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One se rv ice  the Hunt Com m ission  has perform ed for us a ll has been 

to remind us how in terre la ted  many aspects of the nation's financial system  

are, I do not mean by that to suggest that each o f its numerous recom m en 

dations must be adopted i f  any one of them is , because this is m anifestly  

not the case. I am suggesting that once the Com m ission  made the basic 

policy  decision that it would seek to promote competition in the same m a r 

ket on substantially equal te rm s fo r  a ll depositary institutions, the thrust 

of its basic recommendations, particu lar ly  those dealing with in terest rate 

ceilings on deposits, operating powers, r e s e rv e  requirements and taxation, 

could have been predicted. What must now be decided is whether the finan

cia l system  proposed by the Com m ission --  com prom ises and a ll - -  w il l  

serve  the country s ign ificantly  better than the system  we now have - - a  

system  one banker has tagged as "balanced inequality". I f  we have doubts 

on that score , can the fram ew ork  for re fo rm  suggested by the Commission 

be im proved?

The Com m ission  was form ed, as we know, a fter two re la t iv e ly  lengthy 

periods of tight money in which deposit institutions had lost a significant 

volume of funds because the ce iling rates a llowed to be paid on deposits 

w ere  w e ll below m arket rates on lon g -te rm  investments. This deposit 

outflow adverse ly  a ffected the funds ava ilab le  fo r residentia l housing and 

sm aller  businesses throughout the country. It was not surprising, there fo re ,
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that the Com m ission  was given a broad genera l mandate to recommend 

im provem ents in the nation's financial system  with m ore  spec if ic  m an

dates in three areas : (i) m ortgage  financing, ( i i )  the ro le  of in terest rate 

ce il ings , and ( i i i )  the need fo r  f lex ib i l i ty  on the part o f deposit institutions 

to perm it a sensitive response to changing demands. While the C om m is 

sion 's report includes a number of re la t iv e ly  m inor re fo rm s  in m ortgage 

lending practices that should be implemented regard less  of what happens 

to the res t  of its recom m endations,—' the fundamental changes it proposes 

a re  the eventual rem ova l of deposit rate ce ilings, a w ider authority for all 

institutions to bid fo r  lendable funds, and much broader asset powers for 

the so-ca lled  spec ia lized  deposit institutions, namely mutual savings banks 

and savings and loan associations.

1/ E.g. , authorization for  var iab le  rate m ortgages , the rem ova l of 
adm in istered ce ilings on FH A  and V A  m ortgages , the repea l of 
state usury ce ilings and other unreasonable res tr ic t ions  on 
res identia l m ortgages , s im plif ication  o f the lega l work in 
m ortgage  originations and fo rec losu res , perm itting loans to be 
made on properties  anywhere in the United States, further en
couragement fo r  secondary m arket operations for  m ortgages 
and the abolition o f "doing business" b a r r ie r s  which some states 
place on out-o f-sta te  institutions lending money on or holding 
rea l p roperty  within their borders .
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The m ost basic o f these recommendations is the eventual rem ova l 

of Regulation Q-type ceilings for  a l l  deposit institutions. I f  implemented, 

the change would rem ove  the d iscrim ination  that presently  exists between 

depositors with m ore  than $100,000 and those with less than $100,000.

It would also abolish the distinctions that presently  ex ist between the rates 

which can be paid by deposit th r ift  institutions and those which can be paid 

by com m erc ia l banks - - a  distinction that inhibits the growth of com m erc ia l 

banks without ready access to nondeposit sources of funds. M ore  to the 

point, this change would give a l l  deposit institutions an opportunity to com 

pete e f fe c t iv e ly  with m arket instruments in future periods of m onetary 

restra int thereby blunting the fo rces  of d is in term ediation , attendant 

liquidity strains and sudden reductions in the ava ilab il ity  o f lendable funds. 

These benefits could not be rea lized , however, unless deposit institutions 

w ere  in a position to respond promptly to increases  in m arket rates p a r 

ticu lar ly  on instruments a ttractive  to depositors. Th e ir  ab ility  to do so 

w ill obviously depend on the y ie lds  in their asset m ix , their cash flows, 

the speed with which they can change to higher y ie ld  investments i f  this 

should be necessary , and the le v e l  o f retained earnings availab le  for 

tem porary  use i f  current earnings cannot m eet a significant increase 

in the in terest expense on deposits.

In o rder  to bid com petit ive ly  fo r  deposits in a world  without ce ilings, 

deposit institutions would a ll  have com pelling incentives to m ax im ize
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earnings. A  high le ve l  o f earnings on a current basis re la t ive  to other 

com petitors would a llow  an institution to m ove upwards in rate as quickly 

as possib le when the m arket requ ired , and i f  m arket rates allowed some 

stability in in terest expense, maximum earnings would perm it an in s t i

tution to add to its retained earnings fo r  possib le use at some future date 

when income on a current basis might be insuffic ient to m eet a rapid up

swing in in terest expense. The necess ity  to m ax im ize  earnings so as to 

be ready for  upward movements in m arket rates --  whether precipitated 

by m onetary conditions or the actions of a competitor --  makes me question 

the distinctions that would rem ain , even under the Com m ission 's  r e c o m 

mendations, in the asset powers of d ifferent types of institutions.

I would have thought the log ic  o f  the Com m ission 's  recommendation on 

deposit rate ceilings would have led to a recommendation that a l l  institutions 

have exactly  the same asset powers. Such a recommendation would also have 

been m ore  consistent than the Com m ission 's  actual recommendations with 

its guiding princip le o f equality fo r  a ll com petitors in the same market. As 

it is , some important d ifferences  rem ain  - -  dictated presumably by consid

erations o f  h is to r ica l emphasis or po lit ica l acceptability. Thus, com m erc ia l 

banks would continue to be the exclusive suppliers o f short- te rm  cred it to 

A m er ican  businesses and only they could o f fe r  checking account se rv ices
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to business f irm s . As a resu lt, the average  com m erc ia l bank might con

tinue to have a loan portfo lio  o f re la t iv e ly  shorter te rm  than the average  

thrift  institution, with consequent advantages when in terest rates are  

r is ing  and corresponding disadvantages when in terest rates a re  falling. 

Mutual savings banks and savings and loan associations, on the other hand, 

would have under the Com m ission 's  proposals an authority denied to com 

m erc ia l  banks to invest fo r  their own account in equity securit ies  listed on 

a national exchange, as w e ll  as few er  restr ic t ions  than com m erc ia l banks 

on the use o f the proposed " leew ay  investm ent" authority. Unlike com 

m erc ia l  banks, however, thrift institutions would be subject to a 10 p e r 

cent o f assets lim itation  on consumer loans. It seems hardly l ike ly , under 

these circum stances, that a ll deposit institutions would have the same 

ab ility  to respond in the face o f rapid increases  in the rate demands o f 

their depositors. Those that could not m eet the highest rates o ffered  

by competitors in the same m arket m ight w e l l  experience p rec is e ly  the 

disintermediation, liquidity strains and loss o f lendable funds that the 

rem ova l o f deposit rate ceilings was intended to avoid.

Besides free ing  up rate competition for deposits, the Com m ission 

has proposed grea te r  latitude fo r  a ll  deposit institutions as to the ways 

in which they can acquire lendable funds. Deposit thrift institutions 

would be allowed to o ffe r  a w ider va r ie ty  o f deposit accounts vary ing
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with respect to m aturity  and withdrawal power as w e ll  as rate - - a  power 

com m erc ia l banks a lready  have subject to rate ce ilings. P resum ably , the 

highest rates of in terest would be re se rved  for deposit accounts of the 

longest m aturity and the most re s tr ic t iv e  withdrawal provis ions. Thus, 

an institution whose earnings or surplus position might not be conducive 

to paying a com petitive  rate on a ll  its accounts un iform ly would then have 

the option o f paying such a rate to depositors w illing  to take some risks 

as to m arket leve ls  during the te rm  o f the account and upon maturity.

This e f fo r t  to segment the deposit base and lengthen average  m aturities 

has been helpful, in states where it is now allowed, in matching increases 

in in terest expense with increases  in current earnings and has served  to 

hold existing deposits that m ight o therw ise be attracted to other in ves t

ments. The experience to date, o f  course, is not a c lear  indication of 

things to com e, because deposit rate ceilings w ere  applicable. But 

even i f  a la r g e r  percentage of total deposits m oves m ore  quickly into 

such accounts in the future, the r is e  in in terest expense should be m ore  

gradual than it would be i f  a ll accounts had to re ce iv e  the m arket rate, 

and liquidity strains should be diminished by longer average  m aturities .

This p rocess  should smooth considerably the flow of funds into a ll de-

. . . 2 /posit institutions. —
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2/ C om m erc ia l banks would have some additional capabilities for 
acquiring lendable funds during the initia l f iv e -y ea r  period when 
d ifferen tia ls  in deposit rate ce ilings could s t i l l  ex ist between d i f 
ferent types of institutions depending on whether or not third 
party payments w ere  being made. Thus, they could incur non
deposit l iab il it ies  through the tem porary  or contingent sale of 
assets and not have them c lass if ied  as deposits subject to the 
rate ce ilings. S im ila r ly  they could create bankers' acceptances 
without being subject to a statutory l im it  based on capital (a l
though possib ly  s t i l l  subject to adm in istrative  l im its ).  Both 
proposals re f le c t  the v iew , as does the basic proposal to 
abolish deposit rate ce ilings, that po lic ies  o f m onetary r e 
straint can be m ore  e f fe c t iv e ly  implemented by means other 
than deposit rate ce ilings broad ly  applied - - a  v iew  most 
economists seem  to share. C om m erc ia l banks and thrift 
institutions would a lso be fre e  to issue short-term  subor
dinated debt instruments as w e ll as the seven -year  instru 
ments currently  authorized, so long as they w ere  bona 
fide additions to capital. As a p ract ica l m atter, only the 
la rges t  institutions m ight be able to m arket these nonin
sured capital instruments i f  regu lar deposit accounts w ere  
also com petit ive ly  availab le  at m arket rates. The Com 
m iss ion  is unclear as to whether such short-te rm  instru 
ments could be o ffered  before, or only a fte r , deposit rate 
ce ilings a re  rem oved. I f  b e fo re , the ir  o ffer ing  to 
depositors could eas ily  subvert the ce ilings s t il l in 
fo rce .
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Most o f the Com m ission 's  asset d ivers if ica t ion  proposals can be 

supported on grounds either o f increased competition or  o f  increased 

public convenience, whatever problem s they m ay otherw ise present. 

Consumer cred it m arkets , fo r  example, a re  dem onstrative ly  im p e r 

fect resulting in higher than necessary  rates for  many b o rrow ers . 

P erm itt in g  mutual savings banks and savings and loan associations 

to make consumer loans would m arked ly  increase  the number o f cred it 

sources available to b o rrow ers ,  and the increased competition sure to 

resu lt would encourage the lowest possib le in terest costs consistent 

with e ff ic ien t operation. Perm itt in g  such institutions to make con

struction loans in the same manner as com m erc ia l banks or to make 

loans on m ob ile  homes should have the same resu lt as w e ll  as benefitting 

the housing markets they p resently  se rve . A  lim ited  " leew ay  investm ent" 

power could benefit some borrow ers  by perm itting loans to p e r fec t ly  credit 

worthy applicants whose co lla tera l is unusual or not technically in com 

pliance with the requirem ents o f statutory or adm in istrative policy. The 

management and sale o f mutual funds, including commingled agency 

accounts, would broaden the financial s e rv ices  o ffered  to bank customers 

and perm it investment talent within o ffe r ing  banks to be m ore  com plete ly  

u tilized  --  although even the la rges t banks may shy away from  the risks 

o f customer d issatis faction  in the event o f unfavorable perform ance.
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Checking account se rv ices  at thrift  institutions would constitute another 

fo rm  of deposit competition and might se rve  as a convenience for some 

th r ift  institution customers who do not u tilize  com m erc ia l banks. To 

the extent these se rv ices  attract or retain deposit custom ers, the 

stability o f deposit structures should be smoother than might otherw ise 

be the case.

I would be rem iss ,  however, i f  I fa iled to indicate m y reservations  

with regard  to some of the Com m ission 's  asset recommendations that 

would introduce a far g rea ter  degree  of r isk  into the financial structure 

than we have today. Those that could have serious repercussions on 

safety and soundness, at least in the fo rm  proposed by the Commission, 

include the fo llow ing:

1. The power to make d irect investments in rea l estate.

The Com m ission  states this recommendation in term s of 

a lim itation  equal, in m ost cases, to 30 percent of an 

institution's net worth, but a c lose  examination o f other 

recommendations would indicate that the lim itation  is 

i l lu sory . F o r  example, additional investments up to 

another 30 percent o f  net worth would appear to be 

authorized under the " le ew a y "  investment provis ions.
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And it would appear that no lim itations would be imposed 

upon the investments a thrift institution or a com m erc ia l 

bank could make in a subsidiary which engaged in rea l 

estate development or ownership. Because rea l estate 

can fluctuate s ign ificantly  in value and is one o f the most 

d ifficu lt assets to se ll i f  liqu id ity  is needed, the potential 

fo r  loss has h is to r ica lly  been considered g rea te r  than for 

many other investments. An e f fec t ive  lim itation  sub

stantially less  than 100 percent o f net worth should apply 

to a ll d irec t  investments in rea l estate, including bank 

p rem ises , regard less  o f the fo rm  of the investment.

2. The power in deposit th rift  institutions to invest up to 

100 percent o f net worth in equity securit ies  listed  on a 

national exchange. While mutual savings banks in some 

states today have a s im ila r  power, and sta te-chartered  

com m erc ia l  banks not m em bers  of the F edera l R ese rve  

System in some states may a lso own equity securit ies  

fo r  their own account, the pressures  to m ax im ize  profits  

w il l ,  as we have seen, be g rea te r  in a world  without d e 

posit rate ce ilings than they a re  today. In addition to 

normal r isks of loss in stock m arket investments, these 

p ressures may encourage undue speculation in o rder  to
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gain an edge over  com petitors or to o vercom e the edge 

of other institutions. The exposure of an institution's 

capital funds should be sign ificantly less  than 100 percent 

in m y judgment, even i f  the basic  recommendation is r e 

tained.

3. The power to engage d ire c t ly  in nonbank activ it ies  p r e s 

ently being authorized for  bank holding companies by the 

F ed era l R ese rv e  B oard . The objections to a general grant 

o f authority along these l ines, on the grounds o f safety and 

soundness, a re  w e l l  stated by Dr. Chase in his paper, 

although undoubtedly there are  some act iv it ies  being 

authorized by the Board of Governors fo r  bank holding 

companies which could be carr ied  out by deposit in s t i

tutions d ire c t ly  without significant increase  in the r isk  

to which they are  presently  subject. To those who say 

that the Com m ission 's  recommendation contemplates a 

rev iew  by the Adm in is tra tor of National Banks for national 

banks, the Adm in istra tor of State Banks fo r  state banks, 

and the F ed era l Home Loan Bank Board for  savings and 

loan associations b e fo re  such authority is granted, I 

think the c lea r  expectation of the Com m ission  had to be
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that a l l  the ac t iv it ies  being authorized for  bank holding 

companies by the Board of Governors for bank holding 

would be authorized fo r  d irec t  operation by deposit in s t i

tutions. Th ere  a re  c lear  exhortations fo r  a l ib e ra l  in te r 

pretation o f the Bank Holding Company A ct Amendments

o f 1970 and the divided re v iew  contemplated by the Com-

3 /m iss ion  a lm ost guarantees this. —

3_/ To the extent the three agencies d if fe r  in their authorizations under 
this recommendation in any com petit ive ly  meaningful way, there would 
be e v e ry  incentive to convert to the ju risd ict ion  of the most lenient 
superv isor . Th ere  are  at least two d ifferent ways o f adm inistering 
the p rov is ion  which would avoid that result:

(i) the F edera l R ese rv e  Board i t s e l f  could be assigned the 
job o f determ in ing which of the related activ it ies  being 
authorized fo r  bank holding companies might p roper ly  be 
conducted d ire c t ly  by deposit institutions or their sub
s id ia r ies ,  and under what conditions; or

(i i )  Congress could enact a "p o s it iv e "  laundry l is t  of re lated 
ac t iv it ies  authorized to be per fo rm ed  d irec t ly  by super
v ised  institutions, p rescr ib ing  any necessary  conditions 
by statute, and supplementing the provis ions per iod ica lly .

Obviously the f ir s t  a lternative  has advantages in term s o f f l e x i 
b il ity  and is the only one which assures that the same c r ite r ia  
being applied by the F ed era l R ese rve  Board in determ ining the 
approved ac t iv it ies  o f bank holding companies w il l  a lso be applied 
in determ ining the ac t iv it ies  to be authorized for  d irect operation 
by banks and the ir  subsid iaries.
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With these exceptions, the Com m iss ion 's  recommendations for e x 

panded asset powers a re  l ik e ly  to increase  competition and public con

venience without substantial increase  in r isk  to the financial structure 

as a whole. They should also ass is t deposit institutions in m ax im iz ing  

earnings, while the Com m ission 's  l iab il ity  proposals should smooth out 

the peaks and va lleys  in the flow  o f funds to such institutions. But I think 

it oversta tes  the e ffec t o f these recommendations to c la im  for them as 

w e ll  an inevitable, benefic ia l e ffec t on cred it  flows to res identia l housing 

in future periods o f  tight money. A t  best such an e ffec t can only be 

ind irect - -  through increased earnings, through the ab il ity  thereby to pay 

com petitive m arket rates on deposits, and through increas ing ly  stable and 

predictable deposit flows. Even under such circum stances, a net plus for 

housing would be fe lt  only i f  institutional managements w ere  determined 

to com m it new funds to res identia l housing in such proportions that the 

total would approxim ately  equal the percentage o f total assets presently  

invested by all deposit institutions.

M y doubts that this w il l  be the case stem from  the fact that there 

appears to be only an inverse  corre la t ion  today between the degree  of 

d ivers if ica t ion  perm itted to an institution and its commitment to the 

res identia l housing sector. The average  com m erc ia l bank, with the 

broadest capacity to d iv e rs i fy  loans and investments, devotes a far 

sm a lle r  percentage of its total assets to res identia l m ortgage loans
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than the average  savings bank, and the la tter, which has significant but 

lim ited  opportunities to d iv e rs i fy  its loans and investments, devotes a 

s ign ificantly  sm a lle r  percentage of its total assets to such loans than 

the average  savings and loan association  - -  the institutional type with the 

least opportunity to d iv e rs i fy  at the present tim e. O f the three, the $200 

b ill ion  savings and loan industry, at least in recent y ea rs ,  has been the 

principal supplier o f funds to the res identia l housing sector, both in dollar 

volume and as a percentage o f total assets.

Those of us from  New  England and New York , where the $90 b ill ion  in 

the mutual savings bank system  is concentrated, tend to overlook  the r e la 

t iv e ly  g rea te r  contribution and com m itm ent made by savings and loan 

associations to the res identia l housing market. Since many savings banks 

in these states a lready  have the power to make nonresidential m ortgage 

loans on com m erc ia l property , consumer loans up to some lim ited  p e r 

centage o f assets , investments without l im it  in corporate  or municipal 

debt obligations, and lim ited  investments in common stocks or leeway 

investments, and since they s t i l l  invest on the average  59 percent o f their 

total assets in res identia l m ortgage  loans, we tend to assume that the 

added powers proposed by the Com m ission  w il l  not have any perceptib le  

e ffec t  on the flow  o f funds to res identia l housing. Y e t  the same proposals 

a lso apply to the nation's savings and loan associations that presently  in 

ves t  about 85 percent of their assets in res identia l housing. I f  that much
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la rg e r  industry, in utiliz ing the same powers under the same com petitive 

conditions, w ere  to reduce the percentage of its total assets committed to 

res identia l housing to the same 59 percent o f assets presently  invested by 

the savings bank industry - -  even i f  this occurred  gradually over  tim e --  

the e ffec t on the res identia l housing sector could be noticeably adverse  

despite im proved  flows o f  funds.

To its cred it, the Com m ission  appears to have recogn ized  this prob lem  

by suggesting in its new scheme of things a d irec t  government incentive, 

either by way o f tax cred it or d irec t  subsidy, which would maintain present 

high le ve ls  o f investment in res identia l housing; but the details o f any such 

incentive have not yet been spelled out and it would appear im possib le  fo r  

observers  at this stage o f the game to speak with authority on the impact 

which implementation o f the Com m iss ion 's  recommendations would have 

on the funds availab le  fo r  res identia l housing. The m ost that can be said 

is that i f  present leve ls  o f investment a re  maintained by deposit institutions 

throughout the nation, res identia l housing should not suffer and might indeed 

benefit from  the m ore  even flow  o f funds which the Com m ission 's  r e c o m 

mendations on the l iab il ity  side a re  designed to encourage. But this would 

seem to me to be a b ig  " i f "  until the magnitude and re la t ive  attractiveness

of the incentives to be proposed becom e known.
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