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CURTIS A. PRINS, NINETY-SIXTH CONGRESS

STAFF DIRECTOR
SUBCOMMITTEE ON CONSUMER AFFAIRS
OF THE
COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS

ROOM 212 HOUSE OFFICE BUILDING ANNEX 5/
WASHINGTON, D.C. 20515 J’/

November 28, 1979

TELEPHONE: 225-9181

Honorable Paul A. Volcker
Chairman

Federal Reserve Board

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

Dear Mr. Chairman:

Misunderstanding of an important provision of Regulation E has resulted
from an article in the October 17, 1979, issue of the American Banker entitled
"EFT Act Legal Snarl Seen."

The article indicates that if an employer furnished his secretary with
his electronic fund transfer access device and told his secretary to go to an
automated teller machine and withdraw $50 and she withdrew $100, keeping the
extra $50, that this would be an unauthorized transfer and consequently the
bank would be Tiable for the $50 loss. This is not true. Under the Electronic
Fund Transfer Act (Section 903(11)) and Regulation E (Section 205.2(k)) the
definition of an "unauthorized electronic fund transfer" clearly makes the em-
ployer liable in such circumstances.

Consumer legislation is often criticized for being so pro-consumer that
it is unfair to financial institutions. As a result, Congress made a special
effort to provide in this law that a bank would not be liable in the circumstances
described above because it would be unfair to impose liability on a bank since
the loss was a direct result of the employer furnishing his access device to
another person.

I do not want this misunderstanding to go uncorrected because it is so
serious. Accordingly, I would appreciate it if the Board would issue a formal
Board interpretation with respect to section 205.2(k) of Regulation E to clarify
that the definition of an "unauthorized electronic fund transfer" excludes any
electronic fund transfer initiated by a person who was furnished with the access
device to the consumer's account by the consumer, unless the consumer has notified
the financial institution involved that transfers by that person are no longer
authorized.

Thank you for your cooperation in this matter.

Sincerely,

Frank Annunzio
Chairman
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The Honorable Larrison A, Williams, Jr
Page Two

prudent constraints on risks, including maintenance margins. They do not
seek to enforce any uniform industry-wide mark-to-market requirement.

At this point it is too early to say whether the combination of
actions being taken by the federal regulatory agencies and PSA Self-
Regulation, Inc., will prove sufficient to curb the abuses that have
emerged in markets for government-guaranteced debt. Both types of action
do seem promising, however, and the PSA effort represents an encouraging
step toward the assumption of greater responsibility by market partici-
pants for policing themselves., For these rcasons it would seem desirable
before considering any additional government regulation to monitor closely
the progress of steps already in train, until their viability can be
reasonably tested.

At the same time, it would seem desirable to begin a more general
study of markets for government-guaranteed securities. Such a study would
probably also have to consider other closely related markets--such as the
market for federal agency securities., This study would consider, among
other things, the details of trading and delivery of these securities as
well as other operational characteristics of these markets., Its purpose
would be to identify the scope and relative significance of problems that
may have emerged in each market, along with any differences in the nature
and extent of such problems from one market to another. The study would
consider courses of action--including the specification of trading practices
and other operating characteristics of markets--that might be used to sup-
plement or reinforce efforts at reform already in train, if this seemed
warranted., If the analysis did suggest that further regulation were needed,
the study would consider alternative approaches to meeting the problems

detected in the study, We would have in mind forwarding this study to the
Congress early in the next session.,

To date no detailed study of this type has been made. The earlier
study prepared by R, Shriver Associates for the Department of Housing and
Urban Development--while very useful--focused essentially on forward trans-
actions in markets for mortgage-backed securities. Moreover, it was con-
cerned more with exploring the prospects for private self-regulation than
with evaluating the possible need for and techniques of public regulation,

I have discussed in a preliminary way the possibility of organizing
the type of study outlined above with both Deputy Secretary Carswell of the
Treasury and Chairman Williams of the SEC., They have responded favorably to
the idea. Other interested agencies will, of course, have to be involved
on a consulting basis, but primary responsibility should be limited to our

three agencies if the study is to be completed reasonably early. We contem-
plate a report by April,
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M. DANNY WALL, MINORITY STAFF DIRECTOR URBAN AFFAIRS
MARY FRANCES DE LA PAVA, CHIEF CLERK WASHINGTON o.cC 20510

December 6, 1979

Mr. Paul Volcker

Chairman

Board of Governors of the
Federal Reserve System

20th and Constitution Ave., NW

Washington, D. C. 20551

Dear Chairman Volcker:

This letter will confirm the scheduled appearance
of you or your designce on Decembgr 21, 1979 before the
Senate Committee on Banking, Housing and Urhan Affairs
to testify at oversight hearings on enforcement of fair
mortgage lending laws and regulations.

In order to help focus your testimony, I am enclosing
a memorandum prepared by staff which poses some specific
questions. We would like you to incorporate responses
to thesec questions in your testimony.

The hearing will begin at 10 a.m. in room 5302,
Dirksen Senate Office Building. Rules of the Committee
require that you submit 75 copies of your written testimony
at least 48 hours in advance of your appearance. Please
deliver these copies to the attention of Mr. Steven Rohde,
5228 Dirksen Senate Office Building. If you have any
questions, you may call Mr. Rohde at 224-9211.

The Committee greatly looks forward to your appearance
on December 21.

e

}Sin%cqp/y,

/)
4am’ Proxmir

"R
Chairman
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M. DANNY WALL, MINORITY STAFF DIRECTOR URBAN AFFAIRS

MARY FRANCES DE LA FPAVA, CHIEF CLEARX WAsHlNGTON. D‘c‘ 205]0

December 6, 1979

Staff Memorandum Posing Questions for Response
in Prepared Testimony of Board of Governors
of the Federal Reserve System

- Effects Test Under ECOA and Regulation B

The legislative history of the Equal Credit Oppcrtunity
Amendments of 1976 makes clear that Congress intended that the
effects test should be used in the administrative enforcement
of the Equal Credit Opportunity Act. The effects test is one
of the most significant and far reaching aspects of the ECOA.
Yet, in developing Regulation B, the Board failed almost
totally to address*this issue, by relegating the effects test
to a very brief footnote (footnote 7 to section 202.6(a))
which provides no guidance at all on how the effects test is
to be implemented under the ECOA.

It appears that the effects test was not addressed in
Regulation B because the Board believed that implementation
of the concept should be left primarily to the courts.
However, subsequent to the adoption of the amendments to
Regulation B, the Board in connection with 1ts enforcement
of fair lending laws for State member banks, has made a very
significant shift in its perspective on the effects test.
The Board's new Compliance Handbook takes an affirmative
posture on the effects test, by including an extensive
discussion of the principle of the effects test, by providing
some examples of practices which may violate the effects test,
and by making it clear to examiners that they have a responsi-
bility to examine banks for compliance with the effects test.
Thus, it would appear that the Board no longer holds the
view of the effects test which caused it, in 1976, to refrain
from addressing the issue in Regulation B. Juestion -- Should Regu-
lation B be amended to set forth the general concept of the effects
test, and to provide illustrative examples of policies and
practices which might violate the effects test?

p://fraser.stlouisfed.org/




gitized for FRASER

2% Collection of Racial Data Under Regulation B

In order to monitor compliance with the ECOA, Regu-
lation B provides for the recording of racial data on mortgage
loan applicants. The sole method utilized, however, is self
identification by applicants. Because this method of data
collection has resulted in substantial missing data from the
files, which severely impairs the utility of the data for
monitoring compliance, the FDIC, Bank Board and the OCC have
all found it necessary to include, as part of the substitute
monitoring systems they have adopted, a provision for backup
identification by visual observation or surname. In light of
this experience, shouldn't Regulation B be amended to provide
for such backup identification?

£ ¥ Adoption of Substantive Fair Mortgage Lending Regulations
and Guldelilnes

The Federal Home Loan Bank Board has had in effect for
some time substantive regulations and guidelines which specify
the kinds of practices which constitute prohibited discrimina-
tion in mortgage lending. Among other things, these regulations
and guidelines 1) explicitly address neighborhood discrimination,
2) provide guidelines on the effects test, by setting forth the
general principle of the effects test and providing a number of
specific examples of practices which may have a discriminatory
effect, and 3) address discrimination in marketing practices.
Studies of lending patterns in California have indicated that
similar regulations and guidelines adopted in 1976 by the State
of California affecting State licensed savings and loan associa-
tions had a demonstrable impact in improving the flow of credit
to historically mortgage deficient neighborhoods. Does the
Board have any plans to adopt substantive regulations and
guidelines such as described above?

4. Treatment of “Effects Test in Compliance llandbook

a) From a review of the Compliance Handbook, it is unclear
whether effects test problems noted by examiners are supposed
to be reported in the open section of the report of examination,
as opposed to the confidential portion. In order to facilitate
the prospects of corrective action, a strong argument can be
made that effects test problems should be reported in the open
section to ensure that the bank's management and Board of
Directors are notified of the examiner's conclusions and opinions.
What i1s the intent of the Board on where effects test problems
are to be reported? Should the Compliance Handbook be clarified
to remove any ambiguity by providing clear instructions that
effects test problems should be discussed in the open section?

p://fraser.stlouisfed.org/




b) In several places (page II. 1. 7. and in the examiner
checklist R-FH-2), the Compliance Handbook suggests that
instead of using age of property as a loan criterion, a lender
should consider the "remaining economic life". .However, use
of "remaining economic life" generally has had a very similar
effect to the use of more explicit discrimination on the basis
of the age of the property. Traditionally, many lenders
have used an underwriting guideline that the lLerm of the loan
should not exceed its "remaining economic life". A strong
argument can be made that such a guldellne is a violation of
the effects test, since its effect is to discriminate against
older neighborhoods where minorities disproportionately reside,
and since there is no overriding business purpose :for such a
rule. As discussed at considerable length in hearings held
by the Committee last year (FNMA-FHLMC Underwrltlng, December 19,
1978), estimating remaining economic life is a very highly
§ubject1ve process, and even 1f it could be accurately estimated
it has questionable relevance to proper underwriting considera-
tions since the future expiration of economic life need not at
qll mean that the value of the property will have declined, but
instead merely that the improvements no longer add value above
the value of the land. 1Indeed frequently the overall value of
the property will have substantially increased.

In recognition of problems with the use of remaining
economic life for underwriting purposes, the Federal Home Loan
Mortgage Corporation has changed its underwriting guidelines
so that remaining economic life will not be considered unless
it is documented by the appraiser to be five years or less.

The reference on page II. 1.7. of the Board's Compliance
Handbook to age of property and remaining economic life also
refers to the option of evaluating the "condition" of the
property in lieu of evaluating its age. If properly docu-
mented and implemented, the "condition" of the property can
be a legitimate underwriting consideration, and should serve
all business purposes that use of age of property and remaining
economic life have been purported to serve. WQuestion -- Should the
Compliance Handbook be revised to delete support for use of
remaining economi¢ life as an underwriting factor, and to
warn that its use may be discriminatory in effect?

e Monitoring Violations

a) From the information provided to the Committee, it
appears that the Board's system for monitoring violations found
by examiners focusses on total number of violations, rather
than the number of patterns of violations. For example, it
would appear that if an examiner discovers, say, ten violations
of a given type in one bank, this would be reported as ten

p /fraser.stlouisfed.org/



violations for that category in aggregating data among banks,
instead of one pattern of violation. While this type of data
is of some interest, its significance is somewhat questionable,
since the number of violations reported could merely be a
function of the number of files an examiner reviews in the
bank. Rather than the total number of violations found of

any given type, it is of much more interest to know how many
banks were found to have a violation of a particular type.

Does the Board have any plans to revise its system of monitoring
violations to focus more on the number of banks found to have
violations of various types?

b) Does the Board have any plans to revise its monitoring
system so that it can monitor the number of effects test problems
identified by examiners?

c) The Board's current system for monitoring violations
discovered by examiners reports violations only by Regulation B
section number (in addition, all Title VIII violations are reported
without any breakdown). This system of categorization is not
always helpful in determining the nature of the violation. By
contrast, the Bank Board and the FDIC (particularlv the FDIC)
have more descriptive systems for cateqgorizing violations, and
which therefore provide for a betterunderstanding of the nature
of the deficiency or violation. What changes, if any, are
being contemplated in the Board's system?

6. Prescreening

a) On Page I1I.1.36 of the Compliance Handbook, ex-
aminers are instructed that interviews outside the bank
(with former employees, applicants, brokers and dealers,
or community groups) should be undertaken when any of
the following conditions are present: 1) few or non-
existent denials on file; 2) evidence of disparate treat-
ment exists; 3) denials do not reflect bank policy or
are inadequate; 4) racial composition of the community
is not reflected in review of the bank's loan portfolio;
5) geographic disparities in mortgage lending patterns
are not reflective of economic risk; and 6) complaints
alleging discrimination are filed with Reserve Bank,
other government agencies, or bank under examination. Gi-
ven these criteria, particularly numbers 4 and 5
above, it would appear that such outside interviews should
be occurring fairly often. Does the Board have any system
to monitor how often these contacts are actually taking
place, and to monitor the effectiveness of such contacts?
If not, should such a monitoring system be instituted?

b) Does the Board have any plans to utilize the
technique of "testing" to determine how potential ap-
plicants are treated when they call or visit the bank?

gitized for FRASER
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; Data Analysis

The OCC, FDIC, and FHLBB have all been developing
computerized data analysis systems to assist in detecting
possible discriminatory lending practices. These systems
could help target the examination process by identifying,
for examiners, particular types of discriminatory lending
patterns that may be occurring in the bank, and specific
loan files and denied loan files which manifest the pos-—
sible discriminatory patterns. Without such a system,
the examiner is forced either 1) to review a relatively
small number of files, ‘which if such files are not the files
which manifest the disparity, in all likelihood the dis-
criminatory pattern will go undetected; or 2) take the
time consuming process of reviewing a large number of files,
while still retaining a significant risk that discriminatory
patterns may go undetected.

Does the Board have any plans to reconsider its

prior decision not to develop a data analysis system such as the
ones being developed by the other three agencies?

8. Enforcement Actions

a) What policies and procedures does the Board have
in effect or in the_planning stage to ensure that vio-
lations of fair mortgage lending laws and regulations
which are discovered by examiners are halted?

b) What policies and procedures does the Board have
in effect or in the planning stage to ensure that the
effects of past violations are corrected?

c) What is the status of the uniform enforcement
guidelines proposed well over a year ago? What sub-
stantive issues, if any, need to be resolved, and what
is the timetable?

p://fraser.stlouisfed.org/
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Earl S. Poitevent, Jr.
4301 Venetia Blvd.
Jacksonville, Florida 32210
(904) 389-5446

December 3, 1979

The Honorable Charles 5. Rennett
rfouse of EKepresentatives
WNashington, D.C.

Dear Charlie:

Thanks for sending Mr. Volcker!s letter of Nov. 16th.
He downplays the significance of the Fed's discount rate
on interest rates. Everyone in the money lending business;
banks, insurance companies, savinegs and loans, etc. all
tle thelr rates, either directly or indirectly, to the Fed's
discount rate. That is why I feel Congress should establish
the Fed's discount rate as it controls the national economy.
The State of Florida has had to raise it's usury rate from
107 fo 187 to accomodate the Fed's 12% discount rate.

It 1s true that the banks sre paylng more interest to
thelr savinegs depositors and also some interest on checking
accounts but this i1s a direct result of the Fed's tight money
high interest rate policy.

The Fed's policy seems to be oriented to protect the
holders of the %965 billion Eurodollars outstanding. In
fact all of the Fed's moves have been anti borrower and pro
lender. Whereas my encyclopedia says the Fed was formed to
protect the borrowers of the nation by insuring ample funds
at competitive non usurous rates.

Mr. Volcker admits the Fed has increased it's assets by
$100 billion in the last nineteen years to $150 billion.,
The Fed has milked this money out of the economy by manipul-
atlng the Government bond market by running interest rates
up and down on various pretexts. These Federal securities
and/or cash, in my opinion, should now, furned over to the
Treasury because with $965 billion Eurodollars outstanding
there 1s no longer any reason to protect the value of U.S,
Government bonds. As a matter of fact the Government is
now floating bond 1ssues in Europe.

I do not understand Mr. Volcker's comment on balance
of payments. It is hard for me to believe with 3965 billion
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FEDERAL RESERVE SYSTEM

VT EIN D) Cia BRI ‘

PALIL A VOLECKER

CHAITRMAN

November 16, 1979

The Honorable Charles E. Bennett
lHHouse of Representatives
Washington, D.C. 20515

Dear Mr. Bennett:

1 appreciate having the opportunity to comment on the recent
letter from your constituent, Mr, Earl S. Poitevent, Mr, Poitevent 1is
concerned about the effect of high interest rates on inflation and the
{nternational value of the dollar.

Dealing with the sources of inflation is central to the comestic
and international objectives of the United States. Among the many problems
associated with high rates of inflation is that high interest rates tend to
result, as lenders require compensation in the form of an inflationary
premium for the depreciating real value of the loans. Recent Federal
Reserve actions offer the promise that with more effective control over
the growth of the monetary aggregates and bank credit, inflation pressures
can be better countered over the long run. Over the short run, however,
slower rates of monetary and credit expansion are likely to be accompanied
by a natural tendency for interest rates, at least short-term rates, to
rise higher than otherwise. Higher interest rates, however, serve even-
tually to moderate inflation by discouraging the use of credit for less
productive expenditures. In contrast, an attempt by the Federal Reserve
to hold down intvrest rates would be short-lived and largely self-defeating,
¢ince such a policy would only lead to a more rapid increase in money and
credit and ultimately higher inflation.

We have recently seen clear evidence of the pervasive influence
of inflation and inflationary expectations on the value of the dollar
internationally. Given the dollar's central position in the international
financial system, we must recognize that its external value is particularly
sensitive to perceptions and expectations about our economic policy.
Consequently, our ability to deal with inflation is essential to improve
long-term stability of the dollar.

Regarding Mr. Poitevent's observations concerning the balance
of payments, it is relevant to note that last year nearly $18 billion
was received by U.S. residents from foreign residents in interest and
other income pavments, which equalled the amount we paid out, Income
from U.S. direct investments abroad accounted for more than $25 billion
of receipts, which far oxceeded the $4 billion we paid out to foreigners,
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Congress of the United States oo i

House of Representatives

COMMERCE, CONSUMER, AND MONETARY AFFAIRS
SUBCOMMITTEE

OF THE
COMMITTEE ON GOVERNMENT OPERATIONS (

RAYBURN HOUSE OFFICE BUILDING, ROOM B-377
WASHINGTON, D.C. 20515

§?
December 3, 1979 4}ﬁ

Hon. Paul A. Volcker
Chairman

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

Dear Mr. Chairman:

The Commerce, Consumer, and Monetary Affairs Subcommittee is currently
reviewing the Federal Reserve Board's approval last March of the bank hold-
ing company application of the Hongkong and Shanghai Banking Corp. The subcom-
mittee is particularly interested in how the Board treated the overseas non-
financial activities of HSBC in reaching its decision to approve. In connection
with this review, I am writing to request certain Board staff memoranda that
were prepared for the Board in 1971 at the time the Board was considering staff
proposals for the portions of Requlation Y dealing with overseas nonbanking
activities.

The particular memoranda requested are as follows:

Three memoranda dated May 14, June 11, and October 29, 1971, with
attachments, by Paul Gardner, Jr.; and

A memorandum by Messrs. Dahl and Gemmill referenced on page 2 of the
June 11 Gardner memorandum.

[ understand that certain passages of these memoranda report the views
expressed by certain other central banks and that these passages may be regarded
as sensitive. While the subcommittee reserves the right to request complete
copies of the above memoranda at some later time, for the purposes of the present
request it would be acceptable to send copies from which the particular passages
reporting the views of certain central banks have been deleted.

In addition, I would appreciate having copies of any other memoranda to
the Board by Mr. Dahl, Mr. Gemmill, or other staff that analyze or discuss the
treatment under the Bank Holding Company Act of overseas nonbanking activities
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30 DiSTRICT, MISSOURI 218 Cannvon House OFrFick BUILDING
‘ WAsHINGTON, D.C. 20515

WAYS AND MEANS COMMITTEE Prone; (202) 225-2671

BUDGET COMMITTEE CONGRESS OF THE UNITED STATES

DISTRICT OFFICE;

HOUSE OF REPRESENTATIVES 3470 HamrroN Averue

Sr. Louts, Missourt 63139

WASHINGTON, D.C. 20515 Prone: (314) 351-5100

November 27, 1979 /bb

Honorable Paul Volcker, Chairman

Board of Governors of the Federal Reserve
System

Federal Reserve Building

Washington, D. C. 20551

Dear Mr. Chairman:

As vou are no doubt aware, the House is beginning active consideration

of spending limitation legislation, As an alternative, I have been”
working on a proposal that I believe would help depoliticize Congressional
budget decisions but offer the flexibility needed to develop fiscal policy
in accordance with changing economic conditions. I want to bring this
bill to your attention since it has significant implications for the
Federal Reserve Board.

The enclosed material provides a complete explanation of my proposal
as well as the reasons why I believe it represents. a more reasonable
and workable alternative to spending limits.

Basically, my proposal is for the Congress to develop and approve a
concurrent resolution on fiscal policy before the Budget Committee
begins mark-up of functional spending limits in the First and Second
Judget Resolutons. By a specified date (February 1 in the case of the
First Resolution and July 15 in the case of the Second) the Federal
Reserve Board would submit to the Budget Committees its recommendations
for the appropriate surplus or deficit level, in light of economic con-
ditions, to pursue a successful economy for the following Fiscal Year.
On the basis of the Fed's recommendations as well as hearings to receive
testimony by economists in and outside the governemnt, the Budget Com-
mittees would report a concurrent resolution setting total outlays,
revenues and subsequent surplus or deficit. The resolution would have
to be approved by both Houses of Congress by a specified date prior to
the time when mark-up of the regular concurrent budget resolution would
begin.

This procedure, in my view, offers a number of advantages. Above all,

it would enable the Congress to set budget totals on the basis of
economics before special interests bring their cases to the Congress.

With total outlays and deficit numbers in place, the Congress would

have to make the hard choices between programs competing for a share

of a limited sum of money. I think this procedure would permit us to

make reasoned economic decisions without relinquishing any of our power
over the purse. It would also allow for improved coordination of monetary
and fiscal policies,
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QUESTION 3

Question. Given the fact that a significant portion (one-third to one-half)
of the current inflation rate is attributable to increases in crude oil
prices, is it likely that inflationary expectations can be relieved if the
OPEC countries continue to increase their petroleum prices at high rates
during 19807
%% Will the Board act to accommodate credit needs brought about by higher
cost oil imports by raising the monetary growth targets?
Answer. There is little doubt that continued very rapid increases in
petroleum prices would hamper our efforts to achieve an early, substantial
reduction in inflationary expectations. But I think such price increases
would more likely delay and moderate, rather than prevent, such a reduction.
The steps the Federal Reserve has taken should temper people's expectations
of future increases in other prices, and contain the secondary impact of oil
price increases on the general price level. I hope we will not see another
year of huge increases in OPEC oil prices, but if they do occur, we should

be better able to absorb them than in the past.

There is no way of knowing, at this point, how the growth targets

for the monetary aggregates might be affected next year by sharply higher

costs of imported oil. Too many other factors would also need to be con-
sidered. The oil-price situation might or might not be a crucial factor.
As I pointed out on another occasion, the larger the increase in petroleum
prices and the morg inflationary pressure it exerts, the more need there is
for transactions balances. The extent to which money demand might need to
be accommodated would depend, at least in part, on general economic and
financial conditions. It is clear, however, that any significant degree of

such accommodation would limit the success of our efforts to contain inflation.
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QUESTION 5

Question. How will the widespread use of alternate sources of loanable funds
(e.g., money market certificates, Eurodollar borrowings, etc.) and the out-
flow of time deposits into higher yield instruments not subject to reserve
requirements, affect the Board's ability to control the monetary aggregates?
*% What effects, if any, will the new policy emphasis have on the shift

of deposits, subject to reserve requirements, into other instruments?
Answer. It is not clear that bank issuance of nondeposit liabilities in the
aggregate has a significant impact on growth of the monetary aggregates. But
it is clear that such issuance contributed to rapid growth of bank credit in
the first three quarters of 1979. 1In order to help reduce expansion of bank
credit, the Federal Reserve on October 6 imposed on member banks, Edge Act
corporations, and agencies and branches of foreign banks an 8 percent marginal

reserve requirement on the excess of these institutions' total managed liabi-

lities over a base amount. The affected liabilities include large time deposits

($100,000 and over, with maturities of less than one year), net Eurodollar

borrowings, repurchase agreements against U.S. government and federal agency
securities, and federal funds borrowed from institutions not subject to
federal reserve requirements. In order to improve control of bank credit
further, marginal reserve requirements were also imposed on loans made by
foreign offices of member banks to U.S. residents, and on assets sold by
affected institutions to related offices abroad.’

The existence of money market certifica;gs (MMCs) does not appear
to pose a serious problem for control of the monetary aggregates. Member
bank MMCs are subject to reserve requirements similar to those applied to

other small time deposits and savings accounts; thus, the MMC neither permits

" member banks to escape reserve requirements nor impairs Federal Reserve control

over the volume of member bank deposit liabilities. Moreover, bank MMCs are
included in M-2 and, together with MMCs issued by thrift institutions, in

the broader aggregates. Therefore, growth of the monetary aggregates is
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unaffected by shifts of the public's funds between MMCs and other small time
deposits and savings accounts--which are also included in M-2 and broader
aggregates--in response to changes in the difference between the yield on
MMCs and fixed, regulated, interest rate ceilings on those other accounts.
In contrast, difficulty in measuring and controlling the volume of monetary
assets could arise from the availability at nondepositary institutions of
highly liquid assets that bear market yields, are not subject to reserve
requirements, and are not currently included in the definitions of the mone-
tary aggregates.

The new emphasis on controlling reserve aggregates, rather than
confining short-term movements of the federal funds rate, may have opposite
impacts over the short versus the long run on the volume of funds shifted
out of deposits and into other instruments. The new strategy is expected
to allow the Federal Reserve to attain more closely its objectives for
growth of the monetary aggregates and bank credit and at the same time to
make short-term market interest rates more responsive to changes in credit
demands. Consequently, under recent economic conditions, market yields
likely have risen more rapidly than they would have done under the former
policy, and for a time funds may shift more quickly from deposits subject
to fixed interest rate ceilings into instruments bearing market yields.
However, over the ang run, as inflation is more effeqtively restrained than
it would have been under the former policy, and as growth of nominal credit
demands therefore slackens to a larger extent, short-term market interest
rates are likely to decline faster and further under the new strategy. If
so: shifts of funds out of deposits subject to fixed rate ceilings would in
the future tend to slow or to be reversed both more promptly and to a larger

extent.
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QUESTION 7

Question. Mr. Schultz mentioned in testimony before our Subcommittee that:
"individual bankers have told us that they will be making particular efforts
to hold down the rates charged on loans to small businesses."
** How many banks have indicated that they follow a dual prime arrangement?
*% What is the geographic distribution of the participants?
** What is the average interest rate differential participant banks charge
on their larger and small loans?

Answer. Unfortunately, we know of no current hard information on the number
of banks with some kind of dual prime arrangement. The latest data we have
derive from a survey conducted by the Small Business Administration back in
April. At that time, 107 commercial banks reported they were offering special
small business rates tied to the prime rate. That group included 21 of the
100 largest banks in the country, and 41 of the 300 largest banks. 1In
addition, many small banks have indicated that they do not typically lend
at the prevailing prime rate but rather lend at rates below the national
prime rate.

Banks that reported having a "two-tiered" pfime rate arrangement
were somewhat dispersed across the country. According to the Small Business
Administration's list of participants, all but one of the New England states

were represented,along with many other states along the eastern seaboard, in

the north central part of the country and in the southwest; only one west

L

coast bank was a participant, however.

In their initial announcements, many participating banks specified
a fixed differential between the prevailing prime rate and the small business
base rate. For most banks, the small business rate would be 125 or 150 basis
points below the prevailing prime rate.

The average interest rate charged on business loans of small size

acquired by commercial banks has increased far less than that on large busi-

ness loans. While that pattern may not necessarily reflect the impact of
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‘ Earl S. Poitevent, J.

October 20, 1979

The Honorable Charles E. Bennett
2107 Rayburn Building
Washington, D.C, 20515

Re: U, S. Federal Reserve
Inflation Policy

Dear Charlie;

There 18 an old saying, "In business you hire
men and you hire money.” How in the world the Federal
Reserve can fight inflation by making money more ex-
pensive defies reasonable deduction. If it is true,
then the AFL - CIO is remiss (if not unpatriotic) in
not demanding 15%-20% wage increases to fight inflation.
Of 211 people, Jimmy Carter should know high interest
rates create inflation., After all, he used to borrow
two to three million dollars a year to conduct his
business., How much would the price of peanuts have to
be ralsed to accommodate 10%¥ additional interest costs?

However, the damage to the home front of high
Interest rates 1s possibly surpassed by the long term
damage to the dollars' international value, It is
estimated there 1s now, or soon will be, seven hundred
billion dollars overseas. We are expected to borrow
this money back at approximately the rediscount rate,
or some 1244, So we pay out some sementy billion in
interest to further debase the dollar. Our balance of
trade deficit and foreign aid debases it even further.
If this trend 1s not reversed there will be two trillicun
dollars overseas in less than ten years,

Now what would happen if the rediscount rate
was lowered to 5%? The foreign money lenders would
yell bloody murder, The dollar would temporarily dip
agalnst the forelgn currencies, our manufacturers
could modernize their plants and balance of trade would
develop in our favor. Our trading partners would suffer
come temporary disruption to their economies, They
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( WEBER & ROSE REALTY, INC,

18-22 College Point Blvd,
College Point, New York | 1356

(212) 939-4200 November 1, 1979

Congressman Mario Biaggi
21-77 3lst Street
Flushing, New York 11352

Dear Congressman Biaggi:

I+ is unfair for the federal government to fight inflation by making
mortgage money virtually unavailable for the buyers and sellers of
homes. As a matter of fact, in the long run, this approach only adds
to inflation.

In addition to getting the executive branch to change its ill-con-
sidered volicy, Congress can do a number of things to alleviate the
situation.

In the field of FHA mortgages, YOu should force HUD to authorize a
more realistic interest rate. Right now, the amount of "points"
required at FHA closings is bringing financial hardship to the parties
involved and even causing cancellation of many sales.

More money for conventional mortgages can be provided through the
New York mortgage agency ("Sonny May") and similar programs, but
this won't happen until Congress clarifies the status of tax-exempt
bonds used for this purpose.

Realtors support other measures to attract more money to thrift in-
stitutions, such as exempting savings accounts from income tax.

New York State has another problem in the form of an outmoded usury
law. However, even if we get this changed at the state level, a
major part of the difficulty is being caused by Washington.

on behalf of your constituents who are unable to buy Or sell a home,

I urge you to do something to reverse the disastrous federal policies
that are harming the housing market in this state and throughout the

nation.

Sincerely,

CEN:;;;,ZI ﬁzz;R & ROSE REALTY, INC.
willard L. Rose, Jr. //;7

Lic. Real Estate Broker

SER
ed g
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BOARD OF GOVERNORS
OF THE
FEOERAL RESERVE SYSTEM
WASHINGTON,D.C., 20551

December 19, 1979

The Honorable Howard H, Baker, Jr.
United States Senate
Washington, D.C. 20510

Dear Senator Baker:

Thank you for your letter of November 30, in which you enclose
a request for information from a constituent, Mr, Jacobs H. Doyle.
Mr, Doyle asks for a copy of Regulation Z and all interpretations of that
regulation, He also requests information about court interpretations of
the Federal Trade Commission's rule on the Preservation of Consumers'
Claims and Defenses (16 CFR Part 433),

I am enclosing a Regulation Z pamphlet which contains the
Board's official interpretations of Truth in Lending. There is no digest
available, however, of the more than 1500 staff interpretations of the
regulation., Mr, Doyle may wish to consult the Consumer Credit Guide, a
loose-leaf publication issued by Commerce Clearing House, Inc., 4025 W,
Peterson Avenue, Chicago, Illinois 60646, This CCH Guide contains all
the staff interpretations together with a topical index; no such index
is available from the Board. It may be that a public library in Nashville
subscribes to this reporting service, and Mr., Doyle may not need to
purchase the publication. The staff of the Board's Division of Consumer
and Community Affairs would be happy, of course, to answer any particular
questions Mr, Doyle may have about Regulation Z.

The staff is not aware of any court decisions concerning the
Federal Trade Commission's rule entitled Preservation of Consumers' Claims
and Defenses (the "Holder in Due Course" rule). That rule, which has been
in effect since May 14, 1976, imposes requirements upon sellers of con-
sumer goods and services, The FTC has recently indicated its intent to
broaden the rule to cover creditors who finance these consumer purchases,
(Enclosed is a copy of the Federal Register notice discussing the Commission's
proposal.) The Board has certain responsibilities ynder § 18(f) of the
Federal Trade Commission Act (15 U,S.C. § 57(a)) to promulgate a substan-
tially similar rule applicable to banks, and will be considering how to
best fulfill its responsibilities in the near future.

I hope you will find this information helpful,

Sincerely yours,

(Signed) Donald J. Wint

Donald J., Winn
Special Assistant to the Board
Enclosures

V-13% -
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, D.C. 2055!

PAUL A.VOLCKER
CHAIRMAN

December 18, 1979

The Honorable Harrison A, Williams, Jr.
United States Senate
Washington, D, C, 20510

Dear Senator Williams:

I have now had an opportunity to review in greater depth the
issues raised in your exchange of letters with Chairman Williams of the
SEC. The problems that have emerged in markets for mortgage-backed securi-
ties seem to suggest, as you point out, the wisdom of detailed consideration
of the need for Federal legislation, or other Federal action, to support or
complement efforts at self-regulation. Questions at issue relate to the
scope of possible regulatory action, the role of self-regulation, and the
appropriate regulatory relationship of the government and its interested
agencies to markets for government-guaranteed securities and possibly also
markets for closely related securities, such as issues of government-
sponsored agencies,

As you know, the market is now attempting to develop a framework
for self-regulation through PSA Self-Regulation, Incorporated. One cannot
be certain at this point how well this effort will succeed. However, oper-
ating rules and standards of fair practice for trading mortgage-backed
securities have now been adopted, and similar rules and standards for
trading government-guaranteed loans are expected shortly. PSA Self-Regulation
recently launched a promotional campaign designed to extend membership to at
least the major firms that trade these instruments. In addition, both GNMA
and the federal regulators of financial institutions have inaugurated certain
reforms and are planning others, with a view to imposing additional constraints
on the types of market abuses that prompted your concerns.

The rules adopted by PSA Self-Regulation attempt to address the
key problems of customer suitability standards and margin for forward trans-
actions~-the areas of industry practice that appeared to be most in need of
upgrading. Nevertheless, there is still a question whether a strictly private
organization can encourage membership from enough of the firmsactive in the
market to insure that these strengthened self-regulatory standards will be
effective. Moreover, in seeking to skirt potential violations of the anti-
trust laws the PSA rules simply encourage individual firms to establish
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The Honorable Harrison A, Williams, Jr.
Page Two

prudent constraints on risks, including maintenance margins. They do not
seek to enforce any uniform industry-wide mark-to-market requirement.

At this point it is too early to say whether the combination of
actions being taken by the federal regulatory agencies and PSA Self-
Regulation, Inc., will prove sufficient to curb the abuses that have
emerged in markets for govermment-guaranteed debt, Both types of action
do seem promising, however, and the PSA effort represents an encouraging
step toward the assumption of greater responsibility by market partici-
pants for policing themselves. For these reasons it would seem desirable
before considering any additional government regulation to monitor closely
the progress of steps already in train, until their viability can be
reasonably tested,

At the same time, it would seem desirable to begin a more general
study of markets for govermment-guaranteed securities. Such a s tudy would
probably also have to consider other closely related markets--such as the
market for federal agency securities. This study would consider, among
other things, the details of trading and delivery of these securities as
well as other operational characteristics of these markets. Its purpose
would be to identify the scope and relative significance of problems that
may have emerged in each market, along with any differences in the nature
and extent of such problems from one market to another. The study would
consider courses of action--including the specification of trading practices

and other operating characteristics of markets--that might be used to sup-
plement or reinforce efforts at reform already in train, if this seemed
warranted, If the analysis did suggest that further regulation were needed,
the study would consider alternative approaches to meeting the problems

detected in the study. We would have in mind forwarding this study to the
Congress early in the next session.

To date no detailed study of this type has been made. The earlier
study prepared by R, Shriver Associates for the Department of Housing and
Urban Development--while very useful--focused essentially on forward trans-
actions in markets for mortgage-backed securities, Moreover, it was con-
cerned more with exploring the prospects for private self-regulation than
with evaluating the possible need for and techniques of public regulation.

I have discussed in a preliminary way the possibility of organizing
the type of study outlined above with both Deputy Secretary Carswell of the
Treasury and Chairman Williams of the SEC., They have responded favorably to
the idea. Other interested agencies will, of course, have to be involved
on a consulting basis, but primary responsibility should be limited to our
three agencies if the study is to be completed reasonably early. We contem-
plate a report by April,
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The Honorable Paul A. Volcker s
Chairman, Board of Governors of
the Federal Reserve System

Washington, D.C. 20551 T£

Dear Mr. Chairman: O

For the past several days, I have been seeing a number of stories
in the press that suggest that the Interagency Coordinating Com-
mittee is planning to reimpose the differential on money market
certificates at all interest rate levels. I strongly disapprove
of such a move, and hope that you will use your influence to oppose
the reintroduction of the differential on money market certi-
ficates bearing an interest rate of above 9%.

Not only does this come at a time when a House-Senate con-
ference committee is considering the total phaseout of Regulation
Q and the differential it also appears to be contrary to the at-
tempts of the Federal Reserve to reduce inflation through more
strict controls on the money supply. In such circumstances, this
would appear to be a regressive step.

While there is the arguement that reimposing the differential
would help thrift institutions to compete with money market
mutual funds, I do not believe that this competitive edge should
come at the expense of commercial banks. I am also aware that
a differential would help thrifts in certain parts of the country
which are under pressures not seen nationwide. However, in
neither case does the imposition of the differential appear to be
the best or even the only way to address these problems.

At this time, I can see no justification for reimposition
of the differential on high interest money market certificates,
and I again urge you to oppose such a move. I look forward to
hearing from you on this matter.

Sincerely, E;;E;’
Doug Bagaard, Jr. 1
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