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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, D.C. 2055l

PAUL A. VOLCKER
CHAIRMAN

October 22, 1979

The Honorable Jerry M, Patterson
House of Representatives
Washington, D. C. 20515

Dear Mr, Patterson:

Your September 12 letter requests the Board's views on the
concerns you have regarding the proposed blanket exemption from the
prohibitions of H. R. 2255 for bank holding companies with total assets
of $50 million or less and whether expansion by such exempt bank holding
companies and their subsidiaries would be subject to the public benefits
test of section 4(c)(8) of the Bank Holding Company Act ("Act") raised
during the mark-up session on H, R. 2255, The numbered paragraphs below
correspond to the specific questions you have asked.

(1) It is the Board's opinion that permitting an activity to
be engaged in by a bank holding company or its subsidiary solely because
of the asset size of the bank holding company is not relevant to a deter-
mination of whether an activity is closely related to banking within the
meaning of section 4(c)(8) of the Act. By employing such a standard
Congress would be abandoning some well established criteria that have
been developed over the years by the courts and have come to be recog-
nized as appropriate for determining whether a nonbanking activity is
"closely related" to banking within the meaning of section 4(c)(8) of
the Act. (National Courier Association v. Board of Governors, 516 F.2d
1229, 1237 (D.C. Cir. 1975), and Alabama Association of Independent
insurance Agents v. Board of Governors, 533 F.2d 224, 241 (5th Cir.
1976).) Furthermore, an institution's size alone is not a determinant
of the potential for abuse, but should be considered in the context of
the market in which the institution operates. For example, a bank
holding company of less than $10 million in assets might be the only
financial institution in a town and its ability to exert an unfair
competitive influence would be much greater than a $200 million insti-
tution located in a major metropolitan market,

(2) The $50 million exemption would permit such an organization
to engage in insurance activities otherwise not permissible to a bank
holding company with greater assets. Under such an exemption, insurance
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The Honorable Jerry M. Patterson
Page Two

activities that could be engaged in would include the sale of property
and casualty insurance and underwriting of such insurance. The Board's
regulation, however, does not permit the underwriting of property and
casualty insurance. Thus, there would be a broadening of the permissible
product line of insurance for smaller companies beyond those currently
permitted by the Board's regulation governing insurance activities of
bank holding companies.,

(3) The $3500 finance company transaction exemption could
have the effect, for example, of restricting finance companies as an
alternative source of credit to borrowers seeking financing for new or
used car purchases, unless the lender is willing to forego the insurance
or directs the borrower to another source of insurance. It would cer-
tainly put a finance company subsidiary of a bank holding company at a
competitive disadvantage since other finance companies and lenders are
not similarly restricted,

(4) For the same reasons as stated in paragraph three above,
the Board does not believe it would be useful or appropriate to base
the permissibility of insurance activities on some arbitrary loan amount,

(5) Enclosed for your consideration is the Appendix to Governor
Partee's testimony of October 17, 1979, before the Subcommittee on Financial
Institutions Supervision, Regulation and Insurance that sets forth in some
further detail the Board's views and its comments on the insurance provisions
of H. R. 2255, H. R, 2747 and H. R. 2856, as well as other provisions of
those bills,

Finally, your letter indicates concern that the public benefits
test in section 4(c)(8) of the Act might not be applicable to insurance
activities engaged in by bank holding companies of less than $50 million
in total assets. Based on the legislative history the Board believes
that section 4(c)(8) imposes a two-step test. Court decisions have con-
firmed that view. A proposed activity first must be determined by the
Board to be closely related to banking, If such a determination is made,
the activity may be engaged in, or the nonbanking company engaged in the
activity may be acquired, only if the Board finds that the public benefits
test of section 4(c)(8) is met, That is, the Board must find that the
likely benefits to the public that would result from a bank holding com-
pany engaging in the activity outweigh possible adverse effects that may
result therefrom, Thus, if the legislation as proposed is enacted, the
closely related criteria would be statutorily determined, but whether a
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BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM

WASHINGTON, D.C. 2055!

PAUL A. VOLCKER
CHAIRMAN

October 22, 1979

The Honorable Parren J. Mitchell
Chairman
Subcommittee on Domestic Monetary Policy
Committee on Banking, Finance and

Urban Affairs
House of Representatives
Washington, D. C. 20515

Dear Chairman Mitchell:

I want to thank you for the support of our recent policy
initiatives expressed in your letter published by the Wall Street
Journal on October 11, I find such support most encouraging and
helpful as my colleagues and I seek to assure that monetary policy

will do all that it can to help bring inflation under control.

I have also given careful thought to the points made in
the earlier letter that you and members of your Subcommittee sent
me concerning long-term monetary objectives and their relation to
the economic objectives contained in the Humphrey-Hawkins Act. As
I see it, the thrust of your earlier remarks is directed at two
major points: first, that the rate of monetary growth should gradu-
ally but systematically be reduced to the perceived non-inflationary
rate of 3 percent by 1982; and, second, that the Federal Reserve
should commit itself to an explicit long-range target path of mone-
tary growth along the lines set forth in your letter.

I agree fully with the philosophy underlying your remarks.
My Federal Reserve colleagues and I are strongly committed to a policy
of establishing and maintaining a non-inflationary rate of monetary
expansion and we seek to achieve that goal in the most orderly and
expeditious fashion., In this fundamental sense, we share a common
viewpoint,

On reflection, I don't think we are far apart on the
approach to meeting this objective. But I am uneasy about estab-
lishing precise monetary targets over a multi-year time frame. 1In
my view the Federal Reserve needs the flexibility to respond to
situations as they arise--including the admittedly remote possi-
bility that shifting expectations might permit a more prompt move
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STEPHESN L. NEAL, N C. . ‘

NORMAN E. D'AMOURS, N.H.
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5. CAUANAGIH, Sota U.S. HOUSE OF REPRESENTATIVES
e e SUBCOMMITTEE ON DOMESTIC MONETARY POLICY

OF THE
COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS JK

NINETY-SIXTH CONGRESS

WASHINGTON, D.C, 20515
September 5, 1979

The Honorable Paul Volcker

Chairmman, Board of Governors of the
Federal Reserve System

Federal Reserve Building

Washington, D.C. 20551

Dear Mr. Volcker:

le appreciate having received courtesy copies of the letter you
sent on August 16, 1979 to the Honorable Henry S. Reuss, Chairman of
the House Banking Comittee. It is a pleasure and reassurance to know,
at the outset of your tenure at the Board of Governors, that you take
the monetary policy report of this Committee seriously, and that you
approach the report process as a constructive dialogue.

In the spirit of that dialogue, we want to point out to you that
at least one major recommendation in the Committee's monetary report
still has not been dealt with by the Federal Reserve, even in your
letter. That recoomendation is that the Federal Reserve should set
longer-term goals, so that we can see clearly the path that will be
followed in attaining the overall econamic goals of the Humphrey-
Hawkins Act.

Specifically, the last paragraph of the Committee's report of
July 27, 1979, said the following:

"Your committee agrees with the Federal Reserve that its
previously established growth ranges for the monetary aggregates
for 1979 are still appropriate. We are, however, disappointed
that the Federal Reserve has failed to set longer-term targets
for progressive deceleration in monetary growth, such as we
recommended in our report of March 12, 1979. Because, as your
conmittee stated in that earlier report, achievement of the
interim 1983 goals of the Humphrey-Hawkins Act (4 percent urn-—
employment and 3 percent inflation) would be promoted by steady
deceleration in the average annual rate of monetary expansion
over the next 5 years, we renew our recommendation for the es-
tablishment of the long-term targets we specified in the report
of March 12, 1979, as follows:
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Hon. Paul Volcker 2 September 5, 1979

Recommended percent growth 4th quarter to 4th quarter M1 (adjusted)
1978-83
Percent
1978 .
1979 .
1980. .
1981 .
1982 .
1983 .

We note that the Federal Reserve's "tentative" ranges for 1980
growth in Ml (adjusted for ATS accounts) would "permit" attaimment of
our recamended rate of growth for that year, but it is disquieting
that the Federal Reserve has set its range for Ml (adjusted) such
that the mid-point is well above our recoammendation. We would be
much happier if the Open Market Cammittee would set its short-term
targets with an explicit connection to a longer-term target path
which pramises achievement of the Humphrey-Hawkins goals. If you
and your colleagues believe that the Committee's recamended 1979-
1983 monetary growth path is wrong, certainly it should be explained
why you do and an alternative proposed.

Without an explicit longer-term monetary growth target path, and
an explicit and defensible connection of the shorter-term targets to
that path, we find it difficult to accept the Federal Reserve's posi-
tion that it is, in its short-term operations, advancing toward the
achievement of the 4% unemployment and 3% inflation goals for 1983
specified by the Hunphrey-Hawkins Act. We trust that the Board will
not again, in its next regular report, pass over this subject in
silence. More importantly, we hope that the Federal Reserve will be
able to report to us early in 1980 that it has conducted monetary
policy in a way that shows clear progress in attaining the goals of
Humphrey-Hawkins, whatever the short-term temptations may be to focus
on illusory short run interest rate targets.

Sincerely,

: Mf/‘/ /7/ Kot/

-~

o
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. ELWOOD H. ""BUD" HILLIS

WASHINGTON OFFICE!
5TH DISTRICT, INDIANA

2429 RAavYBurN BuiLDING

TELEPHONE: 202-225-5037
COMMITTEES:
Koxomo orrice:

ETERANS AFFAIRS. Congress of the TUnited States g

COMMITTEE 1House of Representatives Anoensow oFric:

26 WEST 7TH STREET
CHAIRMAN:

REPUBLICAN TASK FORCE % wwb(ngton. B.¢. 20515 b it o

ON ENERGY AND ENVIRONMENT MARION OFFICE!:

October 16, 1979 220 Marion P.O. BUiLDING
TELEPHONE: 662-7227

The Honorable Paul A. Volcker
Chairman
Board of Governors of the
Federal Reserve System
Twentieth Street and Constitution, N.W.
Washington, D.C. 20551

:2liud L1 1J06.6]

Dear Chairman Volcker:

More than any other single issue, inflation touches the

lives of every American. I am constantly asked by con-
stituents to comment on the economy. Many times my constituents
are looking for reassurance that a major recession is not
forthcoming and that inflation will soon subside. On other

occasions, people just want to know why the economy is in
its present state.

Like all elected officials, I consider it a major part of my

job to help educate my constituents so that they may better
understand issues. However, since I do not serve on a
Congressional committee which directly ovetsees or has
responsibility for economic policies, it is difficult to

understand all the complexities involved with economic
matters.

As the Chairman of the Federal Reserve, you are in a unique
position to assist in the tutelage of Members of Congress
such as myself. Unfortunately, there is seldom an oppor-
tunity for you to discuss candidly the policies of the
Federal Reserve with most Members. Therefore, I would like
to make a suggestion that I believe would prove beneficial
to all concerned.

If you or your designate would come to Capitol Hill on a
regular basis to meet with Members only in a closed door
situation to discuss current economic issues and policies, I
believe you, the Members and their constituents, would all
profit. Similar meetings are often held by the State
Department for the purpose of discussing international
issues. I have found these meetings to be of value. While
I realize that your schedule is already full, I am convinced
that holding such meetings would be time well spent.

Since§§l§{! , ;\

Elwood H. "Bud" Hillis
Member of Congress
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August 13, 1979

S5 M8, Anne Geany
U Asslstant Dinecton
Division o4 Conswaon Affains
Board 0§ Goverwiors 0f Zhe Federal Reserve
Washington, D.C. 20557

- Dear M. Geany:

Ms. Nasey Spi2fman, Editor 0f our Conswaer Education Fosum has indicated 2o me
Ahat sne has been nomated to serve on The redercd Reserve Board's Consumen
Advisory Council. 1 dupporl This nomination without reservation,

T In addition 2o hex
M. Spillman has:

(1)  Authored a Lext, Consumerns: A Personal Plasviing Readen

(2) Reviewed a substantial Quaniily of consumer education
nesowrces

(3] Beenr a memben of the California State Atlomney General's
Subcommittee on Consumen Education

(4) Been au,thqlL 0§ @ monthy column, "Consumer Cornen™ gorn the
Braille Mivion.,

I have worhed with Ms. Spiliman since she became Editon 0§ our Foruun, 1

have jound her to be a compelent, consclentious, and cormilied progessional.,
I§ her nomination to the Advisory Cowtedl Ls acczpted, T am certain that the
Boeard wife be delighted with hen professonal involvement

Sincerely younrs,

CMel T. Zetenak
7L Executive Directon Lok 4
e/ LS NG T _..,.-'.."- PR e . - 7

MIZ/csh

. A
e T
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HENRY S. REUSS, WIS., CHAIRMAN
THOMAS L. ASHLEY, OHIO
WILLIAM S. MOORHEAD, PA.
FERNAND J. ST GERMAIN, R.IL.
HENRY B. GONZALEZ, TEX.
JOSEPH G. MINISH, N.J,
FRANK ANNUNZIO, ILL.

JAMES M, HANLEY, N.Y.
PARREN J. MITCHELL, MD,
WALTER E. FAUNTROY, D.C,
STEPHEN L. NEAL, N.C.

JERRY M. PATTERSON, CALIF,
JAMES J. BLANCHARD, MICH.
CARROLL HUBBARD, JR,, KY,
JOHN J. LAFALCE, N.Y.
GLADYS NOON SPELLMAN, MD.
LES AuCOIN, OREG.

DAVID W. EVANS, IND.
NORMAN E. D'AMOURS, N.H.
STANLEY N. LUNDINE, N.Y,.

U.S. HOUSE OF REPRESENTATIVES
COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS

NINETY-SIXTH CONGRESS

2129 RAYBURN HoOUSE OFFICE BUILDING

WASHINGTON, D.C. 20515

%

J. WILLIAM STANTON, OHIO
CHALMERS P, WYLIE, OHIO
STEWART B. MCKINNEY, CONN.
GEORGE HANSEN, IDAHO
HENRY J. HYDE, ILL.

RICHARD KELLY, FLA.

JIM LEACH, IOWA

THOMAS B. EVANS, JR., DEL.

S. WILLIAM GREEN, N.Y,.

RON PAUL, TEX.

ED BETHUNE, ARK.

NORMAN D. SHUMWAY, CALIF,
CARROLL A. CAMPBELL, JR,, 8.C.
DON RITTER, PA.

JON HINSON, MISS.

2254247 o
—i
(P o)

e

JOHN J. CAVANAUGH, NEBR.
MARY ROSE OAKAR, OHIO
JIM MATTOX, TEX.

BRUCE F. VENTO, MINN.
DOUG BARNARD, GA.

WES WATKINS, OKLA.
ROBERT GARCIA, N.Y.

MIKE LOWRY, WASH.

October 12, 1979 }

The Honorable Paul A. Volcker
Chairman

Board of Governors

Federal Reserve System
Washington, D. C.

Dear Chairman Volcker:

I believe it is essential for the operation of monetary policy
that the Federal Reserve adopt procedures which would facilitate your
new policy of directly controlling the monetary aggregates. There-
fore, I recommend a return to the system of synchronous reserve re-
quirements which the Federal Reserve used prior to September 1968.

I have suggested this change over the last three years, in the
enclosed letters dated May 10, 1977, July 12, 1977, July 21, 1977,
November 7, 1977, April 18, 1978, June 21, 1978, August 10, 1978 and
September 26, 1979. In addition I asked a distinguished panel of ex-
perts to give their views on lagged reserve requirements. As the en-
closed material indicates they unanimously urged an end to lagged re-
serve requirements in order to facilitate monetary policy. The list
of economists noted in this correspondence who oppose the use of
lagged reserve requirements include present and former members of the
Federal Reserve's own staff.

Last year in testimony before this Committee on July 28, Chair-
man Miller said "in terms of operation it would be preferable to be
on a current basis". However he added the caveat that such a desir-
able change must wait the alleviation of the Federal Reserve's member-
ship problems. Because lagged reserve requirements result in higher
than necessary interest rates, it would seem that our priorites would
warrant an immediate return to a system of synchronous reserve require-
ments.

Sincerely,

Henry S. Reuss
Chairman
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The Honorable Henry S. Reuss--page 2. January 27, 1978

This cost however is an important one because it means the Fed
has an increased tendency to accommodate bank led credit expansion
under LRA. A deposit created by a bank loan two weeks ago becomes
validated Ml-money if the Fed accommodates its creation by maintaining-
stable money market rates in the face of increased loan demand. If
this is an effect of LRA, we would expect increased variability in the
monetary aggregates which brings us to conclusion (3) in the report.

According to (3) the variability of M1l and M2 growth rates "was not
affected by the introduction of lagged reserve accounting.” Rather than
disputing the analysis of the numbers presented in the staff report we
offer, as prima facie evidence against this assertion, the following quote
from the November 1971 Federal Reserve Bulletin, p. 880:

Even when the revised data are examined, there is
conmpelling evidence to suggest a marked increase

in the variance of money supply and reserve
innovations which coincided with the adoption of
the amendment to Regulation D. (See Feige & McGree
J.M.C.B. November 1977, p. 548).

With respect to the issue of the effects of LRA on the variability
of the Federal funds rate, our own research revealed a standard deviation
of weekly fund rate changes of .34 percentage points for the period 1961-

1967 compared to .33 for the 1969-1975 period. We concluded that the
effects of LRA on funds rate volativity has not been substantial when
weekly changes are considered on a relative basis. While mean absolute
changes have increased, variations around the mean are about the:- same for
the pre- and post— LRA periods.

The Board's staff final three conclusions, (4) — (6), bear on the
compatibility of LRA with current operating procedures (i.e. setting a
funds rate through open market operations which is believed to be con-
sistent with the desired monetary aggregate growth pattern). The con-
clusions reached are that 1) given current operafing procedures it is a
matter of indifference whether we have contemporaneous or lagged reserve
accounting and 2) if a new operating procedure were adopted where reserves
rather than the funds rate were controlled on a day to day basis, then
lagged reserve accounting would be inferior to contemporaneous requirements
because it would undermine the money-reserve relationship. This latter
assertion is supported by the evidence presented on pp. 20-23 of the
report which shows a deterioration in the money-reserve relationship after
LRA was imposed. This is consistent with our finding in the JMCB article
(Nov. 1977) which found the contemporaneous money-reserve relation disappears
after the amendments to Regulation D were instituted.

Thus conclusion (6) minimizes the possible benefits to switching to
a reserve operating procedure and contemporaneous reserve requirements.
In addition a primary argument presented against such a policy is the increase
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Reserve Banks--and changes in tﬂe amount of free reserves that banks
wish to hold: If open market operations have the effect of stabiliz-
ing the che;dl funds rate, they will at the same time substantially
moderate--although not necessarily eliminate-~-the effects of supply-
related disturbances on the monetary aggregates.

A second objective is to respond to_§Pstained demand-related
disturbances in a manner that will set in motion-égfiéctive forces--
i.e., forces tending to move growth of\thc aggregates back toward their

\
expected path. When, for example, incoming data for the aggregates sug-

gest that the 2-month growth rates are likely to be ﬁnduly high relative
to the Committee's expectations, the Manager‘will attempt to induce
whatever increase in the funds rate is consistent with the Committee's
instructions by an appropriate reduction in the rate of growth of noa-
borrowed reserves. Other things equal, the increase in the cosc of
Federal funds would give banks an incentive to rely more on other

sources of funds, such as sales of Tréasury bills, énd to become more
conservative in their lending pbliciés. As a consequence of such
actions by banks, bank customers and other Participants in financial
markets are given incentives to economize more on their holdings of
money.. Such reactions would tend to slow the growth in the aggregates.
Given these procedures and objectives,.the choice between

lagged and synchronous reserve accounting is of'gclatively little

significance. Whichever accounting system is used, the incoming data
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indications of a systematic departure from desired monetary growth rates.

’

It is usuall?—-although not invariably--difficult to distinguish between
noise and systematic tendencies in the data. At the same time, there

are costs in‘ﬁistaking one for the other. To react to what eventually
proves to have been only noise is to produce unnecessary; and therefore
undesirable, fluctuations in money market rates. To delay reacting to
what eventually proves to have been the beginning of a2 systematic tendency

is to necessitate an ultimate reaction that is larger and more abrupt than

otherwise would have been necessary.

In order to reduce the risks of mistakes in either direction,
current operating procedures call for the Manager to follow a middle
course in carrying out the Committee's instructions. Me scales any
changes in objectives for the funds rate to the apparent strength of
the evidence that some systematic departure from desired monetary growth
rates is under way, and he stands ready to reverse coﬁrse if necessary.
Among the factors he takes into account are the magnitude of the move-~

ments in the monetary data, their duration, and the indications, if any,

that they might partly or wholly reflect special factors of a nonper-

sistent kind.
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The developments of April and early May are a case in point.

- L
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Data that became available immediately after the April FOMC meeting sug-

gested that the money supply was growing rapidly in April. However,

-
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because there was some reason to think this pattern would not persist,
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Dear Dr. Burns:
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CARRY BROWN, MICH.
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JOHN H. ROUSSELOT, CALIF.
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»

2254247

Thank you for your reply and accompanying staff report of
June 21, to my letter of May 10 questioning the desirability
of lagged vs. synchronous reserve requirements.
that the staff report supports your position in favor of lagged
reserve requirements or adequately addresses the issues.

I do not believe

Stated simply, the question is whether a return to synchronous
reserve accounting would make it easier for the Fed to manage
the money supply and interest rates so that we could, to a large
extent, avoid wild short-run fluctuations in the money supply
and interest rates such as occurred during -‘April and May of this
year. I am sure you would agree that the roller coaster be-
havior of the money supply during April and May was not a desir-
able episode for instilling confidence in the monetary management
of our economy nor was the sudden rise in the interest rates

during May anything but a signal to reduce spending and investment,

If the use of lagged reserve accounting helped to accentuate
this episode more than would have been necessary with synchronous

requirements, then it is high time to switch to synchronous account-

ing.

Your staff report bypasses the extensive literature and
empirical tests produced inside and outside the Federal Reserve
by experts who say again and again that lagged reserve account-
ing interferes with proper monetary management. :
examples of views of reputable experts in this field which are
not addressed in your staff report. ~
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George G. Kaufman who is now John P. Rogers, Professor of
Banking and Finance at the University of Oregon and author of
the widely used book Money, the Financial System and Economic
Activity, formerly the Assistant Vice President and Economist
at the Chicago Federal Reserve Bank, circulated a memorandum
on June 13, 1966 ,within the Federal Reserve System on the
proposed change to lagged reserve requirements (Memorandum
Federal Reserve Bank of Chicago, June 13, 1966, Subject: Report
of Ad Hoc Subcommittee on Reserve Proposals) in which he
declared "the lagged reserve scheme would result in a serious
deterioration of monetary control by the Federal Reserve''. 1In
his letter to me of June 9, 1977, Professor Kaufman says '"the
evidence to date has not caused me to change my analysis or
conclusions'.

Albert E. Burger, Assistant Vice President of the Federal
Reserve Bank of St. Louis, has this to say about lagged reserve
requirements in his 1971 book, The Money Supply Process: "In the
sample period following the introduction of lagged reserve
requirements therc was considerably greater variability in the
excess reserve ratio, which introduced an additional element of
variability into the money supply process" (page 54). In
addition, Burger states "the evidence indicates that after
lagging, the Federal Reserve has been less able to accurately
determine the extent to which it should intervene. in the money
market to prevent short-term pressures' (page Ry

Warren L. Coats, Jr., an economist at the International
Monetary Fund, published an article "Regulation D and the Vault
Cash Gain" in the June, 1973, issue of the Journal of Finance
(pages 601-607). Dr. Coats allieges from lLis study at the
Federal Reserve Bank of Chicago that under the lagged reserve
rules used by the Fed, banks are allowed to shift reserves
between vault cash and deposits at the Fed in such a way as "to
weaken the Federal Reserve's control over reserves, hence over
the money mechanism" (page 601). Coats's doctoral dissertation
at the University of Chicago, "The September, 1968, Changes in
Regulation D and their Implications for Monetary Control"
(June, 1972) presents a case against lagged reserve requirements.

R. Alton Gilbert, an economist at the Federal Reserve Bank
of St. Louis, published an article in the September-October,
1973, Financial Analyst Journal ("'The Effects of Lagged Reserve
Requircements on the Rescrve Adjustment Pressure on Banks'") in
which he states: "The example of bank reserve management developed
in this article indicates that lagged reserve requirements tend
to increase variability of reserve adjustment pressure on the
individual bank -- the opposite of the intended result." Gilbert
goes on to say that '"evidence from studies on monetary control

under lagged reserve requirements also indicates that the
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variability of aggregate reserve adjustment pressure has been
larger under lagged reserve requirements than under coincident
reserve requirements. Thus, there is reason to believe that
the regime of lagged reserve requirements has failed in both
its objectives 'to make management of reserves easier for
commercial banks" and make monetary management by the Fed more
efficient (page 42). Gilbert cites other studies which criti-
cize lagged reserve requirements including one by Dr. Robert D.
Laurent, an economist at the Federal Reserve Bank of Chicago,
whose unpublished paper is called "Lagged Reserve Requirements

-- Are They Lagged in the Wrong Direction?"
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William Poole, Professor of Economics at Brown University
and formerly senior cconomist at the Board of Governors and
Assistant Vice President at the Boston Federal Reserve Bank,
and Charles Lieberman, Assistant Professor of Economics at the
University of Maryland, have published in the Brookings Papers
on Economic Activity an article attacking lagged reserve re-
quirements ( Improving Monetary Control', 1972, pages 293-317).
They conclude, "In any event, the lagged requirements system
does not make reserve management any easier for the banks and
does tend to intensify money market instability" (page 312).

Nowhere am I able to find an economist who has investigated
reserve requirements who would say that control of the aggregates
is easier under lagged than synchronous reserve requirements.

The following statement in your staff study in no way contradicts
this position. "If open market operations have the effect of
stabilizing the Federal funds rate, they will at the same time
substantially moderate -- although not necessarily eliminate --
the effects of supply related distrubances on the monetary
aggregates.'" The fact is that under lagged reserve require-
ments a reduction in the monetary aggregates requires that the
Federal Reserve allow the Federal funds rate to rise so that

the banks can contract their .Joans and investments over a

longer and more delayed period than is necessary under synchronous
reserve requirements. The big "if" in the beginning of your
staff's statement makes the sentence true,but not responsive

to the widely held belief that supply related disturbances in

the monetary aggregates are more difficult to control and require
greater variability in the Federal funds rate than under a system
of synchronous reserve requirements.
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Even for keeping the Federal funds rate on target without
reference to the target ranges for the aggregates you use,
lagged reserve requirements cause the Federal funds rate to
vary more than under synchronous reserve requirements. This is
because the demand for bank reserves in the current week is less
responsive to interest rates so that changes in the supply of

.-
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July 21, 1977

Dr. Arthur F. Burns
Chairman

Board of Governors
Federal Reserve System
Washington, D. C. 20551

Dear Dr. Burns:

Thank you for responding to my letter of July 12 on
the subject of lagged reserve accounting which I believe,
to be important for short-run monetary management.

In your response, you say "None of the evaluative work
done by the Board's staff suggests that lagged reserve ac-
counting seriously impedes the management of the monetary
aggregates or contributes to disruptive money-market condi-
tions." (lly emphasis.)

The list of experts I sent you, each of whom stated that
the system of lagged reserves seriously impedes monetary man-
agement, contained economists who have been or are now with
the Federal Reserve System, including the eminent staff of
the Board: George Kaufman, formerly Assistant Vice President
and Economist at the Chicago Federal Reserve Bank, William
Poole, formerly Senior Economist of the Board of Governors
and Assistant Vice President of the Boston Federal Reserve
Bank, Albert E. Burger, Assistant Vice President of the Federal
Reserve Bank of St. Louis, and R. Alton Gilbert, Economist of
the Federal Reserve Bank of St. Louis. I would like to now
add Daniel E. Laufenberg, currently on the staff of the Board,
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Novembexr 7, 1977

Honorable Arthur Burns
Chaixrman

Board of Governors
Federal Reserve System
Washington, D. C.

Dear Dr. Burns:

One of the glarlnq problems con’rontlng the Amerxican economy
today, as you know,. is the continuance of high interest rates,
even while the money supply has for the last six months run far

ahead of the top of your targets.

Instead of lower interest rates and increased investment,
the intended results of a rapid growth in the money supply, the
nation is experiencing a surge of corporate takeovers which does

nothing for jobs cor economic growth. S

Rather than invest in new plant and equipment, businesses are "
using available cash and credit to buy up other companies at a
xapid clip. Preliminary data show that corporate takeovers will:
hit a total of nearly 2,200 this, year, a 50 percent increase over
1976, and the largest volume since 1973. .

One factor encouraging‘takeovers rather than investment is that
stock prices -- depressed by continuing high interest rates. —-
often make it more attractive for firms to buy out other companies

~than to expand their own oporatlons.

It would be very useful if you could address yourself publicly
as soon as possible to what is happening to the money supply, why
the surge of money is not producing the intended result of lower

interest rates, and what the Fed's plans for dealing with the
situation are. A clear and compchc explanation would go a long way

toward restoring confidence in the economy.
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There appear to bc several reasons why the surge in the money
supply -- 9.2 percent over the past six months compared to the
Fed's target of 4 - 6.5 percent == is not producing lowexr intexest
rates. ; i

One is that the large U. S. banks are lending abroad at a
fierce pace. The 317 large banks that report weekly to the
Fed, banks which control 55 percent of total U. S. banxing assets,
increased domestic business loans during the first six months of
1977 by an annual rate of only 7 percent. For the same pexiod, .
their overseas branches increased loans to foreign business borrowers -
at an annual rate of 15.6 percent. . ; ‘

In dollars, there was an increase in the amount of U. S. bank
deposits lent to foreign business borrowers, through overseas:
branches, of approximately $5 billion —-- funds that would otherwise
have been available for lending to U. S. business.

Thus, the increase in the supply of loanable funds, which was
spurred by fast money growth in the U. S., has lowered borxowing
costs for foreign businesses instead of U. S. businesses. This
simply helps foreign businesses undercut U. S. businesses in world
competition. . -

U. S. banks lend abroad instead of at home partly because
foreign branches are not subject to reserxve requirements. Not
having to hold reserves, +he banks can lend out a grcater propor-
tion of their deposits and thus make more profit.

The growth in the monetary supply has given the public,
especially the participants in the international and domestic
financial markets, the impression that oux central bank has lost
control of the money supply. This has tended to depress stock and
bond prices as well as the price of the U. S. dollar, leading

people to hold more cash as their confidence about +the future of our
monetary policy is undermined..' There are four aspects of short-xun
monetary management which have undermined the Fed's ability to
control the money supply, all four of which could be, in large part,
corrected. Therefore, it is essential that you also fully address
these problems and publicly state how the Fed will xectify them.
These are: e :

1. Lagged Reserve Requirements. According to experts inside
and outside the Fed, shoxrt-xrun management of the moncy supply is
made more difficult by peygging reserve requirements of the current
weck to deposits held two wecks earlier. Prior to September, 1968,
reserve requirements were based on deposits during the curxrent week.
A return to the system of synchronous reserve recquirements would make
currcnt short-xrun monetary management easiex.

e e s AP PR Bnent S S o ¢ &
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The Honorable G. William Miller
Chairman

Board of Governors

Federal Reserve System
Washington, D. C.

Dear Chairman Miller:

I want to commend you on your appointment of an esteemed
committee to study improvements in the seasonal adjustment pro-
cedures applied to the money supply data. This has been a sub-

ject in which I have been interested. It is one of the areas
of monetary management that certainly needs immediate attention.

After all, the 7.8% increase in the basic money sunply for
1977 (4th quarter 1976 to 4th guarter 1977) exceeded by 20% the
maximum growth rate that the Federal Reserve announced it would
adhere to. This wide miss undoubtedly created great uncertainty,
especially in financial markets and on the international exchange,
about the Federal Reserve's ablllty to control the United States

money supply.

Another aspect of monetary control in which I have been
interested concerns the Federal Reserve's lagged reserve require-
ment regulations which require banks to calculate their reserves
on the basis of deposits held two weeks earlier. 1In testimony
before the Senate Banking Committee (November 4, 1975), econo-
mist Milton Friedman said "the most important single step at the
moment in the regulations the Fed could take would be to elimi-

nate its lagged reserve requirements”

I have called the Federal Reserve's attention to Milton
Friedman's comments and to the comments of many other economists,
many of whom have been or are now with the Federal Reserve Sys-
tem. Their arguments have persuaded me that the Federal Reserve
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The Honorable G. William Miller
Apridl 18; 1978..

should immediately drop lagged reserve requirements and return to
the system of synchronous reserve requirements used prior to Sep-

tember 1968.

The Federal Reserve replied to my request with a twenty-three
page report containing an analysis of the effects of lagged reserve
requirements (October 6, 1977).

I have asked some of the leading experts on this subject, who
are not now on the Federal Reserve staff, to analyze this report.
These experts are

Edgar L. Feige, Professor of Economics, University of
Wisconsin, with collaboration of Robert McGee;

William Poole, Professor or Economics, Brown University
and formerly Senior Economist at the Board of Gover-
nors and Assistant Vice-President at the Boston Fed-

eral Reserve Bank;

Dr. Warren L. Coats, Jr., whose doctoral dissertation

at the University of Chicago was entitled "The Sep-
tember 1968 Changes in Regulation D and Their Impli-
cations for Monetary Control", and who also has pub-
lished "Pegulation D and the Vault Cash Game"™ in the
Journal of Finance (June 1973). The latter-article
purports to show how banks can double count their re-
serves under the lagged reserve requirement system;

George G. Kaufman, John B. Rogers Professor of Banking
and Finance, University of Oregon, formerly Assistant
Vice-President and Economist at the Chicago Federal

Reserve Bank.

I am forwarding copies of these experts' comments on lagged reserve
roqquirements to you so that the Federal. Reserve can have the bene-

fit of their analyses.

I would also like to point out that a number of articles on
lagged reserve requirements have been written by economists on the
staff of the Board of Governors and the regional banks. You may
want to look at their articles also. These economists who have
been or are now with the Federal Reserve System include:

Albert E. Burger, Assistant Vice President of the Fed-
eral Reserve Bank of St. Louis;
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DEPARTMENT OF ECONOMICS
SOCIAL SCIENCE BUILDING

1180 OBSERY ; IVE ; <
ISERVATORY DRIVE MADISON 53706 January i 1978

The Honorable Henry S. Reuss

Chairman, Committee on Banking,
Finance and Urban Affairs

U.S. House of Representatives

2129 Rayburn House Office Building

Washington, D.C. 20515

Dear Chairman Reuss:

At the request of Robert Auerbach, my colleague Robert McGee and
I have enclosed our comments on the Federal Reserve Board Staff report
entitled, "Analysis of the Impact of Lagged Reserve Accounting."

The Board's staff report suggests that the sole positive effect of
the adoption of the lagged reserve accounting (LRA) convention has been
to reduce the net costs of reserve portfolio management for individual
banks. This non-quantified, but seemingly modest benefit, must be
weighed against the alleged problems which LRA has created for the
overall implementation of monetary policy and thus for the economy as
a whole. The report tends to either deny the existence of such problems
as to minimize their importance where they are empirically found to
exist. Thus the gist of the report is to advocate LKA on the basis of
the sole cited benefit, which the report implicitly concludes outweighs
the several disadvantages of LRA. In our view this conclusion is un-
warranted on the basis of the analysis presented. A step by step analysis
of the conclusions, (1) - (6), presented on pp. 1-3 of the report will
show some of the problems with the report's conclusion that LRA should
be maintained.

Conclusion (1) juxtaposes ,the benefit of required reserve fore-
knowledge against the cost of unexpected excess reserve moments. The
increase in member bank borrowing and offsetting Open Market Operations
which these unexpected excess reserve movements necessitate implies money
market conditions are being smoothed by defeunsive open market operations
to offset this harmful consequence of LRA. 'As conclusion (2) admits,
this tendency for increased money market instability after 1968 has been
successfully eliminated by "enlarged defensive open market operations".
Since the desk manager eliminates the inconvenience brinks would otherwise
face from the LRA induced heightened volatility in the funds rate, it is
no wonder that individual banks prefer LRA to CRA since it gives them the
definite advantage of more efficient reserve management at a cost borne
by the Fed.
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This cost however is an important one because it means the Fed
has an increased tendency to accommodate bank led credit expansion
under LRA. A deposit created by a bank loan two weeks ago becomes
validated Ml-money if the Fed accommodates its creation by maintaining-
stable money market rates in the face of increased loan demand. If
this is an effect of LRA, we would expect increased variability in the
monetary aggregates which brings us to conclusion (3) in the report.

According to (3) the variability of Ml and M2 growth rates "was not
affected by the introduction of lagged reserve accounting.' Rather than
disputing the analysis of the numbers presented in the staff report we
offer, as prima facie evidence against this assertion, the following quote
from the November 1971 Federal Reserve Bulletin, p. 880:

Even when the revised data are examined, there is
compelling evidence to suggest a marked increase

in the variance of money supply and reserve
innovations which coincided with the adoption of
the amendment to Regulation D. (See Feige & McGree
J.M.C.B. November 1977, p. 548).

With respect to the issue of the effects of LRA on the variability
of the Federal funds rate, our own research revealed a standard deviation
of weekly fund rate changes of .34 percentage points for the period 1961-
1967 compared to .33 for the 1969-1975 period. We concluded that the
effects of LRA on funds rate volativity has not been substantial when
weekly changes are considered on a relative basis. While mean absolute
changes have increased, variations around the mean are about the: same for
the pre- and post- LRA periods.

The Board's staff final three conclusions, (4) - (6), bear on the
compatibility of LRA with current operating procedures (i.e. setting a
funds rate through open market operations which is believed to be con-
sistent with the desired monetary aggregate growth pattern). The con-
clusions reached are that 1) given current operafing procedures it is a
matter of indifference whether we have contemporaneous or lagged reserve
accounting and 2) if a new operating procedure were adopted where reserves
rather than the funds rate were controlled on a day to day basis, then
lagged reserve accounting would be inferior to contemporaneous requirements
because it would undermine the money-reserve relationship. This latter
assertion is supported by the evidence presented on pp. 20-23 of the
report which shows a deterioration in the money-reserve relationship after
LRA was imposed. This is consistent with our finding in the JMCB article
(Nov. 1977) which found the contemporaneous money-reserve relation disappears
after the amendments to Regulation D were instituted.

Thus conclusion (6) minimizes the possible benefits to switching to
a reserve operating procedure and contemporaneous reserve requirements.
In addition a primary argument presented against such a policy is the increase
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in interest rate volatility which would result from using a reserve
control rather than a funds rate control procedure. Once a reserve
policy is regarded as unadviable it becomes largely a matter of in-
difference whether LRA or CRA is in force.

There are however arguments for a reserve operating procedure and
against the allegation that it would increase interest rate fluctuations.
Poole has argued persuasively, in "The Making of Monetary Policy: Des-
cription and Analysis" in the June 1975 issue of Economic Inquiry, that

a reserve operating procedure should be adopted. Similarly, Professor
Milton Friedman, in a "Statement on the Conduct of Monetary Policy" before
the liouse Committee on Banking, Housing, and Urban Affairs on November 6,
1975, has argued that a reserve operating procedure rather than increasing
interest rate changes would actually decrease them:

The one serious objection to this procedure (con-
trolling the stock of money) that I have seen is
the contention that it would lead to more vari-
ability in interest rates over short periods than
the present procedure. I have long believed that
it would have precisely the opposite effect except
possibly for very short periods measured in a few
days or perhaps several weeks. By delaying interest
rate adjustment, the present procedure permits
pressure to cunmulate. I believe that it thereby
produces more erratic and unstable interest rates
and therefore more uncertainty than the alternative
procedure.

An additional benefit of the improved money control resulting from a
reserve control operating procedure would be reduced inflationary
expectations which many economists now realize are an important deter-
minant of interest rate changes. Thus there is some consensus among
economists that direct reserve control would result in tighter control
over the money supply.

In our own research, we estimated a simple dynamic money market model
including reserves, the money supply and the Federal funds rate for the 7
year period prior to LRA and the 7 year period after monetary aggregate
targets were adopted in early 1970. We examined two issues. First, we
analyzed the effect of LRA on the model, and secondly, we examined the
data for evidence of a shift from control of interest rates to control
of the money supply. While the early period model was consistent with
the view of a monetary policy operating procedure which maintained stable
interest rates by letting the money supply adapt to changes in money demand,
the latter period was consistent with elements of both money and funds rate
control policies.
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There is evidence that the Fed. now lets the funds rate adjust to
bring money demand changes in line with the desired money supply. We
also found evidence that reserves are being supplied to accommodate two
week prior changes in money. This is consistent with the Board's staff
report comment that defensive open market operations have increased as
a result of LRA to offset latent instability in excess reserve and funds
rate movements. LRA appears to be interfering with the Fed's ability to
control the money supply because it necessitates increased defensive open
market operations aimed at stabilizing interest rates which can only be
accomplished by sacrificing some degree of control over monetary aggregates.

In summary, while LRA appeared to be a sensible procedure in the period
of primary attention to money market conditions, it is inconsistent with a
regime of monetary aggregate control. The simple explanation for this
finding is that individual banks have a two week lead time in which to create
however much money the public wants at current interest rates (i.e. money
demand gets the jump on money supply). If interest rate targets to control
money are not modified as it becomes necessary, then periods of undesirable
money growth will either have to be tolerated or offset by appropriate open
market actions. The more uncertain the Fed is about the appropriate interest
rate target and the longer it allows the wrong funds rate target to persist,
the more drastic and potentially destabilizing will be the corrective

monetary policy.

Finally, regardless of whether or not LRA is abolished, the Federal
Reserve's ability to control the money supply is likely to be enhanced if
non-member banks are given sufficient incentives to join the System.

LRA is such an incentive. More useful incentives can and should be developed.

I hope these comments will be useful for your evaluation of current
policies and if I can be of any further help, please do not hesitate to

contact me.

Sincerely yours,
. ) ,
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Edgar - L. Feige
Professor of Economics
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November 23, 1977

The Honorable Henry S. Reuss, Chairman
committee on Banking, Finance and Urban Affairs
House of Representatives

washington, D. C. 20515

Dear Congressman Reuss:

T am writing in response to your request for my
evaluation of the Federal Reserve's position on lagged
reserve requirements. Since this position is explained
fully in the Federal Reserve Board's Staff Study,
"Analysis of the Impact of Lagged Reserve Accounting"”
(October 6, 1977), a copy of which you sent to me, I
will make frequent reference to this document.

In general, I have little quarrel with either the
theory or the evidence presented in the Staff Study.
However, the Staff Study contains several unsupported
and misleading statements and, more importantly, con-
clusions that do not follow from the theory and evidence
presented. 1In my view, the Staff Study actually -
strengthens the case against lagged reserve accounting
("LRA" for short). '

LRA under current operating procedures. FoOr many
years the Federal Reserve's operating procedures have
involved tight control of .the federal funds rate on a
day-by-day basis. Given that the federal funds rate is
tightly controlled, the Staff Study correctly argues that,
"short run movements in the [monetary] aggregates are
largely demand determined. It is difficult to argue that
lagged reserve accounting has much relation to the public's
demand for money" (p. 14).

It is worth noting in passing that this argument, at
least to a very close first approximation, extends to all
aspects of the reserve requirements system, including not
only LRA but also reserve requirements differentials
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between banks of different sizes and the complete lack of
Federal Reserve reserve requirements on non-member banks.
Thus, it is inconsistent of the Federal Reserve to oppose
reform of LRA and at the same time to favor extension of
reserve requirements to non-member banks for monetary
control purposes.

wWwhat, then, are the advantages of LRA given the Federal
Reserve's current operating procedures? In the Record of
Policy Actions of the Board of Governors for April 23, 1968
the introduction of LRA (effective September 12, 1968) was
explained as follows:

The amendments were designed to facilitate
more efficient functioning of the reserve
mechanism. They did not represent any change
in Federal Reserve monetary policy, but were
expected to reduce uncertainties, for both
member banks and the Federal Reserve, as to the
amount of reserves required to be maintained
during the course of any reserve-computation
period. Adoption of the amendments was there-
fore expected to moderate some of the pressures
for reserve adjustments within the banking
system that occasionally develop near the
close of a reserve period and produce sharp
fluctuations in the availability of day-to-day
funds." (Board of Governors of the Federal
Reserve System, Annual Report 1968, p. 82.)

The Staff Study makes clear that LRA did not in fact
"facilitate more efficient 'functioning of the reserve
mechanism." The Staff Study nicely documents the fact
that, "the volatility of money market conditions toward
the end of the statement week -- as measured by variations
in member bank borrowing, the Federal funds rate, and
open market operations -- showed a marked tendency to
increase immediately after the rule change." (Staff Study,
p. 8, emphasis added).

The cost of this increase in volitility was not borne
by the banking system alone, but also by the Federal Resexve
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and, therefore, indirectly by American taxpayers. Because the
1968 changes made the money markets more volitile the Federal
Reserve has felt compelled to engage in more extensive defensive
open market operations. "The Manager of the Trading Desk's
outright transactions as a percentage of total reserves remained
virtually unchanged, but the volume of matched sale-purchase

and repurchase agreements as a percentage of total reserves
doubled immediately following the rule change and remained in
the higher range through 1972." (Staff Study, p-. 9, emphasis
added). The Staff Study provides no estimate of the cost of

the extra open market operations, but it is obvious that some
extra and completely unnecessary Federal Reserve costs were
generated by the rule change. '

The Staff Study argues that two benefits were realized
from the rule change. The first is that, "the evidence
clearly suggests that in one important sense bank reserve
management has been more efficient under the- new rules. The
average value of member bank excess reserves declined from
$368 million in 1967 to $192 million by 1970. The improved
reserve management, however, probably results entirely from

the extension of the carryover privilege to include surpluses."

(Staff Study, p. 6, emphasis added.) I have no reason to
dispute the Staff's conclusion; indeed, I have on a number of
occasions argued for expanded carryover privileges. In any
event, the LRA part of the new rules was not responsible

for the claimed benefit.

The second claimed benefit is that LRA reduces bank costs
of reserve management. "A survey in 1975 of commercial bank
Directors of Reserve Banks, and branches suggested that...most
banks believed their reserve management was improved by lagged
accounting and felt that a return to contemporaneous accounting
would increase costs, mainly from additional staffing."

(Staff Study, p. 7). The evidence offered for this claim is
very weak. Commercial bank Directors of Federal Resexve Banks
and branches rather than bankers in general were surveyed. The
number of bankers surveyed could not have exceeded 50 or 60

out of some 5000 member banks, and bankers serving as Federal
Reserve Directors are unlikely to be a representative sample

of all bankers. Moreover, the Staff Study contains no tables
reporting survey responses to show that the bankers favoring LRA
were a large majority of those surveyed or that the bankers
felt very intensely about the issue. Finally, information
obtained from even a properly designed survey on this matter
must be regarded with suspicion because many bankers who
understand the impact of regulations on their individual banks




fail to understand the impact of regulations on the banking
system as a whole.

To summarize the Staff Study's analysis of LRA under
current Federal Reserve operating procedures, the only
advantage of LRA is that an unknown number of bankers
apparently feel that LRA reduces their costs of reserve
management. On the cost side of the ledger, the Staff Study
presents a well-documented case that LRA has led to some
combination of greater short-run interest rate instability
and larger defensive open market operations. Finally, LRA
has little or nothing to do with money stock control so long
as current operating procedures are maintained.

LRA under a reserves operating procedure. Along with
many other economists, I have advocated reform of the Federal
Reserve's operating procedures so that the Open Market Desk
would stabilize bank reserves rather than the federal funds
rate on a day-to-day basis. The arguments for this reform
go far -beyond the scope of this letter and,except to note
that reserves control can be expected to provide better
control over the monetary aggregates than is now possible,
will not be discussed here. However, there is widespread
agreement that if this reform were put in place, then it would
be highly desirable to substitute contemporaneous for lagged

reserve accounting.

If the Federal Reserve were to control bank reserves on
a day-to-day basis, then contemporaneous reserve accounting
would be desirable because the accuracy of money stock control
would be improved as compared to the LRA system. The Staff
Study supports this argument. "Empirical evidence on the
linkage between monetary and reserve aggregates indicates a
closer -- though still relatively loose —-- relationship before
the institution of lagged reserve accounting than after."
(Staff Study, p. 20). "If the Manager were instructed to
focus on attaining a reserve aggregate target in his daily
operations, a return to contemporaneous accounting implies
less short-term variability of deposits and monetary
aggregates than would be the case with lagged accounting."

(Staff Study; p. 23).

The Staff Study also accepts the argument that under a
reserves operating policy LRA would generate larger interest

gitized for FRASER
ps://fraser.stlouisfed.org




gitized for FRASER
ps:/lfraser.stlouisfed.org

& | ]
- 5 o

rate fluctuations than would contemporaneous reserxve accounting.
"[Following a rise in deposits] ... under lagged reserve
accounting there is no change in bank demands for reserves and
no automatic pressurc on money market rates for two weeks, thus
delaying this automatic offset. Moreover, because of the delay,
interest rates would have to rise to higher levels over time ;
to achieve a given average level of money overx a particular
period."” (8taff study, p. 23).

To summarize the Staff Study's analysis of LRA under a
reserves operating policy, LRA would make both the money stock and
interest rates more volitile than would contemporaneous reserve
accounting. Set against these costs would be, presumably, the
alleged lower costs of bank reserve management discussed earlier.
However, although the Staff Study does not discuss this point,
my guess is that the authors of the Study would agree that the
banks' costs from the greater interest rate variability underx
LRA as compared. to contemporaneous reserve accounting would
not be offset by the computational ease of LRA.

General comments. The Staff Study includes several state-
ments that are misleading with respect to the LRA issue. First,
the sStudy says that, "any reduced variability in the monetary
aggregates that may result from [a reserves ] operating

procedure, when compared to the present one, would come at the
expense of unprecedented short-run variability in the funds
rate." (Staff Study, p. 23). This statement is misleading
because the issue at hand is LRA rather than a reserves
operating procedure. The Staff Study agrees that except for
possible benefits to banks flowing from easc Of rescrves
management under LRA, contemporaneous reserve accounting is
better under either the current Federal Reserve operating
procedures Or a reserves operating procedure.

Second, the Staff Study gives the impression that the
proposal for a reserves operating procedure ought not to be
taken seriously. "Contemporaneous accounting would only be
advantageous under alternative operating procedures, for
example, one in which the [Federal Open Market] Committee
instructs the Manager to attempt to hold each week to some
predectermined target path for a reserve aggregate like
nonborrowed reserves -- letting the funds rate move freely.
All of the academic studies of the effects of lagged
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accounting on monetary control have examined such a hypothetical
case.” (Staff study, p-. 19).

Regrettably, it is quite clear that the Federal Reserve
has indeed regarded a reserves operating procedure as nothing
more than a "hypothetical case," not to be taken seriously.
This attitude has been unfortunate, but is now doubly so in
the light of a recent court decision whose implications for
this issue are not widely understood.

On November 10, 1977 the Federal Appeals Court in
washington, D.C. ruled that under the federal Freedom of
Information Act the Federal Reserve is required to release
its decisions sooner than has been its recent practice. (See
the newspaper account in the November 11, 1977 wall Stxeet
Journal.) Moreover, it was reported in a New York Times
article on November 17, 1977 that the Solicitor General may not
seek a Supreme Court review of the Appeals Court decision.
Without expressing opinion one way or the other on this case,

I can merely note that the Federal Reserve may shortly be
required to release its decisions promptly, and that the
Federal Reserve ought to be examining with considerable urgency
the consequences of this requirement.

The most obvious consequence of earlier release of Federal
Reserve decisions is that one aspect of the Federal Reserve's
current operating procedures will have to be changed. The
Federal Open Market Committee will no longer be able to instruct
the Manager to change the federal funds rate in small steps
over a period of weeks because public release oOf such an
instruction will produce an immediate market reaction as market
participants attempt to realize the gains or avoid the losses
implied by announced interest rate changes.

-

The importance of earlier release Of Federal Reserve decisions
should not be underestimated. The Federal Reserve will be
driven to changing the federal funds rate 1in discrete steps
immediately following Open Market Committee meetings, and one
of the main claims for the current operating procedures -- that
of smooth and "orderly" changes in money market interest rates --
will no longer be valid. More importantly, however, earlier
release of Federal Reserve decisions is likely to lead the
Federal Reserve to change its interest rate targets less often
which will make the money stock even more unstable and procyclical
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it has been in the past.

These problems could be handled if the Federal Reserve
were to adopt a reserves operating policy, a reform that is
desirable in any event. Since the Federal Reserve has not,
to the best of my knowledge, engaged in any planning for a
reserves operating procedure, I strongly urge the House Banking
Committee to request that the Federal Reserve conduct a s tudy
to determine what needs to be done if a reserves operating
procedure is to be adopted.

It should be clearly understood that the LRA issue is only
part of the much larger issue of how to structure Federal
Reserve regulations to ensure that a reserves operating
procedure functions as smoothly as possible. 1In a number of
places the Staff Study refers to the role of the current
operating procedures in preventing supply-side disturbances
from affecting the money stock, but what the Staff Study
does not mention is that many of these supply-side disturbances
are a direct result of the reserve requirement regulations,
such as LRA, the Federal Reserve has adopted. However, the
Staff Study shows that the Federal Reserve does recognize
the importance of reserve requirement regulations in general.
nThe introduction of graduated reserve requirements and a
more complicated reserve structure in the 1970's may also
have weakened the short-run reserve-money relation, but our
evidence so far suggests that lagged reserve accounting had
a stronger negative impact." (Staff Study, Pp. 21). :

In closing, let me say that it is very encouraging that
the congress has become interested in monetary control issues,
but I feel that it is unfortunate that this interest has
extended to an issue as technical as LRA. I fully understand
that this situation arose because LRA is a well-defined and
specific issuc and because academic experts have mentioned
this issue so often. But I am certain that most academics
would agree with me that LRA is only part of the much larger
issue of designing regulations better suited for monetary

control.

I suggest, accordingly, that the Banking Committee
request the Federal Resecrve to provide a study of recom-
mended regulatory changes based on the assumption that a
reserves operating procedure is to be adopted. It 1is
important that this study be based on the assumption that
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Arlington, Virginia 22202

November 7, 1977

The Honorable

Henry S. Reuss

Chairman, Committee on Banking,
Finance and Urban Affairs

U.S. House of Representatives

Washington, D.C. 20510

Dear Mr. Reuss:

It is my pleasure to respond to your Committee's request for
comments on "Analysis of the Impact of Lagged Reserxrve Accounting'
prepared by the staff of the Board of Governors of the Federal Reserve
System earlier this month, I do so as a student of U.S. monetary
policy and central banking and, in particular, of lagged reserve
accounting. I am acting in an entirely personal capacity, and re-
quest that the name of my current employer not be used in connection
with these comments.

Chairman Burns has carefully stated that "there would be no clear

advantage in returning to contemporaneous reserve accounting." In this
he is supportcd by the above-mentioned staff report. While Chairman
Burns is correct that the evidence has not yet clearly established the
advantage of a return to contemporaneous reserve accounting, it is
equally true that there is no evidence indicating net disadvantages to
such a return and a fairly strong theoretical case that thexre would
indeed be some important advantages.

The report itself maintains the high standards of scholarship I
have come to expect of the Board's staff. By and large, it is an up-
dating of the analysis and statistics contained in my- doctoral disser-—
tation written at the University of Chicago over five years ago. The
report does find, as had my dissertation, a significant loosening of
the relationship betueen reserves and deposits since the introduction
of lagged reserve accounting.

The staff's defense of the harmlessness of lagged reserve account-
ing rests on two propositions. First, the use of a federal funds rate
operating target makes reserves endogenous to demand—-determined deposit
levels. In this setting, an increase in reserves that would lead to a
greater deposit expansion under lagged reserve accounting than under
concurrent reserve accounting cannot occur in the first place without
a shift in the demand for deposits or a change in the federal funds
rate target. Second, in the most interesting empirical study of the
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money supply control aspects of lagged reserve accounting I have seen
to date (John Judd's work for the Federal Reserve Bank of New York),
the estimated interest elasticity of deposit demand was found to be
smaller in the short run than the supply elasticity.

These interest rate estimates imply that, even with a reserve
aggregate operating target, lagged reserve accounting will not have
very significant practical consequences for monetary control, because
the tendency for deposits to rise in the face of an increase in re-
serves will be quickly dampened by a2 falling federal funds rate, while
the demand for deposits will be only insignificantly increased. As a
result, deposits will change only insignificantly in the very short run
and as it is changes in deposit levels that introduce the differing im-
pact between lagged and contemporaneous reserve accounting, the empiri-
cal magnitude of the difference will .itself be negligible. It is this
reasoning that leads to the conclusion that lagged reserve accounting
will not significantly affect the behavior of the federal funds rate,
even when the funds rate target must be adjusted in order to meet the
money supply target. It is precisely at such times, as for example when
maintaining the federal funds rate target leads to unexpectedly large
increases in reserves and deposits that must be reversed if money supply
objectives are to be met, that lagged reserve accounting potentially
gives the most trouble. But if the short-run elasticity of deposit de-
mand is very small relative to the short-run elasticity of deposit sup-
ply, a very modest increase in the federal funds rate will reestablish

the desired money supply.

The staff's logic to this point is unassailable, but the evidence
underlying it is highly questionable. Judd's empirical results are
highly sensitive to at least two questionable assumptions. First is
his assumption that the use of the federal funds rate as an operating
target makes it totally exogecnous in his estimated money demand function.
This means that none of the movements in federal funds xate are attribu-
table to changes in the supply of money, while in fact the rate is allowed
to fluctuate within a narrow band. In a very preliminary reexamination
of Judd's generally praiseworthy work on this subject, colleague Igbal
Zaidi of Princeton University and I have found that relaxing this assump-
tion (by assuming that the Fed adjusts the federal funds rate, when actual
money growth rates deviate from the Fed's targeted rates) more than doubles
the elasticity of demand estimate over the one found by Judd. This in-
creases the variation in deposits that can take place within a single week
and thereby increases the practical significance of the theoretically well-

known instability introduced by lagged reserve accounting.

We have yet to determine the sensitivity of these elasticities to
Judd's assumption that deposit supply is totally demand determined., 1In
our view, deposits do not expand in the first instance because the public
desires a higher level of deposits, but rather as the indirect conse-
quence of the public's increased demand for loans. This introduces an
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September 25, 1979

Representetive Benjemin Rosenthel
Cheirman Commerce Subcommittee of the
House Governmental Operation Committee
Room 2372 Rayburn House Office Building
Washington, D. C. 20515

Deer Sir:

It hes recently come to my attention that your subcommittee is interested
in the delay in the check clearing process.

I em currently involved in & check clesring dilemma that I would like to
call to your aettention.

On August 6, 1979 I received & check from a benk in Northern Ireland, payable
to me and denominated in pounds. I took this check to the foreign department
of the First National Bank of Cincinnati. They refused to hendle it becsause
I did not have an sccount there. I then took the check to the Provident

Benk in Cincinnati where I do have an account. They agreed to accept the
check for collection and forwerded it to the Chemical Bank of New York on
which it was drawn. I em still weiting for this check to cleer. The only
thing the Provident Bank tells me is that when the check clears they will

let me know.

I feel that I am the victim of some kind of a nationsl and internstional
confidence game in which my money is being used by the banking system to buy
gold et my expense. In the meantime, the value of the pound has been falling
drastically egeinst the dollar. The value of this check has fellen about

10% since it has entered the clearing process.

Any help your subcommittee cen render the banking system in general, and to
me in particular, to cure this type of shenanigans will certainly be appre-
ciated by all.

Very truly yours,

;//,.«/é&/b“/y

eank O'Neill

Enc. Copy of check.




ALLIED IRISH BANKS LIMITED
8 High Street, Omagh, Co. Tyrone. ___26th July, 1°76.

FAY TC THE , .
oroer of francis O'Neill Esgq.,

THe sum of Three thousand nine hundred and fifty one

pounds sixty seven pence.

TO: [~ FOR ALLIED IRISH BANKS LIMITED

The Chemical Bank,
20 Pine Street,

he‘ ! Yor i / E’; /ﬁ 7 ! ]
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EXECUTIVE DIRECTOR
WASHINGTON, D.C. 20510

October 26, 1979

Mr. Paul A. Volcker <dt!

Chairman

Board of Governors
Federal Reserve Board
Constitution Avenue
Washington, D.C. 20551

Dear Chairman Volcker:

On November 5, 1979, the Joint Economic Committee's
Subcommittee on International Economics will be holding a
field hearing in New York City focusing on the domestic and
international implications of the Federal Reserve's monetary
policies. As Cochairman of the Subcommittee, I would like
to extend at the request of Senator Jacob K. Javits an invi-
tation to Mr. Scott Pardee, Vice President in the Foreign
Function of the Federal Reserve Bank of New York and Deputy
Manager of Foreign Operations of the System Open Market
Account, to testify before us at this hearing. The hearing
will begin at 9:00 a.m. in Room 305C, 26 Federal Plaza.

Mr. Pardee's intimate knowledge of foreign exchange
markets and his thorough understanding of both foreign and
domestic intervention operations make him a particularly
attractive witness. He could add immeasurably to our own
understanding of the international implications of recent
Federal Reserve policy initiatives.

before us on November 5. I look forward to your early

I hope that you give leave to Mr. Pardee to testify //
reply.

Sincerely,

\ d'\ STy \

Henry S. Reuss
Cochairman
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STANDING COMMITTEES:

B eoro Doy et Conaress of the Cnited States

MancHESTER, NEW HAMPSHIRE 03103
720 Norris CoTTON FEDERAL BUILDING

e lsheRIEs O Mousge of Vepresentatives 278 Cuesram Stncer

(603) 668-6800

TRy © Wasbington, D.C. 20515

PorTrsmMmouTtH, New H 3
COMMITTEE ORTS w HampPsHIRE 03801
425 AND 426 FEDERAL BuiLDING
80 DANIEL STREET
(603) 436-7720, ExT. 707

LACONIA, NEw HAMPSHIRE 03246
200 AND 223 FeoeraL BuiLbinag
719 MAIN STREET
(603) 524-7183

October 24, 1979

Paul A. Volcker, Chairman
Federal Reserve Board

Federal Reserve Building

20th & Constitution Ave., N. W.
Washington, D. C. 20551

Dear Chairman Volcker:

[ understand that Mr. Walter (Rink) DeWitt, President of the
New Hampshire Business and Industries Association (BIA), has been in
touch with Mr. Coyne of your office seeking your attendance on the even-
ing of November 14th at the BIA's annual meeting in Bedford, New Hampshire.

N

The meeting will begin at 7:00 p. m. and your transportation
to and from Bedford can very conveniently be arranged by the BIA since
there is an airport within a few miles large enough to accommodate all
classes of commercial and private airplanes. The BIA will be happy to
arrange transportation to suit your schedule. It is estimated that 400
to 600 people will be in attendance.

I would 1ike to ask you to please consider this as a personal
request from myself that you attend the November 14th meeting if such is
at all reconcilable with your busy schedule. I understand that Mr. DeWitt
has been seeking to obtain a reply for the past few weeks. I have also
spoken to Chairman Reuss of the House Banking Committee and he has asked
me to inform you that he joins me in making this request and would be
pleased to speak to you about it.
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The Honorable Paul A. Volcker
Chairman

Board of Governors

Federal Reserve System
Washington, D. C. 20551
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Dear Chairman Volcker:

Ms. Marilyn E. Schoeck of Milburn, New Jersey has been
recommended to the Federal Reserve Board to serve as a member of
the Consumer Advisory Council. The purpose of this letter is to
endorse her nomination and urge her appointment.

I have met with Ms. Schoeck to discuss both her interest
in the Consumer Advisory Council as well as the contribution she
could make to its work. I am impressed that she can bring very
necessary perspectives to the Council as a result of her work in
New Jersey's second largest bank holding company.

Many of the laws passed by the Congress in recent years
have been oriented toward the protection of the consumer in an
increasingly technologically-oriented financial marketplace.

Ms. Schoeck's experience would be most useful because of her
work with the various kinds of funds transfer devices now being
employed and deployed by financial institutions. She has first-
hand familiarity with the technical and business aspects of
serving consumer needs using technology. Moreover, she has been
actively coordinating her institutions compliance with all the
requirements imposed by the Congress and the regulators to pro-
tect consumers.

For the work of the Consumer Advisory Council to be use-
ful to the Federal Reserve Board, it is essential to attract the
advice of individuals who are knowledgeable about the capabilities

i P
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October 25, 1979

The Homorsble Bill Chappell
Henber of Congress

Dpar Mr. Chappell:

1 am pleased to respond to your letter of Ogtober 17 rvegarding
a request from your comstituent, Mr. Lloyd A, Childress, for informmtiom

on the Federsl Reserve System,

The Federsl Reserve System--the nsatiomn's central bank--wss
ereated by Aet of Congress on December 23, 1913, The System has a
pyremidal strueture: at its base are about 5,600 member commereial
banks; in the middle is 2 nationwide network of 12 Fedefal Reserve Banks
and 25 branches; and, ot the apex of the organigation, i{s a2 seven-member
Board of Govermors, with headquarters im Washingtem, D.C.

As provided for by law, the stock of the Federal Reserve Banks
is held entirely by commercial banks that sre mewbers of the Federal
Reserve System, However, ovmership of that stock is im the nsture of
m obligation incident to mesbership and does not carry #ith it the
attributes of control and finencial interest ordinarily sttached to
stock ownership in corporations that are operated for the purpose of
a profit, The amount of stock that mesber banks are recuived to own
specified by law, The stock may not be sold or
loans, and dividends are limited by law six per

The Federal Reserve Banks are
1978, payments to the V.S,

Treasury smounted to over $7 billiom, as indicated in the enclosed prese

To provide further background on the Federal Reserve System,
am enclosing a booklet entitled "The Federzal Reserve System--Purposes

Functions,” hmmmuamotmuw
of Governors., Bagioning on page 383 1s the al state~
for the Board, followed by detailed statement of condition tables
Reserve Banks for the year 1978,

I hope this informetion will be useful to My, Childress. Please
1f 1 can be of further assistance.

Sincerely yours,

CO:pjt (#v-88) {Signed) Donald J. Winn
bece: Mrs, Mallardi - Donald J. Winn

Srslroine Spuvl Goud, & B Bomnd]
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STROUT REALTY, Inc.

ROUTE 92 EAST; ROUTE 5, BOX 1201
DE LAND, FLORIDA 32720
PHONE: (904) 734-7775

LLOYD A. CHILDRESS

Associlate

October 10, 1979

The Honorable Bill Chappell, Jr.
Dear Congressman Chappell:

I am very interested in the Federal Reserve System and
would like to receive the following:

Copy of the operating statement

Structure of the System

Who owns the Federal Reserve Banks

The disposition of the profits of the Federal
Reserve System

early redly will be most appreciated, Thank y

%7

Yours t L;Ell/y,'

s,
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S. WILLIAM GREEN WASHINGTON OFFICE:

18TH DISTRICT, New Yorx . ‘ 1118 LonGworTH HOusE OFFICE BUILDING
e WaAsHINGTON, D.C. 20515
COMMITTEES: (202) 225-2436

BANKING, FINANCE AN Congress of the United States wew vom orrices,

1628 SEcCOND AVENUE (B4TH STREET)

SUBCOMMITTEES: Eouge ot Repreﬂentatlhts New Yo&n'.zl;l::s:c::: 10028

HOUSING AND COMMUNITY DEVELOPMENT

ECONOMIC STABILIZATION wagbingmn, B,C, 20515 229 FIrsT AVENUE (14TH STREET)

GENERAL OVERSIGHT AND RENEGOTIATION N Y
Ew Yorx, New Yorx 10003

SELECT COMMITTEE ON AGING October 17, 1979 g @2 ?26-«5? ‘

The Honorable Paul A. Volcker

Chairman

Board of Governors of the Federal Reserve System
Washington, D. C. 20551

0] I

Dear Chairman Volcker:

As a Member of Congress from New York City who serves on the House
Banking, Finance and Urban Affairs Committee, I urge your support of the
proposal to permit the establishment of International Banking Facilities--
or "free trade zones"--within the continental United States. These
Facilities, of course, would operate under reserve and interest rate pro-
visions that would allow them to be fully competitive with international
banking in foreign cities.

Frﬁf.wwuvwlu?gﬁyl;:?:<
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As a past President of the New York Federal Reserve, you are, I know,
familiar with this issue and understand the need to keep U.S. financial
centers, particularly New York City, competitive with the other financial
centers of the world. The competitive position in the U.S. of the U.S.
banks has declined in the past ten years, and the "free trade zone" proposal
would tend to reverse this alarming competitive deterioration. This would
have many advantages for the United States. First, of course, a restoration
of U.S. financial center primacy should give the Fed greater ability to work
toward orderly economic growth and change. Second, the direct economic
benefits could be considerable. If the recent financial sector job growth
in London is any indication, the potential for job growth in the U.S. is
impressive--especially for New York City.
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While New York stands to gain from implementation of this proposal,
other states will also gain. The proposal is not limited to New York. In
addition to setting up IBF's elsewhere, banks in other cities would be able
to participate in the New York IBF through such vehicles as Edge Act cor-
poration subsidiaries.

r"‘-'," 'n"
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I will not try to cover all of the points which are being argued in
support of the International Banking Facility proposal. Suffice it to say,
I am convinced that favorable action by the Board of Governors would be in
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STANLEY N. LUNDINE

391H DisTRICT, NEW YORK
‘ Room 122, FEDERAL BUILDING

P.O. Bax 908
COMMITTEE ON JamesTown, Nrw York 14701

oANKING. FINANGE AN Congress of the Clnited States b s

;D ouse of R epr cgentatives PHONE: 607-734-0302

Room 606, 101 N. UNION STREET

SCIENCE AND TECHNOLOGY WWashington, D.C. 20515 OuEAN, New Yonk 14780

PHONE: 716-372-1818

DISTRICT OFFICES:

COMMITTEE ON

SELECT COMMITTEE ON
AGING

430 CANNON BUILDING
WASHINGTON, D.C. 20515
PHONE: 202-225-3161

Friday, October 12, 1979

Paul A. Volcker
Chairman

Federal Reserve Board
20th and C Streets, N.W.
Washington, D.C. 20551

Dear Mr. Volcker:

My Olean district office has contacted the Federal Reserve Board
to request a speaker for a banker's convention to be held in

my Western New York district, and Jay Brenneman, of your office,
has advised my office to forward that request in writing.

I am requesting that the Federal Reserve Board provide a
personable and knowledgeable speaker to the banker's meeting,
scheduled for Tuesday, November 13, at the Castle Restaurant in
Olean, New York. A brief, thirty-minute talk about a timely,
interesting topic of your choice, followed by a few minutes of
questions and answers, would be very welcome to the more than
100 bankers and guests attending the function.

I would ask that you provide my Olean district office manager,
Elisabeth Johnson, with the name of your speaker and a copy

of his curriculum vitae as soon as possible, so that she may
publicize the evening event. She will also be pleased to provide
you with travel information, and the bankers, of course, will
provide an escort for the event. Her FTS teiephone number 1is
432-4232.

Thank you for your assistance in this matter. Please do not
hesitate to contact my office at any time, if T may be of further
assistance to you in this or other matters.

Sinco:zzly p

Stanley N. Lundine

Member of Congress
THIS STATIONERY PRINTED ON PAPER MADE WITH RECYCLED FIBERS
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AARRQ’N Jy MITCHELL, MD., CHAIRMAN GEORGE HANSEN IDAHO
2 RON PAUL, TEX.

* STEPHEN L. NEAL, NC, DON RITTER, PA.
NORMAN E. D'AMOURS, N.H.
DOUG BARNARD, GA. f

JORN 4. CAVANAUGH, NEBR. U.S. HOUSE OF REPRESENTATIVES

23-7313 SUBCOMMITTEE ON DOMESTIC MONETARY POLICY
OF THE

COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS
NINETY-SIXTH CONGRESS

WASHINGTON, D.C. 20515

October 9, 1979

The Honorable Paul A. Volcker
Chairman, Board of Governors
Federal Reserve System

20th and Constitution Avenue N.W.
Washington, D.C. 20551

Dear Mr. Chairman:

On November 13, 14 and 15, the Subcommittee on Domestic Monetary Policy
and the Subcommittee on International Trade, Investment and Monetary Policy
will hold joint oversight hearings on "Monetary Policy -- Goals and Conduct
for the 1980's." We would appreciate hearing your views on this subject and
invite you to testify on November 13 at 9:30 a.m. in Room 2128 Rayburn House
Office Building.

Although we do not want to Timit your testimony in any way, we would
like to hear your assessment of the merits of two alternative monetary policy
strategies for the 1980's.

, Strategy 1 places top priority on halting the decline in the value of
the dollar on the foreign exchange markets, and proposes to do so by keeping
money "tight" at home and resisting speculative attacks against the dollar
abroad until the decline is halted. Under this strategy, in the months
immediately ahead, the Federal Reserve would raise the Federal funds rate
substantially above the current level. The purpose would be to raise U.S.
short term interest rates and slow U.S. money growth so as to provide
incentives for money managers around the world to buy dollars and hold
dollar denominated securities. Simultaneously, the Federal Reserve and the
Treasury would intervene vigorously on the foreign exchange markets, in
cooperation with other central banks, to combat any excessive fluctuations
in exchange rates that might arise from speculation against the dollar even
in the face of high interest rates. After the dollar had been stabilized,
primarily against the German mark, sufficiently long to convince foreign
exchange traders that further precipitous declines would not be tolerated,
monetary policy could be gradually re-oriented toward the domestic goals

of full employment and price level stability.

What risks would this strategy entail? Can such a policy succeed without
the cooperation of foreign central banks? That is, would our raising interest
rates not invite retaliation by foreign central banks, and hence a spiraling
upward of interest rates worldwide without noticeable effect on the foreign
exchange value of the dollar? Even assuming a policy of cooperation by foreign
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The Honorable Paul A. Volcker
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October 9, 1979

central banks, would not maintaining the funds rate at a higher level than
currently prevails precipitate a sharp deceleration of money growth and
consequent recession? Would not fighting that recession, and even the
expectation of fighting it, again destabilize exchange rate markets?

Strategy 2 would ignore movements in interest rates and concentrate
instead on establishing and remaining on or near a long run disinflationary
monetary growth target path. (See, for example, the letter to you dated
September 5, signed by seven members of the Domestic Monetary Policy
Subcommittee, and H.R. 5476, recently introduced by Mr. Neal. For your
convenience, these documents are enclosed.)

Can this strategy be followed independently of the monetary policies
pursued by other central banks? Would it help to promote achievement of
the 1983 Hawkins-Humphrey Act goals of 4 percent unemployment and 3 percent
inflation and at the same time to stabilize the value of the dollar on
foreign exchange markets? What risks does it involve? Should it be adhered
to in the face of increases in interest rates and unemployment? If the
strategy is not binding, how can we convince investors and traders around
the world that we are serious about reducing inflation and that the exchange
rate risk from holding dollar denominated assets will diminish?

Further in this regard, is there reason to believe that adhering to
an announced long run disinflationary monetary growth target path would
lead to higher interest rates and higher unemployment than would a policy
that accelerated money growth when interest rates and unemployment moved
higher? Would it not be wiser to hold fast to the announced monetary
growth target path even in the face of temporary increases in unemployment,
which could be dealt with by pinpointed fiscal policies?

Finally, we note that recently the Federal Reserve raised its discount
rate from 11 to 12 percent and at the same time announced that the Open
Market Committee will try to control monetary growth by metering the flow
of reserves instead of manipulating the Federal funds rate. The discount
rate rise would appear consistent with Strategy 1 while the change in
operating procedure seems consistent with Strategy 2. We would appreciate
your comments on the meanings of these recent changes in policy and tactics
by the Federal Reserve.

We Took forward to hearing your views on these and other questions you
may want to address on November 13.

Sincerely,

T, é/f/

Stephen L. Neal, M.C. am\ J. Mitchell,
Chairman, Subcommittee on Chairman, Subcomm1ttee on
International Trade, Investment Domestic Monetary Policy
and Monetary Policy

PJMSLN/rwt
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TeLerHone: (812) 372-2571
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P.@—Box 269 o
AURORATRDIANA 47001
TeLePHONET{812) 926-3535

o
Honorable Paul A, Volcker, Chairman

Board of Governors of the Federal ;
Reserve System o
Washington, D.C. 20551 Y
(%]

Dear Mr, Chairman:

It was with great interest that I read Mr. Henry Kaufman's article, "where
The Fed Has Gone Awry," in the October 7 edition of The New York Times. The
article contains a very basic criticism of current monetary policy. The criti-
cism is, I think, one which must be addressed squarely.

The gist of Mr. Kaufman's critical view can be captured in a few of the
article's passages. To begin, Mr. Kaufman notes that the "issue is whether the
Federal Reserve Board, by focusing for the last five years upon a very narrow
statistical concept called the M~1 money supply, is using a monetary policy
target that is relevant to today's economic and monetary reality." Mr. Kaufman
himself takes sides on the issue a bit later when he says that the "failure of
monetary policy lies in the Federal Reserve limiting its target to the narrow
statistical concept of the money supply." Finally, Mr. Kaufman proceeds to tie
the "failure of monetary policy” to our economic problems in a predictable way,
remarking that the "real story behind our severely aggravated inflation is that
the growth of credit has been proliferating while the Federal Reserve has been
focusing on the M-1 and M-2 money supplies,"

Inflation is the most serious problem on the nation's damestic agenda.
Consequently, the policies of government must be justified in detail if they
are alleged to contribute to inflation in a significant manner. I would deeply
appreciate your response to the criticism outlined above. A copy of Mr,
Kaufman's article is enclosed for your convenience. I look forward to hearing
fram you at the earliest possible date.

With best wishes, I am
/
Siﬂ? <;;’Zzurs,

LEE H. HAMILTON, M.C.

LHH :vbm
enclosure
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By HENRY KAUFMAN

= T |s incredible that there has been
# virtually no general public discus-
k-3 sion or debate in financial circles
so far this year over the targets for
monctary policy that the Federal
Reserve has employed in its attempts
to foster orderly economic growth.
Something, after all, has gone wrong In
the monetary mechanism. Our econ-
omy is being buffeted by high rates of
inflation and is engulfed by deep-rooted
fears of future economic Instability.

The Federal Reserve itself has
recognized some of the problems in the
monetary targets it s now using and, in
fact, earller this year sald it would try
to improve their quality and effective-
ness. Public comment was invited, but
the discussion so far has been remark-
ably subdued, even though the future
credibility and technical efficiency of
United States monetary policy are at
stake.

Despite the apparent technlcality of
the issue, what is involved can affect
every economic participant in the
country. The inflation rate of 11.5 per-
cent for the past 12 months, as meas-
ured by the Consumer Price Index,
could double our price level againinthe
next six years — that is, by 1885 — if it
is not brought down. Prices have al-

. ready doubled since 1963, with most of

the increase in the years since 1975.
Yet, there is no concrete assurance
that we will experience anything more
than temporary relief from inflation
because the pation has not reached that
point where the citizenry faces the sac-
rifices that may be unavoidable if {nfla-
tion is to be reduced substantially. On

Where the Fed
Has Gone Awry

the contrary, more and more economic

and financial decisions are being made
by Americans and foreigners who do
business with us on the assumption that
inflation is going to continue unabated.
The historical record is very clear that
this only Intensifies inflation and
heightens the flight from money into
the materiality of land, goods and pre-
cious metals.

What is at issue Is whether the Fed-

eral Reserve Board, by focusing for the
last five years upon & Very narrow

P DO Y URGT TIGIONE XA T

POINT OF VIEW

statistical concept called  the M-1

money supply, i3 using a monetary °

policy target that is relevant to today’s
economic and monetary reality. The

M-1 money supply consists of demand

deposits plus cash In circulation.

The existing approach of the Federal
Reserve, which was formally adopted - -’
in 1974, depends upon the presumed: -
linkages between interest-rate levels, | .-

changes in the supply of money that are
generally implicit in changes in bank-
ing reserves, and e« »nomic activity.

The assumed cause and effect se-
‘quence gencrally pgoes as follows:

Changes in banking reseryes and re-
sultant changes in the market's key in--
terest rate (the Federal funds rate) to-
gether will influence changes In the
money supply which, in turn, will affect
economic actlvity. This unalloyed
monetarism is not materially changed
by the newer ‘‘practical monetarism,"”
which holds that the relationship be-
Continued on Page 14
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‘Will the Fed continue to operate within
a statistical jungle gym that allows it to

play with

-

ticipation — namely, to know markets
and the chang.s emerging in them. The
Federal Reserve has persisted all these
years in defining its money supply tar-
get along classical lines — currency,
demand deposits, and, to some extent,
time deposits.

Meanwhile, the economic partici-
pants in this country, whose activities
the Federal Reserve is trying to influ-
ence, have changed their own concept
of money by greatly expanding the
definition. Consequently, their spend-
ing embraces many more variables
than the Federal Reserve acknowl-
edges in its conduct of monetary policy.

Business, households and even gov-
ermments, in the conduct of their eco-
nomic aifairs, no longer distinguish be-
tween money and credit. In many
transactions, money and credit are in-
distinguishable. Corporations believe
that they have ready access to money
through the standby fee they pay for an
unused line of credit. They judge their
liquidity not by cash in the bank but
mainly by holdings of other liquid as-
sets and their borrowing capacity. Indi-
viduals exercise thelr credit cards as if
they were disbursing money. They
judge their liquidity in part by how
much they monetize the equity value of
their homes.

small blocks of money?’

3 4% -~ -~

The real story behind our severely °

aggravated inflation Is that the growth
of credit has been proliferating while
the Federal Reserve has been focusing
on the M-1 and M-2 money supplies.
Total credit market debt outstanding
(obligations of households, business
and governments in thc United States)
totaled $720 billion at the end nf 1039 {n-
creased by 94 percent to $1.4 trillion in
1970 and by 142 percent to $3.4 trillfon in
1978. For these years, the outstanding
stock of money (M-1) rose from $144
billion to $220 billion, an increase of 53
percent, and then by 64 percent to $361
billion. Contributing to this massive
growth of debt has been, among other
things, the removal of a variety of re-
strictions on fInancial markets such as
interest-rate ceilings; the introduction
of new financing techniques and credit
instruments that permit new ways to
create credit and debt, the minimiza-
tion of the risks of changes in interest
rates through the issuance of floating
interest-rate obligations, and the in-
creasing linkages with international
credit markets.

When access to worldwide credit is
ezsy, who needs the money that the
Federal Reserve is watching?

Credit markets today are the antithe-
sis of what they were a few decades

®
ney supply

ago. Today, credit markets find ways
to accommcdate the inflationary pro-
cess and, in fact, are helping to finance
inflation. A decade ago, these markets
were partof the disciplinary force.

The Federal Reserve, had it been
sensitive to the ingenuity of the credit
markets and to the rapid growth of
debt, would have complemented its
narrow target for money growth with a
broadly based target for credit growth.
If it had done so, the Federal Reserve
would have perceived long ago that its
monetary and interest-rate policies
were incorrect, because they favored
borrowing and consumption instead of
savings and investment. During the
past six years, the inflation rate, as
measured by the Consumer Price
Index, exceeded on average the Fed-
eral funds rate (the official target of
monetary policy) by 112 basis points.
This is in sharp contrast to the 1960-73
period when the reverse was true, and
the funds rate exceeded the inflation
rate on average by 170 basis points per
year. One need not be an economist to
conclude that it pays to borrow under
the interest rate policy that the Fede'ral
Reserve has pursued in recent years.

Recognizing that the destiny of our
economy is entwined with the future ef-
fectiveness of monetary policy, it is
fair to ask: Will the Federal Reserve
continue to operate within a statistical
jungle gym that allows it to play with
small blocks of money, or should it be
held accountable for the management
of a highly innovative and at times de-
stabilizing credit system that is now a
reality?

The monetarists, after admitting the
recent shortcomings of the money sup-
ply concept, generally favor patching it
by adding some of the recent innova-
tions to the classical definition of
moncey. I would go much farther and
urge that a monetary policy target
comprising the growth of total debt be
given equal weight. I propose that this
target consist of private domestic non-
financial holdings of credit market in-
struments plus deposits and currency.
This target, which I call the “debt
proxy,’’ totaled $2.2 trillion in cutstand-
ings at the end of 1978 and parallels
closely nomiinal gross national product,
as the chart shows,

In the absence of a stirring debate on
the targets ol monetary policy, the
monetarists and established bureauc-
racy may have their way. A patch will
probably be put on a failing concept.

More than 100 years ago, the famous
economist, John Stuart Mill, said:
“The purchasing power of an individ-
ual at any moment is not measured by
the money actually in his pocket,
whether we mean by money the
metals, or include bank neotes. It con-
sists, first, of the money in his posses-
sion; secondly, of the money at his
banker's, and ail other money due him
and payable on demand; thirdly, of
whatever credit he happens to pos-

In our time, Milton Friedman said
that money matters. The question is:
“‘What is money?"’

Henry Kaufman is a partner and
member of the executive committee of
Salomon Brothers.
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Another Way to Count the M

Kontinued from Page 1

tween money supply and cconomic ac-
tivity works both ways. What then has
gone wrong? The monetary authorities
submit a partia! explanation for the
inflation problem by calling attention
to many events and forces beyond their
control that have contributed to the
current malaise. They cite an overly
expansionary fiscal policy of sizable
Federal deficit spending that makes it
difficult to limit money supply growth
without, as a result, denying substan-
tial funds to the private sector. They
point to such exogenous factors as the
decision of the oli-producing nations to
raise sharply the price of oil, and poor
crop harvests abroad. Such exogenous
forces and so-called non-monetary
developments cannot be denied, but
they also do not really excuse poor
monetary performance,

In fact, the general belief that higher
oil prices are the primary cause of our
inflation is without foundation. In the
past year, the Consumer Price Index
has risen 11.5 percent. Excluding
higher eneryy costs, the index has gone
up 9.4 percent,

The monetarists state that the Fed-
eral Reserve failed to keep money sup-
ply growth, as measured by M-1, within
the officially targeted range. Statisti-
cally, this is a correct observation, as
shown in the table below:

M-1: Offical Growth Targets
Vs. Actua) Growth Rate

Target (%) Rate (%)
4Y2-7Th 5.8
4Y2-6% 7.9

4-6% 7.2
1Y%-4Y%; 59"

Period

4/75-4/76
4/76-4/77
4/77-4/78
4/78-4/79

*Firct 8 months of 1979

Regrettably, thcugh, this is not the
answer, for if it were, the solution
would be relatively simple. Even if the
Fed had staycd within the guidelines,
the small adjustment would hardly
have had a significant impact on the
inflation rate.

In assessing what has gone wrong, 1’

believe that the failure of monetary
policy lies in the Federal Reserve limit-
ing its target to the narrow statistical
concept of the money supply.

Think of the problem in these terms:
The narrowly defined money supply,
M-1, (demand deposits and currency)
totals $375 billion and the broadly de-
fined money supply, M-2, (demand
deposits, currency and time deposits)
totals $925 billion as -ompared with a
nominal gross national product of $2.3
trillion. As shown in the accompanying
chart, nominal gross national product
has grown more rapidly than the
money supply defined as M-1. The
monetarists explain this growing gap
between money and G.N.P. by pointing
to the increase in money velocity —
that is, the rate at which money is
turned over, or spent and respent, in a
year. However, the growth of velocity
is not steady, but varies considerably
over a business cycle.

Actually, what has really happened
is that the Federal Reserve has failed
in the cardinal principle of market par-

/|

(Trillions of dollars)

While the Federal Reserve
has concentrated on
restricting the narrowly
defired money supply
(M-1),
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‘Will the Fed continue to operate withir:
a statistical jungle gym that allows it to

play with small blocks of money?’
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ticipation — namely, to know markets
and the chang:s emerging in them. The
Federal Reserve has persisted all these
years in defining its money supply tar-
get along classical lines — currency,
demand deposits, and, to some extent,
time deposits.

Meanwhile, the economic partici-
pants in this country, whose activities
the Federal Reserve is trying to influ-
ence, have changed their own concept
of money by greatly expanding the
definition. Consequently, their spend-
ing embraces many more variables
than the Federal Reserve acknowl-
edges In its conduct of monetary policy.,

Business, households and even gov-
ernments, in the conduct of their eco-
nomic affairs, no longer distinguish be-
tween money and credit. In many
transactions, money and credit are in-
distinguishable. Corporations believe
that they have ready access to money
through the standby fee they pay for an
unused line of credit. They judge thelr
liquidity not by cash in the bank but
mainly by holdings of other liquid as-
sets and their borrowing capacity. Indi-
viduals exercise their credit cards as if
they were disbursing money. They
judge their liquidity in part by how
much they monetize the equity value of
their homes.

The real story behind our
aggravated inflation s that the
of credit has been proliferatin
the Federal Reserve has been |
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Total credit market debt out:
(obligations of households, |
and governments in the United
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creased by 94 percent to $1.4 t1
1970 and by 142 percent to $3.4 t:
1978. For these years, the out:
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billion. Contributing to this r
growth of debt has been, amo:
things, the removal of a variet
strictions on financial markets
interest-rate ceilings; the intrc
of new financing techniques an
Instruments that permit new -
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tion of the risks of changes in |
rates through the issuance of |
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When access to worldwide ¢
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October 18, 1979

The Honorable Paul A. Volcker

Chairman, Board of Governors of
the Federal Reserve System

Washington, D.C. 20551

t 4
”
82

B

Dear Mr. Chairman:

The legislation recently approved by the Senate Banking
Committee (H.R. 4986) would authorize nationwide NOW accounts
(except for Federal savings and loans in California), share
drafts, and automatic transfer savings accounts. Title II of
the legislation authorizes the Federal Reserve to impose reserve
requirements on such accounts within a broad range. The authorization
would be for mandatory and uniform reserves on such accounts for all
depository institutions and reserves would be maintained in a form
consistent with the Board's past reserve requirement proposals to the
Congress.

I understand that an amendment will be offered on the Senate
floor to delete the reserve requirement provisions of the legislation,
so that the Board could only apply reserve requirements to NOW and ATS
accounts at member banks. I would like to know the Board's views on
eliminating the reserve requirements provision of H.R. 4986 for NOWs ,
share drafts, and ATS accounts at nonmember banks and thrift institu-
tions.

Chairman

2
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October 2% 1971

Congressman Henry S. Reuss, Chairman

Cormittee on Banking, Finance and Urban Affairs
U.S. House of Representatives

B301C Rayburn House Office Building

Wasbington, D.C. 20515

Dear Congressman Peuss,

This is in response to your request through Mr. Robert Auerbach for
evaluation of the Board's October 6, 1977. report "Analysis of the
Impact of Lagged Reserve Accounting'.

I have read the Board's report, and my principal conclusion is that
it is not addressed to the major question that I believed you asked, namely
"how has lagged reserve accounting affected the ability of the Fed to

achieve its target growth rates in monetary ageregates?'" Instead, the report
primarily analyzes the effects of lagged reserves on variability in Fed

funds rates and in monetary aggregates. I have no major disagreements with
the report on these sections. I will comment on the repert in the same

order as the conclusions are presented on pages 1 through 3.

1. I have no evidence on cost savings to banke from lagged reserve
accounting and will accept the results of the Board's survey, although it
zppears to be rather casual. The effect on membership was one of the major
reasons for adopting lagged reserve accounting initially.

2. The effect of lagged reserves on the variability of Fed fund rates
is not relevant for dynamic monetary control. The finding that the variability
increased after the intrcduction of lagged reserves is contrary to what was
predicted in the 1966 System Report (Black Report). The fact that “enlarged
defensive open market operators cffset this tendency" raises the question of the
cost-benefit ration of such operations. Defensive operations are not free to
the economy, particularly when they rcach $450 billion as they did in 1976.
Of course, a2ll of this increase is not attributed to lagpged reserves. A large
part reflects the change in the management of Treasury balances. Nevertheless,
if lagged reserves require significantly higher defensive operations, this

cost shcoculd be considered.
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3. Likewlse, the effect of lagged reserves on the variability in M1
and M2 is not directly relevant to the principal question.

4. I disagree that the '"choice between lagged or contemporaneous
accounting is of relatively little significance'" for the Fed's ability to
achieve its growth targets in ML and M2 even under its current operating
procedures. Under concurraent reserve accounting (CR), the Fed can change,
say reduce, bank deposits (and thereby monetary aggregates) by selling
securities on the open market. This reduces bank resetves. Barks respond by
centracting deposits immediately to levels consistent with the available
reserves. Under lagged reserve accounting (LR), required reserves in a reserve
veek are set tc the dollar by deposdits twc weeks earlier. They cannot be ‘
changed by either the banks or the Fed. Thus, 1) ir any reserve period banks
can change deposite withcut regard to reserves in the same period and 2) open
market sales cannot reduce either aggregate required reserve& or aggregate
deposits in the same week. Open market sales will affect only the mix of reserves

between borrowed and unborrowed.

As long as the Ted accommodates charges in money demand or non-Fed
supply factors to maintain interest rates, CR and LR yield similar effects.
But. what happens when the Fed wishes to resist changes in money demand?
Under CR, the Fed contracts reserves, and deposits follow. Deposits are now
supply determined. Under LR, reserves cannct be contracted in the same week
as the Fed must provide z2ll the reserves that the banks require to support
their deposits of two weeks earlier, either thrcugh open market operations or
the discount window. The Fed can change deposits and thereby required
reserves from demand determined to supply determined cnly by signalling to the
banks that there will be a higher cost of reserves two weeks hence when the banks
need the reserves to satisfy this week's deposits and required reserves. As
the future cost of reserves increases, ceteris paribus, the banks will reduce

dernsits now.

Thus, LR changes the cutting edge of dynamic monetary control from
open market operations tc discount management. A higher reserve cost in the
future may be signalled by either or both an inc¢rease in the nominal discount
rate or an increasc in the effective rate through a wore “restrictive discount
administration. Without this, deposits remain demand determined. (The reluctance
to signal a sufficiently high future cost of reserves can account for the more
rapid than target growth rate in monetary aggregates in recent periods.) If the
Fed 1s reluctant to use the discount mecharism to signal changes in costs, the
choice between CR and LR matters even under current operating procedures. LR
introduces a procyclical bias into monetary control. I enclcse pages 533-34
from my textbook, Money, The Financial System and the Economy (second editicn),

which expands on this argument.

5. I concux with this conclusion except for the statement that CR would
result in "unprecedented shert-run variability in the funds rate." There is
at least sonme evidence that in the absence of Fed defensive operations, the
private sector will smooth out the shert-run interest rate volatility. DMoreover,
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The Honorable G. William Miller
Chairman

Board of Governors

Federal Reserve System
Washington, D. C.

Dear Mr. Chailrman:
Thank you for your prompt replies on the subjectsof doing away

with lagged rescrve requirements and staggering the reserve settle-
ment dates contained in your May 1 and June 16 letters.

In your May 1 letter you indicated that the Board may also be
in a position to reassess the desirability of lagged reserve account-
ing. Would yon let me know if this issue has been considered by the
Board and, if not, when it will be considered. I would also lilke
to be informed of the Members' views on this important issue of
monetary control.

In your June 16 letter you indicate that the subject of staggered
settlement dates has been much discussed over the years. Would you
send me all pertinent reports and studies that have been done since
the Federal Reserve received Milton Friedman's 1965 detailed Memo-
randum strongly supporting staggered reserve accounting. This will
be very useful to me and to the scholars I have consulted on this
issue. I would also like to be kept informed of the review that you
indicate in your June 16 letter your staff will now undertake of
this issue. The cost of the massive chucrning of the Federal Reserve
portfolio, to the tune of $1.2 trillion in 1977, as well as the cof-
fect of this churning on the obligation of the Federal Rescerve to
monitor the money supply as well as intcrest rates deserves immedi-
ate attention.
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s HENRY S, F2USS, VIS, CHATRMAN
THOMAS L. ASHLEY, OMIO
WILLIAM S. MOORHZAD, PA.
FERNAND J. ST GERMAIN, R.L
HENRY D. GONZALEZ, TEX.
JOSEPH G. MINISH, MN.J.
FRANK ANNUNZIO, ILL.
JAMES M, HANLEY, N.Y.
PARREN J. MITCHELL, MD.
WALTER E. FAUNTROY, D.C.
STEPHEN i NEAL, N.C,
JERRY M. PATICRSON, CALIF.
JAMES J. DLANCHARD, MICH.
CARROLL HUABDARD, JR., KY.
JOHN J. LAFALCE, N.Y.
GLADYS NOCN SPELLMAN, MD.
LES AuCOIN, OREG.

PAUL E. TSONGAS, MASS.
BUTLER LERRICK, S.C.
MARK W. HANNAFORD, CALIF.
DAVID W. EVANS, IND.
HORMAN £, D'AMOURS, N.H.
STANLEY N. LUNDINE, N.Y.
EOWAHRD W. PATTISON, M.Y.
JOHN J. CAVANAUGH, NEBR.
MARY ROSE CAXKAR, OHIO
JIM MATTOX, TE X,

BRUCE F. VENTO, MINN.
DOUG BARNARD, GA.

WES WATKINS, OKLA,
ROBERT GARCIA, N.Y.

The lonorable

Chairman

LU.S. %USE OF REPRESENTATIVQ
COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS

NINETY-FIFTH CONGRESS
2129 RAYBURN HouseE OFFICE BUILDING
WASHINGTON, D.C. 20515

August 10, 1978

G. William Miller

Board of Governors
Federal Reserve System

Washington,

D,

=

Dear Chairman Miller:
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225-4247

Your testimony on July 27 and 28 contributed importantly to
the Committee's understanding of the Fed's current monetary policy
and to our deliberations on legislation to improve monetary con-

trol and resolve the membership problem.
devecloped legislation,

We have,

as you know,
the Federal Reserve Act Amendments of 1978,

which resolves the membership problem and facilitates the Federal
Reserve's ability to conduct monetary policy.

o’

I would like to call your attention to four problems related
to monetary control, and make one suggestion for improving the

Federal deficit,

all of which I believe the Federal Resexve can
effectively deal with through regulatory provisions.

The first problem is the failure of the Federal Resexve to
present target ranges for M1l which it intends to live within.
This is an issue with which we are both concerned, because the
failure by the Federal Reserve for more than a year now to keep
Ml within its announced growth target range has had unfortunate

monetary effects, both at home and abroad.

The Federal Reserve's

response that its current M1 target. range starts from a high
base, and therefore is more realistic than it appears, 1n no way

alters the fact that it is misleading. I recommend, as I have
before, that for the immediate future, the Fed fix its M1l limit
at a level consistent with our nation's goal of a healthy economy
and stable dollar, and then stick to it.
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The second point concerns the elimination of lagged reserve
requirements and-the reinstitution of synchronous reserve reqguire-
ments. I was cheered by your statement in our hearings on July 28
that "in terms of operation it would be preferable to be on a
current basis". You indicated that you would make the change to
synchronous reserve requirements “once we can alleviate some of
the membership problems." The proposed legislation, the Federal
Reserve Act Amcndments of 1978, would do just that.

I want also to call to your attention the comments of Presi-
dent Morris of the Federal Reserve Bank of Boston at our hearings
on July 31, 1978, that he has been "an advocate of eliminating
the lagged reserve requirements. I think we ought to move ahead
i £hat, "

The third problem is the Wednesday scramble in and out of
reserves as every member bank in the United States 1s forced by
Federal Reserve regulation to come up with the necessary reserve
requirement for the preceding week at the close of business on
Wednesday. In my June 21 letter to you on this subject, I asked
for all pertinent reports and studies that had been done on this
subject since the Federal Reserve received Milton Friedman's 1965
detailed memorandum strongly supporting staggered reserve account-
ing. On July 11, you sent me a staff study dated December 9, 1975,
revised July 6, . 1978, which seemed to indicate a problem with my
suggestion that we adopt a system of staggered settlement dates
so that 20 percent of the weekly reserve requirements could be
settled on each weck day. William Poole, Professor of Economics
at Brown University, formerly a member of the staff of both the
Board of Governors and the Boston Federal Reserve Bank, and cur-
rently an advisor to the Federal Reserve, has analyzed your staff
study. His enclosed remarks conclude that rather than attacking
a system of staggered reserve settlement dates, your staff memo-
randum actually "strengthens the case for such a system".

The fourth point concerns the discount rate. Currently,
changes in the discount rate can be and often are misinterpreted.
When other short term rates are falling, decreasing the discount
rate can be interpreted as a sign that the Fed is easing when in
fact it is only moving with the market. Vice versa, when other
short term rates are rising, increasing the discount rate can be
interpreted as a sign that the Fed is tightening when, again, -it
is only moving with the market. To make sure that changes in the
discount rate arc unambiguous, and also to minimize arbitrage pos-
sibilities, you could tie the discount rate to the Treasury bill
rate, or the Federal funds rate or some index of short-term
rates -- perhaps % or % point above the formula rate -- except
in unusual circumstances when there is good reason to send the
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financial community an unambiguous signal that the thrust of mone-
tary policy is being changed. 1In those rarc instances when a sig-
nal was needed, the Board, responding to initiatives from the Re-
serve Banks, would set the discount rate at a rate other than the
one dictated by the formula, good for one week and renewable. If
set above, it would be a clear signal that policy was being tight-
ened. If set below, it would signal that policy was being eased.
Needless to say, the Reserve Banks and Board would have to review
and determine whether circumstances dictated setting the discount
rate above or below the formula rate every week, even though the
occasions for departing from the formula rate would be rare. Re-
view and determination of the discount rate would, I believe, be
far better focused under this procedure than presently.

My fifth point concerns the $1 billion plus surplus which is
sitting in the Federal Reserve's attic, covered with dust, and
serving no useful purpose. You have offered to dust off $575 mil-
lion of the surplus and ship it over to the Treasury to offset part
of the cost of solving the membership problem. Actually, of course,
in a consolidated statement of government finances, the surplus
would not exist and it would not affect the real income of our citi-
zens in any meaningful way whether it was a bookkeeping entry at
the Federal Resecrve or at the Treasury. I do not think we should
obscure the cost of the various legislative proposals by encumber-
ing the calculations with shifts in the surplus. The transfer of
the surplus to the Treasury will, however, make our deficit look
smaller. Whatever psychic income this cosmetic benefit produces
is surely preferable to allowing the surplus to gather further dust.
Why not transfer the surplus in its entirety, at whatever rate
your comptroller is able to adjust his books?

Let me thank you for your thorough testimony during two long
days of hearings on July 27 and 28. Your comments have been very
helpful in our deliberations.

>

Sincerely,

!

Henry S. Reuss
Chairman

Enclosure
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The licnorable Henry 6. Reuss
Chairman :
U. S. House of Representatives
cormittee on Banking, Financeo

and Urban Affairs
NMinety-Fifth Congress
2129 Rayburn House Office Building
Washington, P& 20515

Dcar Chairman Reuss:

I am replying to your lettex of July 18, 1978, concerning the A
memorandum by Daniel Laufenbery on staggered reserve scttlement periods.

Overall, I believe that the Laufenberg memorandum provides some
insight into the cconomics of staggered reserve periods, and strengthens
the case for such a system. The table on page 2 of the memorandum illus-
trates very nicely why staggered reserve periods would not lead to an
effective evasion of monelary control. The increasing oscillations in
rescrves that show up in this table clearly could not continue for very
many periods. In the middle of page 3 of his meiorandum, ‘Laufenberg dis-
misses the argumznt that the growing oscillations could not continue.
Iis argum=nt, howaver, is hardly convincing. For one thing, it is simply
not true that banks pay no attention to the bzhavior of the banking sys-—-
tem as a whole. His argument reminds me somewhat of the argument for a
chain letter. A chain letter can continue so long as no one bothers to
exz2mine ths iwmplications, but in fact most pedople do nnderstand. the im-
plications of chain letters and they don't go very far. Similarly, banks
would surely understand the implications of the extreme oscillatory pat--
tern shown on page 2 of the mamorandum and would not permit that pattern
to go very far. ;

Another important reason that the oscillatory pattern could not go
very far is that banks lending federal funds pay attention to thaz credit
wor thiness of the borrowa2r. Thus, banks would not be able to borrow
the growing amounts shown in the table bacause other banks would refuse
to lend such large amounts. PEach individual bank, knowing that the sup—
ply of federal funds to it will b2 limited by the behavior of the lending
banks, would take somz action to dispose of assets long before the
violent oscillations gol very far along.
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The table on pagce 5 of the Laufenberg memorandum provides a simple
example of how staggered rescrve perviods might work when banks undertake
o sell assets in order to adjust their reserve positions. The striking
thing about the table is that the change in deposits 1is spread over a
series of periods. -It should bz cimphasized that with contemporansous
reserve reguiremants and no staggering of reserve settlement perxiods,
the assumed decline of reserves of 10 in the first period would force
an immediate decline of 100 in deposits under the assumptions employed
in this example and assuming no Federal Resexrve offsetting action. The
Laufenberg table, in contrast, shows that the decline in deposits comes
in a series of uchs spread over time rather than all in one big swoop.
It is surprising, therefore, that Laufenbarg utilizes this example as
indicating a potential problem with staggered reserve settlement perxiods.

The basis of Laufenberg's criticism of staggered setltlement periods
comes from solving the difference equation at the top of page 7. This
equation is derived from the very siwple assumptions which should be
regardzad a3 bz2ing useful for illustrative purposes.. But surely it is a
mis take to take an example set up for illustrative purposes and then to
crank through its mathematical propesrties without paying any attention
to how the model might be slightly off. When the simple model is solved
the problem is that the solution involves indefinite oscillations in de-
posits, as emphasized by Laufenbarg at the top of page 7.

The artificiality of this result can be demonstrated very easily.

Suppose we go back to the simple assumption in the mdodel at the top of
page 6 as written down in eguation (2). Underlying equation (2) is the
notion that each bank would adjust its assel sales in orxder to exactly
achieve its reguired reserve position, without making any allowance for
holding excess reserves or any allowance for possible borrowinyg from the
Federal Reserve. Suppose cqguation (2) is written in a slightly altered
form which I will call (2a).

(2a) AD. = 1.99 (ER 4.8 2D

t t- l )

t-1
Equation (2a) has the assumption that the bank covers practically all of
a reserve deficiency, borrowing just a little from the Fed; or uses a
rescrve excess almost completely to purchase assets, but holds just a
little uninvested to provide an excess reserve cushion. All I have done
is to change the 2 in Laufenberg's eguation (2) to 1.99 in my eguation °~-
(2a). If this substitution is made and the resulting model solved it
will b2 found that the system is still oscillatory but it is dampad. Thu:
if eqguation (2a) rather than (2) werxe to discrib2 bank bezshavior, then the

Laufenbzarg conclusion that deposits would increase, and then decrease,
and so on indefinitely would bz changed and the correct conclusion would
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be that the oscillations would dampen over tim2 so that deposits would
converge to their lonyg-run eguilibrium level.

The point of all this is not to say that ecguation (2a) is correct
and ecguation (2) is incorrecl; rather, it is to emphasize that a model
of this type should b2 considered as illustrative and not as accaurate
enougn that we would want to rely on its detailed mathematical properties.
My considered opinion 1is that the illustrative mod2l has tha correct im-
plication that the response of deposits to a reserve distrubance would
bz spread oult over time to a greater extent than would thz2 response under
a conventional rescrve syslem assuming that there is no Federal Reserve
intervention. Bul to rcad more into this simple model is a grave mistake.
There 1s no reason to b2lieve that the actual beshavior of the banking
system would bz anything other than very stable undexr staggered reserve
periods system.

Finally, even if the staggered reserve system has some tendanciss
toward the instabilities identified by Laufenbzrg -- and I want to em-
phasize that I do nol in fact beliceve that these instabilities exist --
Laufenberg's memorandum is seriously deficient in not makXing a proper com
parison between the staggered reserve system and the present system. For
one thing, any recasonable simple illustrative model of the present lagged
resexve system will show nuch more violent instabilities undax the sama
assumptions that Laufenborg has applied in his memorandum. Secondly, the
actual systoem cannot ba a“a1y7oﬂ in thz context of the assumption that
the Federal Reserve never intervenas to smooth disturbances. The problem
with the present system is that 1t ::a-gnifies and amplifies disturbances
-~ 1nslead of dawmping them and spreading them out as staggered reserve
periods would do -- reguiring tremendous amdounts of Federal Reserve ac-
tivity tc smocth out the disturbainces caused by the carrent faulty regu-
lations. Thus, tlie result of the prezent system, given the way the
Federal Reserve behaves, is to gencrate the large continuing procyclical
movemants in the money stock that we have obsexved so often in the past
and have b2en observing in recent months.

I hopz my analysis of the Laufenbzrg memorandwa has not bzen ex-
cessivoly long, but it is not a simple matter to explain exactly where
Laufenberyg's approach goes off base. Should you have any further
questions plgwuv fecl free to call on me again.

Snnc rely,

\ * [y ‘\/—_\
L el
u\a ~— e

William Poole
Profcssoxr of Economics

WP mmom
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The Honorable Paul A. Volcker
Chairman _

Board of Governors

Federal Reserve System
Washington, D. C.

Dear Chairman Volcker:

The recent increase in the discount rate to 11l percent and the
threat of even higher discount rates is in part a result of the method
by which the Federal Reserve regulates the reguired reserves of memberx
banks. The present systecm of lagged reserve reguirements xequires
sharp increases in the discount rate in order to slow deposit expan-
sion. If the lagged reserve requirement system is ended and the sys-
tem used until Septeimber, 1968 -- concurrent resexrve regquirements --
was instituted the Federal Reserve would not need such high discount
rates to bring the monev ‘supply under control. b

Under lagged reserve reqguirements the Federal Resexrve cannot slow
down monecy 9growth through open market operations without throwing the
member banks into deficient reserve positions which violate your regu-
lations. The Fed is forced to control fast money growth by raising
the discount and Fedexral £unds rates higher than would be necessary
under concurrent reserve regquirements.

I am enclosing a recent'letter from Professor George G. Kaufman,
former Vice President of the Federal Reserve Bank of Chicago and cur-
rently the John B. Rogers Professor of Banking and Finance of the Col-
lege of Business Administration at the University of Oregon. He em-
phasizes these points in relation to current Federal Reserve policy.
"The recent apparently unintended acceleration in monetary growth ap-
pears to me to be attributable in part to lagged reserves. Further
sharp increases in the discount rate will be needed to slow deposit
expansion if loan demand remains strong. This strategy appears less
desirable to me then a strategy of open market sales under concurrent
requirxements." '

I would hope that the Federal Reserve could immediately switch
to concurrent reserve requirements to avoid unnecessary 1ncrcasces in
the discount rate.

Sincerely,

f 2D 1_«_'.',,__»
Henxy S. Reuss
Chairman

4
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The Honorable Paul A. Volcker
Chairman

Board of Governors

Federal Reserve System
Washington, D. C.

Dear Chairman Volcker:

The recent increase in the discount rate to 11 percent and the
threat of even higher discount rates is in part a result of the method
by which the Federal Reserve regulates the required reserves of member
banks. The present system of lagged reserve requirements requires
sharp increases in the discount rate in order to slow deposit expan-
sion. If the lagged reserve requirement system is ended and the sys-
tem used until September, 1968 -- concurrent reserve requirements --
was instituted the Federal Reserve would not need such high discount
rates to bring the money supply under control.

Under lagged reserve requirements the Federal Reserve cannot slow
down money growth through open market operations without throwing the
member banks into deficient reserve positions which violate your regu-
lations. The Fed is forced to control fast money growth by raising
the discount and Federal funds rates higher than would be necessary

under concurrent reserve requirements.

I am enclosing a recent letter from Professor George G. Kaufman,
former Vice President of the Federal Reserve Bank of Chicago and cur-
rently the John B. Rogers Professor of Banking and Finance of the Col-
lege of Business Administration at the University of Oregon. He em-
phasizes these points in relation to current Federal Reserve policy.
"The recent apparently unintended acceleration in monetary growth ap-
pears to me to be attributable in part to lagged reservyes. Further
sharp increases in the discount rate will be needed to slow deposit
expansion if loan demand remains strong. This strategy appears less
desirable to me then a strategy of open market sales under concurrent
requirements."

I would hope that the Federal Reserve could immediately switch
to concurrent reserve requirements to avoid unnecessary increases in
the discount rate.

Sincerely,
Ela, =4 Lo o

Henry'S. Reuss7
Chairman

7
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Honorable Paul Volcker
Federal Reserve Board
Twentieth Street and
Constitution Ave. NW
Washiangton, D. C.. 20551

Dcar Mr. Chairman:

Interest rates in the United States have reached
record highs at a time when the economy is clearly in
a recession. Given the lags which are required to
measure the extent of current restrictive policies and
the extent of the economic decline in progress, I am
really concerned that our monetary situation has become
overly restrictive, and that a deep and prolonged
recession may already be unavoidable.

As you know, inflation 1s still the principal
problem we face ‘today. Thus a restrictive fiscal policy

1s needed to reduce the inflationary effects of federal
deficit spending. However, excessively restrictive
monetary policy makes the task of fiscal discipline more
difficult as output decreases and unemployment rises.

If these policies are continued or extended, I do not
hold out much hope to the taxpayers of this country for
balancing the budget in 1981 as I had hoped.

You have recently announced your continuing
commitment to a policy which allows interest rates to
remalin high, or go yet higher. I am disturbed by the
potential consequences this policy carries for American
working people. While I appreciate the need for concern
about the international financial situation, I am deeply
concerned about a policy which seeks to accomodate our
foreign currency competitors at the expense of our
own people. I do not think we should be allowing the
burden of international monctary deficiencies to be
carried on the backs of American farmers, small
businessmen, and taxpayers. If a new international
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monetary system is nceded to ease currency crises such

as the one we now face, is the government pursuing actions
to put one in place? What other options are available to
improve the stability of the dollar? I want to be
satisfied that this government is doing everything it can
to reduce pressures on the dollar before resorting to even
higher interest rates.

It seems to me that at some point, interest rates
add to inflation, and to the depreciation of our currency,
rather than to alleviate these problems. I believe we
have already reached that point. Yet there is no
measurement the government now makes which gives a
comprehensive assessment of how interest rates affect the
inflation rate. 1 fail to see how rational policies are
possible without these data. Getting a better grip on
the inflationary cost of rising interest rates will help
the government and the private financial sector to
determine the full consequences of our monetary policies.

Toward this end, I request that you look into two
aspects of this matter. First, what is the best estimate
of the effect of current market interest rates on today's
inflation?

Second, what is the feasibility of establishing a
new, comprehensive measure of the interest component in
the inflation rate? It would be appreciated if this
study addressed, but is not necessarily limited to, the
following questions:

1. What are the existing methods by which government
agencies measure interest costs in the economy?

2. What are the measureable ways in which interest
costs can be recorded?

5. Since rising interest rates add to household
and business costs, do they not add both to current
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MARY FRANCES DE LA PAVA, CHIEF CLERK WASHINGTON. D-c. 20510

October 3, 1979

The Honorable Paul A. Volcker
Chairman, Board of Governors of the

Federal Reserve System
Washington, D.C. 20551

Dear Mr. Chairman:

Last Friday's issue of Business Week contained an editorial
critical of the Federal Reserve's monetary policy actions. I
call this to your attention not because I concur in the view
taken by the editorial. Rather, I think the editorial raises
some interesting issues that the Federal Reserve should address.
Therefore, I would like to have you or your staff comment on the
points raised which are as follows:

First, the editorial suggests that the Fed can
set whatever rate of money growth it wants simply by
metering out reserves to support that amount of ex-
pansion and no more. Thus, what I take Business Week
to be suggesting is that the Fed change operating pro-
cedures and peg the rate of growth of bank reserves
rather than pegging interest rates.

Second, the editorial suggests that the Federal
Reserve cannot curb credit growth by raising interest
rates. In fact, raising interest rates are said to yield
perverse responses, sending business borrowers hurrying
to banks demanding credit at existing rates, and there-
by forcing the Fed to supply additional reserves to the
banking system. The additional reserves, in turn, will
support more rapid money growth according to the editorial.

Third, the editorial suggests that the Federal
Reserve's sole responsibility is to manage the money
supply, which is taken to mean growth of the narrowly
defined money supply, M-1. Further, the editorial
seems to take a very short-run view of how closely the
money stock should be controlled.

I am looking forward to reading your thoughts on thes
issues. P,
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CONGRESS OF THE UNITED STATES '
HOUSE OF R’EPRESENTATIVES;) OnrT

October 1, 1979

MATTOX

5TH DISTRICT, TEXAS

Honorable Paul A. Volcker
Chairman

Board of Governors
Federal Reserve System
Twentieth Street and
Constitution Avenue

Washington, D.C. 20551

Dear Mr. Chairman:

Enclosed is a copy of an amendment I offered during consideration of
the bill H.R. 2255 by the House Committee on Banking, Subcommittee on
Financial Institutions, Supervision, Regulation, and Insurance.

As you know, H.R. 2255 addresses the subject of the sale of insurance
by bank holding companies.

This amendment has been the source of muich discussion between myself,
the bill's prime sponsor, Congressman Jim Hanley (D-NY), the Independent
Insurance Agents of America, and those in bank holding companies whose
insurance activities do not fall within the June 6, 1978 grandfather
date. rest to all of these groups to have the opinion
ther negotiations commence in the second
week in October. Therefore, I would appreciate it if your legal staff
could provide us with some indication as to whether the Federal Reserve
feels it would be wise to allow bank holding companies to continue to act

as agent (only) in the sale of property and casualty insurance to their
subsidiaries.

I am available to you and your legal division for any further information

or digcussion of this issue and look forward to receiving the Fed's opinion.
Sinceygely,
im Mattox
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HAROLD S. SAWYER ADMINISTRATIVE ASSISTANT)
5TH DiIsSTRICT, MICHIGAN RUSSELL A. ROURKE

WASHINGTON OFFICE: DISTRICT REPRESENTATIVE:

 wderse s Congress of the United States i

(202) 225-3831 DISTRICT OFFICE:

commrrrees: THouse of Vepresentatives 198 Fusu. B case

JUDICIARY GRAND RAPIDS, MICHIGAN 49503

VETERANS' AFFAIRS ' Qﬂhﬂbington, 13.6. 20515 (616) 451-8383

SELECT COMMITTEES:

ASSA:'SF::AC;'ONS October 2, 1979 ﬂ

Mr. Paul A. Volcker

Chairman

Federal Reserve System

Twentieth Street and
Constitution Avenue NW

Washington, D.C. 20551

RE: George D. Baldwin

Dear Mr. Volcker:

I have been contacted by the above who has
encountered some difficulty in tracking down
a lost wire transfer between Cleveland, Ohio
and Grand Rapids, Michigan.

The route of the wire transfer was to be as
follows: from Cleveland Trust Company to
Cleveland Federal Reserve; from Cleveland
Federal Reserve to Detroit Federal Reserve;
from Detroit Federal Reserve to Michigan
National Bank in Grand Rapids.

The wire transfer, in the amount of
left Cleveland Trust Co. December 12, 1972 at
2:39 p.m., destination: Michigan National Bank

account number _

Cleveland Federal Reserve will acknowledge
only that they received the wire transfer from
Cleveland Trust Company. They have told Mr.
Baldwin that he must have a subpoena to obtain
any further information regarding the progress
of the wire transfer.

I cannot understand why the Cleveland Federal
Reserve insists on impeding the progress on
this search and request your assistance in
tracking this down through Cleveland and
Detroit as the transfer was never received

by the bank in Grand Rapids.

PLEASE RESPOND TO: [J WASHINGTON OFFICE [] DISTRICT OFFICE

gitized for FRASER
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The timeliness of this matter is of the
essence, as the statute of limitations on
this expires in a little over a month.

Should the transfer be located, the money
should be deposited in account number

at Grand Valley National
Bank, Cascade Branch in Grand Rapids, as
Mr. Baldwin has closed his account at
Michigan National.

I look forward to hearing from you at vour
earliest convenience.

Yours very truly,

Harold S. Sawyer
Member of Congress

HSS:kf
district office
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JACOB K. JAVITS ‘ . REGIONAL OFFICES:
NEW YORK
Roowm 511

110 EAsT 45TH STREET
New Yorx, New Yorx 10017

o s Vlnited Diates Denate Roow 222

FOREIGN RELATIONS FeperalL OFFiCE BUILDING
HUMAN RESOURCES 111 WeEsT HURON STREET

DR oo gy it WASHINGTON, D.C. 20510 (D it R
JOINT ECONOMIC
Room 420
# Leo W. O'BrieEn FEDERAL BUILDING

CLINTON SQUARE
ALBANY, NEw Yorx 12207

Septembg;/ZS, 1979

/

J

Dear Paul:

I would like to express my growing concern regarding our country's
current policy of selling gold from our official gold stocks. Gold
sales, initially intended to strengthen the international value of the
dollar by absorbing excess dollars from the world market, now appear to
be negating that objective by fueling a rush to buy gold, which is de-
stabilizing the dollar market.

I believe that the present gold fever reflects a lack of confidence
by investors in the world's currencies, including the traditional con-
fidence in the dollar. Restoring confidence in the international monetary
system will require in particular an improvement in the economic perfor-
mance of the US, especially in the so-called fundamentals of inflation,
energy, and the balance of payments. In addition, we must move quickly
to deal with the structural problems facing the system by putting into
place the Substitution Account in the IMF and improving national super-
vision and Central Bank regulation of the Eurocurrency markets.

These actions to stabilize the dollar will, however, not occur over-
night, especially the Substitution Account, which will involve tough and
sensitive negotiations with our trading partners and may require a more
healthy international economic climate to be successful. In the immediate
future, therefore, the question of whether or not the Treasury should
continue to sell gold needs to be addressed. By my rough calculation,
the loss to the US Treasury from gold sales since 1975 has been approxi-
mately 2 billion dollars; and, even as important as the dollar loss to
the US Treasury is the fact that the other industrialized nations ap-
parently do not share our objective of demonetizing gold; and, as a
result, our gold sales may be exacerbating the present gold situation.

TR

2
'

Therefore, it is a serious question whether we should not suspend our
gold sales until the gold and other commodity markets have once again
stabilized.

" m assigned to Division of Interr-+*ional
Finance

gitized-for-RFRASER




Digitized for FRASER
https://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



Digitized for FRASER
https://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



5 F\::\LZH REG([)JLA . ‘ COMMITTEES:
™ ISTRI o
cT. Onio APPROPRIATIONS

?  CANNON HousE OFFICE BUILDING SUBCOMMITTEES!
WAsSHINGTON, D.C. 20515 INTERIOR

(202) 225-3876 @D]Igrnss Uf tbc wlliteh %tateg MILITARY CONSTRUCTION

BUDGET
DISTRICT OFFICES:

4150 BELDEN VILLAGE STREET NW. ﬁ)ougg OE Beprcscntatl’bts TASK FORCES:

CANTON, OMIO' 44718 DEFENSE AND INTERNATIONAL AFFAIRS

(216) 456-2869 Washington, D.EC, 20515 T

SELECT COMMITTEE ON
201 EAST LIBERTY STREET = AGQING *

WoosTeERr, OHIO 44691 &
(216) 264-3585 October 9, 1979 ' :;3!

a T
. ™
Honorable Paul Volcker, Chairman

Board of Governors of the Federal Reserve System
Washington, D.C. 20551

Dear Mr. Chairman:

I understand that Robert Barone, Vice President and General
Manager of the Diebold Company, has been nominated to the Consumer
Advisory Council of the Federal Reserve Board.

Prior to joining Diebold, Mr. Barone worked for National Cash

Register where he designed a comprehensive data system for the
retailing industry. For the past eight years, Mr. Barone has

worked for Diebold and has extensive experience with the auto-
mated teller machines.

The Diebold Company is the third largest manufacturer of auto-
mated teller machines. No other product has been as important
to consumers in changing the patterns of traditional banking
than the automated teller machine. It appears likely that the
trend toward electronic consumer banking will increase in the
years ahead.

[ urge you to carefully consider Mr. Bar??e for a position on

the Consumer Advisory Council.

rely,

Ralph Regula, M.C.
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October 4, 1979

The Honorable Paul A. Volcker

Chairman, Board of Governors of the
Federal Reserve System

Washington, D.C. 20037

Dear Mr. Chairman:

As a result of the five financial institution regulatory
agencies' recent suspension of the Truth in Lending enforcement
guidelines pending a reassessment of some of the basic provisions
of those guidelines, we have become concerned about the restitu-
tion provisions in the Truth in Lending bill (S. 108) which
passed the Senate in May. Since the suspension evidences a
concern with proceeding under the current provisions of the
guidelines and since the parameters for restitution contained
in S. 108 are similar in many respects to those of the guide-
lines, we believe it is necessary to receive the views of the
agencies on the restitution provisions contained in the Truth
in Lending bill. We are interested in your assessment of the

impact that the enactment of S. 108 would have upon the reim-
bursement policies and practices of the agencies and whether or
not, in light of your experience, there is a need to amend the
restitution section (section 8) of the Truth in Lending bill.

In assessing the need for amendments to the restitution
provisions of the bill, we would appreciate it if you would
take into account the following issues:

e Whether or not the problems encountered by the
agencies under the guidelines and which resulted
in the suspension of those guidelines would also
be present if the agencies were operating under
provisions of law as are contained in S. 108.
Would the experience and problems be the same,
similar or different? Would the scope of the
problems which resulted in reconsideration of
the guidelines be greater, lesser or the same

if the agencies were operating under the specific
provisions of S. 1087

gitized for FRASER
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The Honorable Paul A. Volcker .

October 4, 1979 ()
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e The agencies are presently considering changes in the
enforcement guidelines with respect to the period for
retroactive enforcement, the APR tolerance and flexibility
of enforcement. What is the need for adjustments in these
areas and if the present restitution provisions of S. 108
become law what latitude would the agencies believe they
then have to make such adjustments?

e The agencies' guidelines presently provide for a number
of exceptions to the general reimbursement rules. Is
there a need for these exceptions and do you believe the
agencies would have the latitude to provide for such
exceptions under the provisions of S. 108? Please include
an assessment of at least the following special provisions:

1. finance charge tolerance

2. special treatment for a total failure to disclose an APR

3. special treatment for certain violations involving credit
life insurance

4. no reimbursement for a failure to comply with section
226.4(a) (6) disclosures involving property insurance

5. no reimbursement for a failure to itemize charges under
section 226.4(b) of Regulation Z

(Note: presumably the violations listed in 3, 4 and 5 would

all be finance charge violations and therefore subject to

reimbursement under S. 108.)

Taking into account the above mentioned considerations, we would

appreciate your assessment of the need for amendments to the Truth in
Lending bill. Although your response will be very helpful in preparing
for the hearings to be held by the Consumer Affairs Subcommittee, we

are requesting a much earlier reply since the Truth in Lending provisions
are part of the Financial Institution Deregulation bill which will be
considered by the Senate very soon. Therefore, we would like to receive
your reply by October 10, 1979.

Thank you for your prompt attention, as your views will be very
important to our analysis of this issue.

ﬁ—‘ R
iii - 4%

William L. Armstrong akeNGarn
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September 27, 1979

Dear Mr. Chairman:

It is my understanding that the Board of Governors of
the Federal Reserve System is currently searching for
qualified individuals to serve on the Consumer Advisory
Council. I would like to take this opportunity to
acquaint you with a person I believe is eminently
qualified for this appointment, Mr. Robert T. Sakowitz.

Bob Sakowitz is president of Sakowitz, Inc., a very
distinguished specialty department store chain based
in Houston, Texas. It has been my great pleasure and
privilege to know Bob for many years. Not only has he
rcached the pinnacle of the retailing profession, he
has notably distinguished himself in the many public
service endeavors he has undertaken. I am convinced
that Bob will make many strong contributions in this
capacity both to the consumers of our nation, the
federal government and the retailing industry. In my
opinion, there is no finer person than Bob Sakowitz
for this important position and I give him my highest
recommendation.

Thank you very much for your consideration of Robert
Sakowitz and with best wishes, I am

Blll Archer, M.C.

Honorable Paul A. Volcker

Chairman

Federal Reserve System

20th Street and Constitution Avenue, N. W.
Washangton, D G.. 20551
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COMMITTEE ON BANKING, HOUSING, AND
KENNETH A. MC LEAN, STAFF DIRECTOR
M. DANNY WALL, MINORITY STAFF DIRECTOR URBAN AFFAIRS
MARY FRANCES DE LA PAVA, CHIEF cu:mf WASHINGTON, D.C. 20510

GUIDELINES FOR WITNESSES

These guidelines apply to all hearings of the Senate
Committee on Banking, flousing and Urban Affairs, unless
otherwise indicated.

A1l hearings will begin at 10:00 A.M., in Room 5302,
Dirksen Office Building, unless otherwise indicated.

Committee rules require that all witnesses submit at
least 100 copices of their written statements 48 hours
prior to their appearance. Sundays and holidays arc
not to be included in determining this 48-hour period.
Statements should be delivered to Room 5300, Dirksen
Office Building, Washington, D. C. 20510. Strict
adhercence to this rule is ¢ssential in order that
Committcee members may review the statements before
the hearing, thus cenabling the participants to more
thoroughly discuss the issucs involved., Statements
will not be released to the news media prior to the
day of your testimony.

Oral presentations must be limited to a brief summary
not to exceed 10 minutes. Your complete statement will
be printed in the hearing record.

Pleasc complete the attached card and bring it to
Room 5300 prior to the hearing. You will be given
copies of statements of those testifying with you at
that time.

“ion 1is appreciated.

Please supply the address to which you prefer the reporter's tr
delivered for your correction.

Kindly turn this card in at Room 3300 Dirks i ildi :
- : S é o irksen Office B
giving your testimony. ice Building prior to

anscript

(Name)

(Organization)

~ (Phone)

(City and State) (ZIP Code)
SENATE BANKING, HOUSING AND URBAN AFFAIRS COMMITTEE

36-545-h GPO
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225-7315 SUBCOMMITTEE ON DOMESTIC MONETARY POLICY
OF THE

COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIR/S/

NINETY-SIXTH CONGRESS

WASHINGTON, D.C., 20515
September 19, 1979

The Honorable Paul Volcker, Chairman
Board of Governors of the Federal Reserve System
Washington, D.C. 20551

Dear Mr. Volcker:

It is my intention to offer the enclosed amendment to the bill H.R.
5037, regarding the term of the Federal Reserve Chairman, when that
bill is marked up by the Committee on Banking, Finance and Urban
Affairs.

The intent of the amendment is to assure the President a wide choice
in his appointment of a Chairman, without regard to a geographic
constraint that is not properly relevant to an office of completely
national significance and responsibility. At the same time, I have,
in consultation with other Members of the Subcommittee on Damestic
Monetary Policy, worked out the language of the amendment so that
there is still a quarantee of diversified regional outlooks on the
Board of Governors.

I can imagine in the future a situation in which the obviously right
choice for Chairman is obviously not from an "open" district, and

the Board of Governors and Open Market Comittee might be subject to

a nuisance suit challenging the legality of the appointment and the
validity of votes taken, and so on. It is to prevent such a thing

that I believe we ought to take this opportunity to adopt this amendment.

I would greatly appreciate having the comments of the Board on this
amendment.

individual liberty,
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Mr. Paul A. Volcker b
Board of Governors of the Federal Reserve System

Federal Reserve Building

20 Constitution Avenue N.W.

Washington, D.C. 20551

Dear Mr. Volcker:

[ am writing to endorse the appointment of Joseph M. Garber to a position
on the Consumer Advisory Council of the Federal Reserve Board. Mr. Garber's
credentials for such an appointment are impeccable.

As President of the Credit Bureau of Cincinnati, Inc. and First Vice
President of the Board of Associated Credit Bureaus, Joe Garber would

be as asset to the Board both as an adviser on the creditors prospective
on issues which come before the Board, as well as a consultant on com-
pliance with the terms of the Consumer Credit Protection Act. Joe has
devoted his life to the credit industry both as an academic and a prac-
ticioner. He has achieved industry and civic stature through his work,
not only in the Midwest but on a national basis.

The Board would be well advise to give him their most serious consideration.
I would appreciate being kept advised on your deliberations on this matter
and hope that you see the wisdom of adding Joe Garber to the Consumer
Advisory Council.

Thanking you in advance for your consideration in this matter.

HOMAS A. LUKEN
Member-of-Congress

TAL/mjb
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BA
The Honorable Paul A. Volcker Wj
Chairman gs
Board of Governors
Federal Reserve System

Washington, D.C. 20551
Dear Chairman Volcker:

I am writing to inquire as to the Fed's position on proposed
legislation that would extend the present divestiture deadline in
the Bank Holding Company Act. .

As you knew, Section 4 of the Bank Holding Company Act of 1970
required bank holding companies to divest themselves of non-banking
related interests by December 31, 1980. Prior to the 1970 law, a
number of bank holding companies lawfully acquired interests in real
estate for investment or development. While the ten-year period was
considered by Congress to be ample time, a severe real estate re-
cession has intervened during this period and has made the task of
timely divestiture of real estate holdings exceedingly difficult.

The House Banking Committee may shortly consider an amendment
which would extend the divestiture period for real estate interests
until December 31, 1982. I understand that the application of this
provision would be limited to relatively few instances where the
holding companies would have to sell properties at prices substantially
below fair value owing to the approach of the current deadline.

The extension is strictly limited to real estate interests, and
cannot be used for further development. Because of the unique impact
of the recession on real estate, I do not believe the extension could
be viewed as a precedent for extending the divestiture period for
any other activities not '"closely related"” to banking.

Singcerely,

P ':;
DAVE EVANS
Member of Congress

T ol LA
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The Honorable Paul A. Volcker be handlii .
Chairman, Board of Governors

Federal Reserve System

20th and Constitution Avenue N.W.

Washington, D.C. 20551

ill

Dear Mr. Chairman:

Enclosed is a copy of H.R. 5037, a bill to provide for a four-year
term for the Chairman of the Federal Reserve Board to begin on January 31
of the year after a newly elected President takes office. Unexpired
portions of the term would be filled for only the unexpired portion.
This bill is identical to H.R. 4997 which the Subcommittee favorably
reported by a vote of six ayes to zero nays on July 24, 1979. It is my
hope that the full Committee will consider this legislation shortly
after the October district work period ends.

[ plan to introduce two amendments when the Committee marks up
H.R. 5037. The first would provide for appointment of a Chairman to
both a full four-year term and the unexpired portion of a term if the
unexpired portion were less than one year. The second would amend
Section 2 of H.R. 5037 so that "any person who is the Chairman of the
Board of Governors of the Federal Reserve System immediately prior to
the date of enactment of this Act may continue in the office of Chairman
until the expiration of the four-year term for which he was appointed
and the immediately following term shall expire on the next January 31
of the first calendar year commencing after the calendar year during
which a Presidential term is scheduled to expire."

The first of the above amendments provides that in the event a
Chairman resigns or dies within one year of the scheduled expiration
of his term as Chairman, a President will be able to assure his
replacement that he will serve as Chairman for more than one year.
The second makes certain that the legislation, as I originally intended,
will not reduce the term of whoever is serving as Chairman when the
bill is enacted.
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