during tight- 
money periods because banks have developed other 
sources of funds for which they have paid market 
rates. Unfortunately, misconceptions about the 
prohibition are so widely and strongly held that 
removal is not feasible.

However, development of “negotiable order of 
withdrawal” (N.O.W.) accounts and the develop­
ment of “electronic funds transfer systems” 
(EFTS) can be expected to blur the difference be­
tween demand and savings accounts to such an ex­
tent that the prohibition will become meaningless. 
N.O.W. accounts provide most of the benefits that 
would be derived from interest-bearing checking 
accounts without forcing banks to pay interest on 
current demand deposits. They also allow banks a 
means of experimenting before any move to a sys­
tem where interest is explicitly paid on demand 
deposits.

Working with the money flow theories of the 
1930’s, Congress, in September 1966, turned to in­

terest ceilings to protect the deposit holdings of 
thrift institutions and thus the flow of funds into 
mortgage markets. It enacted legislation giving 
the Federal Home Loan Bank Board (FHLBB) 
and the Federal Deposit Insurance Corporation 
(FDIC) authority to regulate, in conjunction with 
the Federal Reserve Board (FRB), interest pay­
ments made by the institutions they supervise. The 
three supervisory authorities then agreed to 
formalize the historical interest differentials paid 
by thrift institutions over those paid by commer­
cial banks at about 50 basis points (reduced to 25 
basis points on July 5,1973).

Interest ceilings on savings accounts have failed 
to achieve their objectives. Contrary to expecta­
tions, they did not protect the liquidity of thrift 
institutions by preventing an outflow of funds dur­
ing periods of tight money, and thus did not pro­
duce funds for the mortgage market. Large savers 
enjoyed many alternatives for their savings which 
paid the higher market rates and reacted accord­
ingly. Faced with a loss of funds, thrift institu­
tions cut back on their mortgage lending or bor­
rowed from especially created agencies, which had 
to pay market rates for their funds, or did both. 
The result was significant instability in mortgage 
markets, and accentuated differences between the 
rate of return to large and small savers.

Ironically, even though the small saver received 
less than the large saver, the cost of funds to thrift 
institutions rose appreciably. Ceilings did force 
those who, due to their unsophistication or small 
savings, had only limited outlets for their savings 
to accept less than market rates. However, large 
savers who withdrew their funds had the option of 
acquiring debt issues of Federal Home Loan 
Banks at market rates. Funds raised in that man­
ner were then relent to thrift institutions at rates 
which were generally above deposit rates.

Interest ceilings also hampered the implemen­
tation of restrictive monetary policy. Because de­
pository institutions could not attract funds, large 
and increasing credit flows were moving outside 
the banking sector. The base on which the Federal

9



188

Reserve operates decreased in relative terms, and 
its restrictive policies had to be made increasingly 
stringent at the same time that they became in­
creasingly ineffective.

Formalized interest differentials may have pre­
vented, to some extent, a shift of deposits from 
thrift institutions to commercial banks. If they 
did, the interest differential helped to maintain the 
viability of thrift institutions. That does not neces­
sarily imply, however, that the differentials will 
be effective in future periods of high and rising 
interest rates. Educated by the last two “credit 
crunches” and by constant advertisements about 
interest rates, even the less sophisticated savers will 
shift their funds to the highest yield if market 
rates greatly exceed the passbook ceilings. Such 
shifts began occurring in the summer of 1973.

Thus it is increasingly unlikely that interest 
ceilings or differentials will continue to protect 
thrift institutions. Additionally, large corpora­
tions, which are not subject to ceilings, have al­
ready successfully experimented with small­
denomination capital debentures—e.g., savings 
bonds. Any corporation or governmental unit is a 
potential competitor for the savings dollar. Sav­
ings institutions therefore must be allowed to com­
pete for these funds if they are to continue to pro­
vide their intermediation function.

Should “free-competition” for funds cause some 
institutions to make imprudent lending and invest­
ing decisions, the situation can be remedied effec­
tively through actions of the federal and state 
supervisory authorities. Blanket regulation of the 
entire deposit industry, geared to the lowest com­
mon denominator of management competence, is 
neither justified nor desirable.

Recommendation

The payment of interest on demand deposits 
will remain prohibited for all institutions.

Regulation Q is to be phased out over a period 
of five and one-half years. Parity of interest ceil­
ings between commercial banks and thrift institu­
tions is to be achieved by raising the rate per­
mitted banks in four annual steps commencing 18 
months after enactment of the recommendation. 
At the same time, preparations can be made for 
the complete elimination of interest ceilings on 
time and savings accounts.

N.O.W. accounts are to be subject to ceiling rates 
so long as the ceiling system remains in force. Such 

ceilings are to be uniform for banks and thrift 
institutions and may be no higher than the maxi­
mum rate on passbook accounts.

Administrative decisions on the actual levels of 
ceiling rates will be made by a coordinating com­
mittee composed of the FDIC, the FHLBB, the 
FRB, and the Treasury Department.

Issue 2

EXPANDED DEPOSIT LIABILITY 
POWERS AND RESERVES

Background
The elimination of preferential interest rate 

treatment for thrift institutions will necessitate 
adjustments in the structure of their deposit lia­
bilities and assets so that they will be able to com­
pete with commercial banks and other seekers of 
the savings dollar. Additionally, the decreasing 
effectiveness of interest ceiling differentials and 
technological innovations that blur the traditional 
lines between savings accounts and demand de­
posits are actual developments which call for the 
same remedy.

In the area of deposit powers, federally insured 
thrift institutions are prohibited by law from of­
fering third-party payment services (i.e. bona fide 
checking accounts) but they may issue non-nego- 
tiable orders of withdrawal.

For their part, commercial banks are prohibited 
from offering savings accounts to their corporate 
customers. Such accounts were prohibited by the 
FRB in 1936 on the theory that they represent the 
indirect payment of interest on demand deposits. 
(Section 19 of the Federal Reserve Act prohibits 
member banks from paying interest directly or 
indirectly on demand deposits.)

Those constraints upon federally insured thrift 
institutions and member banks can be effective 
only in a world where all thrift institutions oper­
ate under the same rules and where there are rela­
tively high costs attached to shifting funds from 
savings accounts to demand deposits. If that ever 
were the case, it no longer is so. Non-federally 
chartered thrift institutions in Massachusetts and 
New Hampshire are offering negotiable order of 
withdrawal (N.O.W.) accounts which are tanta­
mount to and near-perfect substitutes for interest-
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bearing checking accounts. Such a system is made 
possible by advances in computer technology 
which enable any institution to offer customers 
low-cost rapid transfers of funds from checking to 
savings accounts and the reverse.

It seems imprudent to try to block those inno­
vative changes sought by the consumer. Innovative 
minds will always find ways around piecemeal re­
strictions. However, if commercial banks and 
thrift institutions are permitted to offer the same 
range of services, some suggest that they should 
operate subject to the same ground rules. The more 
important of those rules covers the holding of re­
serves against accounts subject to third-party 
payments.

Imposition of comparable deposit reserves on 
all banks and thrift institutions is controversial. 
Comparability does not exist now, and differences 
between the Federal Reserve and the individual 
states on the issue of reserves is one of the im­
portant factors keeping the dual banking system 
alive. Of the 509 state-chartered banks opened for 
business in 1970 through 1972, only 30 joined the 
Federal Reserve System. However, Federal Re­
serve member banks hold approximately 80 per­
cent of all demand deposits. There are substantive 
advantages to maintaining the dual system, par­
ticularly the advantages and innovations of com­
petitive regulation and the avoidance of overly 
restrictive chartering policies.

Recommendations

For federal thrift institutions, checking ac­
counts, third party payment powers, credit cards, 
and N.O.W. accounts will be available to all cus­
tomers, individual and corporate.

For national banks, saving accounts and N.O.W. 
accounts will be available to all customers, indi­
vidual and corporate.

All federally chartered institutions and all state 
chartered institutions which are members of the 
Federal Reserve System or the Federal Home 
Loan Bank System will be required to maintain 
reserves against deposits in demand and N.O.W. 
accounts in a form and amount prescribed by the 
FRB after consultation with the FHLBB. State 
chartered savings and loan associations insured 
by the I ederal Savings and Loan Insurance Cor­
poration (FSLIC) need not be members of the 
federal Home Loan Bank System, just as state 

chartered banks need not be members of the Fed­
eral Reserve System.

N.O.W. deposits will be subject to the same 
range of reserves as demand deposits. However, 
the FRB after consultation with the FHLBB may 
establish a different level of required reserves for 
N.O.W. accbunts.

Required reserves for demand deposits and 
N.O.W. accounts will range from 1 to 22 percent 
Those for savings acounts will range from 1 to 5 
percent and those for time accounts will range 
from 1 to 10 percent.

For state chartered institutions FDIC and 
FSLIC statutes will be changed to permit com­
petitive equality, if such equality is sanctioned bv 
state law.

Issue 3

EXPANDED LENDING AND INVESTMENT 

POWERS
Background

The removal of interest ceilings and the grant­
ing of a greater range of deposit powers can be 
expected to alter significantly the maturity struc­
ture of thrift institutions deposits. Those changes 
on the liability side require flexibility for compen­
sating adjustments on the asset side. Such compen­
sations should look to increasing income and 
enhancing liquidity through portfolio diversifica­
tion—objectives that can be achieved only through 
the acquisition of shorter term and more diversi­
fied assets, such as consumer loans. Opening up 
those areas to thrift institutions can be expected to 
create downward pressures on the cost of credit to 
consumers and governmental bodies.

It might be argued that such significantly lib­
eralized lending authority may curtail the flow of 
funds into housing. That issue is not easily re­
solved, but the Administration’s task force con­
cluded that the expansion of powers, coupled with 
the suggested tax changes, should not adversely 
affect the supply of mortgage funds. It is impos­
sible to give definitive support to that position be­
cause theoretical arguments on both sides abound. 
The key seems to be the extent to which: (1) 
thrifts will shift long-term funds into short-term 
(non-mortgage) assets, and (2) the extent to 
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which that shortfall would create market induce­
ments encouraging other institutions (e.g. com­
mercial banks and real estate investment trusts) to 
fill the gap. In its study of the issue, an Adminis­
tration housing study group, chaired by the Coun­
cil of Economic Advisers, concluded that the 
former would likely be small and that the latter 
would operate, leaving mortgage flows unaffected.

The possibility that commercial banks may fill 
the gap will be enhanced if current restrictions 
on their real estate lending are removed, especial­
ly in light of the removal of interest ceilings on 
savings accounts. Furthermore, commercial banks 
will be confronted by thrift institutions armed 
with a full range of consumer finance powers and, 
therefore will need to be more attentive to mort­
gage credit demands if they are to hold their cus­
tomers for other consumer business.

However, since housing has a high social prior­
ity, it seems advisable to place some restrictions 
on the acquisition of “non-mortgage” assets and 
to increase the number of ways thrifts can par­
ticipate in financing construction activity. In ad­
dition, changes are also being recommended in the 
taxation of banks and thrift institutions to assure 
a steady flow of funds into housing.

Since the impact of the proposed changes on the 
availability of mortgage funds is so important, a 
synopsis of the Administration’s task force study 
on this matter will be found later in this booklet.

Recommendation

Federal savings and loan associations will be 
authorized to:

(1) make consumer loans not exceeding 10 per­
cent of their total assets;

(2) make real estate loans under the same con­
ditions as commercial banks;

(3) make construction loans not tied to perma­
nent financing (i.e., interim construction financing 
as offered by banks);

(4) make community rehabilitation and devel­
opment and mortgage loans on residential and re­
lated properties, including a participation in rent­
al income or a share of capital gains on the sale of 
property, but with this leeway authority not to ex­
ceed 3 percent of their total assets;

(5) acquire high quality commercial paper and 
private investment-grade corporate debt securities 
in accordance with approved-list and other guide­

line procedures established by the FHLBB. Such 
investments are not to exceed 10 percent of total 
assets, with the maximum limitation to be set at 2 
percent in the first year and growing to 10 percent, 
at the rate of 2 percent per year, over a 5-year 
period;

(6) utilize for consumer loans the unused por­
tions of authorized investments in private corpo­
rate debt (commercial paper and debt securities) 
and leeway loans; and

(7) continue the acquisition of a full range of 
U.S. Government, state and municipal securities.
National banks will be granted:

(1) liberalized powers with respect to real estate 
loans;

(2) a leeway authority, not to exceed 3 percent 
of total assets, for community rehabilitation and 
development and mortgage loans on residential 
and related properties, including a participation 
in rental income, or a share of capital gains on the 
sale of property.

The FRB is to be granted more flexible author­
ity to define assets eligible for discount, and the 
FHLBB is to be given expanded authority to 
broaden the definition of collateral required for 
advances to savings and loan associations.

Issue 4

CHARTERS FOR THRIFT INSTITUTIONS

Background

The dual banking system has contributed a 
great deal to the more efficient operation of fi­
nancial markets. It has permitted an element of 
competition among supervisory authorities which 
has been conducive to innovation and experimen­
tation by financial institutions. In addition, it has 
restrained supervisory authorities from over- 
zealously protecting existing firms by restricting 
entry to the field.

The dual banking system is, however, incom­
plete. Federal charters are not available to mutual 
savings banks and federal law explicitly prohibits 
the federal chartering of stock savings and loan 
associations. Both types of institutions have been 
operating in a more than satisfactory manner at 
the state level for a number of years. There are no 
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obvious reasons why federal charters should not 
be available to them.

Recommendation

The FHLBB is to be empowered to charter 
stock thrift institutions, granting them powers 
identical to those enjoyed by mutual savings and 
loan institutions.

Newly empowered federally chartered thrift in­
stitutions may be called either “savings and loan 
associations” or “savings banks.”

State chartered mutual savings banks may con­
vert to a federal charter and be granted all of the 
asset and liability powers available to all federally 
chartered thrift institutions. In addition, they may 
retain their life insurance, equity investments and 
corporate bond investments. Equity and corporate 
investments may be no greater than levels deter­
mined by their average percent of assets for the 5- 
year period January 1,1968 through December 31, 
1972.

State chartered mutual thrift institutions which 
convert to a federal charter will be insured by the 
FSLIC, even if they had been insured by the 
FDIC.

Issue 5

CREDIT UNIONS
Background

Credit unions represent a small but rapidly ex­
panding portion of the nation’s financial system. 
At the end of 1972, there were about 23,200 credit 
unions holding total assets of more than $24.8 bil­
lion. That represents only a 4.4 percent increase in 
the number of firms since 1965, but a 134.6 percent 
increase in their assets over the same period.

Because of their cooperative form of ownership 
credit unions enjoy, by law, many advantages not 
accorded other depository institutions, but must 
satisfy special conditions to keep those advantages.

Their principal advantage is exemption from in­
come taxes, while the main constraint on their op­
erations is inability to offer services to non-mem- 
bers. Membership is limited to those who share a 
“common bond of association.”

That constraint does not impinge upon the op­
erations of the vast majority of credit unions. Al­
though there are credit unions that would prefer 

to offer the services of “mutual saving institu­
tions,” such an extension of powers would leave 
them indistinguishable from taxable institutions 
and their tax-free status could not be justified.

Credit unions deposit in and borrow from com­
mercial banks. However, there is the possibility 
that in times of severe credit restraint, a credit 
union may face an emergency, such as a plant 
closing, and be unable to acquire short-term funds 
from the banking system. A totally-credit-union- 
financed “Emergency Fund” might be one method 
to solve this problem.

Recommendation

A Central Discount Fund will be established for 
insured (federal or state) credit unions solely to 
provide funds to meet emergency, temporary 
liquidity problems. Capital for the fund will be 
obtained through subscriptions by credit unions 
wishing to join. The Fund is to be administered by 
the National Credit Union Administration.

Additionally, there will be some minor liberal­
ization of existing credit union powers. Credit 
unions will retain their tax-exempt status as long 
as they remain within the bounds of the existing 
tax law.

Credit unions that want to expand their services 
and assume the burdens of full service mutual 
thrift institutions will be permitted to do so. Proce­
dures to facilitate an exchange of charters will be 
available.

Issue 6

FHA AND VA INTEREST CEILINGS

Background

One of many federal attempts to keep the cost 
of housing funds low is the administrative interest 
ceiling placed upon Federal Housing Adminis­
tration-insured and Veterans Administration- 
guaranteed mortgage loans. Those attempts have 
by and large failed, as is evidenced by the wide­
spread use of “points,” and the move by the Fed­
eral National Mortgage Association in 1968 to a 
“free market system” for buying and selling mort­
gages. If administrative rates have kept costs 
down, it has been at the expense of fewer funds 
available for housing.
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Recommendation

The FHA and VA interest ceiling will be re­
moved.

, Issue 7

TAXES
Background

In light of the expanded powers to be granted 
thrift institutions and the overall goal of reducing 
the degree of functional specialization among fi­
nancial institutions, the basic objective of the tax 
proposals is a uniform tax formula for all finan­
cial institutions. A “tax neutrality” is sought, by 
providing that a given investment or activity will 
be subject to the same income tax provisions re­
gardless of the functional type of financial insti­
tution making the investment or engaging in the 
activity.

However, differences in tax treatment, and thus 
overall tax burden and effective rates of taxation 
among financial institutions, will continue to 
exist. Those differences will result from three 
factors: (1) the form of the institution, i.e., mu­
tual bank versus capital stock corporation; (2) 
federal and state regulation which will grant cer­
tain types of institutions the power to make cer­
tain investments and engage in certain activities 
that are denied to other institutions; and (3) the 
extent to which an individual institution uses the 
powers granted to it.

The principal difference between existing in­
come tax provisions applicable to commercial 
banks and savings institutions is in the area of de­
ductions for additions to a reserve for losses on 
loans (Internal Revenue Code sections 593 and 
585). Those provisions must be changed if there 
is to be a uniform tax formula. Furthermore, if 
changes are made in that area, conforming amend­
ments will have to be made to a number of other 
provisions of the Internal Revenue Code which 
currently reflect the differences of existing law. 
Those other changes are technical in nature and 
do not involve policy considerations. Therefore, 
the recommendations which follow deal only with 
the provisions affecting deductions for additions 
to a reserve for losses on loans.

If the current subsidy being provided thrift 
institutions through the special bad debt reserve

provisions is eliminated, a continued incentive to 
insure a flow of capital into the residential mort­
gage market may be provided through a mortgage 
interest tax credit. Such a credit would be equal 
to a percentage of the interest income earned on 
residential mortgages and would operate as a di­
rect incentive in place of the indirect incentive 
currently being provided through provisions for 
loan losses. In addition, the mortgage tax credit 
could be used to compensate thrift institutions 
for the loss of tax benefit resulting from elimina­
tion of the special bad debt reserve deduction.

Recommendation

The special reserve provisions applicable to 
thrift institutions will be eliminated and all thrift 
institutions will compute reserve additions under 
an experience method similar to the one applicable 
to commercial banks.

Thrift institutions will be compensated for the 
tax benefit being eliminated by means of a new 
tax credit equal to a percentage of the interest 
earned from residential mortgages and other 
qualifying loans. The credit will be made avail­
able to all taxpayers and will serve as an incentive 
to attract capital into the residential mortgage 
market.

The size of the credit has not yet been decided, 
but it will be calculated so as to give thrift insti­
tutions full compensation for the tax benefit they 
would have received in the aggregate (based on 
projections for a future year) through deduc­
tions for additions to a reserve for losses on loans. 
To induce thrift institutions to continue their 
high level of investment in residential mortgages 
(to be eligible for the special bad debt reserve de­
duction they currently must invest 60 percent of 
their assets in qualifying real property loans 
and must invest 82 percent of their assets in such 
loans to receive the maximum tax benefit) and 
provide an incentive to other lenders to increase 
their level of investment in residential mortgages, 
the credit will be multi-level. For example, one 
rate might apply to those lenders who invest more 
than 70 percent of their assets in residential mort­
gages, a lower rate might apply to those lenders 
investing more than 50 percent of their assets in 
residential mortgages and still lower rates might 
be set for all other lenders. The specific rates and 
the investment levels have yet to be determined.
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QUESTIONS AND ANSWERS

I

Payment of Interest on Deposit Accounts 
(Regulation Q, etc.)

Q- What are the current regulations governing 
the payment of interest on demand deposits?

A. Payment of interest on demand deposits by 
any insured bank is prohibited by federal statute, 
12 U.S.C. 1828g.

Q. When and why was the payment of interest 
on demand deposits barred ?

A. Payment of interest was prohibited in 1933 
in the belief that deposit rate competition con­
tributed to bank failures. Subsequent studies have 
failed to support that belief.

Q. What is the legal basis for the current regu­
lations governing the payment of interest on time 
and savings accounts?

A. Federal law empowers the FRB, the FDIC, 
and the FHLBB to limit by regulation the pay­
ment of interest on time and savings deposits. Ceil­
ing rates may be varied in accordance with deposit 
size, maturity, location of institution and any other 
basis deemed desirable in the public interest.

Q. When was that authority first granted those 
regulatory bodies?

A. The current broad grant of authority was 
first enacted in September 1966 at the time of the 
severe liquidity crisis.

Q. Why was it enacted?
A. It was believed at that time that ceilings on 

deposit rates would hold down the costs of deposit 
institutions (primarily S&L’s) thereby alleviating 
the squeeze on their profits and maintaining them 
as viable suppliers of funds for housing. However, 
the ceilings failed to provide a protective shield.

Q. What is Regulation Q?
A. Regulation Q is a regulation issued by the 

FRB, under the authority mentioned above, gov­

erning the payment of interest by member banks 
on time and savings deposits.

Q. Are other regulatory bodies empowered to 
set interest ceilings for the depository institutions 
they supervise?

A. Yes. Under the legislation originally passed 
in 1966, both the FHLBB and the FDIC may set 
interest ceilings on the time and savings accounts 
of the institutions they supervise. Extension of 
that authority until December 31,1974, is currently 
before Congress. Under current authority the 
FDIC has promulgated 12 CFR 7829.6 and the 
FHLBB 12 CFR 526.

Q. Are the same regulations applicable to com­
mercial banks and thrift institutions?

A. Not entirely. The ceiling rate permitted 
thrift institutions is now generally 25 basis points 
higher than that permitted commercial banks. 
There are no ceiling rates on certificates of deposit 
of $100,000 or more, or on 4-year deposits of $1,000 
or more (up to 5 percent of time and savings de­
posits).

Q. Has the differential between what commer­
cial banks and thrift institutions can pay for time 
and savings accounts been due to a law or to ad­
ministrative action?

A. Administrative action.

Q. Why are thrift institutions given an inter­
est-rate advantage ?

A. Because of the prominent role they play in 
funneling funds into housing markets.

Q. Why is elimination of that differential now 
being proposed ?

A. The total package of recommendations con­
tains other and more efficient means of encour­
aging financial support for housing, principally 
through the mortgage tax credit.

Q. What is a “N.O.W.” account and how does it 
differ from a demand deposit ?
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A. A N.O.W. account is a negotiable order of 
withdrawal offered by mutual savings banks in 
Massachusetts and New Hampshire. In essence, 
they are checks drawn on savings accounts in those 
institutions. N.O.W. accounts differ from demand 
deposits in that such accounts bear interest and 
legally a bank does not have to honor it on demand.

Q. Why are you recommending the payment of 
interest on accounts that are essentially demand 
deposits while continuing the ban on interest pay­
ments for demand deposits ?

A. Given the long period in which banks have 
not paid such interest they will need time to ex­
periment with interest-bearing transaction ac­
counts. Maintaining a distinction, however small, 
between N.O.W. accounts and checking accounts 
gives banks time for experimentation.

If interest could be paid immediately on demand 
deposits, it is believed that banks with their exist­
ing large balances of demand deposits would start 
paying interest on them and S&L’s would never 
have a chance to attract such deposits. Also, many 
banks would feel that they were being forced by 
the government to pay such interest. And finally, 
by allowing N.O.W. accounts rather than interest 
on demand deposits we have introduced a degree of 
gradualism into the new world of paying interest 
on demand deposits.

Q. Why do you want to phase out Regulation Q ?
A. We want consumer/savers to have the full 

benefit of market interests and thus to receive a fair 
return on their savings.

Interest ceilings on time and savings accounts 
have inhibited financial institutions from compet­
ing with the rest of the capital market for funds, 
particularly during periods of credit restraint.

Q. If you eliminate Regulation Q, won’t we have 
the same type of cutthroat interest rate competi­
tion that led to numerous bank failures in the 
1930’s?

A. No. The statement that interest rate competi­
tion led to bank failures has not been supported by 
the evidence. There is little if any evidence that 
pure interest rate competition led to bank failures. 
The cause was, instead, poor investments.

If irresponsible deposit rates, inaugurated by 
isolated banks, should lead them to invest unwise­
ly, this can best be handled on a case-by-case basis 
by the supervisory agencies. There is no point in 

penalizing all savers and all institutions for po­
tential abuses by a few.

Interest rate ceilings in the past have proved 
to be discriminatory to the small unsophisticated 
saver while not really protecting the individual in­
stitutions.

Q. If you allow ceiling rates to increase, won’t 
this mean higher rates on mortgages and bank 
loans?

A. Not necessarily. A number of interrelated 
factors have to be taken into account:

1. The interest rate for loans is determined by 
a market that is separate from the one which de­
termines the interest rate for deposits. Although 
these two markets are indirectly related, they do 
not necessarily move in unison.

2. The market for mortgage loans is a long-term 
market, while the market for deposits is short and 
medium term.

3. To argue that removing Regulation Q will 
mean an increase in the average cost of funds for 
institutions is to assert that the Regulation has 
been effective in holding down the average cost 
of funds to the institutions. This has not been the 
case. What has happened has been a tilt in the yield 
curve with the average remaining about what it 
would have been otherwise—i.e., short-term Regu­
lation Q rates have been depressed (savings 
accounts of small consumers) while the longer 
maturity deposits (big CD’s) have been dispropor­
tionately bid up due to the intense competition by 
institutions for these relatively scarce deposits. We 
might expect this yield curve to “untilt” and thus 
not necessarily increase the average cost of funds 
to institutions.

4. However, the overall Regulation Q rates may 
go up and loan rates may go up. But if this hap­
pens, there will merely have been a redistribution 
of income from borrowers to savers. Who is to say 
that the consumer savers should not receive a fair 
return on their savings?

Q. Why not remove Regulation Q immediately ?
A. S&L’s, due to their portfolios of substantially 

all long-term mortgages frozen into fixed rates, do 
not have the ability to immediately start paying 
free competitive rates. They must be given a couple 
of years to adjust their portfolios so as to shorten 
the maturity of some of their assets (i.e., consumer 
loans) and improve their overall yield.
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ii

Expanded Deposit Liability Powers and Reserves

Q. What are the major differences in deposit 
liability powers between commercial banks and 
thrift institutions ?

A. All thrift institutions, both federal and state 
chartered, offer a full range of savings account 
services to all customers, individual and corporate. 
However, thrift institutions may not offer demand 
deposit services. A major exception is the N.O.W. 
account offered by mutual savings banks in Massa­
chusetts and New Hampshire. Among commercial 
banks only member banks of the Federal Reserve 
System may not offer a full range of both demand 
and savings account services • to all customers. 
Member banks may not offer savings account serv­
ices to their corporate customers. That prohibition 
is a regulation promulgated by the FRB. State 
chartered non-member banks are subject to state 
law on the issue of corporate savings accounts.

Q. Why have differing deposit liability powers 
for commercial banks and S&L’s been established ?

A. It has been generally believed that the longer 
maturity structure of thrift assets, vis-a-vis com­
mercial banks, demands a longer maturity struc­
ture of deposit liabilities. Hence the general pro­
hibition against S&L’s offering checking accounts.

Q. Why the recommendation that the differ­
ences in deposit liability powers between S&L’s 
and commercial banks be eliminated ?

A. It will be beneficial for consumers and small 
businesses to be offered a full range of services by 
all institutions which wish to do so. The elimina­
tion of current differences is part of the overall 
plan to make thrifts more viable financial institu­
tions. By possessing all the powers needed to com­
pete for deposit funds, thrifts will no longer re­
quire the great rescue operations used in the past.

Q. Will changes in their liability powers re­
quire changes in their asset powers?

A. Yes. Permitting thrifts to have shorter-term 
liabilities requires that they possess shorter-term 
assets. Recommendations put forward by the 
President include proposals that would permit 

thrifts to make consumer loans and business loans 
related to real estate.

Q. Will these changes in liability powers mean 
changes in their deposit reserve responsibilities ?

A. Not necessarily. If thrifts are members of the 
FHLBB system, and membership will be volun­
tary for state chartered institutions, reserves on 
their transaction accounts (demand and N.O.W. 
accounts, but not time and savings accounts) will 
be imposed by the FRB, after consultation with 
FHLBB.

Q. Will that be the same treatment accorded 
commercial banks?

A. Members of the Federal Reserve system will 
be subject to the same requirements on their trans­
action accounts as members of the FHLBB system. 
Again, membership will be voluntary for state 
chartered institutions.

Q. Will there be any differences between the 
reserve requirements for thrifts and commercial 
banks?

A. Yes. Current reserve (liquidity) require­
ments on time and savings deposits of thrifts will 
not be altered. Those on the time and savings ac­
counts of commercial banks will be altered.

Q. Before we get into these changes what are 
the current limits on reserves ?

A. Currently, the FRB is empowered to set re­
serve requirements on demand deposits from 10 
percent to 22 percent for so-called reserve city 
banks and from 7 percent to 14 percent for all 
other banks.

Q. What are the requirements in effect today ?
A. As of May 31, 1973 reserve requirements on 

demand deposits were
deposits 

i$ millions) 
0-2
2-10 
10-100
100-400 
over 400

reserve requirements 
(%)

8
10
12
13
17%

Q. What will the new reserve requirements be ?
A. They will range from 1 to 22 percent on 

transaction accounts (including demand and
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N.O.W. accounts), 1 percent to 5 percent on sav­
ings accounts, and 1 percent to 10 percent on time 
accounts.

Q. In what form will reserves be held?
A. For Federal Reserve and FHLBB members, 

reserves will be held in a form and amount to be 
prescribed by the FRB.

Q. Are reserve requirements imposed on savings 
accounts?

A. Yes. Currently, member banks of the Fed­
eral Reserve system are subject to reserve require­
ments on savings accounts. Such reserves may 
range from 3 percent to 10 percent. At the moment 
the requirement for all banks is 3 percent. Non­
member banks are subject to state law.

Q. Are there any reserve requirements on time 
deposits and certificates of deposit ?

A. Members of the Federal Reserve system 
must hold as reserves 3 percent of such deposits 
for the first $5 million and 5 percent for deposits 
over $5 million. Recently, the FRB imposed an 8 
percent marginal reserve requirement (the regular 
5 percent plus a supplemental 3 percent) on fur­
ther increases in the total of (a) outstanding cer­
tificates of deposit of $100,000 and over issued by 
member banks, and on (b) outstanding funds ob­
tained by a bank through issuance by an affiliate 
of obligations subject to the existing reserve re­
quirement on time deposits. The 8 percent mar­
ginal reserve does not apply to banks whose obli­
gations of those type aggregate less than $10 
million.

Q. What proposals are being made for reserves 
on time and savings accounts in commercial banks ?

A. For member banks reserve requirements on 
savings accounts will range from 1 percent to 6 
percent and those on time accounts will range 
from 1 percent to 10 percent. State law will pre­
vail for nonmember banks.

Q. What is the difference between savings ac­
counts and time accounts ?

A. Generally, the two differ in terms of the 
amount of time funds must remain on deposit and 
the rules governing withdrawal of funds.
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For savings accounts, the depositor is not re­
quired by contract to leave funds on deposit for 
any specified period of time nor to give notice in 
writing of an intended withdrawal. However, the 
depositor may at any time be required by the bank 
to give at least 30 days notice.

For time accounts, the depositor agrees to leave 
funds on deposit for a specified minimum period 
of time and for many types of time deposits must 
give prior notice of withdrawal.

Q. Will new reserve requirements be imposed on 
time and savings accounts in thrift institutions?

A. No. The liquidity reserves imposed by the 
state or the FHLBB, whichever is applicable, 
will continue.

Q. Although the FRB imposes reserve require­
ments only on member banks, are you recommend­
ing that it set reserve requirements for all feder­
ally insured banks?

A. No, not all of them. The FRB will have au­
thority to set, in consultation with the FHLBB, 
reserve requirements on transaction accounts of 
members of the FR and FHLBB systems.

Q. Won’t that recommendation bring some 
thrift institutions under the control of the FRB ?

A. Only with regard to reserve requirements on 
transaction accounts. There is no way to estimate 
at this time how many FHLBB thrifts will offer 
transaction accounts.

Q. Are there any reasons for preserving the 
dual banking system ?

A. Yes. The dual system creates 52 laboratories 
for experimentation in bank regulation. Experi­
mentation has taken place in areas of ancillary 
bank services and capital adequacy to the ad­
vantage of the banks and the public. In addition, 
the availability of alternative chartering agencies 
has resulted in increased competition and more 
service for the public.

Q. Why is it that state chartered banks which 
are not members of the Federal Reserve System do 
not have to hold the same reserves as the system 
members?

A. The history of our banking laws has been 
one of dual regulation of state chartered banks 
and federally chartered banks. We do not wish to 
damage this very healthy system of dual banking.
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By providing a choice of chartering and super­
visory agencies to banks and S&L’s, we have 
fostered an innovative and progressive banking 
system.

We believe that states have the right to regulate 
their own banks so long as such regulation does 
not unduly interfere with the implementation of 
monetary policy which is, of course, a federal re­
sponsibility. From a practical point of view, most 
state banks hold reserves roughly equivalent to 
those of FR member banks. However, unlike the 
member banks, they are frequently able to put 
such reserve balances to productive use.

Q. Summing up, how will this decision on re­
serves affect financial institutions?

A. National banks—no change.
State Federal Reserve System member banks— 

no change.
State non-member banks—no change.
Federal S&L’s—must hold reserves against de­

mand deposits and N.O.W. accounts; no change 
on savings and time deposits.

State S&L’s—if member of FHLBB (which al­
most all will remain), same as above. If not 
FHLBB member, state banking authorities will 
set reserve requirements. It is hoped they will be 
the same as for banks.

Mutual savings banks—same as for Federal and 
State S&L’s.

The new ranges within which the Fed may set 
the reserve level are:

demand deposits and N.O.W. accounts — 1-
22 percent

savings — 1-5 percent
time —1-10 percent

III

Expanded Lending and Investment Powers

Q. What is the general purpose of expanding 
the lending and investment powers of thrift insti­
tutions and banks?

A. Generally, the expansion is part of the over­
all plan to make thrifts more viable financial in­
stitutions. More specifically, changes on the lia­
bility side require compensating adjustments on 
the asset side aimed at increasing income and en­
hancing liquidity. Those objectives can be achieved 

only through the acquisition of shorter term and 
more diversified assets, such as consumer loans. 
Opening up those areas to thrift institutions can 
be expected to create downward pressures on the 
cost of credit to consumers and governmental 
bodies.

Q. What are the current limitations on lending 
and investing by thrift institutions?

A. This can be answered precisely only about 
federally-chartered S&L’s, since there are so many 
laws covering state-chartered institutions.

Currently, federally-chartered S&L’s are gen­
erally restricted to making loans related to hous­
ing and real estate.

There are two exceptions to that rule. First, they 
may make passbook loans, that is loans to account 
holders secured by the deposits in their accounts. 
The size of loan is limited to the amount of funds 
in the account. Second, thrifts may make loans to 
individuals to pay for college, university or voca­
tional expenses. Those loans are limited to 5 per­
cent of assets.

Generally, S&L’s are precluded by law and reg­
ulation from acquiring private sector debt obliga­
tions other than mortgages. They may, however, 
acquire the stock of so-called service corpora­
tions—corporations designed exclusively to pro­
vide related services such as data processing.

Q. What expanded lending and investing 
powers are being recommended for federal savings 
and loan associations?

A. Federal S&L’s will be authorized to make 
consumer loans; make construction loans not tied 
to permanent financing; make community reha­
bilitation and development and mortgage loans on 
residential and related properties, including a par­
ticipation in rental income or a share of capital 
gains on the sale of property; acquire high quality 
commercial paper and private investment grade 
corporate debt securities; utilize for consumer 
loans the unused portions of authorized invest­
ments in commercial paper and securities, and in 
community rehabilitation and development and 
mortgage loans.

Q. What expanded lending and investing 
powers are being recommended for national 
banks?

A. National banks will be granted liberalized 
powers with respect to real estate loans, and au­
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thority to invest in community rehabilitation and 
development and mortgage loans on residential 
and related properties, including a participation 
in rental income or a share of capital gains on the 
sale of property.

Q. Why should thrift institutions be given 
expanded lending authority ?

A. This will allow them to pay the market rate 
for deposits by shortening the maturity and di­
versifying the composition of their assets, and in­
creasing the yield thereon.

Q. Won’t this diversification divert money from 
the home loan mortgage market?

A. The CEA study referred to earlier in the 
discussion of issue 3 concluded that such curtail­
ment will not be significant in view of the other 
powers being extended to thrift institutions. More­
over, commercial banks can be expected to take 
up some of whatever slack does occur if current 
restrictions on their real estate lending are re­
moved, particularly in light of the elimination of 
interest ceilings on savings accounts.

Q. Why are strict percentage-of-asset limita­
tions being set on thrift institutions’ expanded in­
vestment powers ?

A. Since housing has a high social priority, 
it seems advisable to place some restrictions on 
the acquisition of non-mortgage assets and to in­
crease the number of ways thrifts can participate 
in financing construction activity.

IV

CHARTERS FOR THRIFT INSTITUTIONS

Q. Why are there no existing provisions for 
federally-chartered stock thrift institutions?

A. At the time the federal law was enacted sav­
ings and loan associations were looked upon sim­
ply as self-help cooperatives, and there was 
thought to be no role for stock savings and loan 
associations.

Q. Why is it being recommended that Federal 
charters now be granted to stock thrift institu­
tions?

A. Presently 21 states charter stock savings and 
loan associations. Experience with stock savings 
and loan associations has been at least as satisfac­

tory as that with mutuals; therefore there is no 
good reason for the present statutory ban on fed­
eral charters. It is also believed beneficial to have 
a dual option of chartering and supervisory agen­
cies to avoid two problem areas which emerge 
when a particular type of financial institution can 
be chartered by only one agency: first, the agency 
may become overzealous in protecting existing 
firms; second, the agency may not be as innovative 
and imaginative as it should be in exercising its 
authority.

Q. Under the recommendations will there be 
any difference in activities permitted stock S&L’s, 
mutual S&L’s, mutual savings banks, and the new 
savings banks?

A. Under the recommendations all federally- 
chartered thrift institutions will have essentially 
the same asset and liability powers. “Savings 
bank” will just be an alternative title available to 
newly empowered federally-chartered thrift in­
stitutions. However, state-chartered MSB’s which 
convert to a federal charter will be able to retain 
their life insurance, equity investments and corpo­
rate bond investments. This will enable them to 
maintain their customary investments which will 
not be available to other existing or newly char­
tered federal thrift institutions.

Q. Won’t allowing MSB’s to convert and retain 
their investments undermine a dual banking sys­
tem?

A. No. Allowing mutual savings banks, which 
can now be chartered in 18 states and Puerto Rico, 
the option to convert to a federal charter and 
maintain their customary investments will en­
hance the dual banking system. Allowing them to 
retain their investments upon conversion will give 
them a real option between either remaining under 
their present state supervisory agency or coming 
under a federal supervisory agency.

V

CREDIT UNIONS

Q. What is a credit union, and what special 
privileges does it enjoy ?

A. A credit union is a cooperative nonprofit 
organization of individuals with a common bond 
of occupation, association or residence. The credit
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union’s objectives are to promote thrift among its 
members and to provide them with a source of 
credit at reasonable rates of interest. Credit unions 
enjoy an income tax-free status since they are non­
profit organizations.

Q. Are federal and state charters available to 
credit unions?

A. Yes; credit unions may be incorporated 
under a federal law or under the laws of 44 states.

Q. What resources are available to federal 
credit unions now to meet temporary liquidity 
problems?

A. Credit unions may use their investments or 
increase their direct borrowing from other credit 
unions and private sources such as commercial 
banks. However, to qualify for federal insurance, 
credit unions are limited by a ceiling on aggregate 
borrowing from all sources.

Q. What is being recommended to meet emer­
gency problems ?

A. The establishment of a Central Discount 
Fund (CDF) to be administered by the National 
Credit Union Administration is being recom­
mended. It would provide funds to meet the tem­
porary liquidity problems of its members.

Q. Will non-federally-chartered credit unions 
have access to the CDF?

A. Yes. All insured credit unions, either federal 
or state, may become members of the Fund.

Q. How will the CDF be funded ?
A. The capital for the Fund will be supplied 

through subscriptions by member credit unions. 
(Presumably additional funds could be provided 
through the issue of debt obligations and from the 
deposits of credit unions as recommended by the 
Hunt Commission.)

VI

FHA AND VA INTEREST CEILINGS

Q. What are the current Federal Housing Ad­
ministration and Veterans Administration inter­
est ceilings on mortgages and who imposes them ?

A. Interest ceilings on FHA-insured loans are 
set by the Secretary of Housing and Urban De­

velopment ; those on loans guaranteed by the VA 
are set by the Administrator of Veterans Affairs. 
The ceiling on FHA-insured and VA-guaranteed 
loans was recently raised from 7 to 7% percent.

Q. What was the purpose of having interest ceil­
ings on FHA- and VA-backed loans ?

A. FHA insurance is intended to enable persons 
of modest incomes to more easily obtain residential 
mortgages. Ceilings on FHA and VA loans were 
imposed with the assumption that borrowers 
under these programs would pay reasonable rates 
of interest.

Q. Why are you recommending the elimination 
of those ceilings?

A. Experience has shown that the administra­
tively set ceilings lag behind market rates for con­
ventional mortgages. This has meant that either 
FHA- and VA-backed loans become unavailable 
during periods of rapidly rising interest rates, or 
the effective rate of interest on these loans is raised 
above the ceilings by the practice of charging 
“points,” in effect buying the loan at a discount. 
Ending the ceilings will eliminate this practice 
and enable persons who rely on FHA- or VA- 
backed financing to obtain mortgages during 
periods of high interest rates.

Q. Won’t elimination of the ceilings lead to a 
rise in mortgage interest rates?

A. At present, the interest rates on FHA- and 
VA-backed mortgages rise with market rates on 
conventional mortgages through the use of 
“points” (or mortgage money becomes unavail­
able). Elimination of the ceilings is not expected 
to increase the effective rate of interest charged on 
these mortgages but is expected to provide a stead­
ier supply of funds for mortgages during tight 
money periods.

Q. Why won’t there be a phase-out period for 
these ceilings, as is planned for the interest ceil­
ings on time and savings deposits ?

A. The removal of interest ceilings on FHA- 
and VA-backed mortgages is not expected to sharp­
ly affect interest rates charged on mortgage loans 
so their removal should not disrupt the mortgage 
market. Some fear that the removal of ceilings on 
time and savings deposits may lead to substantial­
ly higher interest rates on those deposits. Rather 
than expose financial institutions to perhaps dam­
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aging and sudden competition for those funds, 
a period of adjustment will be provided, during 
which these institutions will be able to learn 
through experience what rates are needed to at­
tract necessary funds without damaging their vi­
ability.

Q. Will removal of FHA and VA interest ceil­
ings eliminate all usury-type barriers to mortgage 
financing?

A. No. Currently, many states employ usury 
ceilings in the mortgage area. It is the Adminis­
tration’s hope that states which impose such ceil­
ings will move toward eliminating them as soon 
as possible. During periods of severe credit strin­
gency, arbitrary ceilings below market rates can 
keep funds from mortgage markets.

VII

TAXATION

Q. Why are changes being recommended in the 
taxation of banks and thrift institutions?

A. The purpose is threefold: (1) to assure a 
steady flow of funds into housing; (2) to achieve 
a tax neutrality by providing that the income 
from a given asset will be subject to the same 
tax provisions, regardless of the functional type 
of financial institution holding the asset; and (3) 
to place competing institutions on an equal 
footing.

Q. What are the current special reserve provi­
sions which apply to thrift institutions and how 
do they differ from the reserve provisions apply­
ing to commercial banks?

A. The principal difference between existing in­
come tax provisions applicable to commercial 
banks and savings institutions involves deductions 
for additions to a reserve for losses on loans. Cur­
rently, thrift institutions are granted more favor­
able terms than commercial banks.

Q. Will the recommendations completely elimi­
nate all differences in taxation between thrift in­
stitutions and commercial banks ?

A. Generally, yes. The special reserve provi­
sions applicable to thrift institutions will be elim­
inated, and all thrift institutions will compute re­
serve additions under an experience basis rule of 
the type currently applicable to commercial banks.

Q. How will thrift institutions be compensated 
for his tax loss ?

A. Thrift institutions will be compensated for 
loss of the tax benefit by means of a new tax credit 
equal to a percentage of the interest earned from 
residential mortgages and other qualifying loans.

Q. Would the proposed mortgage interest tax 
credit be available to all lenders?

A. Yes.
Q. What are the current provisions of tax law 

with regard to the treatment of loan losses of 
thrift institutions?

A. In computing taxable income, all deposit in­
stitutions may deduct from gross income an ex­
pense item called additions to reserves for bad 
debts.

Currently, thrift institutions may, in calculat­
ing that expense item, use the same methods avail­
able to commercial banks or, in the case of quali­
fying real property loans, a special method de­
signed to increase the after-tax profitability of 
their mortgage holdings.

Under the second alternative, thrift institutions 
may deduct, for the year 1973, up to 49 percent of 
taxable income. Between 1973 and 1979 that maxi­
mum figure will be reduced gradually to 40 per­
cent.

To obtain the maximum deduction permitted 
by law, at least 82 percent of a thrift institution’s 
assets must be in so-called eligible assets. As the 
amount of eligible assets declines so does the per­
cent of gross income which may be deducted as a 
business expense. If the percentage of eligible 
assets falls below 60 percent of total assets, the 
special method is not available.

With regard to non-qualifying loans, bad debt 
reserve deductions are made under the same 
ground rules as are applicable to commercial 
banks.

Q. What changes in the tax treatment of “addi­
tions to reserves” are being recommended?

A. As of the effective date of the legislation, all 
deposit institutions would operate under the pro­
visions now available to commercial banks.

Q. What are those provisions?
A. Banks may deduct amounts in accordance 

with an “experience method” or a “percentage of 
eligible loan method.”
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Under the “percentage of eligible loan method,” 
the amount to be deducted is the amount necessary 
to bring the level of the reserve for bad debts up 
to a specified percentage of eligible loans. That 
percentage is currently 1.8 percent but will be 
reduced to 1.2 percent in 1976 and to 0.6 percent 
in 1982. This method will cease to be available 
after 1988.

Under the experience method, the amount to be 
deducted is the amount necessary to bring the level 
of the reserve up to an amount reflecting the actual 
loss experience for the current year and preceding 
5 years.

Q. When thrifts convert to the provisions avail­
able to banks, will the level of their reserves be low 
enough to permit them to deduct loan losses as a 
business expense ?

A. Generally, no.

Q. Will thrifts be given any special treatment 
as a result ?

A. Yes. Highly technical changes in the tax law 
will be made so that thrifts will continue to be able 
to deduct additions to reserves for bad debts as a 
business expense. However, the amount of the 
deduction will be substantially lower than that 
which is available under current law. Thrift in­
stitutions will always be able to receive a deduc­
tion for actual loan losses.

Q. Are the proposed changes in tax law de­
signed to equalize the effective tax rates or tax 
burden ?

A. No. The object of the recommendations is to 
create a tax neutrality with regard to the lending 
and investment activities of deposit institutions. 
Under the proposal, differences in effective tax 
rates and burden will continue to exist. Such dif­
ferences will result from a combination of three 
factors: (1) the form of the institution (i.e. 
mutual vs. capital stock corporation); (2) differ­
ences in federal and state regulation governing 
the permissibility of certain investments and an­
cillary activities; and (3) the extent to which the 
individual institution utilizes the powers granted 
to it.

Q. What is the background of the bad debt re­
serve deduction ?

A. Under current law a thrift institution is en­
titled to the special bad debt reserve deduction 
with respect to all qualifying real property loans 
(defined to include all loans secured by an interest 
in improved real property or secured by an inter­
est in real property which will be improved from 
the proceeds of the loan). Improved real property 
includes residential property such as a single fam­
ily home or apartment house as well as office build­
ings, shopping centers, warehouses, hospitals or 
other health, welfare, or educational facilities.

Based on 1971 figures, approximately eight per­
cent of loans made by S&L’s were not secured by 
an interest in residential property. In the case of 
MSB s virtually all of their mortgage loans were 
secured by an interest in residential real property.

The proposed mortgage interest tax credit is 
limited to interest income from residential mort­
gages, but is designed to compensate thrift institu­
tions for the tax benefit they presently enjoy with 
respect to all real property loans.

Q. If the credit is limited to residential mort­
gages, what loans would be excluded?

A. All mortgages secured by an interest in com­
mercial and industrial property, and loans secured 
by an interest in educational, health or welfare in­
stitutions or facilities including facilities used to 
house students, residents, patients, employees or 
staff members of such institutions or facilities.

Q. What effect will the proposal regarding bad 
debt deductions have on student loans?

A. Under current law, student loans are one of 
the types of investments that a thrift institution 
may make in order to meet the 82 percent test 
which will entitle it to the maximum bad debt 
deduction. However, the percentage of taxable in­
come method is available only with respect to 
qualifying real property loans and does not in­
clude student loans.

Under the proposed change, the bad debt reserve 
deduction w’ith respect to student loans will be un­
affected. However, since thrift institutions will no 
longer be required to maintain a specified percent­
age of assets in eligible assets, student loans will 
be classified as consumer loans, for which there 
will be ample lending authority.
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VIII

MORTGAGE AND HOUSING MARKETS

Q. Is the mortgage lending industry viable with 
its existing structure and regulations ?

A. We take “viability” to mean the ability to 
withstand the effects of cyclical changes in credit 
market conditions without the need for massive 
Federal supportive intervention.

A conclusive case that the industry is not viable 
cannot be made on the basis of available evidence, 
but there appears to be a high enough probability 
to warrant attention. The instructive value of 1966 
and 1969-70, the last two complete occasions when 
mortgage markets were under severe pressure, is 
not easily assessed, since many structural and 
regulatory changes have taken place over the last 
few years.

The chance of severe harm to thrift institutions 
has to some extent been moderated since 1969 by 
the improvement of the secondary market for both 
conventional and insured mortgages and by im­
provements in government sources of emergency 
liquidity. Moreover, thrifts and banks are now able 
to offer a “no-ceiling” deposit (minimum $1000 
and 4 years) to the small consumer. On the other 
hand, there seems to be a general awakening of 
savers to the various forms of holding wealth 
alternative to deposits at thrift institutions. In 
addition, new alternatives to savings accounts have 
emerged in the last two years.

On balance, it appears that if present institu­
tional arrangements were to continue, there would 
be good cause for concern about large-scale reduc­
tions in deposit inflows when market rates climb 
appreciably.

Q. How can we make the mortgage lending in­
dustry more viable without increased Federal 
support ?

A. By implementing the balanced program of 
broadened asset and liability powers for financial 
institutions and restructuring tax support for res­
idential mortgage lending.

Q. What are the present forms of government 
activities relating to housing and mortgage mar­
kets, including taxation?

A. Federal assistance to housing now takes two 
forms: (1) direct assistance to low-income persons 
building, buying or occupying dwellings and (2) 

a number of general tax incentives, some with ac­
companying restrictions, designed to encourage 
those same activities. Two major incentives are 
the deductibility of mortgage interest paid from 
homeowner's taxable income and the favorable 
manner in which savings institutions can add to 
bad debt reserves (beyond the levels warranted by 
losses) in return for the restriction that a high 
portion of their assets be held in residential real 
estate mortgage loans.

Q. How will Federal expenditures and tax pref­
erences change if the President’s recommenda­
tions are implemented ?

A. The President's recommendations would not 
affect the structure of any direct program, but 
would substitute a tax credit for the bad debt pro­
vision for thrift institutions, and would make the 
residential mortgage tax credit available to all tax­
payers. The amount of existing bad debt prefer­
ences for thrift institutions was estimated to be 
$545 million in fiscal 1971. If the tax credit is set 
at a level which does not alter the taxes paid by 
thrift institutions, the overall tax subsidy to hous­
ing will be larger since other investors will utilize 
the tax credit. If the overall subsidy is maintained 
at the current level, thrift institutions would re­
ceive less of the tax subsidy, with other holders of 
residential mortgages receiving the remainder.

Since the outlays in some Federal direct pro­
grams are positively related to mortgage rate lev­
els, these would rise if rates increased and decline 
if rates decreased. If a mortgage tax credit is es­
tablished in such a way as to compensate for the 
loss of subsidy through the bad debt reserve treat­
ment, residential mortgage interest rates should 
not be higher as a result of this package. Indeed if 
anything they should be lower, as the tax credit 
would benefit all holders of mortgages. This would 
reduce direct Federal outlays on housing support 
programs.

Q. How would adoption of the President’s rec­
ommendations on expanded powers affect mort­
gage markets both in the long run and cyclically ?

A. The overall impact of the proposed changes 
on the mortgage market depends upon the relative 
magnitudes of two opposing effects.

First, expanded asset powers for thrifts, in and 
of themselves, might reduce the supply of mort­
gage funds from those institutions. However, the 
reduction would be small.
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Elimination of interest rate ceilings for com­
mercial banks would increase competition for sav­
ings and loan associations and mutual savings 
banks and thus contribute to the negative effect.

On the other hand since thrift institutions will 
be able to provide a broad range of consumer serv­
ices, they would be in a stronger position to attract 
savings deposits. Since a good portion of these 
deposits would go into mortgages, the mortgage 
market would benefit.

Finally, the rate of personal savings in the econ­
omy might well increase, providing more funds 
for all financial intermediaries.

It is believed that the net effect on mortgage 
flows of all these nontax factors is approximately 
neutral. With an appropriate tax credit, the effect 
will be positive.

Additionally, an element of cyclical stability 
will be introduced. The new powers to be granted 
to thrift institutions would improve their ability 
to compete for funds, strengthen their cash flows, 
and thereby alleviate tendencies toward disinter­
mediation (loss of deposits) during periods of fi­
nancial restraint.

Q. Ignoring for the moment the mortgage tax 
credit, if the recommendations reduce the supply 
of mortgage funds, won’t there be a correspond­
ing decline in the supply of housing ?

A. Not necessarily. Mortgage credit and hous­
ing finance are not identical. The former is only 
one constituent of the latter. Other constituents 
include personal wealth (e.g. savings accounts; 
funds from sale of current house) for home buyers 
and equity markets for the development and con­
struction of housing projects and apartment 
houses.

The popular view is, however, that the rate of 
housing production is a captive of the amount of 
mortgage funds in both the short and long run. 
Those who believe this point to the data which 
show mortgage funds and housing moving to­
gether in the short run. However, that relation­
ship is open to another interpretation: both hous­
ing and mortgages are simultaneously influenced 
by other factors. According to this view, high in­
terest rates reduce housing production by reducing 
demand for housing and high interest rates chan­
nel funds away from thrifts (because of interest 
ceilings) which are legally required to invest in 
mortgages. Choosing between the two explanations 

is not easy. However, the most recent studies tend 
to support the second idea; credit conditions in 
general, not the availability of inortgage funds, 
influence housing over the long run. Over the short 
run the availability of credit is, however, a sig­
nificant factor.

Under a contract to the Department of Housing 
and Urban Development, two Princeton Univer­
sity economists, Professors Ray C. Fair and 
Dwight M. Jaffee, prepared a report which at­
tacks the problem directly. Using the Federal Re- 
serve-MIT-Penn Model of the economy, the au­
thors ran a number of tests simulating the impact 
of the Hunt Commission’s recommendations dur­
ing the 1960’s. On the expanded powers, the Presi­
dent’s recommendations are similar to those in the 
Hunt Report. The authors summarized the re­
sults of their tests as follows:

“Our results indicate that the housing 
market would probably, on net, gain 
under the Hunt Report, while the mort­
gage stock may gain or lose depending on 
the specific assumptions. In any case, the 
magnitudes involved are small relative 
to the current outstanding stocks of 
these assets.” *

Q. What implications would the recommended 
changes have for the conduct and effect of mone­
tary policy?

A. The expanded deposit and asset powers for 
thrift institutions and banks, the abolition of in­
terest ceilings, and the tax credit should make 
mortgage and housing markets less sensitive to 
changes in credit conditions.

Removing restrictions on interest paid on de­
posits would greatly moderate the shifts between 
deposits and other assets as market rates fluctuate. 
This would reduce the disorder in financial mar­
kets which has accompanied restrictive fiscal and 
monetary policies.

Q. What are “points.”
A. A point is one percentage point of the total 

value of a mortgage loan. One or more points may 
be added to the homebuyer’s closing costs to com­

* Ray Fair and Dwight Jaffee, “An Empirical Study of 
the Implications of the Hunt Commission Report for the 
Mortgage and Housing Markets,” HUD Contract H1781, 
April 1972, second page of Abstract.

25



204

pensate lenders when market rates on loans are 
above usury ceilings.

Q. What are Government National Mortgage 
Association tandem plans?

A. Tandem plans were employed by GNMA to 
add support to housing markets. Under those plans 
GNMA would buy mortgages typically at above 
market prices and sell them later at market prices 
to private buyers (often pension funds). GNMA 
would absorb any losses that might result.

Tandem plans were suspended June 28,1973.

Q. What is the Federal National Mortgage As­
sociation’s role in mortgage markets?

A. FNMA, a private corporation since 1968, has 
as its primary responsibility providing secondary 
market services by buying and selling FHA- 
insured, VA-guaranteed, and conventional mort­
gages. The great bulk of current holdings is com­
posed of FHA-insured and VA-guaranteed mort­
gages.

FNMA was permitted to begin secondary mar­
ket operations by the Emergency Home Finance 
Act of 1970. However, it did not begin actual op­
erations until February 14, 1972. At the end of 
April 1973, FNMA held $133 million of conven­
tional mortgages and its rate of activity has in­
creased substantially in 1973 over 1972.

IX

UNIFORM RESERVES

Q. Is it true that the President’s recommenda­
tions do not call for uniform reserves on all third- 
party or transaction accounts such as checking 
accounts or N.O.W. accounts ?

A. Yes. Under the President’s recommendations 
only members of the Federal Reserve and FHLBB 
systems will be subject to federally-set reserves 
on their transaction accounts. Membership in those 
two systems will remain optional for state char­
tered institutions. State non-member institutions 
will continue to have their reserves set by the indi­
vidual states.

Q. Why do the President’s recommendations 
exclude the request for uniform reserves?

A. The question of uniform reserves has been 

discussed at great length over the years, by formal 
commissions and congressional committees. Al­
though not critical at this point, should the lack 
of uniform reserves impede the implementation of 
monetary policy, the question must rightfully be 
opened.

Q. What has been the practical effect of volun­
tary FR system membership for state chartered 
banks ?

A. Voluntary Federal affiliation has been healthy 
for the system and spurred creative regulations. 
At the moment, about 40 percent of all commercial 
banks holding about 80 percent of all com­
mercial bank demand deposits belong to the Fed­
eral Reserve system. Most newly chartered banks 
obtain state charters but few of them elect to be­
come members of the Federal Reserve system. Of 
the 509 state chartered banks opened for business 
between end-1969 and end-1972, only 30 joined the 
Federal Reserve system. Small banks used the cor­
respondent banking services of large banks and 
most large banks belong to the Federal Reserve 
system.

Q. Why is it important to have uniform 
reserves?

A. The FRB maintains that uniform reserves 
are essential for the efficient conduct of monetary 
policy.

The reasoning underlying that argument seems 
to fall into two parts. First, the fact that all banks 
are not subject to uniform reserves limits the effec­
tiveness of changes in required reserves as an in­
strument of monetary management. Second, there 
is the fact that demand deposits in non-member 
banks do not respond directly to other techniques 
such as open market operations.

As a result of those two factors some contend 
that member banks bear a heavier burden during 
periods of credit restraint than do non-member 
banks.

Q. What has been the practical effect of the 
existence of non-member banks on the conduct of 
monetary policy?

A. There is no easy way to answer that ques­
tion. However, as of June 1973 non-member banks 
held about 22 percent of all commercial bank de­
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posits and about the same amount of demand de­
posits of individuals, partnerships, and corpora­
tions (IPC deposits).

Some argue that under existing conditions non­
member bank deposits need not affect the efficiency 
of monetary management. So long as the demand 
for deposit reserves by those banks is stable and 
predictable and so long as the FRB can control the 
supply of those reserves the efficiency of monetary 
management should not suffer.

However, over the longer run, changing circum­
stances may warrant a reexamination of this issue.

Q. Since the absence of uniform reserves has 
preserved the dual banking system, what advan­
tages have accrued to the American public?

A. Generally, it has permitted an element of 
competition among supervisory authorities which 
has been conducive to innovation and experimen­

tation by financial institutions. It has restrained 
supervisory authorities from over-zealously pro­
tecting existing firms by restricting entry.

Non-member bank deposits need not affect the 
type experiments on such issues as capital ade­
quacy, capital debentures, and the extension of 
ancillary services such as data processing services, 
insurance services, messenger services and the like.

State law and federal law are not the same on 
those issues and thus some banks have more free­
dom on the issues than others. They have used that 
freedom to experiment. And supervisors have 
learned from those experiments. In some cases the 
freedoms have been extended to those who had 
not previously enjoyed them.

If preserved, the dual banking system can con­
tinue to serve the public interest and keep the 
federal system alert.
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EFFECTS ON HOUSING OF CHANGES IN FINANCIAL STRUCTURE

The effect on housing of the recommended 
changes in financial structure can usefully be ex­
amined in two parts. First, the overall effect of 
all the changes except the tax changes can be esti­
mated. Then the tax recommendations can be 
evaluated. Since the mortgage interest tax credit 
can in principle be set at any level, it can be estab­
lished in such a way as to ensure that the overall 
impact on housing is not adverse.

However, the overall impact of the nontax rec­
ommendations together is not likely to be adverse. 
For that reason, the mortgage tax credit can be 
established on the basis of subsidies lost when ex­
isting tax treatments are changed.

Important to the issue concerning the effects of 
the Administration recommendations on housing 
is what effect, if any, the specialized system of 
mortgage finance has had on housing in the United 
States. Yet, as the Interagency Task Force Study 
on Housing chaired by the Council of Economic 
Advisers makes clear, it is important to realize 
that this is not the only consideration. There are 
two important central issues here. The first is what 
effect, if any, the recommendations will have on 
the supply of mortgage credit. The second is what 
effect a change in mortgage credit will have on 
housing. Even if the recommendations would de­
crease the supply of mortgage credit, as seems un­
likely, it does not follow that anything like a 
corresponding effect must be transmitted to hous­
ing- The last point is not widely understood and 
merits elaboration.

As a matter of definition, a mortgage is secured 
by an existing (or potentially existing) house, but 
the creation of a new mortgage does not imply 
that new construction will necessarily take place. 
Nor does the construction of a new house in all 
cases require a mortgage.

First of all, “mortgage money” is widely used to 
finance existing housing in addition to newly con­
structed housing. Indeed, a homeowner may mort­
gage his house in order to pay for his children’s 
college expenses, or to finance the expansion of 
his business. A larger mortgage may be sought to

enable the home buyer to purchase furniture.*  A 
family may choose a larger or a smaller mortgage, 
depending on its savings and other sources of po­
tential borrowing. In general, mortgage credit 
(like any other kind of credit) is “fungible.” That 
is, it can be used for any purpose the borrower 
chooses.**

Moreover, a mortgage is only one among a vari­
ety of sources of funds available to the borrower, 
whether he seeks money to acquire a house or for 
any other purpose.***  A family which owns its 
home outright may finance a new house simply by 
selling the old one. When outside financing is 
chosen, it can come either from a mortgage or from 
several other sources.

Furthermore, the financing of new housing in­
volves not only homeowners but many other cate­
gories of investors. The following is a partial list 
of the types of financing which play a role in the 
production of housing:

(i) equity investment
—the accumulated savings of homeowners;
—equity for the development and construction 

of large housing projects, and
—equity investments in apartment houses.

• In 1971, 35.1 percent of new S&L mortgage loans were 
classified as for purposes other than housing. Only 17.3 
percent were classified as for the purpose of home con­
struction.
“A typical household has a variety of outstanding lia­

bilities (a mortgage, an auto loan, unsecured borrowing, 
credit card debt, and so on) which have been used to 
finance its assets. Fundamentally, there is no way to tell 
which specific asset is financed by which specific liability 
even though (in certain cases) one can specify which as­
set is used as collateral to back a specific loan.

•’♦The technical question is the size of the cross- 
elasticity of demand between mortgage borrowing and 
other forms of financing (such as the use of accumulated 
savings) for the purpose of residential construction. If 
this elasticity is very high, then, at the margin, funds 
from other sources are close substitutes for mortgage 
funds, and the demand for housing is determined inde­
pendently of the supply of funds.
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(ii) construction financing
—short-term debt money for developers and 

builders during the development and construc­
tion phases of housing.
(iii) other debt financing
•—long-term mortgage funds for consumers;
—long-term mortgage funds for investors for 

the purpose of buying and renting housing 
units, and

—short-term Ioans for consumers and inves­
tors for repair and rehabilitation of housing.

These other sources of financing can (and some­
times do) act as substitutes for mortgage credit. 
In sum, mortgage credit and housing finance are 
not identical: the former is only one constituent of 
the latter.

Frequently, however, the distinction between 
them has been blurred. The popular view, which is 
held by many mortgage practitioners and home 
builders, as well as by some economists, regards 
the rate of housing production to be a captive of 
the amount of mortgage funds available—in both 
the short and long run. This view, which may be 
called the “bottleneck” hypothesis, is held so wide­
ly and firmly that few writers, at least until re­
cently, have felt that it is open to question.*

Proponents of this view believe that specialized 
financial institutions provide additional funds for 
some borrowers to which they would not otherwise 
have access. They argue that savings and loan as­
sociations and mutual savings banks have pro­
duced higher mortgage flows and lower mortgage 
rates than would otherwise occur because they are 
forced to invest in mortgages. Thus, they contend 
that if the financial institutions which funnel 
funds to the mortgage markets are allowed to re­
duce their specialization because of the adminis­
tration’s recommendations, the flow of money for 
mortgages will be reduced and mortgage interest 
rates will rise.**

‘A paper by Arcelus and Meltzer contains a critique of 
the “bottleneck” hypothesis and some empirical evidence 
against it. See Francisco Arcelus and Allan Meltzer, “The 
Markets for Housing and for Housing Services,” forth­
coming in Journal of Money, Credit and Ranking. Criti­
cisms of the popular view began to appear in the litera­
ture many years ago, but have been largely ignored by 
the dominant school of thought. Other critics include 
Brunner, Hester, Jacobs, Mayer, and more recently Geisei 
and Jaffee.

••This argument would, of course, apply to only one 
part of the recommendations, i.e., that part pertaining to 
the investment powers of savings institutions. As de-

If this “long-run bottleneck” view is correct, 
then policy measures which subsidize or support 
the mortgage market (holding general credit con­
ditions constant) will also increase the rate of 
housing production in the long run. Measures 
which support the mortgage as such will be effec­
tive without subsidizing housing directly.

Proponents of this view have supported their 
case by noting that mortgage flows and housing 
move together in the short run. Actually, several 
different interpretations of this numerical rela­
tionship are possible, including:

(a) the rate of housing construction is influ­
enced by the supply of mortgage credit;

(b) the demand for mortgage credit is influ­
enced by the rate of housing construction;

(c) mortgage credit flows and the rate of 
housing construction are influenced simultane­
ously by outside variables.
Although the first of these views is the popular 

one, it is the third which follows most naturally 
from received economic theory. According to this 
view, the mortgage and housing markets are 
stimulated or contracted simultaneously by out­
side influences—in the short run notably by fluctu­
ations in general credit conditions.

The reasons are straightforward and combine 
two effects. First, when market interest rates rise, 
households defer long-term borrowing and pur­
chases of long-lived assets, such as housing. Sec­
ond, higher open market rates induce the public to 
move out of deposits at thrift institutions into 
marketable securities since these institutions can­
not increase their interest rates on deposits by as 
much as the rise in open market rates. When the 
latter fall, funds shift back to institutions.

Thus, high interest rates (i) reduce housing 
production by decreasing the demand, and (ii) 
reduce mortgage flows by channeling savings away 
from the financial institutions that are legally re­
quired to invest heavily in mortgages. Such a 
mechanism would explain why the mortgage and 
housing markets have often moved closely together 
in the past. This view places little stress on the 
structure of financial institutions as a determinant 
of long-run mortgage flow’s, housing production 
and mortgage interest rates.

scribed subsequently other changes proposed for the sav­
ings institutions would provide them with the potential to 
attract more funds.
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Credit can and does flow to ultimate users via a 
number of routes. A dollar flows to where it can 
earn the best return, given risk, term to maturity, 
tax status, and so on. Thus, no one type of borrow­
ing group can enjoy special rates, independent of 
such attributes, that arise from institutional con­
straints. Similarly, specialized institutions do not 
provide increased access to capital for special pur­
poses such as housing.

This view says that a savings and loan associa­
tion, for example, must be able to compete with 
other investment opportunities if it is to attract 
savings from the consumer. If the operation of 
S&Ls increased the aggregate flow of mortgage 
funds and lowered mortgage rates below rates of 
return in the other sectors of the financial mar­
kets, S&Ls would be in a weak position to com­
pete for deposits and capital. At the same time, 
there are other types of financial institutions which 
provide funds to mortgage borrowers. If S&Ls 
increased their investment in mortgages, mortgage 
yields would fall, inducing other suppliers of cred­
it to reduce their mortgage investments.

This approach implies that changes in the sup­
ply of mortgage funds, holding general credit 
conditions constant, will not materially affect 
housing construction. In this case, indirect policy 
measures such as the government purchase of 
mortgages will not succeed in stimulating housing 
in the long run because government lending simply 
displaces other lenders. In the short run (up to 
a year), a stronger case can be made that govern­
ment purchases of mortgages will have a positive 
impact on the mortgage and housing markets, and 
this fact should not be lost sight of.

It is difficult to design and conduct a definitive 
empirical test of whether housing demand is more 
responsive to mortgage flows or interest rates. The 
best available work found by the housing study 
group supports the interest rate hypothesis. It is 
also very significant that a number of European 
countries have experienced the same type of be­
havior of mortgage flows, housing production and 
interest rates. This has occurred despite wide 
variety in the institutional structure by which 
housing is financed. Accordingly, the Task Force 
leaned toward the view that the financial effects 
on housing production operate primarily through 
general credit conditions and not through the 
specific characteristics of the mortgage market. 
Housing production is also presumably affected 

by economic variables specific to the housing in­
dustry itself. The Task Force accepted that credit 
rationing may occur in the very short run, but was 
persuaded that over any significant period of time 
it is the general level of interest rates, rather than 
the flow of mortgage credit, which acts as the 
rationing instrument for housing and other 
durable assets.

There remains the question of how the Admin­
istration’s recommendations will affect the flow of 
funds into the mortgage market. This is still a rele­
vant question for two reasons. First, nearly all 
economists agree that in the short run (about a 
year or less) changes in the availability and flows 
of mortgage credit importantly influence housing 
production. Second, it is of interest to note how 
the housing stock will be financed in the future. 
The impacts can be separated into cyclical and 
long-range.

It is hard to imagine how these recommenda­
tions could increase the cyclical variability of 
housing compared with recent years. The Task 
Force believes they will decrease it substantially 
by decreasing short-run disruptions of mortgage 
flows. This will result from two important sets of 
changes. First, traditional mortgage lenders will 
have their cyclical viability strengthened by 
broadened powers to hold assets and issue liabili­
ties. Second, mortgages themselves will be made 
more attractive to nontraditional lenders as a re­
sult of the mortgage interest tax credit and im­
provements in the secondary market for mort­
gages.

Asset restrictions on thrift institutions and the 
poor development of a secondary market have 
made it very difficult for thrifts to weather periods 
of credit restraint for these reasons:

1. The absence of a secondary market in mort­
gages means that the institutions may not be able 
to sell their mortgages even with the appropriate 
capital loss, in order to meet the outflow of de­
posits.

2. The long-term maturity of mortgages and the 
resulting low rate of repayment and turnover im­
plies that considerable time may be required be­
fore savings institutions can adapt to higher or 
rising interest rates.

3. The legal prohibitions on investment alterna­
tives and portfolio composition that are placed on 
savings institutions limit the pool of alternative 
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assets that they could otherwise sell as an aid in 
their adjustment problem.

For all of those reasons, the ability of institu­
tions to withstand loss of deposits is hampered 
by enforced specialization of investments. If their 
assets were diversified, savings institutions would 
be able to retain deposits more easily, and thus 
would not have to restrict new lending so severely. 
Consequently, the relaxation of portfolio restric­
tions is expected to help stabilize the short-run 
cycles in mortgage financing of residential 
building.

Liability restrictions have similarly made it 
hard for thrift institutions to maintain their mort­
gage lending when rates rise:

1. Interest rate ceilings limit their ability to 
compete with securities markets for funds.

2. Savings institutions are not entirely free to 
offer new types of deposits and other obligations 
that may increase their flow of funds.

3. They cannot issue demand deposits, which
(a) May have the advantage of being less 

interest sensitive than savings deposits; and
(b) Will allow them to provide to the cus­

tomer services which he formerly had to obtain 
from a commercial bank.
Again, relaxation of these restrictions will help 

stabilize the capacity of institutions to provide 
housing finance in times of tight money. How­
ever, while deposit rate freedom should assist 
thrift institutions to maintain mortgage flows, it 
will not necessarily reduce the cyclical instability 
of housing construction. Given relatively elastic 
housing demand, a significant increase in the in­
terest rates would still imply a significant con­
traction of residential construction.

Removal of state usury laws and Federal ceil­
ings on insured mortgages should help mortgages 
attract funds. Use of variable rate mortgages may 
also do this and may help institutions raise their 
deposit rates to retain funds when market rates 
rise. The Task Force is not convinced that varia­
ble rate mortgages will be as beneficial as their 
proponents assert, but sees no reason to impede • 
their use in the private market.

All these changes will stabilize the flow of funds 
into the mortgage market during periods of high 
interest rates. Accordingly, they will help elimi­
nate pressures on the housing market caused in 
the past by the virtual withdrawal of thrift insti­
tutions from mortgage lending at these times due 

to their own precarious positions. Housing pro­
duction will not be made constant over the cycle, 
nor should it be, since the demand of housing is 
highly sensitive to interest costs.

The long-run prospects for funds flowing into 
mortgages are harder to evaluate. The relevant 
changes recommended are: (1) relaxed restric­
tions in investment powers, (2) broadened powers 
to offer financial services, (3) relaxed restrictions 
on borrowing powers, (4) equal tax treatment, 
and (5) removal of obstacles to mortgage lend­
ing. Changes (2), (3), (4), and (5) should help 
mortgage and housing markets, while (1) tends 
to remove funds from the mortgage market.

Relaxed Restrictions on Investment Powers

The potential mortgage market impact, of the 
proposals expanding lending powers is not simple 
to analyze.* At first blush, the ability of thrift 
institutions to invest in assets other than mort­
gages implies that mortgage flows would be lower. 
There are important qualifications to this view, 
however. By investing some of their money in 
nonmortgage assets, savings institutions will earn 
a higher rate of return and thus be able to offer 
higher deposit rates. As a consequence, savings 
flows could be higher. In addition, allowing sav­
ings institutions the opportunity to provide con­
sumer loans will enable them to compete more ef­
fectively for consumer savings. When other fac­
tors are equal, convenience and familiarity lead 
people to borrow and to lend with the same insti­
tution. Thus, while competitive responses from 
commercial banks should not be excluded, one ef­
fect of allowing savings institutions to offer con­
sumer loans could be larger savings flows to these 
institutions in the long run. To the extent that 
there is a greater flow of savings arising from 
both of these effects, the mortgage and housing 
markets will benefit.

Broadened Powers To Offer Financial Services

It is proposed that savings institutions be al­
lowed to extend their service functions to con­
sumers. The most important function would be 
the third-party payment services (primarily the 
issue of demand deposits). If savings institutions

•See Dwight Jaffee, “The Entry of Savings Institu­
tions into the Consumer Loan Market,” Princeton Uni­
versity, February 1972.
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could do so, their competitive position vis-a-vis 
other financial institutions, primarily banks, 
would be improved substantially. Savings insti­
tutions would be better able to compete for the 
funds of those savers who prefer one-stop bank­
ing. As a consequence of this recommendation, 
savings institutions will thus be in a better posi­
tion to provide more funds to housing. At the 
same time, when commercial banks are faced with 
demand deposit competition, they will need to be 
more responsive in meeting consumer mortgage 
demands. In the past, a bank could send a con­
sumer to a savings bank when a mortgage was 
needed and be relatively confident that that con­
sumer’s other business would remain with the 
bank.

Relaxed Restrictions on Borrowing Powers

Insofar as deposit rate ceilings faced by com­
mercial banks are more severely constraining than 
those of savings institutions, their elimination 
would enable commercial banks to compete more 
vigorously for deposits. If deposits were drawn 
away from savings institutions, the net effect on 
aggregate mortgage flows would be negative. This 
effect could be blunted, however, by higher overall 
deposit flows to depository institutions induced by 
higher deposit rates. This would mean that funds 
were being bid away from other segments of the 
financial markets or that aggregate saving in the 
economy was increasing.

Equal Tax Treatment

The Task Force recommends two basic tax 
principles which, if jointly put into law, could 
have a positive impact on mortgage flows. First, 
Congress should enact a uniform tax formula for 
all depository institutions. Second, a mortgage in­
terest tax credit should be allowed on mortgage 
investments. This credit would be based on gross 
interest income from residential mortgages. The 
credit would be allowed to all investors in such 
loans, and not solely financial institutions. Such a 
credit could completely replace the hidden tax 
subsidy implicit in the tax laws which allow sav­
ings and loan associations tax advantages. Of 
course, the impact of these tax proposals on the 
mortgage market will depend on how the tax laws 
are written and the size of the mortgage invest­
ment tax credit.

< Mutual savings banks and savings and loan as­
sociations currently enjoy a tax advantage because 
their bad debt reserve deduction on qualifying 
real property loans exceeds actual default experi­
ence. The deduction allowed is dependent on an 
organization having a stipulated percentage of its 
total assets invested in a prescribed list of assets, 
the most important of which is mortgages. Thus, 
current tax laws for these savings institutions pro­
vide an incentive for investments in mortgages 
and supposedly an incentive for investment in 
housing. The mortgage investment incentive is 
limited, however, since it is not available to other 
types of institutions.

One approach in implementing a uniform tax 
structure for all depository financial institutions 
would be to base the bad debt reserve on actual 
default experience. This is currently the direction 
in which commercial bank taxation is moving. If 
this route were followed, and there were no off­
setting tax credit on mortgage investments, mort­
gage flows from these institutions could decline. 
However, any such decline could be offset by im­
plementing the mortgage tax credit proposal, 
which would act as a subsidy to mortgage flows.

Removal of Obstacles to Mortgage Lending

The Hunt Commission also proposed a number 
of ways in which the mortgage market could be 
made a more flexible instrument for financing 
housing. Since some of these require state action, 
while others simply exhort existing institutions to 
continue and expand what they are already doing, 
these recommendations were not included in the 
Task Force’s overall judgment about the impact of 
the recommendations on mortgage flows.

The question here is how all these effects add up. 
The answer to this question will come primarily 
from judgment, but there is some empirical evi­
dence which can contribute to judgment. Under a 
contract to the Department of Housing and Urban 
Development, two Princeton University econo­
mists, Professors Ray C. Fair and Dwight M. 
Jaffee, have prepared a report which attacks the 
problem directly. Using the Federal Reserve-MIT- 
Penn Model of the economy, the authors ran a 
number of tests simulating the impact of the 
recommendations during the 1960s. The authors 
summarized the results of their tests as follows:

“Our results indicate that the housing mar­
ket would probably, on net, gain under the
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Hunt Report, while the mortgage stock may 
gain or lose depending on the specific assump­
tions. In any case, the magnitudes involved 
are small relative to the current outstanding 
stocks of these assets.”*

•Ray Fair and Dwight Jaffee, “An Empirical Study of 
the Implications of the Hunt Commission Report for the 
Mortgage and Housing Markets,” HUD contract H1781, 
April 1972, second page of Abstract

To date, the Jaffee-Fair study has been the only 
direct empirical analysis of the recommendations, 
although there is a large empirical literature on 
the mortgage and housing markets. Other studies, 
using different econometric techniques, would be 
desirable. The interagency study group finds that 
the impact of the Hunt Commission proposals on 
the long-range flow of mortgage credit cannot be 
determined with any degree of precision, but may 
well be approximately neutral.
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