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As I indicated on July 21, the FDIC supports a on e -yea r extension 

of the statutory authority vested in the F edera l R eserve  Board, the FDIC 

and the FHLBB to regulate in a flex ib le  m anner the rates o f in terest or 

dividends payable by insured banks on tim e and savings deposits and by 

m em bers o f the F edera l Home Loan Bank System  on deposits, shares or  

withdrawal accounts. Such an extension is contained in Title I o f H. R. 8024. 

You are , o f cou rse , aware that the FDIC favors the eventual elim ination of 

Regulation Q -type ce ilin gs through leg isla tion  like the proposed  Financial 

Institutions A ct which would substantially expand the ability of thrift in s ti­

tutions to com pete fo r  the savings dollar and put to an end the obvious d is ­

crim ination  which presently  exists against those d epositors with accum ulated 

savings of le ss  than $100, 000 - - a  category  which encom passes the vast 

m a jority  o f the nation 's c itizen s . We con sidered  it u n rea listic , how ever, 

to expect C ongression a l review  and action on the many im portant and co n ­

tro v e rs ia l m atters related to that leg isla tion  to be com pleted  p r io r  to 

D ecem ber 31 when the current rate-settin g  authority exp ires , and so 

supported the extension provided  fo r  in H. R. 8024.

The C hairm an's letter of August 28 expressed  con cern  about the 

e ffectiven ess of in terest ceilings and existing rate d ifferentia ls, and I 

would like to com m ent b r ie fly  on som e of these issu es.

The structure o f interest rate ceilings applicable to savings 

deposits at insured banks and thrift institutions im portantly affects their 

ability  to attract deposits. It a lso im portantly affects their profitab ility
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and soundness-, the pricin g  of many banking s e rv ice s , and the flow  of funds 

fro m  one type o f insured institution to another and from  all in term ediaries 

into housing, job -crea tin g  bu sin esses and other sectors  of the econom y.

In setting in terest ce ilin gs and drawing up regulations to en force  those 

ce ilin g s , the F edera l ra te-settin g  agencies are confronted with a number 

of com peting, and indeed con flicting , considerations and seek to strike a 

reasonable and defensib le balance between them.

I think it fa ir  to say that the rate-settin g  agencies have invariably 

attem pted to a ssess  the likely  resu lt of their decision s on the returns avail­

able to individual sa v ers , on both the sh ort- and long-ru n  im plications for  

insured financial institutions and those portions of the econom y served  by 

such institutions, and on various financial m arkets in which insured institu­

tions m ay or m ay not play a significant ro le . This evaluation m ay turn out 

in re trosp ect to have been incom plete or  w rong, but I can assure you an 

interagency e ffort is m ade to appraise ca re fu lly  b e fore  we act the likely  

consequences of sp ecific  actions. Few  decision s involving rate ceilings or 

the regulations which im plem ent them im pact favorably  on everyone, how ­

ever, and they m ay be m ade in anticipation of m arket developm ents rather 

than subsequently. F or these reason s, among others, our rate decisions 

are among the m ost sensitive and con trov ers ia l we m ake.

G enerally  speaking, rate ce ilin gs have tended to w ork in a sa tis ­

fa ctory  m anner so long as their leve ls  have been not too far out of line with • 

m arket rates. The past six month period  probably prov ides a good example
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of th is. H ow ever, when m arket rates m ove up sharply, as they have on 

sev era l o cca sion s  during the past ten y ea rs , the establishm ent o f ap p ro ­

priate rate ce ilin gs becom es m ore  difficu lt and som e rea l enforcem ent 

p rob lem s em erge . At such tim es aggressive  institutions have been con ­

strained from  paying higher rates, and as a resu lt, they have lost funds to 

m arket instrum ents. Sm aller d epositors , either because of lim ited  resou rces  

o r  lack  of financial sophistication , have rece ived  far low er returns on their 

funds than they could on alternative m arket investm ents. At such tim es, 

institutions with lim ited  p ortfo lio  flex ib ility , lim ited  earnings capabilities 

and lim ited  capital funds and reserv es  have been particu larly  vulnerable to 

significant deposit outflows and low er annual earnings. If, how ever, rate 

ce ilin gs are not rev ised  upward under such c ircu m stan ces, d isinterm ediation  

m ay be exacerbated  and the deterioration  in current and retained earnings 

aggravated by the need to m aintain a higher than norm al degree of liquidity, 

particu larly  if fo r ce d  sales of assets and p ossib ly  significant capital lo sse s  

are  requ ired .

Additionally, whenever rate ce ilin gs have significantly im paired the 

ability  o f insured institutions to com pete against an open m arket rate s tru c­

ture fo r  the savings d ollar, the incentives fo r  circum venting rate ce ilin gs 

in crea se  proportion a lly  and effective  enforcem ent of the sp irit and intent o f 

Regulation Q -type ce ilin gs b ecom es m ore  and m ore  d ifficu lt. In the past, 

this has led  to a tightening o f the definition of deposits subject to the ceiling, 

to get at sh ort-te rm  notes; to tougher prepaym ent penalties to d iscourage
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redem ption  of .certifica tes  - -  and the paym ent of even higher rates - -  p rior  

to m aturity; and to in creased  su rveillan ce  o f institutional ’ 'pooling" arran ge­

m ents and deposit advertising.

Since 1966 ce ilin gs on consum er deposits have been set at higher 

rates fo r  thrift institutions than fo r  com m erc ia l banks. The rationale for  

this d ifferentia l has been p rin cipa lly  to assu re  a sa tis fa ctory  flow  of funds 

to savings and loan associa tion s and mutual savings banks and from  these 

institutions to the m ortgage m arket. In p eriods o f rising  in terest rates, 

average returns on thrift institution p ortfo lio s , which are dominated by 

assets  carry in g  long m atu rities, tend to lag behind m arket rates. As a 

resu lt, the com petitive position  o f th irfts, at such tim es, tends to d e te r io ra te ^  

v is -a -v is  com m ercia l banks. Rate ceiling  d ifferentia ls w ere orig in ally  intended 

to insulate thrifts, to som e d egree , fro m  com m erc ia l bank com petition , the 

rationale fo r  such protection  resting prin cipa lly  on m atters of product line 

and resulting asset stru ctu res. Since com m erc ia l banks o ffered  a w ider range 

of s e rv ic e s , including checking accounts, and could generally  a fford  to pay 

higher rates on deposits than thrifts in p eriod s o f rapidly escalating m arket 

rates (because of a m ore  flex ib le  asset structu re), it was argued that a d if­

feren tia l was n ecessa ry  to assu re  an adequate flow  o f funds into thrift institu­

tions and fro m  them  to the m ortgage m arket. I believe  the d ifferentia l also 

re flected  a feeling  in 1966 that thrift institutions w ere re la tively  vulnerable to 

earnings p ressu re  resulting fro m  an upsurge in rates they had to pay on £

deposits and needed tim e fo r  appropriate p ortfo lio  adjustm ents to im prove
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their earnings p erform an ce  b e fore  being subjected to greater com m erc ia l 

bank rate com petition .

In recent y ea rs , the p erm iss ib le  pow ers of thrift institutions have 

expanded con siderab ly . Some of this has taken p lace at the F ed era l leve l 

fo r  fed era lly  chartered  savings and loan associa tion s and cred it unions, but 

even m ore  has taken p lace  at the State lev e l, particu larly  in New England, 

fo r  sta te -ch artered  thrifts including mutual savings banks. With d eve lop ­

m ents taking p lace at unequal rates o f speed at F ed era l and State lev e ls , it 

is only natural to expect in creased  com m ercia l bank p ressu re  to rev ise  the 

basic ground rules of deposit com petition  presently  found in Regulation Q 

and its FDIC and FHLBB counterparts. They argue now, and w ill no doubt 

continue to argue in the future, that the expanded asset pow ers and liab ility  

se rv ice s  of thrift institutions m ake them  able to com pete with com m ercia l 

banks on À re la tively  equal footing and that it is m ore  and m ore  inequitable 

to m aintain the d ifferentia ls as they are .

In this c lim ate, it seem s to m e that the rate-settin g  agencies have 

an obligation , subject to any sp ecific  action the C ongress m ay take on either 

deposit rate ce ilin gs o r  the m ore  basic question o f asset and liab ility  pow ers 

fo r  insured institutions, to review  the fa irn ess  to savers of existing levels  

o f deposit rate ce ilin gs , the underlying reasons fo r  rate d ifferentia ls between 

thrift institutions and com m ercia l banks, the experience o f the past as to 

whether ce ilings and d ifferentia ls have actually accom plished  their intended 

pu rposes, and the likely  cou rse  of m arket and institutional developm ents both 

in the short run and the long run. N um erous, interrelated  fa ctors  are involved
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in the com p lex  business of adm inistering a system  of deposit rate ce ilin gs, 

as this Com m ittee undoubtedly recogn izes  through its FINE study and its 

consideration  of leg islation  like the proposed  F inancial Institutions A ct.

A ll three rate-settin g  agencies take their resp on sib ilities  with the utm ost

ser iou sn ess , and I am sure this attitude w ill continue to p revail.
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