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by

G eorge A. L eM aistre  
Chairm an

F ed era l D eposit Insurance C orporation  

Septem ber 7, 1977

M r. Chairm an, I w elcom e this opportunity to testify  on the C onsum er 

Financial S erv ices  A ct (S. 2055) as reported  out o f the Senate C om m ittee 

on Banking, Housing and Urban A ffa irs  on August 3.

A s I ind icated  in  testim ony b e fo re  the Senate Subcom m ittee on 

F inancial Institutions on  June 20, 1977, we at the FDIC support the proposal 

to expand NOW account authority nationw ide. The leg is la tion  b e fo re  you also 

deals with a num ber o f other top ics . In addition to d iscu ssin g  the NOW account 

p rov is ion s , I w ill d iscu ss  parts o f this leg is la tion  which a re  o f m a jo r  s ign ifi

cance, which d ire ct ly  a ffect the FDIC o r  in  which the FDIC has sp ecia l exp er

tise . I w ish  to em phasize that we at the FDIC stand ready to a ss is t  you and 

your staff in w hatever fash ion  you  deem  appropriate as you  w restle  with the 

difficult issu es  ra ised  by the leg is la tion  b e fo re  you. M oreov er, we would 

hope fro m  tim e to tim e to prov ide  you with further com m ents as ou r own 

analysis p roceed s .

B efore  com m enting sp e c ifica lly  on  this leg isla tion , I would like to touch 

brie fly  on the m atter o f financia l institution re fo rm  in genera l becau se  m y
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sp ecific  com m ents flow  d ire ct ly  fro m  certa in  b asic  p rin cip les . A s you 

know, X supported the recom m endations o f  the HUNT C om m ission  and the broad 

goals em bodied in both the F inancial Institutions A ct and the F inancial R eform  

A ct. I was heartened when the F inancial Institutions A ct o f 1975 was passed 

by the Senate and by the general thrust o f the FINE study in the House.

H ow ever, I was disappointed at the subsequent d em ise o f  the F inancial R eform  

A ct in the H ouse. It continues to be m y view  that m ore  d ire c t  com petition  

among financia l in term ed iaries and g rea ter re lian ce  on the d ire ct  operation  

o f a fr e e  m arket, rather than on a system  o f  con tro ls  and restr ic tion s , is  a 

m ore  e fficien t and e ffective  way to a llocate  deposit funds. M oreov er , I 

b e liev e  that the Hunt C om m ission  was essen tia lly  c o r r e c t  in its strong 

recom m endation  that financial restructuring  should not be accom plished  

p iecem ea l, but rather in a context o f a com preh en sive leg is la tive  package 

designed to provide as equitably as p oss ib le  fo r  a transition  to the new 

structure.

N everth eless , events have shown that supporters o f com prehensive 

financia l re form  w ere  a b it naive. A ccord in g ly , it seem s to m e that we 

should w ork to develop packages within the fram ew ork  o f financia l institution 

re form  which constitute con stru ctive  and p ro g re ss iv e  steps and which are  

p o litica lly  v iab le . The leg isla tion  b e fo re  us represen ts an attempt to do 

just that.

At the outset, I would like to in je ct  a note o f caution. Since the 

recom m endations o f the Hunt C om m ission  in  1971, developm ents in the m arket

p lace and at the state lev e l have m oved us toward the goals the Hunt C om m is-
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sion envisioned. Com petition am ong financia l institutions has in crea sed  and 

innovative stra teg ies, such as the use o f  telephone and e lectron ic  tran sfers  

and m oney m arket funds, have undercut the e ffectiven ess o f in terest rate 

ce ilin gs and the prohibition  o f in terest paym ents on demand deposits . In 

this context, we m ust take specia l ca re  not to crea te  a regu latory fram ew ork  

which is  apparently p ro g re ss iv e  but which in the long run serves  to im pede 

innovation and stifle  com petition . R estriction s and regulatory m echanism s 

intended to be tem p orary  often becom e perm anent. This tendency ought to 

be res isted  even in the fa ce  o f ou r fru stration  with the fa ilu re  o f financial 

re form  in the past.

Rather than attem pting to review  all the issu es  b e fo re  us today, I shall 

focu s on five  issu es  in S. 2055: (1) the extension o f  NOW and share draft 

account authority provided  in T itle  I ; (2) the p rov is ion s o f T itle II dealing with 

the prob lem  o f m em bersh ip  attrition fr o m  the F ed era l R eserve  System  and the 

relationship o f  nonm em ber institutions to the F ed era l R eserve  System ; (3) the 

extension o f  the a gen cies ' authority to set in terest rates dealt with in T itle III; 

(4) the p rov is ion  o f a fed era l chartering option fo r  mutual savings banks in Title 

IV; and (5) the broadening o f fed era l deposit insurance covera ge  on IRA and 

Keogh accounts provided  fo r  in T itle  VI, B ecause o f  ou r resp on sib ility  to 

m onitor NOW account developm ents, I shall give sp ecia l em phasis to our 

on-going analysis o f  the New England experim ent with NOW accounts.

!• NOW and Share Draft A ccount Authority

I have long supported elim ination o f  the prohibition  o f  in terest paym ents' 

on all transactions ba lan ces. E con om ists  have dem onstrated  that there 

is  no m erit  to the contention that com petition  fo r  demand deposits
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through the paym ent o f in terest led to bank fa ilu res  during the D ep ression  

as som e contend. They have a lso  dem onstrated, at least to m y satisfaction , 

that com petition  fo r  deposits through the pricin g  m echanism  would result 

in a m ore  efficien t a llocation  o f re sou rces  than com petition  through 

in d irect m eans involving the im p lic it  payment o f in terest by building m ore  

branch es, keeping open lon ger h ou rs, providing fr e e  checking s e rv ice s , o ffe r -  

ing prem ium s and fr e e  t ra v e le r ’ s ch ecks, as w e ll as a variety  o f  other s e r 

v ice s . Such com petition  would lead to substantial benefits fo r  both financial 

institutions and bank cu stom ers .

Under the present system  o f  im p lic it  in terest paym ents on checking 

accounts, d epositors are  denied the opportunity to determ ine fo r  them selves 

how they w ish to spend their portion  o f the in com e the bank earns on their 

deposits . If in terest w ere  paid, a d ep ositor m ight ch oose  to consum e the 

sam e se rv ice s  that banks now o ffe r  in the cou rse  o f  com peting with other 

institutions fo r  h is account o r  he m ight ch oose  to fo re g o  such se rv ice s  

and spend his in terest in com e on d ifferent goods and s e rv ice s . This is  an 

im portant benefit o f NOW accounts - -  con su m ers w ill m ake the d ecis ion  

as to how to spend their in terest in com e, not the banks.

F re e  o r  b e lo w -a ctu a l-co s t  checking encourages in effic ien t use o f 

re sou rces  becau se  d epositors have little  o r  no incentive to econ om ize  on check 

w riting, even though check  clea ra n ce  costs  a re  substantial. D irect charges 

fo r  checks a re  lik ely  to prom pt d ep ositors  to w rite  few er  ch ecks. Such fees  

should co v e r  a substantial co s t  o f clearin g  ch eck s. M anagem ent's adoption of 

pricing  p o lic ie s  m ore  nearly  in line with the costs  o f  providing se rv ice s  to
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cu stom ers w ill enhance a financia l institution ’ s capability  o f paying a com p eti

tive in terest rate on deposit balances without im pairing earnings.

Paym ent o f com petitive  in terest rates w ill low er som e operating costs  

by reducing the need to tra n sfer  funds betw een n on -in terest bearing checking 

accounts and savings accounts as d epositors  no lon ger find it n ecessa ry  to 

m aintain separate checking and savings accounts. C ustom ers w ill need to 

spend le s s  tim e and e ffort in m anaging deposit ba lan ces, p articu larly  when 

in terest rates a re  high. A lso , existing inequities, w hereby som e d ep ositors  

pay fo r  a sm a ller  portion  o f the co s t  o f serv ic in g  their accounts than other 

d ep ositors  pay w ill be elim inated.

Som e have argued that NOW accounts would penalize d ep ositors  with sm all 

ba lances becau se  they would be fo r c e d  to pay fo r  se rv ice s  that are  now fr e e . 

F or  this to be true, in terest paym ents on their deposits would have to be 

le s s  than se rv ice  ch a rges , assum ing they paid nothing fo r  a checking account 

p r io r  to the advent o f NOW accounts. And, if  in terest paym ents w ere  le ss  

than se rv ice  ch a rges , this would im ply  that these d epositors  w ere  not paying 

fo r  the fa ir  value o f se rv ice s  rece ived  on  fr e e  checking accounts. F urth er

m ore , i f  NOW accounts are  authorized, d ep ositors  w ill still be able to ch oose  

a conventional checking account.

M oreov er , available statistica l evidence does not c le a r ly  dem onstrate 

that the average sm all d ep ositor  would end up as a lo s e r  in a w orld  with 

NOW accounts. A ccord in g  to the F ed era l R eserve  System ’ s 1976 Functional 

C ost A nalysis fig u res , an average p ersona l checking account in a typical 

bank with le s s  than $50 m illion  in total deposits had a balance o f $874 

and co s t  the bank, net o f  se rv ice  ch a rges , $37. 08 a y ea r. This
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amounts to an im p lic it  in terest rate o f  4. 25 percent. If the bank paid 

4. 25 percen t on an $874 NOW account and ra ised  se rv ice  ch arges by $37. 08, 

the bank would not be  w orse  o ff  and the d ep ositor would be w orse  o ff  only to 

the extent that he would have to pay in com e taxes on h is in terest earnings. 

While the annual co s t  o f serv ic in g  an account with a balance sm a ller  than 

$874 is  lik ely  to be le s s  than $37. 08, the im p lic it  in terest rate could  w ell be 

above 5 percen t, which is  the m axim um  ce ilin g  rate presen tly  perm itted  

on NOW accounts in New England. H ow ever, it  should not autom atically  

be assum ed that this is  true fo r  every  sm all account nor that banks w ill 

n e ce s sa r ily  ra ise  se rv ice  ch arges on sm all accounts by amounts exceeding 

the exp lic it  in terest paym ents on them .

F o r  these reason s , the extension o f NOW accounts nationwide represents 

a lo g ica l, wholly d esira b le  step in  the d irection  o f  in creasin g  the o v era ll 

e ffic ien cy  o f the banking system  and prov ides d epositors  with a w ider range 

o f options fro m  which to ch oose .

E xp erien ce  in  New England

The growth and su ccess  o f NOW accounts in New England re fle c t  consumer 

acceptance o f  this s e rv ice . NOW accounts w ere  authorized fo r  all depository 

institutions in M assachusetts and New H am pshire on January 1, 1974, and in 

Connecticut, M aine, Rhode Island and Verm ont on F ebruary  28, 1976. By 

June 30, 1977, 1 .4  m illion  NOW accounts totalling o v e r  $1. 8 b illion  had been 

opened in  M assachusetts and New H am pshire and 79 percent o f  the depository 

institutions in those states w ere  o fferin g  such accounts. NOW account 

ba lances am ounted to 5. 5 percen t o f total co m m e rc ia l bank deposits and
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2» 8 percen t o f  mutual savings bank deposits at the end o f 1976 in M assachu

setts and New H am pshire. In the other fou r New England states, 53 percent 

of the authorized institutions had 170, 000 NOW accounts totalling $539 m illion  

as o f June 30, 1977.

M oreov er , the experien ce  o f institutions in New England indicates that 

thrifts and co m m e rc ia l banks alike can com pete in  a w holly safe and sound 

fashion. At present, we know o f no bank that is  on the FDIC prob lem  bank 

list as a d ire c t  resu lt o f NOW accounts. Som e banks o fferin g  NOW accounts 

have suffered  an earnings d eclin e , although it is  not c le a r  that NOW accounts 

were the p rim ary  cau se . In the opinion o f FDIC exam in ers, p rob lem s caused 

by NOW accounts are  unlikely to be m uch g rea ter than those encountered when 

" fr e e "  checking accounts and con su m er ce rt ifica tes  o f  deposit w ere  o ffe red . 

Well m anaged banks should experien ce  no significant adverse e ffects  i f  NOW 

accounts are  authorized, although m arginal banks m ay experien ce  som ewhat 

greater adverse  e ffects  in absorbing costs  and em ploying funds profitab ly , as 

is the ca se  with any new prom otional o ffer in g . Thus, in states w here NOW 

accounts w ere  authorized without a transition  p eriod  and w here m ost institu 

tions pay the com m erc ia l bank passbook  savings ce ilin g  o f 5 percent, no 

institution has fa iled  and none has been  judged to be in an unsafe and unsound 

condition becau se  o f NOW accounts. In short, our exam iners rep ort that the 

ability o f  an institution to m anage change and m aintain profitab ility  depends 

predom inantly on the ca lib er  o f its m anagem ent. This con clu sion , based on 

the experien ce  and reports o f  our exam ination fo r c e , is  a lso  supported by 

the resu lts o f FDIC staff studies.
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Study o f C om m ercia l Banks That L ost Money in 1976

In one study, our exam iners and econom ists analyzed 22 M assachusetts 

com m ercia l banks which had negative net current operating earnings b e fore  

taxes and secu rities  transactions in 1976 to determ ine whether NOW accounts 

w ere  respon sib le  fo r  the earnings d ifficu lties o f those com m ercia l banks. 

The exam iners concluded that bad debts w ere the m ost im portant fa cto r  

accounting fo r  negative earnings in these banks. S p ecifica lly , the 1976 

earnings lo ss  in 14 o f the 22 banks can be blam ed on heavy loan lo s s e s , 

while loan lo s s e s  w ere a m a jor  contributing fa cto r  in the other eight banks.

These findings are supported by the analysis o f our econ om ists . As 

shown in Table 1, the average earnings figu res o f the banks grouped a c c o r d 

ing to their involvem ent in NOWs revea ls  no c le a r -cu t  relationship between 

the 1976 earnings o f the banks and the proportion  o f their total deposits in 

NOW accounts. M oreover, the absence o f a c le a r -cu t  relationship seem s to 

be the case  regard less  o f the se rv ice  charge p o licy  o f the banks offering  

NOWs (see Table 2). Two earnings m easures are re flected  in Tables 1 

and 2. The adjusted earnings figu re re flects  the banks' earnings net o f their 

p rov is ion  fo r  loan lo s s e s . N either earnings figu re  indicates a c le a r -cu t  

relation  between banks' involvem ent in NOWs and earnings lev e ls .

A s im ilar absence o f any d iscern ib le  connection  between the amount o f 

NOW accounts relative to total deposits o r  NOW account se rv ice  charge 

p o licy  and earnings rates be fore  o r  a fter the deduction o f the p rov ision  

fo r  loan lo ss e s  existed in 17 com m erc ia l banks in the other five  New England 

states that had negative earnings in 1976 (see Tables 3 and 4). In fa ct, the 

five  banks having the greatest proportion  o f NOW accounts fared  the best.
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Table 1

A verage Earnings Rates o f 22 M assachusetts C om m ercia l Banks 
Having Negative Earnings in 197 6 Grouped by Ratio o f NOW 

D eposits to Total D eposits

Ratio o f NOW D eposits to Total D eposits 
(D ecem ber 1976)

a
10% o r  M ore 10-0% 0

b
Earnings on A ssets - 1. 92 - 1. 36 - 1.49

c
Adjusted earnings on assets - . 01 - . 87 .12

Number o f banks 7 8 7

a The banks not o fferin g  NOWs y ea r-en d  1976.
b The earnings are 1976 incom e b e fore  taxes and secu rities  gains and lo s s e s , 
c The adjusted earnings figu re  re flects  197 6 incom e b e fo re  taxes and 

secu rities  transactions plus the loan lo ss  p rov ision .

Table 2

A verage  E arnings Rates o f 22 M assachusetts C om m ercia l Banks 
Having Negative Earnings in 1976 Grouped by NOW A ccount

S erv ice  Charge P o licy

F ree  Charge Plan No
NOWs NOWs NOWs

Earnings on assets 

Adjusted earnings on assets

1. 87 

. 00

- 1. 50

-  .10

1.49

.12

Number of banks 5 10 7
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Table 3

A verage E arnings Rates o f 17 C om m ercia l Banks Having Negative Earnings 
in 1976 in New England States Other Than M assachusetts,

Grouped by Ratio o f NOW D eposits to Total D eposits3

Ratio o f NOW D eposits to Total D eposits
b

3% o r  M ore 3-0% 0

c
E arnings on assets - .79 - 1.11 - 1.23

d
Adjusted earnings on assets 1. 82 .26 . 54

Num ber o f banks 5 8 4

a The 17 com m erc ia l banks include 10 fro m  Connecticut, 1 fro m  M aine, 2 from  
Rhode Island, 0 from  V erm ont and 4 fro m  New H am pshire. New banks 
established since 1971 and having negative earnings are excluded fro m  
the analysis.

b The banks not offering  NOWs y ea r-en d  197 6.

c The earnings are 1976 incom e b e fo re  taxes and secu rities  gains and lo s s e s , 
assets are averaged ov er  two consecutive  y ea rs .

d The adjusted earnings figu re re fle cts  1976 in com e b e fore  taxes and 
secu rities transactions plus the loan lo s s  p rov is ion .

Table 4

A verage Earnings Rates o f 17 C om m ercia l Banks Having Negative Earnings 
in 1976 in New England States Other Than M assachusetts,

Grouped by NOW A ccount S erv ice  Charge P o licy

F ree 
NOWs

Charge
NOWs

No
NOWs

Earnings on assets 0 - 1. 01 - 1. 23

Adjusted earnings on assets 0 . 87 . 54

Num ber o f banks 0 13 4
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Table 5

The Earnings P erform a n ce  o f C om m ercia l Banks Grouped 
By State and NOW A ccount C h a racteristics

Y ear C om m ercia l Bank Group

Num ber
of

Banks

Earnings A s 
P ercen t o f 

A sse ts*

NOWs As 
P ercen t o f 

Total D eposits

1976
CONNECTICUT 

A ll banks 57 . 594 1. 50
Non NOW 23 . 588
NOW-No S erv ice  Charge l . 641 .72
N O W -Service Charge 33 . 597 2. 57

1976
MAINE 

A ll banks 38 1. 063 1. 60
Non NOW 17 1.177 __
NOW -No S erv ice  Charge 2 . 706 8. 85
N O W -Service Charge 19 .998 2 .27

1976
MASS ACHUSE T TS 

A ll banks 136 . 359
Non NOW 31 . 227 0. 00
NOW -No S erv ice  Charge 21 . 068 11.21
N O W -Service Charge 84 . 482 8 .84

1975 A ll banks 136 . 670
Non NOW 46 . 739 0. 00
NOW -No S erv ice  Charge 24 . 625 8. 53
N O W -Service Charge 66 . 639 4. 38

1974 A ll banks 136 1. 024 . 53
Non NOW 94 . 987 0. 00
NOW -No S erv ice  Charge 9 1.124 2. 93
N O W -Service Charge 33 1.104 1. 36
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Table 5 - con t’ d.

Y ear C om m ercia l Bank Group

Num ber
of

Banks

Earnings As 
P ercen t of 

A ssets*

NOWs As 
P ercen t of 

Total Deposits

1976
NEW HAMPSHIRE 

A ll banks 68 .777 6.33
Non NOW 22 .973 —
NOW -No S erv ice  Charge 7 .855 11.63
N O W -Service Charge 39 .652 8.96

1975 A ll banks 68 .876 3.00
Non NOW 31 1.008 —

NOW-No S erv ice  Charge 12 .632 9.89
N O W -Service Charge 25 .830 3.56

1976
RHODE ISLAND 

A ll banks 11 .814 6.23
Non NOW 1 1.435 —
NOW -No S erv ice  Charge 0 — —

N O W -Service Charge 10 .752 6.85

1976
VERMONT 

A ll banks 29 1.072 1.36
Non NOW 20 1.130 —
NOW-No Service Charge 0 — _____

N O W -Service Charge 9 .942 4.40

^M easured on a b e fo re -ta x  basis  and expressed  as an unweighted average fo r  all 
banks in each group. The bank data are yea r-en d  data except fo r  a ssets , which 
are averaged ov er  two consecutive y ea rs .
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Table 6

The Earnings P erform an ce  o f  Mutual Savings Banks Grouped 
By State and NOW A ccount C h aracteristics

Num ber Earnings As
o f P ercen t of

Y ear Savings Bank Group Banks A ssets*

NOWs As 
P ercen t o f 

Total D eposits

CONNECTICUT
1976 A ll banks 66 .729 —

Non NOW 19 .720 —
NOW -No S erv ice  Charge 9 .801 .71
N O W -Service Charge 38 .683 .28

MAINE
1976 A ll banks 30 .926 —

Non NOW 13 .962 —
NOW -No S erv ice  Charge 2 .925 1.24
N O W -Service Charge 15 .834 .70

NEW HAMPSHIRE
1976 A ll banks 27 .844 2.90

Non NOW 3 .846 —
NQW-No S erv ice  Charge 16 .830 3.54
N O W -Service Charge 8 .885 2.72

1975 A ll banks 27 .717 1.81
Non NOW 5 .458 —
NOW -No S erv ice  Charge 16 .721 2.34
N O W -Service Charge 6 .923 1.90

1974 A ll banks 27 .821 .78
Non NOW 8 .653 —
NOW -No S erv ice  Charge 14 .837 1.19
N O W -Service Charge 5 1.046 .89

RHODE ISLAND
1976 AH banks 6 .933 —

Non NOW 6 .933 —
NOW -No S erv ice  Charge 0 — —
N O W -Service Charge 0 — —

VERMONT
1976 A ll banks 6 .825 .24

Non NOW 4 .785 —
NOW -No S erv ice  Charge 0 — —
N O W -Service Charge 2 .905 .71

^M easured on a b e fo re  tax basis  and expressed  as an unweighted average 
fo r  a ll banks in each group. The bank data are  yea r-en d  data.
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It should be  noted that the resu lts presented  in  Tables 1, 2, 3 and 4 

a re  not con clu sive  by th em selves becau se  various other fa cto rs  that m ight 

be expected  to in fluence bank earnings have not been taken into account.

Study o f  A verage Earnings in  Banks with NOW A ccounts and Those
Without

In another study, FDIC econ om ists analyzed the im pact o f NOW accounts 

on New England co m m e rc ia l bank and mutual savings bank earnings in 

gen era l. Table 5 shows average earnings rates b e fo re  taxes and secu rities  

transactions f o r  57 Connecticut co m m e rc ia l banks, 38 Maine co m m e rc ia l 

banks, 136 M assachusetts com m erc ia l banks, 68 New H am pshire co m m e r

c ia l banks, 11 Rhode Island co m m e rc ia l banks and 29 V erm ont com m erc ia l 

banks. Table 6 shows average earnings rates fo r  mutual savings banks 

including 66 in  C onnecticut, 30 in M aine, 27 in New H am pshire, 6 in Rhode 

Island and 6 in  V erm ont. A verage  earnings rates in  both tables a re  a lso  

shown fo r  banks grouped accord in g  to whether they o f fe r  NOW accounts and,

i f  they do, whether they levy  se rv ice  ch a rges .

With the notable exception of Massachusetts and to a lesser extent

Connecticut, 1976 earnings rates in co m m e rc ia l banks not o fferin g  NOW 

accounts tended to be  som ewhat higher than earnings in co m m e rc ia l banks 

o fferin g  NOW accoun ts. But, with the p oss ib le  exception  o f New H am pshire, 

these d iffe ren ces  w ere  slight. Again , with the exception  o f  M assachusetts, 

there did not appear to be any c le a r -c u t  d iffe ren ces  in the earnings rates o f 

banks o fferin g  NOW accounts based  on th eir s e rv ice  ch arge  p o lic ie s . The 21 

M assachusetts banks o ffer in g  fr e e  NOWs had the w orst earnings rates. It 

should be  noted that in both M assachusetts and New H am pshire there
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has been  m ovem ent away fr o m  fr e e  NOW accounts as dem onstrated by the 

decline fr o m  36 such banks in  1975 to 28 in 1976 and that banks in these two 

states o fferin g  NOWs fo r  the f ir s t  tim e during 1976 decided  to levy  se rv ice  

charges.

The earnings fig u res  in Table 5 o f  banks in the d ifferent New England 

states c le a r ly  indicate that M assachusetts banks w ere  esp ecia lly  hard hit 

by the 1974-75 re ce s s io n . H ow ever, m agnitude o f the earnings declines 

in M assachusetts fro m  1974 to 1976 does not appear to be related  to the 

decision  to o ffe r  NOW accounts o r  the ch o ice  o f se rv ice  charge p o licy .

In the fiv e  New England states fo r  which mutual savings bank earning 

rates a re  shown in Table 6 (M assachusetts is  om itted becau se  m ost mutuals 

in that state are not fed era lly  insured and do not rep ort their earnings 

to the FDIC)#. there is v irtua lly  no d ifferen ce  in the earning rates o f 

savings banks o fferin g  NOW accounts and those not offering  NOW 

accounts.
Study o f the Im pact o f  NOW A ccounts on 1976 Earnings

While the com p arison s  o f  average earnings rates seem  to indicate that 

NOW accounts have had only m in or adverse  e ffects  on bank earnings, the 

results o f  another m o re  com p reh en sive  study o f 98 M assachusetts co m m e r 

cia l banks, 68 New H am pshire co m m e rc ia l banks and 57 Connecticut com m er 

cia l banks com pleted  by  FDIC econ om ists  suggests a d ifferent conclusion . * 

The study em ployed re g re ss io n  analysis to investigate the relation  between 

1976 earnings and NOW accoun ts. The e ffects  o f  the com p osition  o f  the

*Only 98 M assachusetts co m m e rc ia l banks had NOW account p o lic ies  
that did not change during 1976.
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loan and secu rities  p ortfo lio s , tim e and savings deposits , s ize  o f  bank, 

num ber o f branches and F ed era l R eserv e  m em bersh ip  on earnings w ere  a lso  

explored  as part o f the sam e analysis.

The resu lts o f that study indicate that earnings b e fo re  taxes as a 

percentage o f total a ssets declin e  as the percentage o f total d eposits that 

are  NOW deposits in c re a se s . In M assachusetts co m m e rc ia l banks, fo r  

every  one percen t o f  total deposits that shifts fro m  demand deposits to 

NOW deposits (total deposits rem ain unchanged), earnings exp ressed  as 

a percentage o f total a ssets declin e  approxim ately  . 15 in  the 14 banks offering 

fr e e  NOW accounts, . 07 in  the 11 banks charging 10 o r  15 cents p er  NOW 

account draft and . 05 in the 44 banks requiring a m inim um  NOW account 

balance and levying som e kind o f m onthly charge a n d /o r  other types o f 

s e rv ice  ch a rges . H ow ever, i f  savings deposits shift to NOW deposits , 

the earnings d eclin es  are  sm a ller , . 11 in banks offerin g  fr e e  NOWs, . 03 

in banks levying a ch arge on each NOW draft and . 01 in banks having som e 

other NOW account se rv ice  charge plan.

F o r  every  one p ercen t o f total deposits that shifts fro m  demand deposits 

to NOW deposits in  New H am pshire co m m e rc ia l banks, earnings decline 

approxim ately  . 06 in the 7 banks o fferin g  fr e e  NOW accounts and . 02 in 

the 39 banks levying se rv ice  ch arges on NOW accounts. And in 

Connecticut, earnings r ise  . 23 in the 34 banks o fferin g  NOW accounts.

A ll but 3 o f the C onnecticut banks levy se rv ice  ch a rges . These figu res 

dem onstrate that the M assachusetts experien ce  appears to re fle ct  the w orst

that m ay happen.
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If earnings rates generally  decline with in crea ses  in NOW deposits, 

why are  there only neglig ib le  d ifferen ces  in the average M assachusetts 

com m ercia l bank earnings rates o f  . 22 fo r  non-NOW  banks, .37 fo r  

banks o fferin g  fr e e  NOWs, .4 4  fo r  banks charging 10 o r  15 cents per 

NOW draft and . 30 fo r  banks with other NOW account se rv ice  charge 

plans? * In fa ct, when 10 percent o f  total deposits are  in NOWs, the 

earnings rates a re  . 52 in banks offerin g  fr e e  NOWs, . 28 in banks ch a rg 

ing 10 o r  15 cents p er NOW draft and . 12 in banks with other NOW account 

serv ice  charge plans. E xcept fo r  the third group o f NOW banks, these 

earning rates a re  above the average non-NOW  banks. In New H am pshire, 

the average earnings rates are  . 97 fo r  non-NOW  banks, . 75 fo r  banks 

offering fr e e  NOWs and .7 0  fo r  banks levying se rv ice  charges on NOWs.

It seem s rather apparent that com m erc ia l banks offerin g  NOW accounts, 

especia lly  those in M assachusetts, have m ade various adjustm ents which 

have o ffse t a substantial portion  o f the earnings d eclin e related  to the 

shifting o f demand and savings deposits to NOW accounts. Although 

the exact sou rces  and amounts o f  such adjustm ents are  not known, there 

are severa l p oss ib ilit ie s . B ecause re se rv e  requirem ents tend to be low er 

on NOW accounts, p lacem ent o f re leased  re se rv e s  in earning assets 

in creases revenues. These banks m ay have a lso  m ade a con certed  e ffort to 

im prove the rate o f return on earning assets by raising lending rates, 

pricing loans m ore  carefu lly  accord in g  to their o v era ll cost  including

-T h ese  average earnings rates are not the actual group m eans. Rather, 
they are those rates that would exist if a ll banks had the sam e co m p o s i
tion o f loans and secu rities . NOW deposits as a percentage o f total 
deposits is  11. 0 percent in banks offering  fr e e  NOWs, 7. 9 percent in 
banks charging fo r  NOW drafts and 6. 6 percent in banks with other NOW 
account se rv ice  charge plans.
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risk  and selecting  better yielding earning a ssets . In addition, banks o ffering  

NOWs m ay have been m otivated to scru tin ize  operating co s ts , realizing 

significant cost  savings as a resu lt. The resu lts o f this analysis o f C onnecti

cut, M assachusetts and New H am pshire com m erc ia l banks tend to suggest 

that NOW accounts have requ ired  bank m anagem ent to pay m uch c lo s e r  

attention to developing and pursuing p o lic ie s  designed to im prove  p ro fits .

To the extent that this has actually happened, NOW accounts have been a 

pow erful fo r c e  in prodding banks to operate  m ore  efficien tly .

H ow ever, som e argue that banks offerin g  NOW accounts have stem m ed 

earnings d eclin es by shifting earning assets into high y ield ing , extrem ely  

risky  a ssets . There is  little  evidence at this tim e to substantiate o r  refute 

this argum ent, although I would like to re iterate  that our exam iners do not 

fe e l that any insured  New England com m erc ia l bank o r  savings bank is  in 

an unsafe and unsound condition  as a consequence o f NOW accounts. N ever

th e less , there is  a general feeling among exam iners that if  banks have 

shifted into h igher y ield ing, m ore  risky assets , the m ost lik ely  banks to 

have done so are those with weak, incom petent m anagem ent. Our staff is  

studying this issu e  and hopes to develop m ore  con clu sive  evidence.

There is  additional evidence that M assachusetts may represent a 

w o rs t-ca s e  situation fo r  evaluating the im pact of NOW accounts on bank 

earnings. While 83 percent o f M assachusetts com m erc ia l banks 

o fferin g  NOWs lev ied  se rv ice  charges at the end of June 1977, com parable 

figu res w ere 86 percent in New H am pshire, 92 percent in Connecticut,

92 percent in Maine and 100 percent in Rhode Island and Verm ont.

S im ilar figu res fo r  mutual savings banks w ere  40 percent in M assachu-
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setts, up sharply fro m  29 percent at the end o f 1976, 36 percent in 

New H am pshire, 83 percent in C onnecticut, 90 p ercen t in Maine and 100 

percent in V erm ont. In addition, s e rv ice  charge plans in C onnecticut,

M aine, Rhode Island and V erm ont co m m e rc ia l banks have encouraged high 

NOW account balances ranging fro m  $3,100 to $5 ,800  versu s approxim ately 

$2 ,200 in  M assachusetts and New H am pshire. A ccounts with high balances 

generally  a re  m ore  profitab le  than accounts with low  ba lan ces.

Study o f  the Nationwide E arnings Im pact o f NOW A ccounts

Som e con cern  has been  exp ressed  that com petition  fo r  nationwide NOW 

accounts w ill im pact earnings unfavorably during the f ir s t  yea rs  a fter their 

introduction . In addition to the study o f M assachusetts co m m e rc ia l banks 

which suggested that those banks a re  adjusting to NOWs, another FDIC 

staff analysis ind icates that aggregate earnings o f  co m m e rc ia l banks would 

not be ser iou s ly  im paired  a fter the im plem entation  o f  S. 2055, assum ing 

that the F ed era l R eserve  pays 6 p ercen t on NOW account re se rv e s , m em ber 

bank demand deposit and tim e and savings deposit re se rv e s  a re  reduced, 

the F ed era l R eserv e  requ ires re se rv e s  o f  5 percent against NOW account 

and share draft balances and institutions pay 5 percen t on NOW deposits 

and share dra fts . The im pact on earnings w ill vary som ewhat between 

F edera l R eserve  m em ber and nonm em ber banks and fo r  banks o f d ifferent 

s ize . We expect earnings d eclin es to be low er fo r  m em ber banks than fo r  

nonm em bers. Under certa in  assum ptions, som e m em ber banks w ill in crea se  

their earnings p r im a rily  as a resu lt o f  gains fro m  re se rv e  requirem ent 

adjustm ents and in terest paid on requ ired  re se rv e s .
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Given the assum ptions o f a 5 p ercen t in terest rate on NOW accounts, 

no change in se rv ice  ch arges, and a 35-50 percent con version  o f  household 

demand deposits to NOW accounts, we estim ate that the average m em ber 

bank would experien ce  only about a 10 percen t decline in  total earnings 

ov e r  the f ir s t  few  y ea rs . Given the m ore  lik ely  scen ario  o f a 5 percent 

in terest rate on NOW accounts and an in crea se  in se rv ice  charges equal 

to 2. 5 percen t on average ba lan ces, earnings are  estim ated to d eclin e by 

le s s  than 5 percen t on the average.

B ecause state re serv e  requirem ents a re  generally  low er than F ed era l 

R eserve  m em ber bank reserv e  requ irem en ts, nonm em ber banks w ill not 

benefit fro m  re se rv e  requirem ent adjustm ents o r  in terest paid on non-NOW 

account re se r v e s . Again, under the f ir s t  set o f assum ptions m entioned 

above, earnings o f the average nonm em ber bank would be reduced by le ss  

than 20 p ercent. H ow ever, I b e lieve  that banks have learned fr o m  the 

NOW account experien ce in New England and w ill m ove toward m ore  

rational pricin g  o f NOW account se rv ice s  and w ill m ake other adjustm ents 

to o ffse t  any NOW account induced earnings d eclin e. If this o c cu rs , the 

earnings decline fo r  the average nonm em ber bank could be le s s  than 

10 percent.

The m ovem ent to nationwide NOW accounts m ay resu lt in higher 

earnings fo r  thrift institutions and cred it  unions. A ssum ing that these 

institutions acqu ire 25 percent o f the household demand deposits o f co m m e r

c ia l banks that a re  converted  to NOW accounts, and under the assum ptions 

o f a 5 percent in terest rate on NOW accounts and no se rv ice  charge in creases,

our estim ates indicate that these institutions, on the average, would suffer
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earnings declin es o f le ss  than 5 p ercent. But, with se rv ice  charge in crea ses  

equal to 2. 5 percent o f average ba lances, thrifts and cred it unions stand to 

im prove their earnings by as m uch as 10 percent.

I hasten to u n d erscore  that these p ro jection s represent what amounts 

to a w o rs t-ca s e  scen ario , with many of the assum ptions upon which they are 

based deem ed unlikely by our staff. M oreover, even though the Board o f 

G overn ors ' estim ate o f a 5 to 6 percent decline in earnings is  conservative  

and reasonable com pared  to other studies, I do not con cu r with their judgm ent 

that this would pose  a serious threat to safety and soundness. A  5 percent 

decline in individual banks is  not d isastrou s unless prolonged . The Board 

o f G overn ors ' study indicates that earnings declines w ill dim inish a fter 

a transition  period . I b e lieve  that the transition  period  m ay be a short one 

indeed. The experience in New England has provided a great deal o f in form a 

tion which should prove valuable in helping other institutions around the 

country to phase in NOW accounts with m inim al d isruptive e ffects .

At least one financial institution fe e ls  that this would be the ca se .

Seafirst C orporation , a Seattle, Washington bank holding com pany, in its

June 30, 1977, quarterly  report to shareholders stated that:

We have been tracking NOW account 
developm ents since they w ere  started 
in New England. F or  the past year w e 've  
had a task fo r c e  working on NOW accounts 
to prepare ou rse lv es . Knowledge o f costs  
o f these types of accounts is  the key to 
adequate pricing fo r  the se rv ice . We know 
our costs  and w ill p r ice  them to m ake a 
profit. We are in the consum er business 
in our state heavily  and have been fo r  a 
long tim e. We are undoubtedly better 
situated to handle NOW accounts in
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w h ichever fo rm  they m ay com e and they 
should not have a negative im pact on 
S ea first. The w orst ca se  assessm en t 
showed that NOW account introduction 
would put only a sm all dent in the growth 
o f earnings in the f ir s t  y ea r a fter 
introduction .

Based on the con sideration s I have outlined and the fa ct  that the m ove 

to NOW accounts p oses  no significant threat to safety and soundness, I 

support w holeheartedly the p roposa l to expand NOW account authority 

nationwide. I do, h ow ever, have certa in  reservation s and questions 

regarding sp ec ific  p rov is ion s  o f  T itle I o f  S. 2055 and w ill attempt to 

outline what I b e lieve  to be  m o re  d esira b le  alternatives f o r  your 

consideration .

¡¡¡I
The Ceiling Setting M echanism

Section 104(a) o f S. 2055 prov ides fo r  the setting o f an in terest rate 

ceiling  on NOW accounts and share draft accounts during a transition  

period  and is  presum ably aim ed at providing banks with tim e to adjust to 

the paym ent o f  in terest on NOW and share draft accounts. The initial 

ce iling  on these accounts would be set by a com m ittee  com p osed  o f the 

Chairm an o f the F ed era l R eserve  Board who would serv e  as chairm an, 

the Chairm an of the F ed era l D eposit Insurance C orporation , the Chairm an 

o f the F ed era l Hom e Loan Bank B oard, the A dm in istrator o f the National 

C redit Union A dm inistration , o r  their design ees. In the event that the 

agencies a re  unable to reach  a m a jority  d ecis ion  on the rate ceiling  within 

six  months after the enactm ent o f the leg isla tion , the initial rate would 

be determ ined by the F ed era l R eserve  B oard with changes effected  only 

by m ajority  vote o f the fou r agen cies. The b ill p rov ides fu rth er that
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rate setting authority shall exp ire  three y ea rs  a fter the e ffective  date of the 

act. Then fo r  a p eriod  o f three yea rs  a fter that expiration  date, the 

agencies would have standby authority to im pose  a ce ilin g  i f  a m a jority  o f 

the agencies determ in es that a continuation o r  reim p osition  o f the 

lim itations is  appropriate. A fter six  y ea rs , the authority would expire  

altogether.

I have severa l p rob lem s with Section 104(a). As the b ill stands, it would 

becom e e ffective  one y ea r  a fter enactm ent. At that tim e, the th re e -y e a r  

authority would com e  into play. With the further standby authority fo r  

three m ore  y e a rs , financial institutions could  have up to seven y ea rs  to 

adjust. It should be reca lled  that the institutions in New England had no 

such transition  p eriod  and, as I have indicated, in New England, which was 

esp ecia lly  hard hit by the re ce s s io n  and by general econ om ic decline in the 

region , no bank has been a ccord ed  prob lem  status d irectly  o r  in d irectly  

as a resu lt o f ex ce sse s  in dealing with NOW accounts. C ertain ly  no bank 

fa ilu re  can be attributed to NOW accounts in New England. There is  little  

reason  to b e lieve  that bankers e lsew here would act le s s  prudently. Indeed, 

with the lesson s  o f the New England experien ce  w ell known, there is  every  

reason to believe  that the adjustm ents would be m ade m ore  sm oothly. Thus, 

we at the FDIC do not b e lieve  that safety and soundness consideration s weigh 

heavily in support o f any transition  p eriod .

Given the experien ce  o f our exam ination staff and the con clu sion s 

suggested by available data, I do not recom m end that C on gress provide a 

transition period  to cushion the im pact o f o ffering  NOW accounts. C ertain -
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ly , seven y e a rs ' authority, even partly  on a standby b a s is , would be unfair 

to con su m ers and potentially counterproductive fo r  banks.

H ow ever, if  C ongress should decide that an adjustm ent period  is  

n ecessa ry , then it should set the rate as was proposed  in S. 1873 o r  set 

forth  a schedule o f rates m oving quickly to the com m erc ia l bank passbook 

savings ceiling  rate. I be lieve  that only in the context of certainty w ill 

m ost institutions m ake the m anagem ent and p o licy  adjustm ents n ecessa ry  

in a w orld  o f explicit p ricin g .

F inally, assum ing that C ongress ch ooses to give the agencies d is c r e 

tionary authority rather than fixing by statute the ceiling  rate to be paid 

during a transition  period  o r  elim inating a transition  period  altogether, 

Section 104(a) is  fa r  from  optim al. It would be p re fera b le  to re ly  

instead on the existing m echanism  under which in terest rate ce ilin gs are 

cu rren tly  established as adjusted by the inclusion  o f the National C redit 

Union A dm inistration  in Section 104(e) o f S. 2055. I would a lso  recom m end 

that the C om p troller o f the C urrency be included. C ertainly there is  no 

log ica l reason why the F edera l R eserve  System  should be given p rim acy  

fo r  setting the rates on NOW accounts, p articu larly  when the osten sib le  

con cern  in setting such rates is  not m onetary p o licy , but the safety and 

soundness o f banks during the transition  p eriod . I b e lieve  that there is 

great danger in charging one agency which regulates 1, 023 state m em ber 

banks with prim acy  in a rate setting m echanism  which a ffects m ore  than 

35, 000 d epository  institutions varying greatly  in s ize  and pow ers.

H ow ever, should the C ongress fee l that a sp ecia l com m ittee m ust be 

established fo r  the sole  purpose o f setting in terest rate ce ilin gs on NOW
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accounts, I would recom m end three changes. F irs t, the C om p tro ller  of 

the C urrency should be included as a fifth  m em ber o f the com m ittee . 

Second, with five  m em bers on the com m ittee , it would be unlikely that the 

com m ittee would be unable to a gree  on a rate within the six-m onth  tim e 

p eriod ; hence, the p rov is ion  perm itting the Board o f G overn ors to set 

the rate in the event o f  deadlock  would be u n n ecessary . Third, as I have 

already said, there is  no com pelling reason  why the F ed era l R eserve  

System  should be given p rim acy  fo r  setting the rates on NOW accounts. 

T h ere fore , I would p re fe r  the chairm anship o f this sp ecia l com m ittee to 

rotate among the fiv e  m em b ers .

The Grandfathering P rov is ion

Section 104(b) o f S. 2055 grandfathers those financial institutions which 

are presently  authorized to o f fe r  NOW accounts o r  share draft accounts. 

While I have no ob jection s  to this p rov is ion  as drafted, it should be noted 

that there would be no need fo r  this p rov is ion  if  the transition  period  w ere  

elim inated o r  i f  the present rules applied to those institutions already 

authorized to o ffe r  NOW accounts and share draft accounts w ere  sim ply 

extended to a ll institutions.

The D efinition o f NOW A ccounts and E nforcem ent M echanism

Section 101(c) o f S. 2055 defines the term  "negotiable o rd e r  o f w ith

drawal account" as:

. . .  a d epositor account (1) on which paym ent o f in terest 
o r  dividends m ay be m ade, (2) with resp ect to which the 
depository  institution m ay require the d epositor o r  
account h older to give notice  o f  an intended withdrawal
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not le s s  than thirty days b e fo re  the withdrawal is  m ade, 
and (3) on which the d ep ositor o r  account h older is  
allow ed to m ake withdrawals by negotiable o r  
tran sferab le  instrum ent o r  other s im ila r item  fo r  the 
purpose o f making paym ents to third persons o r  oth ers.
Such deposit o r  account shall con sist so le ly  o f funds in 
which the entire ben eficia l in terest is  held by one o r  
m ore  individuals.

In a letter to the P resident o f the Senate in June, S ecretary  Blumenthal 

stated that "A  NOW account o r  share draft account is  an in terest earning 

account on which checks m ay be drawn. n By so restrictin g  the definition 

to accounts on which checks o r  other s im ila r instrum ents m ay be drawn, 

the b ill avoids the coverage  o f accounts which are a cce sse d  so le ly  by te le 

phonic o r  e lectron ic  m eans. This approach is  p re ferab le  to one which would 

autom atically subject those fa c ilit ie s  to the regulatory and definitional 

constraints o f the A ct.

Section 103 o f  S . 2055 p rov ides :

In o rd e r  to prevent evasions o f the in terest rate 
lim itations and reserve  requirem ents im posed  by this 
A ct, a fter consultation, the Board o f G overn ors o f the 
F ed era l R eserve  System , the Board o f D irectors  o f the 
F ed era l D eposit Insurance C orporation , the F edera l 
Home Loan Bank Board and the A dm inistrator o f the 
National C redit Union A dm inistration  are  further 
authorized to determ ine by s im ila r regulation o r  o rd er  
that an account o r  deposit on which the payment of 
in terest o r  dividends m ay be m ade is  a negotiable 
o rd e r  o f withdrawal account o r  share draft account 
w here such account o r  deposit m ay be used to provide 
funds d ire ct ly  o r  in d irectly  fo r  the purpose o f making 
paym ents o r  tran sfers to third persons o r  others.

In m y opinion, the C om ptroller o f the C urrency should a lso  be included 

in Section 103. This p rov is ion  provides each o f the banking agencies with the 

authority to determ ine by s im ila r regulation o r  o rd e r  that an account or
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deposit used to p rov ide  funds is  a NOW account w here the e ffect o f such 

an account is  to evade the thrust o f the A ct. This is  an appropriate s p e c i

fica tion  o f regu latory authority and one which is  appropriately  dealt with 

by each o f the agencies v is -a -v is  the institutions which they regulate.

Taken with the defin ition  o f NOW account in Section 101(c), this p rov is ion  

p rov ides the m eans o f elim inating evasions o f the thrust o f the A ct without 

establishing a structure which would ro ll back existing fa c ilit ie s  o r  stifle  

future innovations involving telephonic o r  e lectron ic  p roced u res .

II. Interest on R eserve  B alances and the Relationship o f N onm em ber 
Institutions to the F ed era l R eserv e  System

T itle  II o f S. 2055 involves two very  im portant p rov is ion s pertaining 

to re se rv e  ba lances with the F ed era l R eserve  System . It would requ ire  

that nonm em ber institutions m aintain re se rv e  balances on NOW accounts 

equal to those app licable to m em b er bank NOW accounts, with p rov is ion  

fo r  such requirem ents fo r  nonm em bers to be phased in ov er  a fou r yea r 

period . T itle II, devised  in la rge  part becau se  o f F edera l R eserve  

con cern  with m em bersh ip  attrition fro m  the System , would a lso  allow  the 

F ed era l R eserve  to use 5 p ercen t o f its in com e in a given y ea r to pay 

in terest on required  re se rv e s , including re se rv e s  which m ust be kept on 

NOW accounts, and would allow  the F ed era l R eserve  to low er m em ber bank 

reserve  requirem ents on the f ir s t  $15 m illion  o f demand d eposits , and on 

the f ir s t  $15 m illion  o f the com bined total o f  savings deposits and tim e 

deposits with m aturities exceeding 180 days. These p rov is ion s would have
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im portant im plications fo r  the com petitive  position  o f m em ber versu s non

m em ber institutions, and fo r  the structure o f the banking system . These 

issu es  are  quite com p lex  and are  not, in m y judgm ent, related to perm itting 

in terest bearing NOW accounts on a national b a s is . It, th ere fore , seem s 

p re fera b le  to m e that these issu es  be separated fro m  S. 2055 and be 

subjected to m ore  thorough study.

F o r  the m ost part, these p rop osa ls  grow  out o f the F ed era l R e se rv e ’ s 

con cern  with declining m em bersh ip . There has been a slow  but steady 

eros ion  o f F ed era l R eserve  m em bersh ip  as nonm em ber banks leave the 

system . M em ber banks held 83 percen t o f total d om estic  com m erc ia l bank 

deposits in  the U, S. in 1965, and that has dropped to 74 percent at the 

present tim e. The F edera l R e se rv e ’ s con cern  about this d eclin e fo cu ses  

on its ability  to conduct m onetary p o licy . Although the eros ion  o f F edera l 

R eserve  m em bersh ip  does have an im pact on the ro le  o f  the F ed era l R eserve  

as a su p erv isor o f banks, m ost independent o b se rv e rs  argue that the decline 

in m em bersh ip  does not have a significant im pact on m onetary p o licy .

N everth eless , the F edera l R eserve  has s tressed  that the p rec is ion  with 

which m onetary p o licy  can be ca rr ie d  out is  adversely  a ffected  by the growing 

percentage o f bank deposits accounted fo r  by nonm em ber banks. The sam e 

line o f reasoning appears to underlie the p roposa l to extend re se rv e  req u ire 

m ents to the NOW accounts o f nonm em ber institutions.

Of co u rse , estim ating the im pact on the m onetary aggregates o f a 

particu lar change in reserv es  becom es m ore  d ifficu lt when d ifferent banks 

are subject to d ifferent re serv e  requirem ents. But this prob lem  would exist
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even if all banks w ere m em ber banks. Under the reserve  structure o f the 

F edera l R eserve , tim e deposits are subject to d ifferent requirem ents than 

demand and d ifferent c la ss e s  o f m em ber banks are subject to varying 

reserve  requ irem ents. H ence, a shift o f funds among m em ber banks has 

p re c ise ly  the sam e effect o f b lurring the p re c is io n  o f m onetary p o licy  that 

d isturbs the F ed era l R eserve  when nonm em ber banks are  involved.

There have been severa l studies o f  the m onetary con tro l issu e  by 

econom ists outside the F ed era l R eserve . A ll o f those that I am fam ilia r 

with have concluded that in crea sed  F edera l R eserve  m em bership  is  not 

im portant to the e ffectiven ess o f  m onetary p o licy , at least with m em ber 

banks holding the proportion  o f the m oney supply that they do now.

There have been two m a jor  statistica l studies which attempted to a s c e r 

tain the im pact o f nonm em ber banks on the im plem entation o f m onetary 

p o licy . The f ir s t  was conducted by C lark W arburton fo r  the C om m ission  

on Money and C redit. W arburton concluded that nonm em ber banks are 

affected  by F ed era l R eserve  m onetary p o licy  actions in approxim ately the 

same way that m em ber banks are . A nother investigation  was reported  

recently  by Dennis Starleaf o f Iowa State U niversity. In S tarlea f's  study,

the actual M m oney m u ltip lier fo r  the period  1962-1972 was com pared  
1

with a m oney m ultip lier ser ies  sim ulated under the assum ption that all 

banks w ere subject to the reserve  requirem ents o f  the F edera l R eserve .

The sim ulation indicated that had nonm em ber banks been subject to such 

reserve  requ irem ents, the m oney stock would have experienced  even 

greater variations. Starleaf thus re jected  the argum ent that uniform
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F ed era l R eserve  re se rv e  requ irem ents are  n e ce ssa ry  fo r  the im plem entation 

o f m onetary p o licy .

There have a lso  been  a num ber o f a rt ic le s  that attem pted to analyze

the log ica l argum ents and the sta tistica l data that ex ist on this issu e . The

Hunt C om m ission  concluded that "r e s e r v e  requ irem ents are  un necessary  fo r

open m arket operation s to con tro l the m onetary base e ffective ly . " C arter

G olem be, a fter d iscu ssin g  the d ifficu lties  in  conducting m onetary p o licy

with p rec is ion , concluded  that,

. . .  so m any fa c to rs  contribute to the lack  o f p re c is io n  
and certa inty  that sim ply changing the p roportion  o f 
deposits subject to F ed era l R eserve  requirem ents 
fro m  a lm ost 80 percen t to n early  100 percent would 
be o f  re la tive ly  m in or im portance.

In a 1974 study, P r o fe s s o r s  R oss R obertson  and A lm arin  P h illips investigated

the argum ent that nonm em ber banks behave in a m anner d ifferent fr o m  m ember

banks* and that such behavior thwarts im plem entation o f  F ed era l R eserve

m onetary p o licy . They concluded that these argum ents have no valid ity :

This contention deluded those who a re  innocent o f m oney 
m atters and even a few  who should know better. A s has 
been ob served , open m arket operation s are fo r  all 
p ra ctica l purposes the instrum ent o f m onetary con tro l.
L ike the rain fro m  heaven that fa lls  on us a ll, rega rd less  
o f ou r m e rits , open m arket operation s a ffect m em ber and 
nonm em ber banks alike. There is  not one shred o f 
evidence to the con trary .

A  study conducted by G ary G ilbert and M anferd P eterson  found resu lts

sim ilar to R obertson  and P h illips . They concluded that,

. . .  the behavior o f nonm em ber banks under varying 
d egrees o f m onetary ease o r  restra in t is  re la tive ly  
s im ila r  to that o f country m em ber banks. To the
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extent that system atic behavior o f the demand 
deposits com ponents is  im portant fo r  the 
e ffective  con tro l of the m oney supply, there 
is  no indication  fro m  available evidence that the 
nonm em ber banking segm ent has ham pered 
m onetary p o licy .

Several o f these studies have s tressed  the caveat that while the F edera l 

R eserve  could con tro l the m onetary aggregate without m em ber banks o r  

without re serv e  requirem ents, it does need good in form ation  on the reserv es  

and deposits o f a ll banks. S. 2055 co v e rs  that point by requiring that all banks 

offering  NOW accounts subm it rep orts to the F ed era l R eserve  on deposit lia b il

it ie s . We support this p roposa l and be lieve  that the F ed era l R eserve  should be 

authorized to obtain a ll o f the in form ation  it needs to conduct m onetary p o licy .

Several y ea rs  ago, the F ed era l R eserve  becam e concerned  about the 

adequacy o f its data on the m oney supply, and established a com m ittee, 

chaired  by P r o fe s s o r  G eorge L,. Bach o f Stanford U niversity, to recom m end 

changes in m oney supply sta tistics . One o f  the m a jor  recom m endations o f 

the Bach C om m ittee was that better and m ore  frequent data on nonm em ber 

bank deposits was d esirab le . Follow ing that report, the FDIC instituted 

a w eekly survey o f a sam ple o f  nonm em ber banks to provide the F edera l 

R eserve  with better in form ation  on the m oney supply. This co lle c tion  was 

initiated with the spring 1976 Call R eport.

A second step, a lso recom m ended by the A dv isory  Com m ittee on 

M onetary S tatistics, went into e ffect in the f ir s t  w eek o f July. A 

sam ple o f 580 nonm em ber banks is  reporting deposit and cash  item s on a 

regular w eekly b a s is , the sam e item s as all nonm em ber banks do fou r 

tim es a year. The F edera l R eserve  has indicated that they expect that
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the data fro m  the two p ro je cts  m entioned w ill enable them  to achieve 

significant im provem ents in their estim ates o f  the nonm em ber bank 

com ponent o f the nation 's  m oney supply.

C oncern  with the e ffectiven ess  o f m onetary p o licy  is  not the only 

argum ent that has been  advanced in  support o f m andatory F ed era l R eserve  

m em bersh ip  and the im position  o f  F ed era l R eserve  re se rv e  requ irem en ts. 

The issu e  o f equity is  a lso im portant. The equity argum ents in support 

o f a un iform  re se rv e  requirem ent structure focu s  on the issu e  o f com p eti

tive advantage. A s stated e a r lie r , nonm em ber banks a re  subject to d iverse  

state re se rv e  requ irem en ts. A ll states perm it banks to count vault cash 

and correspon den t ba lances as re se r v e s . Many states allow  banks to hold 

som e part o f re se rv e s  in earning a sse ts . On the other hand, F edera l 

R eserve  m em b er banks m ust hold re se rv e s  in the fo rm  o f vault cash o r  

noninterest earning deposits at a F ed era l R eserve  Bank. B ecause 

correspon den t balances and earning assets  do not qualify as re se rv e s  

fo r  m em b er institutions, nonm em ber banks (at least in those states 

counting som e earning a ssets  as re se rv e s ) have a com petitive  advantage 

ov er  m em ber banks in that they have an opportunity to invest a la rg e r  

p roportion  o f their funds in earning a ssets .

Many view  this as an inequitable situation. Others point out that 

because m em bersh ip  in  the F ed era l R eserv e  is  voluntary, and because 

a ll banks that a re  m em b ers  o f the F ed era l R eserve  have m ade their ju dg

m ent as to whether m em bersh ip  is  w orthw hile o r  not, there cannot be any 

seriou s issu e  o f equity involved. In a study fo r  the C on ference o f  State 

Bank S u perv isors, D r. Law rence K re id er  found that m ost state banks
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that are m em bers o f  the F ed era l R eserve  are  receivin g  benefits in the 

fo rm  o f correspon den t busin ess that m akes F edera l R eserve  m em bersh ip  

attractive to them . To the extent that equity is  a prob lem  and m em ber 

banks are  being treated  un fa irly , I b e lieve  that the paym ent o f in terest 

on reserve  ba lan ces, i f  handled p rop er ly , would reso lve  the p rob lem . 

H ow ever, a low ering o f  m em ber bank re se rv e  requirem ents could a lso  

be used to ach ieve the sam e end.

In sum m ary, I b e liev e  that the re se rv e  p rov is ion s o f  the proposed  

leg isla tion  could have significant im plication s fo r  the banking system  that 

need to be exam ined care fu lly . I do not oppose the paym ent o f in terest on 

reserv es  by the F edera l R eserv e , although I would p re fe r  to see  C ongress 

deal with that issu e  separately  fr o m  NOW accounts. I do oppose that 

p rov ision  o f T itle  II that im p o se s  re se rv e  requirem ents on NOW accounts 

nonm em ber institutions. The need fo r  o f  such requirem ents fo r  m onetary 

con trol pu rp oses, as I have indicated e a r lie r , is  not supported by the weight 

o f  available evidence. The thrust o f  the evidence to date suggests that the 

m onetary p rob lem  is  one o f adequate data and p rop er estim ation  p roced u res 

rather than re se rv e  requirem ent ju r isd iction . And, even if  the ca se  could be 

sustained fo r  the p roposition  that un iform  re se rv e  requirem ents are 

n ecessa ry  fo r  the e ffective  conduct o f m onetary p o licy , certa in ly  the 

requirem ent o f  un iform  re se rv e s  on NOW accounts would not ach ieve the 

d esired  e ffect. Ou.r staff estim ates that the im position  o f the m axim um  

reserve  requirem ent o f 12 percen t on NOW balances o f nonm em bers, as 

perm itted under Title II, would in crea se  by le s s  than 2 percen t the 

amount o f com m ercia l bank deposits which are subject to F edera l R eserve
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requirem ents a fter the f ir s t  few  y ea rs  o f nationwide NOW account p r iv i

leg es . It is  doubtful that this re la tive ly  sm all in crea se  in deposits subject 

to d irect  F ed era l R eserve  influence could  significantly a ffect m onetary 

con tro l.

N everth eless , the subject o f the relationship o f nonm em ber institutions 

with the F ed era l R eserve  is  one on which I have an open mind but one which I 

be lieve  should be dealt with care fu lly  and with reasoned study.

III. E xtension o f  Regulation Q Authority

T itle  III o f  S. 2055 would extend to D ecem ber 15, 1979, the flex ib le  

authority to im p ose  in terest rate ce ilin gs  on d eposits . S ecretary  

Blumenthal in h is le tter  to the P residen t o f  the Senate in June stated 

that, "this would allow  the A dm inistration  sufficient tim e to study the 

im pact o f (1) Regulation Q on financial in term ed ia ries , con su m ers, and the 

m ortgage m arket, and (2) the elim ination  o f  un necessary  F ed era l regulatory 

constrain ts. " Although I do not ob je ct  to a tw o -yea r extension o f Regulation 

Q authority in o rd e r  fo r  the A dm inistration  to develop its  position  on this 

m atter, I would p re fe r  that the C ongress fa ce  up to the issu es  ra ised  by 

Regulation Q and the rate d ifferentia l this sess ion  and d ev ise  a strategy fo r  

phasing out this inefficien t and inequitable fo rm  o f cred it  a llocation  as soon 

p oss ib le .

Notwithstanding the linkage o f in terest rate ce ilin gs and housing goa ls, 

the ce ilin gs are  an in effic ien t m eans o f assisting  housing and assuring the 

stability o f thrift institutions. Regulation Q sim ply does not w ork w ell as 

a d evice  fo r  allocating funds to housing. Although it m ay p rotect thrift
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institutions fro m  com m erc ia l bank com petition  to a certa in  extent, it does 

not protect them  fro m  com petition  fro m  the unregulated m oney m arket.

In tim es o f high in terest rates, such as was the ca se  in 1966, 1969-7 0, and 

1973-74, many d epositors  fo rsa k e  d epository  institutions and invest their 

funds d irectly  in m arket instrum ents. A s a resu lt o f this d isinterm ediation , 

the m ortgage m arket d r ies  up and thrift institutions su ffer earnings and 

liquidity p ressu res .

M oreov er, even i f  the ce ilin gs  w ere  e ffective  in assuring a stable flow  

of funds to the housing m arket, they would still be highly ob jection ab le  

because they constitute a re g re ss iv e  and inequitable tax on sm all savers . 

With resp ect to this m atter, I have been puzzled by the relative  s ilen ce  in 

the past o f con su m er spokesm en, "But I am heartened by recent statem ents 

by som e consum er representatives favoring the abolition  o f Regulation Q. 

The inability  o f the sm all and unsophisticated  saver to obtain m arket rates 

o f in terest on his passbook  savings, w hile sophisticated  la rg e r  in vestors  

are able to ach ieve m arket rates, should be a m a jo r  con su m er issu e .

In short, becau se  I b e lieve  that in terest rate ce ilin gs a re  an 

in effective  and som etim es d isruptive fo rm  o f cred it  a llocation  and because 

I believe  that they im pose  significant inequities on sm all savers , it is  m y 

judgment that the p rop er focu s o f our attention should be upon how and when, 

and not whether, to phase out in terest rate ce ilin g s . F o r  this reason , I 

favor designation o f a sp ecific  date fo r  their d em ise . I be lieve  that only in 

the context o f such certainty w ill bankers and regulators begin to plan 

seriously .
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While w orking toward the phasing out o f this particu lar restr ic tion  

which serves  to p rotect the le s s  efficien t institution, action should a lso  be 

taken to elim inate other restr iction s  which p lace  un necessary  and burden

som e costs  on depository  institutions - -  costs  which inevitably w ork to the 

detrim ent of the consum er as w ell as the banker. One p articu larly  note

worthy set o f restr iction s  which p ara lle ls  the Regulation Q ce ilin gs on the 

other side o f the balance sheet is  usury laws im posed  in som e states. A s 

I indicated e a r lie r , our exam ination fo r c e  has in form ed  us that the NOW 

account experim ent in New England has had no significant e ffect on the 

safety and soundness o f banks there. This is  not the ca se  with resp ect to 

usury laws in various states. F o r  exam ple, in  A rkansas and Tennessee 

usury laws have im posed  profound restra in ts on banks and, in  the m inds 

o f many, was one reason  why Ham ilton Banc shares, Inc. ch ose to use 

Ham ilton M ortgage Co. as a veh icle  to generate in crea sed  revenues, a 

d ecis ion  which subsequently led to the fa ilu re  o f Ham ilton National Bank 

o f Chattanooga.

I am not so u n rea listic  as to be lieve  that the m ovem ent toward m arket 

pricing  o f deposits can be accom plished  overnight, even though the tim e is 

probably  ripe to phase out the ce ilin g s . H ow ever, I do b e lieve  that it is  

im portant that we w ork toward the establishm ent o f m eaningful phase-out of 

these con tro ls  in a context that safeguards financial institutions. This cannot 

be accom plished  without the constructive  and forthright p olitica l leadership 

o f the C ongress and others aim ed at elim inating a rtific ia l constraints o f this 

type and developing alternative strategies to assu re  an adequate flow  o f funds
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to housing. The resu lt w ill redound to the benefit o f consum ers and 

financial institutions alike.

IV. F ederal Chartering Option fo r  Mutual Savings Banks

T itle IV o f S. 2055 provides a fed era l chartering option fo r  mutual 

savings banks. I strongly fa vor  im m ediate adoption o f leg isla tion  which 

would provide that option.

Mutual savings banks have m oved a long way down the road in the 

evolution toward being "fu ll se rv ice  fam ily  banking institutions. " In som e 

states, m ostly  in New England, this evolution is  v irtually  com plete . In 

other states, how ever, there are im portant gaps in savings bank pow ers 

and restr iction s  on their operation s. In New Y ork , fo r  exam ple, savings 

bank lending pow ers are  restr icted  and there are im portant lim itations with 

resp ect to demand deposits . It is  true that som e state laws are unduly 

restr ictive  with resp ect to com m ercia l banks as w ell, but the ch o ice  

provided by the dual banking system  m eans that innovations which genuinely 

satisfy cu stom er needs w ill be adopted ov er  tim e.

It is  c le a r  that regu latory d ecis ion s in the early  sixties which gave 

national banks pow ers a lready p ossessed  by som e state banks helped banking 

m eet the challenges o f a changing econom y. S im ilarly, state leg isla tu res 

and state regulators have taken the lead in pursuing alternative strategies o f 

dealing with financial re form  and e lectron ic  funds tran sfer system s. As a 

result, the states often serve  as labora tories  w here innovation can provide 

insights as to the best approach to take at the fed era l leve l. In m y judgm ent, 

mutual savings banks and their cu stom ers should not be denied the con s id er -
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able benefit  o f  this unique and p o s it iv e  fea tu re  of A m e r ic a n  f in an cia l re g u la 

tion. While I do support the fe d e r a l  ch a rter in g  option  f o r  mutual savings 

banks, I would like to enum erate  s o m e  suggest ion s  f o r  im plem en tin g  this 

o b je c t iv e .

F ir s t ,  I d o  not fa v o r  re s tr ic t in g  the fe d e r a l  ch arter in g  option  g e o g r a p h ic 

ally , n or  do I fa v o r  l im iting this option  to ex isting  institu tions. It s e e m s  to m e  

that mutual savings banks have been  e f fe c t iv e ,  v iab le  c o m p e t i to r s  in the 17 

states w h ere  they ex is t  and th ere  is  no rea son  to l im it  the ir  ben e fits  to these 

states . While S. 2055 im p o s e s  such lim ita t ion s ,  the F in ancia l R e fo r m  A ct  

o f  1976 did not. I p r e fe r  the ap p roach  taken in that b i l l .  Second, I think it 

ap p rop r ia te  to point out that the FDIC has m o r e  than 40 y e a r s  o f  e x p e r ie n ce  

in exam ining and su p erv is in g  the mutual savings bank industry  - -  e x p e r ie n ce  

w hich  would be  m o s t  usefu l to a ch a rte r in g  authority . It s e e m s  to m e  that 

you r  S ubcom m ittee  should not o v e r lo o k  o u r  long e x p e r ie n ce  in this area  in 

determ in in g  who should be  the ch a rte r in g  authority  f o r  f e d e r a l  mutual savings 

banks. It s e e m s  highly d e s ir a b le  to us that there  be at lea s t  one fe d e ra l  f inan

c ia l  institution re gu la tory  agency  w hich  is  c o n ce rn e d  with both c o m m e r c ia l  

banks and thrift institutions in o r d e r  to ensure  a ba lanced  regu la tory  p e r s p e c 

tive . I kno’vv, f o r  exa m p le ,  that this is  m o s t  usefu l in o u r  d e lib era t ion s  with 

re sp e c t  to in terest  rate ce i l in g s .

I w ish  to re ite ra te ,  h o w e v e r ,  m y  support f o r  the fe d e ra l  ch arter in g  

option  f o r  mutual savings banks and u rge  that the p ro b le m s  I have just 

m entioned  be re so lv e d  exp ed it iou s ly  and not s e rv e  as a re a so n  f o r  delay 

in adopting this long overd u e  m e a s u r e .
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V. E xtension  o f  D epos it  Insurance

T itle  VI o f  S. 2055 in c r e a s e s  the dep os it  in su ran ce  lim ita tion  on IRA 

and Keogh accounts  to $100,000 in c o m m e r c ia l  banks, mutual savings banks, 

savings and loan a s so c ia t io n s  and fe d e r a l  c r e d it  unions. I have no o b je c t io n  

to this p r o v is io n .  In fact .  I think a strong argum ent can  be m ad e  that 

in c re a s e d  in surance  is  dt s ira b le  f o r  IRA and K eogh accounts  b e ca u se  they 

serv e  as a substitute f o r  pension  funds and an individual should not have to 

w o r r y  about the safety o f  funds being saved f o r  h is  use  in re t irem en t .

In c o n c lu s io n ,  I would s im p ly  re ite ra te  that we at the FDIC stand ready 

to a s s is t  you and y ou r  stafi in w hatever fash ion  you  d eem  ap p rop ria te .

I I # # //
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