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I appreciate the opportunity to ap p e a r  on behalf of the 

B o a r d  of G o v e r n o r s  to discuss s o m e  of the issues raised by the 

Administration's p r o p o s e d  Financial Institutions A c t  of 1973. I 

will concentrate m y  opening r e m a r k s  today on those issues w h i c h  

are of direct con c e r n  to the Federal R e s e r v e  System.

Let m e  say at the cutset that the B o a r d  believes there is 

a n e e d  for r e f o r m  in the structure of financial intermediaries in 

this country. S u c h  r e f o r m  should be designed to i m p r o v e  the 

flexibility of financial institutions to r e s p o n d  to the changing n e e d s  

of individuals and business, while maintaining a b a s e  for effective 

m o n e t a r y  policy a nd preserving the soundness of the overa.ll 

financial system. T h e  changes n e e d e d  can be a c c o m p l i s h e d  to a 

large extent by eliminating or m o d e r a t i n g  present restrictions on 

the various types of financial institutions, a nd by providing for 

greater competitive equity a m o n g  them. S. 2591 m o v e s  substantia 

in this direction.

T h e  effect of S. 2591 on the Federal R e s e r v e  S y s t e m  

and its m e m b e r  banks can be separated into four m a j o r  a r e a s -- 

loan an d  investment p o wers, interest ceilings, deposit and check 

powers, and reserve requirements. I will discuss e a c h  of these 

areas in turn, referring to the current law and the m a i n  reasons
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therefor, the k ey a r g u m e n t s  for changing the l a w  at this time, 

and the B o a r d ’s views regarding the p r o p o s e d  changes. W hile 

m y  statements on the current law will be brief, I can, if the 

C o m m i t t e e  wishes, file a m e m o r a n d u m  outlining the legislative 

history of the relevant statutes in greater detail.

L O A N  A N D  I N V E S T M E N T  P O W E R S

T h e  B o a r d  supports the p r o p o s e d  changes relating to the 

investment p o w e r s  of c o m m e r c i a l  banks, an d  has r e c o m m e n d e d  

e n a c t m e n t  of similar m e a s u r e s  in the past.

It is p r o p o s e d  to r e m o v e  the restrictions on the authority 

of national banks to m a k e  loans secu r e d  by real estate, w h i c h  

authority is presently limited both qualitatively and quantitatively.

At one time, national banks w e r e  prohibited f r o m  m a k i n g  m o r t g a g e  

loans beca u s e  it w a s  considered u n w i s e  to p e r m i t  banks accepting 

deposits on a d e m a n d  basis, as w a s  then usually the case, to m a k e  

loans with long maturities. T h e  prohibition has been progressively 

relaxed over the y e a r s  as banks have generally d e m o n s t r a t e d  the 

ability to obtain funds on longer t e r m s  and to m a n a g e  their liabilities, 

and as secondary m a r k e t s  have developed for m o r t g a g e  loans. T h e  

r ema i n i n g  statutory restrictions are no longer n e e d e d  to assure sound 

lending practices, a n d  their r e m o v a l  w o u l d  have the positive effect of 

increasing to s o m e  extent m o r t g a g e  lending activities of national banks.
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It is also p r o p o s e d  to liberalize the collateral r e q u i r e m e n t s  

i m p o s e d  on banks w h e n  they b o r r o w  f r o m  the F e d e r a l  R e s e r v e  at the 

discount rate. Of course, all loans f r o m  Federal R e s e r v e  B a n k s  to 

m e m b e r  banks m u s t  be fully collateralized. Originally, all such 

loans h a d  to be secured by a n a r r o w l y  defined class of p r e s u m a b l y  

liquid assets, a limitation bas e d  on the n o w - a b a n d o n e d  ’’real bills1' 

doctrine. Later, a d vances w e r e  permitted on the security of other 

assets s u c h  as m o r t g a g e  loans and municipal securities, but only at 

a penalty rate of an additional one half of one p e r  cent above the 

discount rate. T h e  p r o p o s e d  elimination of the penalty rate w o u l d  

eliminate an indirect restriction on the portfolios of m e m b e r  banks, 

and w o u l d  also simplify operations of the Federal R e s e r v e  Banks.

A n  additional proposal is that national b a n k s  be permitted 

to m a k e  equity investments in c o m m u n i t y  rehabilitation projects. 

National banks have been generally prohibited f r o m  m a k i n g  equity 

investments or purchasing equity securities, in o r d e r  to protect 

both depositors and b o r r o w e r s  f r o m  bank efforts to speculate in 

equity positions. T h e  B o a r d  believes it is w ise to continue this 

general prohibition on all depository institutions, but with the 

modifications p r o p o s e d  to allow for limited equity investments in 

corporations established for the p u r p o s e  of c o m m u n i t y  development.
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I N T E R E S T  O N  D E P O S I T  A C C O U N T S

T h e  sec o n d  m a j o r  area in w h i c h  changes are p r o p o s e d  

concerns interest paid on deposit accounts.

T h e  Federal Reserve, Federal Deposit Insurance Corporation, 

and F e deral H o m e  L o a n  B a n k  B o a r d  are currently provided with parallel 

authority to set interest rate ceilings on time and savings deposits, 

after consultation with one another, with discretion provided to set 

different ceiling rates for different types of accounts. P a y m e n t  of 

interest on d e m a n d  deposits is prohibited.

T h e  restrictions on interest p a y m e n t s  by banks c a m e  about 

as a result of the crises of 1929 and 1933. T h e  intended p u r p o s e s  

w e r e  to prevent the shifting of funds f r o m  country ban k s  to big 

m o n e y  center banks to finance stock m a r k e t  speculation, and to 

prevent banks f r o m  engaging in u n s o u n d  banking practices by 

co m p e t i n g  for deposits through p a y m e n t  of excessive interest rates 

and then trying to m e e t  the increased cost of deposits by acquiring 

high-yielding but risky assets. Subsequently, scholars studying 

this period have questioned these two original rationales, an d  in 

practice interest ceilings have c o m e  to be used m o r e  for other 

purposes.
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In recent years, e m p h a s i s  has been given to utilizing 

rate ceilings to hold d o w n  flows of funds a m o n g  depository 

institutions. A  combination of factors has led to this result. 

Beginning in the m i d - 1 9 5 0 !s, after two decades of a m p l e  liquidity, 

c o m m e r c i a l  banks began to feel the pinch of increasing d e m a n d s  

for credit a n d  greater competition for funds f r o m  thrift institutions 

a nd m a r k e t  securities. B a n k s  r e s p o n d e d  to this situation by 

raising their interest rates paid on time deposits, thus creating 

p r e s s u r e s  w h i c h  eventually resulted in higher interest ceilings.

B a n k s  also increased the variety of their deposit accounts by 

offering various certificates of deposit at attractive interest rates.

Mea n w h i l e ,  savings a nd loan associations w e r e  experiencing 

s o m e w h a t  different but related difficulties. T h e s e  institutions, as 

w e  all k n o w ,  are al m o s t  totally dependent on c o n s u m e r  ti m e  and 

savings deposits for funds, and invest the bulk of these funds in 

fixed-rate l o n g - t e r m  residential mor t g a g e s .  A s  a result of this 

practice of b o r r o w i n g  short and lending long, m a n y  thrift institutions 

found t h e m s e l v e s  in a d i l e m m a  during the periods of high interest 

rates w h i c h  e m e r g e d .  Increasing their savings rates to attract 

deposits w o u l d  have resulted in operating losses. O n  the other hand, 

paying l o w e r  interest rates than c o m p e t i n g  institutions and m a r k e t  

instruments could have led to an outflow of deposits.
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Partly in an e n d e a v o r  to ameliorate these interest rate 

p r o b l e m s ,  deposit rates of m o s t  savings a n d  loan associations 

w e r e  brought under F e d e r a l  regulation in 1966. Since that time, 

the current n e t w o r k  of deposit interest ceilings has helped to 

control rate competition a m o n g  institutions on balance, but it has 

also contributed to the diversion of funds f r o m  financial inter­

m e d i a r i e s  to m a r k e t  instruments during periods of tight m o n e y .

T h e  m o v e  of thrift institutions to offer l o n g e r - t e r m  certificates 

of deposit has been a very helpful, but still insufficient, d e v e l o p m e n t  

in response to the continuing p r o b l e m  of fluctuations in savings 

flows a nd housing finance.

Section 103 of S. 2591 provides for a gradual phase-out 

of interest rate ceilings, with c o mplete r e m o v a l  5-1/2 y e a r s  after 

e n a c t m e n t  of the legislation, and a gradual phase-out of the interest 

differential b e t w e e n  c o m m e r c i a l  banks and thrift institutions. T o  

enable the thrift institutions to c o m p e t e  effectively for funds during 

periods of high interest rates without the protection afforded by 

rate ceilings, these institutions w o u l d  be given e x p a n d e d  p o w e r s  

to diversify into m o r e  liquid types of loans.

I m u s t  report to y o u  the Board's c o n c e r n  that the p r o p o s e d  

n e w  investment p o w e r s  m i g h t  well not be sufficier.t to a s s u r e  that
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thrift institutions could c o m p e t e  effectively for deposits during 

periods of high interest rates. T h e  B o a r d  is also c o n c e r n e d  that 

the p r o p o s e d  asset diversification could have an a d v e r s e  i m p a c t  

on housing finance that w o u l d  not be offset by other provisions in 

S. 2591. T h e s e  possibilities s e e m  to us to suggest that regulatory 

agencies be allowed s o m e  leew a y  in speeding or slowing the p r o p o s e d  

changes.

Accordingly, the B o a r d  w o u l d  favor a gradual lifting of 

interest ceilings, contingent on a demonstration that thrift institutions 

and small c o m m e r c i a l  banks can p e r f o r m  their functions properly 

with relaxed interest rate controls during periods of high interest 

rates. E v e n  after ceilings are r e m o v e d ,  the B o a r d  w o u l d  r e g a r d  

it as prudent to h ave standby authority to r e i m p o s e  ceilings should 

it b e c o m e  clear that uncontrolled rates threaten to u n d e r m i n e  the 

safety an d  s o u ndness of depository institutions or to conflict with 

other public interest considerations.

R e g a r d i n g  the authority to set interest ceilings, the B o a r d  

supports the Administration proposal to ad d  the T r e a s u r y  to the gro u p  

of agencies required to consult together in setting s uch ceilings, but 

otherwise to leave such authority unchanged.
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W i t h  respect to the provisions for truth in savings, the 

B o a r d  supports the concept of full disclosure of the t e r m s  and 

conditions applicable to savings deposits, on a u n i f o r m  basis for 

all depository institutions. T h e  B o a r d  w o u l d  like to report that 

its study on certain aspects of this matter, requested by four 

m e m b e r s  of this C o m m i t t e e ,  is proceeding. W h e n  it is completed, 

the B o a r d  will also su b m i t  a technical analysis of the disclosure 

r e q u i r e m e n t s  set forth in section 106.

D E P O S I T  A N D  C H E C K  P O W E R S

Let m e  turn n o w  to the third m a j o r  issue, deposit and 

che c k  p o wers.

It is p r o p o s e d  that national banks be allowed to offer 

savings accounts to corporations. Since the B a n k i n g  A c t  of 1933, 

savings deposits have been the only class of deposits payable on 

d e m a n d  with respect to w h i c h  m e m b e r  banks are permitted to pay 

interest a nd to maintain reserves at levels low e r  than those for 

d e m a n d  deposits. O n  the basis of its conclusion that the p u r p o s e  

of so favoring savings deposits w a s  to e n c o u r a g e  personal thrift, 

the B o a r d  ruled in 1936 that s uch deposits should not be m a d e  

available to profit-making corporations. T o  r e verse that policy 

and allow corporate savings deposits w e  believe w o u l d  expose
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financial institutions to potentially destabilizing shifts of business 

funds, a nd could invite the transfer of w o r k i n g  balances of c o r p o ­

rations into savings deposits in o rder to avoid the higher reserve 

re q u i r e m e n t s  on d e m a n d  deposits a nd the interest prohibition 

thereon.

It is also p r o p o s e d  that all banks and thrift institutions 

be allowed to offer negotiable order of w ithdrawal accounts, so 

called " N O W  accounts, M to all custo m e r s ,  with interest ceilings 

to be authorized for 5-1/2 y e a r s  at a level not to e x c e e d  the ceiling 

on c o m m e r c i a l  bank savings deposits. N O W  accounts, of course, 

are in m a n y  w a y s  interest-bearing checking accounts except that, 

legally, prior notice m a y  be required before withdrawal.

Public policy regarding N O W  accounts is in the formative 

stage. Experimentation with this f o r m  of service is presently u n d e r ­

w a y  in M a s s a c h u s e t t s  and N e w  H a m p s h i r e .  T h e  B o a r d  believes that 

su c h  experimentation will w o r k  best if it p r o c e e d s  in a constructive 

and orderly m a n n e r .  Consistent with this belief, the B o a r d  has 

published for c o m m e n t  p r o p o s e d  restrictions, at least initially, on 

N O W  accounts of m e m b e r  banks in the two States that are designed 

to constrain possible deposit shifts into N O W  accounts a nd to m o d e r a t e  

the i m m e d i a t e  earnings impact, particularly on s m a l l e r  c o n s u m e r  - 

oriented c o m m e r c i a l  banks w h i c h  m a y  require t i m e  to adjust operating 

policies and service charges to this n e w  environment.

- 9 -
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In previous testimony before this C o m m i t t e e ,  the B o a r d  

has r e c o m m e n d e d  that all depository institutions be allowed to offer 

N O W  accounts, so long as all such institutions are subject to the 

s a m e  interest ceilings and the s a m e  schedule of reserve require­

m e n t s  on these accounts. T h e  B o a r d  also believes that N O W  accounts 

should be restricted to families and specified types of non-profit 

institutions. Corporations generally find it possible to k e e p  surplus 

funds continuously invested in m a r k e t  instruments a n d  often earn 

interest implicitly on d e m a n d  deposits through receipt of free bank 

services. Individuals, on the other hand, are m o r e  dependent on 

the range of services offered by financial institutions a n d  h a v e  the 

m o s t  to gain through N O W  accounts. T h e  B o a r d  believes that N O W  

accounts should have l o w e r  reserve r e q u i r e m e n t s  than d e m a n d  

deposits, but only if such accounts are limited primarily to families.

Allowing thrift institutions to offer N O W  accounts raises 

a question with respect to the clearing of checks. Since thrift 

institutions have generally been limited in the offering of checking 

accounts, existing legislation does not deal specifically with check 

collection for thrift institutions or the Federal H o m e  L o a n  Banks.

T h e  existing practice is for thrift institutions to clear checks 

through c o m m e r c i a l  banks with w h o m  they k e e p  balances. T h e
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B o a r d  believes that thrift institutions should have a c c e s s  to Federal 

R e s e r v e  c h e c k  processing services on an equitable basis with 

m e m b e r  banks, provided that they m e e t  F e d e r a l  R e s e r v e  reserve 

requirements.

R E S E R V E  R E Q U I R E M E N T S

T h e  fourth m a j o r  a r e a  in w h i c h  the proposals w o u l d  

directly affect the Federal R e s e r v e  is r e serve requirements. T h e  

B o a r d  is authorized to set res e r v e  r e q u i r e m e n t s  on deposits of 

Federal R e s e r v e  m e m b e r  banks within statutory limits.

T h e  B o a r d  strongly believes that a u n i f o r m  schedule of 

reserve r e q u i r e m e n t s  should apply to d e m a n d  a n d  N O W - t y p e  accounts 

of all depository institutions. That authority will be_ sought in a 

separate bill to be submitted by the B o a r d  later. T h e  provisions 

of S. 2591 extending Federal R e s e r v e  reserve r e q u i r e m e n t s  to the 

d e m a n d  a n d  N O W  deposits of F H L B  m e m b e r s  are a step in the right 

direction.

M e m b e r s h i p  in the Federal R e s e r v e  S y s t e m  has always 

been optional for State banks. F o r m e r l y ,  n o n m e m b e r s  w e r e  

collectively small in c o m p a r i s o n  to m e m b e r  banks, a n d  the m a j o r  

banks in larger cities w e r e  m e m b e r s .  This situation is changing, 

h o w e v e r ,  in a m a n n e r  w h i c h  has serious long-run implications for
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m o n e t a r y  policy. T h e  proportion of c o m m e r c i a l  b ank deposits 

held by n o n m e m b e r s  has already c l i m b e d  to 22 per cent an d  s e e m s  

to be increasing at an accelerated rate.

T h e  various State reserve r e q u i r e m e n t s  applicable to 

n o n m e m b e r  banks are designed to a s s u r e  at least a m i n i m u m  degr e e  

of individual b a n k  liquidity and soundness. F e deral R e s e r v e  

reserve requirements, however, serve an additional and very 

important purpose: n a m e l y ,  they provide the f u l c r u m  against 

w h i c h  m o n e t a r y  policy operates.

A t  present, r e serve r e q u i r e m e n t s  for Federal R e s e r v e  

m e m b e r s  are substantially m o r e  onerous than those for n o n m e m b e r s ,  

m a i n l y  b e c a u s e  of the f o r m  in w h i c h  reserves are held. Although 

the r e q u i r e m e n t s  vary f r o m  State to State, n o n m e m b e r s  are generally 

permitted to include as reserves balances held at other banks, for 

w h i c h  services are often received in return. M o r e  than half the 

States count as reserves uncollected balances at other banks, an d  

nearly half the States allow interest-bearing securities to be counted 

t o w a r d  part or all of their r e serve requirements. F o r  m e m b e r  banks, 

in contrast, vault c a s h  and collected balances at F e deral R e s e r v e  B a n k s  

are the only permissible w a y s  of m e e t i n g  our reserve requirements.
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S u c h  wide differences in reserve r e q u i r e m e n t s  create an 

incentive for m e m b e r  banks to w i t h d r a w  f r o m  the S y s t e m  a nd for 

n e w l y  chartered banks to choose not to seek S y s t e m  m e m b e r s h i p .  

Should the percentage of bank deposits subject to F e d e r a l  R e s e r v e  

reserve r e q u i r e m e n t s  continue to decline, progressively greater 

imprecision, uncertainty, an d  delay w o u l d  be injected into the 

F e deral R e s erve's ability to i m p l e m e n t  m o n e t a r y  policy.

T h e  B o a r d  will not p r o p o s e  that S y s t e m  m e m b e r s h i p  be 

required for all institutions offering checking accounts, as w a s  

r e c o m m e n d e d  by the Hunt C o m m i s s i o n .  H o w e v e r ,  for p u r p o s e s  of 

both effective m o n e t a r y  policy and a m o r e  nearly equitable sharing 

of the b u r d e n  of m o n e t a r y  policy, the B o a r d  considers it essential 

that all d e m a n d  a n d  N O W  accounts be subject to u n i f o r m  reserve 

requirements, with all reserves represented by vault c a s h  or 

deposits at the Federal R e s e r v e  Banks.

S. 2591 p r o p o s e s  that the B o a r d  be given authority to 

d e t e r m i n e  the f o r m  in w h i c h  reserves m a y  be held. It is the 

B o a r d 1 s present intention, if s uch authority is provided, to continue 

the current policy of allowing only deposits at F e d e r a l  R e s e r v e  B a n k s  

a nd vault c a s h  to be counted t o w a r d  the reserve requirement. In 

the case of thrift institutions, the B o a r d  does not object to having
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reserves held in the f o r m  of deposits at F e deral H o m e  L o a n  Bank s ,  

so long as su c h  r e s e r v e s  are redeposited with the F e d e r a l  R e s e r v e  

B a n k s  a n d  thus not u s e d  to carry out policies that m a y  at t i m e s  be 

inconsistent with F e d e r a l  R e s e r v e  m o n e t a r y  policy.

In view of the Board's responsibility for m o n e t a r y  policy, 

the B o a r d  is c o n c e r n e d  with the proposal that it consult with the 

F K L B B  in setting r e s e r v e  requirements. In particular, the B o a r d  

strongly opposes consulting with the F H L B B  in changing d e m a n d  

deposit r e s e r v e  requirements. F u r t h e r m o r e ,  the B o a r d  does not 

believe that thrift institutions should be e m p o w e r e d  to offer d e m a n d  

deposits.

T h e  B o a r d  also does not object to the n e w  statutory limits 

p r o p o s e d  for rese r v e  requirements, although it sees n o  pressing 

reason to change the existing limits. At s o m e  future date, higher 

reserve ranges m i g h t  be n e e d e d  on certain time deposits such as 

large certificates of deposit, depending upon h o w  the preferences 

for a n d  uses of the various types of accounts evolve o ver time. 

O T H E R  K E Y  I S S U E S

Several other k ey issues are raised by S. 2591, s o m e  of 

w h i c h  are so important that this testimony w o u l d  not be c o m p l e t e  

without a discussion of them.
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T h e  B o a r d  w i s h e s  to stress the n e e d  for gradual transition 

in the implementation of the p r o p o s e d  reforms. E v e n  with careful 

planning a nd detailed study, it is impossible to d e t e r m i n e  in a d v a n c e  

the results of the interaction of the various regulatory changes that 

are proposed. It is possible that unplanned transitional d e v e l o p m e n t s  

could result in strain to s o m e  financial institutions or to s o m e  sectors 

of the e c o n o m y .  T h e  B o a r d  believes, however, that the goal of a m o r e  

flexible financial s y s t e m  is sufficiently important to u n d e r g o  the 

transition.

T h e  bill calls for gradual i m p l ementation of several changes 

through steps. Thrift institutions w o u l d  be allowed to increase their 

investment in corporate debt securities by two per cent per y e a r  until 

the allowable percentage is ten per cent. T h e  B o a r d  en d o r s e s  s uch 

transition m e a s u r e s ,  a n d  r e c o m m e n d s  the gradual phasing-in of all 

n e w  investment p o w e r s  for thrift institutions.

A n o t h e r  transition m e a s u r e  of great i m p o r t a n c e  is 

discretion for regulatory agencies to react to unforeseen developments. 

I cited earlier the n e e d  for close coordination of the gradual r e m o v a l  

of interest ceilings with the p r o p o s e d  asset diversification for thrift 

institutions. Other a reas that call for such discretion in timing 

include the introduction of N O W  accounts and the r e m o v a l  of the 

differential in interest ceilings bet w e e n  banks a n d  thrift institutions.
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C O N C L U S I O N

In summary, the Board hopes that Congress will enact 

legislation to implement the basic thrust of S. 2591. In a few 

areas that I have mentioned, we would suggest some modifications.

W e  look f o r w a r d  to helping the C o m m i t t e e  in any w a y  

that w e  ca n  as the deliberations m o v e  ahead.
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