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CARROLL HUBBARD AT LARGE MAJORITY WHIP
- CONGRESSMAN
1sT DIsTRICT, KENTUCKY

COMMITTEES:
BANKING, FINANCE AND
URBAN AFFAIRS

2244 Ravypunn Housr Orricr Bui Ding i = ’
e i Congress of the United States L e
202) 225-
CHAIRMAN, SUBCOMMITTEE ON

PHouse of Wepregentatives FANAA EANAL TOUTER

CONTINENTAL SHELF
Wasghington, D.C. 20515
Chairman

March 17, 1981 4/{”?
Federal Reserve System

20th Street and Constitution Avenue, N.W.
Washington, DC 20551

Hfon. Paul Volcker

Dear Mr. Chairman:

I am writing today on bchalf of Mr. Robert M. Duncan,
Executive Vice President of the Inez Deposit Bank, Inez,
Kentucky 41224, and his interest in being nominated to
serve on the Federal Reserve System's Consumer Advisory
Council.

[ understand that generally, ten members are chosen
cach year from over four hundred applications and that the
Council's membership is intended to represent all interests
in the area of consumer financial services regulation. Fur-
ther, I understand that at present there are no members of
the Council from Kentucky.

v’f would very much appreciate your thorough considera-
tion of Mr. Robert M. (Mike) Duncan for the Consumer
Advisory Council.

Thank you for your kind attention to this matter and
with best wishes for you, I am
T T T L B ORTIE e T

ncerecly yvours,

Carroll Hubbard
Member of Congress
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-ARDrS SLRSTRN Action assigned Mr., Kichline commiTTEES,
PENNSYLVANIA JUDICIARY

APPROPRIATIONS
VETERANS' AFFAIRS

Vlnifed Hiafes DHenafle

WASHINGTON, D.C. 20510

March 19, 1981

The Honorable Paul A. Volcker

Chairman

Federal Reserve System

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

Dear Chairman Volcker:

I am prepared to accept the fact that interest rates
are closely associated with the rate of inflation.

Yet, I am deeply troubled by reports by Pennsylvania
businessmen and labor leaders that much industrial and
commercial activity is rapidly declining and increased
layoffs and bankruptcies can be expected in the months
ahead, largely due to the adverse effects of extraordinarily
high interest rates on credit and loan activities of all
types.

I have advised these Pennsylvanians that I believe the
first order of business is enactment by the Congress of the
reduced budget, or cuts of equal amount, which we have
before us.

I would appreciate a letter from you setting forth your
expectations as to how soon after the budget cuts we can
experience some relief in the high interest rates. Are
there other measures we in Congress should be providing to
relieve the deadening hand that high interest rates are
exerting on industry and commerce in the State of Pennsylvania
and the nation?

Your views would be most helpful to have.

Arlen Specter

I~
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March 19, 1980

-F

Congressman Bill McCollum
P.0. Box 732
Al tamonte Springs, FL 32701

Dear Congressman McCollum:

I am writing you concerning the REPEAL OF THE MONETARY CONTROL

ACT OF 1980. This was passed as a sneaky action by Pres.Carter's
administration. It becomes effective this June 1 and give the
"FED" the power to monetize any debt it wants to, even private
debt (no doubt CHRYLER-' who should never have been loaned one
dime) even debt of other nations!!!!!!!!

The ulterior motive behind this act was to bail out the inter-
national banks who find themselves stuck with worthless loans
they made to foreign nations. The spectacle of PANAMA CANAL
just won't go avay, even giving the canal to a know communist.
When will the banks realize you can't buy your way out of any
dilemna by asking government to print more paper. This action
means a bookkeeping transaction which transfer the banks
losses to the American people in the form of rising prices.

What is your stand on this affair and what action are you taking?

I am seriously interested, this could be our last chance to
save USA. Urgent action is needed by all the Congress.

Sincerely, _
‘ -

7 » &2 o }-. j;‘f-:z’i-‘:‘
Mr & Mrs. D. Lamott

’Jl
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- Action assigned Mr. Petersen

WILLIAM PROXMIRE
WISCONSIN

AWlnifed Hlates . Denafle

WASHINGTON, D.C. 20310

March 23, 1981

Mr. Paul Volcker, Chairman
Federal Reserve System
Washington, D.C. 20551

c ‘l\—) O_,L»Q :
Dear Mr. ‘Volcker—

Enclosed is an inquiry from a constituent which I hope you
can answer. Please respond directly to him and send me a copy

of your reply.

Thank you for your assistance.

Sincerely,

7

William Proxmire, U.S.

WP: jkl
Enclosure
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Chairman
Board of Governors
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Dear Mr. Volcker:

I have become increasingly concerned with the soaring cost of
Inflation and the sharp increase in mor tgage

purchasing a home.
rates are causing the dream of home ownership to fade for all but

a handful of the new families being formed each year in our
Two million new households were formed last year, but

country.
only 1.3 million new housing units were built -- many at prices
far beyond the reach of young families.
The unheard-of level of mortgage rates has also forced banks,
saving and loan institutions, credit unions, and other mortgage
lenders to reduce mortgage activities. The yield on traditional

savings accounts has been overshadowed by the attractiveness of
new assets available to savers such as money market certificates.

In fact, S&L's alone lost $28 billion in deposits last year, and
In the face of a deteriorating

the erosion continues today.
housing industry and declining opportunities for home ownership,

it is important that all unintended regulatory burdens on the
housing industry and home owners be identified and reduced.

Eliminating excessive and unintended regulatory burdens will
directly benefit homeowners, prospective homeowners, and the
To

housing industry without costing the Federal Treasury a dime.
that end, I would like for your staff to assist me in evaluating

the impact on mortgage lending institutions subject to enforce-
ment activities by your agency of several regulations applicable
to home mortgages. Could you please:

1. Determine the costs to these lenders, individually and
in the aggregate on a per-application or mortgage-loan

basis, of complying with all provisions of:

The Real Estate Settlement Procedures Act;

The Home Mortgage Disclosure Act; and

The Truth in Lending Act regulations which become

effective on April 1, 1982.
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Mr. Paul Volcker
¢« March 25, 1981
Page Two

Determine the extent to which these institutions making
home mortgage loans are required under existing or pro-
posed regulations to provide duplicative or similar infor-
mation under the Real Estate Settlement Procedures Act

and the Truth in Lending Act.

I appreciate the scope of these two tasks. At the same time,
I urge you to give priority attention to them in light of the
very severe financial difficulties confronting the entire housing
industry. If you have any questions, please call me or have your
staff contact George Tyler with the Joint Economic Committee at
224-5171.

Best wishes. //r

Sincqzél /

=i

Lee H. Hamilton
Chairman, Subcommittee on Economic
Goals and Intergovernmental Policy
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Congressional Research Service
The Library of Congress

Washington, D.C. 20540 'July 30, 1980
House Subcommittee on General Oversight and Renegotiation
Attention: Nancy W. Hunt, Minority Counsel
Dr. William Jackson
Analyst in Money and. Banking

Economics Division

SUBJECT Government bonuses for savings: the\ggZ;§§jexperience

Your request is for a summary of the experience of the West German economy
with directly subsidizing the financial saving of low-to—-moderate income house-
holds. Basing our response upon the materials you have provided us, plus another
study that we are attaching, it appears that the German savings subsidies are
significant contributory factors to——-but not the entire causes of-—-the higher
rates of saving in that country than in America. Although the cost of these
programs to the German government appears to be appreciable, they are generally
believed to have accomplished much of their aim of contributing to the prolonga-
tion of the investment—-based German postwar economic "miracle.”

Since attaining independence, the Federal Republic of Germany has encouraged
private-sector accumulation of financial capital through a number of fiscal
measures, which it has modified periodically to direct their emphasis toward
low-to-moderate income recipients, especially workers. The current versions
of these programs are summarized below, as derived from their description by

the West German Embassy and secondary sources in your possession. 1/

1/ Undated letter from Harald W. Rehm, Financial Counselor, Embassy of
the Federal Republic of Germany, Washington, D.C. supplied to CRS by your office.
The basic secondary source are Byrne, William J. Fiscal Incentives for Household
Saving. International Monetary Fund Staff Papers, July 1976, pp. 455-489; and
unpublished testimony by Max Horlick of the Social Security Administration before
the President's Commission on Pension Policy.
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Mr. Paul Volcker
Chairman

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

Re: Comments on proposed rule to revise Requlation C
implementing amendments to the Home Mortgage
Disclosure Act (Docket No. R-0350).

Dear Mr. Volcker:

This letter is in response to the request by the Federal
Reserve Board for comments on draft regulations to implement
revisions made in 1980 to the Home Mortgage Disclosure Act (HMDA) .
The revisions are necessitated by amendments to that Act provided
in the Housing and Community Development Act of 1980 (P.L. 96-399).

I am convinced that certain of the Board's proposed requlations
go beyond the intent of Congress and do not minimize the regulatory
burden imposed by your implementing regulations on the home mortgage
industry. Both the original 1977 regulations and your proposed
revisions require mortgage lenders to provide more information to
enforcement entities than was specified in HMDA by the Congress.

Let me explain:

1. The original 1977 and proposed 1981 regulations require
lenders to separately collect and report data on mortgage
loans that are both (a) originated and (b) purchased during
the applicable reporting period. While HMDA does not
require separate reporting, your decision to require it
doubles the volume of data which must be made available
to the public and to enforcement agencies by mortgage

lenders.

Your proposed regulations require lenders, for the first
time, to collect data on loans intended for use in purchas-
ing a home when that loan is not secured by a first lien.
That proposed provision directly contradicts the defini-
tion of "mortgage loans" subject to provisions of HMDA.

The original 1977 reqgulations required that lenders make
data on mortgage loans available in six categories. Your
proposed regulations require data to be made available in

gitized for FRASER
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«Mr. Paul Volcker
» March 24, 1981
Page Two

tive categories. Yet, HMDA specifies that only four types

of data be collected and reported, including total originated
and purchased mortgage loans, home improvement loans, mort-
gage loans on non-owner occupied property, and government
insured or guaranteed mortgage loans. The collection of
additional data required by your proposed regulations
needlessly increases the cost to homeowners and lenders

of complying with HMDA.

I urge you to more carefully craft rules designed to implement
P.L. 94-200 and P.L. 96-399 to correct these three instances of
regulatory law-making which go beyond the mandates of HMDA.

'
e (T —
Lee H. Hamilton i
Chairman, Subcommittee on Economic

Goals and Intergovernmental Policy
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Savings Bonuses Under the Savings Premium Law

Since 1959, the general public has been able to enjoy bonuses paid on cer-
tain contractual or one-time amounts placed as deposits in banks, savings and
loan institutions (building societies), or life insurance companies, plus certain
loans to and capital stock investments in employers' firms. g/ The bonuses are
14 percent of cumulated deposits—-increased by 2 percent for each dependent child--

and are in addition to the other returns on the savings. For individuals, the

maximum deposit eligible for these supplements is 800 DM per year, 3/ and the

maximum taxable income for eligibility to receive them is 24,000 DM. These limits
are doubled for a married couple, whose income cutoff for earning savings bonuses
is also increased by 1,800 DM per child. Savings deposited under this plan must

be immobilized for six years, if made in lump sums, or one year longer, if made

- in monthly or quarterly installments under a contractual plan, for the savers to

actually receive these supplements. The federal government credits the bonuses

to the eligible accounts at the end of these periods.

Savings Supplements Under the Housebuilding Premium Law

This program is similar to the one described above, including the income
and eligible deposit limitations, except that its bonus payments are 18 percent
of cumulated deposits, and the sums deposited——with building societies--under it

need not be immobilized for specified times. It has been in effect since 1952.

2/ Since the 1950s, savings have been encouraged through limited tax
deductions for savings placed into: 1life insurance, accounts earmarked for
residential construction, accounts of long maturity, and some securities (see

below).

3/ The foreign exchange value of the DM is approximatefy $0.57;-

ps://fraser.stlouisfed.org



CRS-3

Savers can withdraw their special accounts if they use the funds for constructing,
purchasing, or remodeling a house; these savings, plus bonuses, often form the
large downpayments required to buy residences. The cost of the supplements is

shared by the federal and state governments.

Savings Bonuses Under the Law Promoting Wealth Formation by Employees

Since 1961, employed persons have been able to set aside a certain sum
(currently 624 DM) annually, if their incomes are less than the ceiling amounts
described above. Such savings, when deposited in banks or savings institutions,
or lent to employers, have been eligible to receive bonuses of 30 percent of the
total amount saved (40 percent for parents of at least three dependent children)
since 1970; they had been free from most employment-related taxes prior to then.
The accounts must remain immobilized for seven years for worker to actually
receive these supplements. Indeed, many employers go further, by bearing the
entire 624 DM yearly payment as an additional form of compensation to their
workers under union contracts. Since 1969, bonuses on deposits pursuant to this
program have been in addition to any incentives to save under the programs to

promote savings and housebuilding.

Tax Relief for Savers

Coordinated with the general savings and housebuilding savings plans, in
that the tax benefits are not available if such savings bonuses are received,
is the Jlong-standing deductibility of savings held with building societies or
invested in life insurance from taxable income--subject to certain limits but

without an absolute income ceiling. Also, 300 DM of individuals' and 600 DM
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of married couples' income from capital is exempted from federal income taxation.
Lump sums of 100 or 200 DM, respectively, can be deducted from taxable income
derived from capital-—-as expenses necessary to generate such income. The last

two forms of tax relief are available regardless of the amount of savings supple-

ments received.

Assessments of the German Savings Experience in Print

Analyses of the high rate of saving in Germany that are available in English

‘tend to suggest that numerous factors are responsible for it. For example, the

gitized for FRASER
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attached explanation of saving behavior in West Germany (which CRS neither endorses

nor disregards, but rather simply transmits) attributes that country's accumulation

of savings to:

(A) a greater felt need for financial reserves providing protection
for contingencies and rainy days, brought about by character-
istically pessimistic expectations about the future;

(B) a perceptible trend toward satiation with consumer goods making
it easier for a saving motive of given strength to be translated
into behavior;

(C) a policy of subsidizing mass saving, thus strengthening the
instrumentality of saving for medium and long-term accumulation;
and
the ingrained practice of saving in advance of purchasing real
estate and consumer durables rather than incurring installment
debt, thus making saving highly instrumental for acquiring con-
sumer investment goods. 4/

In such a view, the psychological factors favoring saving——including saving

for the purpose of spending the funds on big-ticket consumer purchases in the
future-—would be reinforced by subsidy and tax programs increasing the reward

(interest) for not spending but saving now, so that future consumption could

4/ Attachment 1, p. 212.
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be -higher. 5/ Such a result has long been anticipated by economic theory, and
appears to have occurred to a certain extent in Germany.

Meanwhile, the rising participation rate of savers in the bonus and tax

programs has increased the government contributions to them to the vicinity of

2 percent of the public-sector budget. 6/ Concern over fiscal support of this
magnitude, as well as concern that the "small saver" be aided, apparently resulted
in limits being placed on the incomes of those eligible for the bonus programs.

We are continuing to develop a research design for a report to be sent to
you by early September, which will explore the implications of such proposals
for the American economy in general form, and anticipate meeting with you to
discuss this design. Meanwhile, please let us know if we can be of further

assistance, by calling 287-7593.

Attachment: Strumpel, Burkhard. Saving Behavior in Western Germany and the
United States. American Economic Review, May 1975, pp. 210-216.

5/ In Germany, interest rates on conventional forms of savings have been
rather low. The bonus payments represent very large rewards to their recipients,
even after taxes and the impact of inflation——which has been lower in Germany
than in America—are deducted to show "real”™ earnings on savings.

6/ For the year 1977, savings promotion expenditures by the federal govern-
ment were 4.7 billion DM, while tax reductions by it for this purpose were 1.9
billion DM. “Current outlays™ by the government were 495 billion DM in 1977.
These figures do not include aid to savings by states under the housebuilding
premium law. Organization for Economic Co-operation and Development. OECD
Economic Surveys: Germany. Paris, 1979. pp. 49, 67.
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BOARO OF GOVERNORS
1F THE

FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 20581

April 2, 1981 PAUL A. VOLCKER

CHAIRMAN

The Honorable William Proxmire
United States Senate
Washington, D.C. 20510

Dear Senator Proxmire:

This is in further response to your request concerning
the legality of the Citi-Shopper customer discount service that
is being promoted by Citibank. 1In my initial response, I indicated
that the program did not appear to violate Regulation Q or result
in consumer problems, but that I would ask my staff to review this
in more detail. This staff review, which was undertaken primarily
by the Federal Reserve Bank of New York, was recently completed
and I would like to summarize the results for you.

Citi-Shopper is a telephone shopping service for major
purchases that is owned by Comp-U-Card of America, Inc., a com-
pany that is independent from Citicorp. Through a contract with
the Citicorp organization, Citi-Shopper is made available to
Citibank's Visa and Master Card cardholders for a subscription

fee (currently, 30 days free, and then $18 for one year, 527 for
two years). Citi-Shopper distributes catalogues to subscribers
who then may make purchases using a toll-free number. Subscribers
may use their Citibank charge cards to pay for their purchases.

Comp-U-Card services such as Citi-Shopper are made
available, often as a fringe benefit, to members of numerous
organizations. Often the subscription fee is absorbed by the
organization, but many times, as is the case with Citi-Shopper,
there is a separate charge to be paid by the member-subscriber.

In the staff's review of this program, it was not able
to determine any relationship between Comp-U-Card and Citicorp
or its subsidiaries other than a contract with Citicorp Credit
Services, Inc., which is a direct subsidiary of Citicorp. Under
the contract, Comp-U-Card performs all merchandising functions
and offers the service to those who hold cards issued by Citibank
(New York), N.A. and who wish to obtain the service. Citicorp
Credit Services was formed as a subsidiary by Citicorp under
section 4(c) (1) of the Bank Holding Company Act to perform back-
office work for the credit card programs of the Citicorp organiza-
tion. The performance of such bank-office work is a permissible
activity for such a subsidiary.
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The Honorable William Proxmire
Page Two

It is my understanding that the Office of the Comptroller
of the Currency, the primary regulator of Citibank, regards the
bank's interaction with Citi-Shopper as a promotional activity
related to credit card use, and is therefore permissible. The
Comptroller's Office has determined that Citibank is not in the
merchandising business and that Comp-U-Card's advertisements are
merely announcements of a service available to Citibank customers.

My staff has further reviewed the Citi-Shopper program
to ensure that it does not violate any statutes or regulations foom
which the Federal Reserve has responsibility. Although that review
confirms my earlier report that there are no such violations, the
staff indicated that some price comparisons included in recent
mailing inserts prepared by Comp-U-Card did not appear to comply
with a Federal Trade Commission regulation concerning comparisons
of suggested retail prices (16 C.R.R. § 233.3). The staff con-
tacted Citicorp Credit Service to make known these concerns. After
reviewing the mailing inserts, Citicorp stated that Comp-U-Card
would be instructed to revise these materials. To ensure continued
compliance in this regard, Citiccip intends to peripdically monitor
the mailing inserts from Comp-U-Card.

I hope this response answers any questions you may have
regarding the legality of this program.

Sincerely,

S Py |

LSA:GTS:pjt (#V-390 from 1980)
bcc: Lee Adams

Gil Schwartz

Legal Records (2)

Mrs. Mallardi (2)
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BOARD OF GOVERNORS
JF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, O. C. 2055

PAUL A, VOLCKER
2- '-71 CHAIRMAN

The Honorable Jake Garn

Chairman

Committee on Banking, Housing
and Urban Affairs

United States Senate

Washington, D.C. 20510

Dear Chairman Garn:

I am pleased to send you the Board's final version of Regulation Z,
implementing the Truth in Lending Simplification and Reform Act. It is the
culmination of joint efforts by the Congress and the Board to simplify and
improve disclosure requirements and reduce the burdens of compliance. The
length of the regulation has been reduced by about 40 percent, and overall
we believe it is a substantial improvement.

We have redesignated and consolidated the provisions implementing
the Consumer Leasing Act into a separate Regulation M (also enclosed). In
the past, these provisions were scattered throughout Regulation Z. Part of
the simplification process has focused on reducing the difficulty in using
and understanding the regulations, and we believe that combining these leasing
rules in a separate regulation -- which has limited applicability -- will
improve Regulation Z and also make the leasing rules easier to use by lessors.

There is another reason for our special treatment of the leasing
provisions and it relates to the need for statutory change. I would like to
urge that an effort be made to simplify the Consumer Leasing Act. The Truth
in Lending Simplification and Reform Act simplified disclosure requirements
in consumer credit transactions. Although the consumer leasing provisions
are part of the new act, they were largely untouched by the simplification
effort.

Although we could have simplified the leasing regulation somewhat
ourselves, the current statute is an impediment to real reform. We were also
discouraged by commenters from revising the regulation in any way that would
have required a costly reassessment of procedures and revision of forms with-
out meaningful changes -- particularly if there is a possibility of further
statutory amendments that would force them to revise forms and procedures a
second time.
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The Honorable Jake Garn -2-

We therefore encourage Congress to continue the process begun with
the Truth in Lending Simplification and Reform Act by making parallel amendments
to the statutory leasing provisions. Such changes would include: (1) high-
lighting the most important information by segregating it from other disclosures
or contract terms; (2) eliminating detailed disclosures that are already covered
by Tease documents, such as information about maintenance responsibilities and
warranties; and (3) encouraging advertising of leases by reducing required adver-
tising disclosures, such as information about purchase options or end-of-lease
term liabilities.

You may also want to consider whether to revise the definition of
“consumer lease." Currently the consumer leasing requirements do not apply to
month-to-month lTeases that exceed four months. Many consumer commenters on the
Requlation Z revision expressed the need for disclosures in these transactions,
which now are neither "credit sales" under the Truth in Lending Act nor "consumer
leases" under the Leasing Act.

We would be pleased to submit additional specific recommendations in
the form of draft legislation. Currently we are asking for the views of our
Consumer Advisory Council on the major issues. Once this process is complete,
we will be in a position to present concrete proposals for your consideration.

Sincerely,

S/Paul A, Yolcker

Enclosure
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IDENTICAL LETTERS SENT TO:

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

The Honorable John H. Chafee
United States Senate
Washington, D.C. 20510

The Honorable Christopher Dodd
United States Senate
Washington, D. C. 20510

The Honorable Fernand J. St Germain
Chairman
Committee on Banking, Finance

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

The Honorable J. William Stanton
House of Representatives
Washington, D. C. 20515

The Honorable Thomas B. Evans, Jr.
House of Representatives
Washington, D. C. 20515

The Honorable Frank Annunzio
House of Representatives
Washington, D. C. 20515
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April 2, 1981

The Honorable John C. Danforth
United States Senate
Washington, D.C. 20510

Dear Senator Danforth:

Thank you for your letter of March 3 regarding corre-
spondence you received from your constituent, Mr. Richard Goins,
President, First National Bank of Camdenton, Missouri, on the
quality of currency provided by the Federal Reserve Bank of
St. Louis.

I am naturally concerned with this report of service
and attitude at the Federal Reserve Bank of St. Louis. I hope
the situation is only isolated and not representative so far as
attitudes are concerned. However, I have been provided with some
explanation of the difficulty. The St. Louis Bank apparently had
excess inventories of circulated $10 and $20 denomination notes
which they were using to fill currency orders, before issuing new
notes in these denominations. This situation often occurs during
the months immediately following the Christmas season when
Reserve Banks receive a large amount of circulated currency that
was issued during the pre-holiday period. In all instances, the
Rescrve Banks have attempted to pay out any available stocks
of fit currency before issuing new notes. Furnishing only new
currency for use in automated teller machines (ATM's) would not
be feasible over the long run, considering the rapid growth in
ATM use and the inventory required for an ATM.

We are also aware that there has been a general deteriora-
tion in the quality of circulating currency over the past few years.
Several steps are currently being taken to resolve the situation.
One of our major efforts involves the conversion of manual currency
processing equipment, to newly developed high-speed currency pro-
cessing equipment, which automatically performs a comprehensive
fitness inspection of each individual note put through the machine.
Those notes that are excessively soiled are automatically destroyed
during the verification process and newly printed currency is issued
in its place.

In tandem with developing this equipment, the Federal
Reserve is establishing quality-control standards for the high-speed
machines that will allow only currency of an acceptable quality to




The Honorable John C. Danforth
Page Two

pass through for packaging and redistribution. Currency processed
according to thesec standards has been independently tested by several
major commercial banks in order to determine their suitability for
ATM's. The first such test was at Chemical Bank in New York, whose
ATM's functioned satisfactorily with the fit currency generated by
our high-spced equipment operating under the new standards. Further
tests of the quality standards were conducted by Manufacturers
Hanover of New York and First National Bank of Arizona. High-speed
currency furnished for these tests was also found to be satisfactory
and confirmed that appropriate sorting settings on the high-speed
machinery will provide notes of acceptable quality for ATM use.

The S5t. Louis Reserve Bank is in the process now of converting to
the new equipment.

I greatly regret that the operations of Mr. Goins' bank
were disrupted by the quality of currency shipped to the bank. I
think I can assure you that the situation will continue to improve
as the Reserve Bank completes its conversion to high-speed currency
processing. I would also hope that Mr. Goins brings his concerns
about attitudes and services directly to the attention of officials
of the Bank.

Sincerely,

S/Paul A, Yolcker

SOA:TEA:PAV:pjt (#V-66)

bcc: Mr. Lawrence K. Roos, President, FRB of St. Louis
Mr. App
Mr. Allison
Mrs. Mallardi (2)
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April 2, 1981

The Honorable Charles Pashayan, Jr.
House of Representatives
Washington, D.C. 20515

Dear Mr. Pashayan:

Thank you for your letter of March 31 enclosing corre-
spondence from Mr. Gerald C. Collins concerning the reservability
of deferred compensation accounts under Regulation D. These
accounts are maintained and controlled by employers in accordance
with IRS requirements. Because of this, Regulation D currently
requires that these funds be regarded as nonpersonal time deposits,
subject to a 3 per cent reserve requirement. The Board has asked

the staff to review this matter and to present to the Board its
recommendations for a possible amendment to Regulation D. Con-
sideration of the staff recommendations is scheduled for April 8.

I will be pleased to keep you advised of the Board's
actions in this matter.

Sincerely,

S/Paul A. Volcker

COo:pjt (#V-111)
bcec: Mrs. Mallardi (2)
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Honorable Paul A. Volcker

Chairman
Federal Reserve System
Street and Constitution Avenue,

Twentieth
Washington, D.C. 20551

NYWYIYHD
5

N.W. -
D

Dear Mr. Chairman:
Enclosed please find a copy of the letter I have received
in regards to a

from a constituent, Mr. Gerald C. Collins,
recent ruling by the Federal Reserve.
Collins

I should appreciate your addressing the concerns Mr.

has raised.
Your prompt attention to this matter shall be greatly

appreciated.
7=
gincerely yours,

Member of Congress

Enclosure

Home OrFrFice, TuLAne CouNTyY
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CALIFORNIA FEDERAL

March 19, 1981

Representative Charles Pashayan
1427 Longworth House
Washington, D. C. 20515

Re: Requlation D

Dear Sir,

Thank you very much for the support you have qiven the Savings & Loan Industry
over the last few years. Most of the leaislation that has been passed will
benefit our industry and more importantly, allow our industry to meet the
savings and housing needs of Americans in the future.

Unfortunately, a recent ruling by the Federal Reserve was contrary to the above.
The new Federal Reserve Requlation D has certain provisions that, 1n effect,
will deny the consumer maximum retirement benefits and not allow financial
institutions to compete on an even basis for Deferred Compensation (retirement)
Accounts.

Specifically, Requlation D classifies Deferred Compensation Accounts as "non-
personal” which requires reserves. Other retirement accounts such as IRA and
Keough Accounts do not require reserves. This inconsistency in the treatment
of retirement accounts does not make sense. fesides, it was our industries
understanding during dialoque with the Federal Reserve staff that Reserve
Requirements would be waived.

Please write Paul Volcker, Chairman of the Federal Reserve Board, advising him
of this oversight and discrepancy in Requlation D. Ve would like the Requla-
tion changed as described above. If you agree, please encouraqe Mr. Volcker
to do so in your correspondence.

Sincerely,

Do) C. GO0
Gerald C. Collins
Vice President

Regional Manager

GCC/dh

501 West Main Street/Visaha, California 93277/ Te ephone 209/732 4554




April 3, 1981

The lonorable John Tower
United States Senate
Washington, D. C. 20510

Dear Senator Tower:

Thank you for your letter of March 26 enclosing corre-
spondence you received from Mr. Richard Davis., M Davis is
seeking information about the Progress of legislation that was
introduced to stem the attrition of membership in the Federal
Reserve Systemn,

AS you are aware, the Depository Institutions Deregula-
tion and llonetary Control Act of 1980 was enacted on March 31,
1980 (Public Law 96-221). The Act is expected to improve mone-
tary control by imposing universal reserve requirements on all
depository institutions, including mutual savings banks, savings
and loan associations, credit unions, and commercial banks,
universal reserve requirements were needed to meet the problem of
attrition in rederal Reserve membership, which was eroding the
effectiveness of monetary policy by lowering the portion of total
deposits subject to System reserve requirements. Prior to the
Fassage of the Monetary Control Act, many banks effectively could
avoid reserve requirements by not being members of the Federal
Reserve System., 1In addition, all nonbank depository institutions
were not subject to reserve requirements., As institutions in-
creasingly gave up membership, the Federal Reserve found it more
difficult to maintain an adequate degree of control over the
monetary aggregates. Universal reserve requirements resolve
the uneven and inequitable level of reserve requirements applicable
to similar accounts at various financial institutions, The Act
also extends access to Federal Reserve services, such as discount
and borrowing privileges, to nonmember depository institutions.

For Mr. Davis!' information, I am pPleased to enclose
copies of Public Law 96~-221 and the June 1980 Federal Reserve
Bulletin, which contains an article (beginning™at page 444)
sunmarizing the legislation,

I hope this information is helpful. Please let me
know if I can be of further assistance.

CO:ved (#V-110) Sincerely,

bcc: Mrs. Mallardi (Signed) Donald ). Winn

Donald J. Winn
Assistant to the Board

Enclosureg

=
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The Honorable Paul A. Volcker, Chairman

Board of Governors of the Federal
eserve System

Washington, D. C. 20551

"
.

h0

Dear Mr. Volcker:

[ am enclosing a copy of a letter I have received from Mr. Richard
avis,

I shall appreciate receiving a report from you concerning the
questions he poses in order that I may properly respond to him.

Thank you for your attention to this matter.

Sincerely,

John Tower

enclosure
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April 3, 1981

The Hounorable Cregory W.
House of Rapresontatives
Washington, D.C. 20515

Dear Hr., Carment

Thank vou for your March 25 letter reporting om the fingncial
condition of thrift institutions in the State of MNew York. As you might
expect, the Foederal Reserve Board, the Fedorsl Deposit Insurance Corpo-
ration and tha FPaderal Bome Losm Bank Board have been closely monitoring
the financlal conditfon of the thrift industry for some time.

In the second half of 1990 the thrift industry generally succeoeded
ln attracting sizable deposit flows, but this effort required the payment of
substantially higher deposit rates as the period progressed, As a result of
thelr large portfolios of fined-rate long-term mortgages, the higher depoait
costs sharply reduced their carnings and by late in the year many individual
{natitutions were experioncing negative earnings. Such carnings pressures
have continuad In the early months of this ycar, although the most recent
dnelinag in ianterest rates have tended to case this pressure somevhat,

The thrifte have allocated a large portion of their cash {low to
1iquid asccts so that their problems has been one of earnings and capital
rather than liquidity. However, in the last couple of monthe deposit {lows
Lave slowad. If contipued ercsion in deposit grouth should place particular
theift institutions in a serious liquidity bind that cammot be ameloriated
throush horrowing from usual sources, the Federal Reserve is, of course,
preparad to provide neceded liquidity through its discount window--on a {airly
extondad hasis if neccssary.

The Fedoral Rescrva, the federal agencles responsible for super-
vislng the thrift fadustry, and the Administration have been revicwing mea-~
aures that might be taken to assist depository institutions whose capital
nonitions are being pressed by losses gesulting from the mismatch betwaen
thedr asset veturns and liability costs. It is my hope thst our review will
soon result in proposals to the Congress for leglslation that would facili-
tate capital asalstance to otherwise viable thrift inctitutioms.

I hope these coments are useful,

Sincerzsly,

ECEttin:PMKeir/kt a/paul A. Volche

V-109
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The Honorable Wyche Fowler, Jr.
House of Representatives
Washington, D.C. 20515

Dear Mr. Fowler:

Thank you for your letter of March 23, referencing your
constituent's difficulty in obtaining a $1,000 Federal Reserve
note for a sales promotion.

Let me emphasize that individuals are not restricted by
regulation or any provision of law from obtaining 51,000 notes that
are still part of our nation's circulating currency. There is not,
however, an abundant supply of these notes since the $100 bill is
the largest denomination currently printed by the Bureau of Engraving
and Printing (BEP), and the Federal Reserve System is destroying
rather than reissuing any note of $500 or above that it receives from
the commercial banking system.

This reduced availability of large denomination notes
stems from a joint J<cision by the Federal Reserve and the Treasury
Department--based on costs to the taxpayer--to discontinue the
issuance of Federal Reserve notes of the $500, $1,000, $5,000 and
210,000 denominations as of July 1969. The rationale for this
decision was that the demand for these large denomination notes,
which had been declining sharply over two decades, had become in-
suificient to warrant the additional production and storage costs
associated with their continued issuance.

Large denomination notes were first authorized primarily
for interbank transactions by an amendment to the Federal Reserve
Act in 1918. Shrinking demand for these notes prompted the decision
to discontinue their printing in 1946. Even with this decision,
the supply that was on hand in 1946 did not diminish to the point
where continued circulation would have required additional printing
until 23 years later, in 1969. Surveys at that time indicated
that large dollar transactions could be conducted effectively with
checks or $100 notes. Today, our electronic funds transfer system
is the principal means by which the banking industry effects large
transactions, and we continue to believe that the demand for
currency in denominations larger than $100 would not justify the
substantial costs associated with its issuance.
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The Honorable Viyche Fowler, Jr.
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Yage Two

Although a majority of the $500 and higher denomination
notes have been removed from circulation over the vyears, some do
still circulate. Your constituent may be able tooobtain a
21,000 note by contacting financial institutions in his or her
areca, especially the larger ones, and asking them to set aside
any 21,000 note they may receive in the course of business.

I hopce this information is useful to your constituent.

Sincerely,

S/Paul A, Volcker

JHE:TEA:pjt (#V-96)
bec: Mr. Epps

Mr. Allison

Mrs. Mallardi (2)
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April 6, 19¢1

The Honorable Paula Lawkinsg
United States sSenator

P, O, Box 2000

Winter Park, Florida 32790

Deur Senator Hawkins:

Thank you for your letter of Harch 31 requeating comment
on a letter you received from Mr. Harry 2. Rosenberg, who objects
to the prectice he has obsorved of banks delaying the availability
of funds received as a result of wire transfers and other finan-
cial transactions. The Federal Reserve sanks offer a wire
Ltransier service that allows de,ository institutions hielding
Lbalances with a Reserve bank to transfer funds to the account
Of any otner depository institution holding balances with a
Reserve bank. The Federal Reserve regulation governing this
activity requires depository institutions receiving funds by
wire transfer to wake thou bromptly avallable to these customers.
vowever, there are a nwber of other funds transfer systens
operated Ly the private scoctor. These networks, which are not
reguiated, arc not governed by the Federal Reserve regulations.

e are not avare of any intentional actions on tha
part of vanks to uelay thelr customer transactions. With more
than 14,000 comucercial banking institutions in the rnation to
serve the necds of bLusiness, we would expect comnpetition among
these banks to provide the incentive to hancle customer trans-
actions on a timely bLasis.

Uglays in delivery of a transfer can occur because of
Bunian error and machine failure. 1In addition, the volume of
transactions hass increased significantly curing the past couple
of years, which can compound the problem of delays.

We would be pleased to assist Mr. Rosenberg in investi-
gating any specific instances in which he believes Federal Reserve

d

wire transfers were delayed Ly a bank.

1 hope this information is helpful. Please let me
know 1f I can be of further assistance.

Sincerely,

)

william R. Maloni
Special Assistant to the Board

(LSM:)CO:pjt (#V-115)
bcec: Mrs. Mallardi
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April 7, 1981

The Honorable Carroll Hubbard
House of Representatives
washington, D. C. 20515

Dear Mr. Hubbard:

Thank you for your letter of March 17 recommending
Mr. Robert M. Duncan for membership on the Board's Consumer
rdvisory Council. We would be pleased to receive additional
information from you and others in support of Mr. Duncan's
nomination, including any special knowledge, interests, or
experience that he has relating to consumer credit. This
information should be sent to Dolores S. Smith, Assistant
Director, Division of Consumer and Community Affairs, Board
of Governors of the Federal Reserve System, washington,
D. C. 20551, Our next selection of new Council members

will take place sometime this fall, to fil1l the positions
of individuals whose terms expire in December 1981.

I appreciate your taking the time to call our
attention to qualified individuals who could contribute
to the Council's work., Ve make a special effort to achieve
a geographic distribution within the Council, as well as a
balance in representation among vardous segments of the
credit industry and consumer interests. Our task is not
an easy one, given the small nurber of positions (usually
8 to 10) to be £filled each year and the high qualifications
of many of the nominees.

Again, thank you for your interest.

Sincerely,
o/ v'aul A. L
AMB:DSS:WRM:vcd (#V-93)
bcc: Ms. Bray (w/copy of incoming)

Ms. Smith
Mrs. Mallardi (2)-//




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

BOARD OF GOVERNORS
D7 THE

FEDERAL RESERVE SYSTEM

WASHINGTON, 0. C. 20551

April 8, 1981

The Honorable Jake Garn

Chairman

Committee on Banking,
Housing and Urban Affairs

United States Senate

Washington, D.C. 20510

Dear Mr. Chairman:

Wle are forwarding a copy of the report made by Arthur
Andersen & Co., Certified Public Accountants, covering the audit of

the financial statements and records of the Board of Governors of the
Federal Reserve System for the year ended December 31, 1980 and a
copy of the Board's 1980 Budget Performance Report.

A copy of each of these has also been provided the Ceneral
Accounting Office.

Sincerely,

[ vl

Enclosures
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WASHINGTON, D. C. 20551

PAUL A VDLECXKER

April 8, 1981

CHAIRMAN

The Honorable Fernand J. St Germain
Chairman
Committee on Banking,

Finance and Urban Affairs
House of Representatives
Washington, D.C. 20510

Dear Mr. Chairman:

We are forwarding a copy of the report made by Arthur
Andersen & Co., Certified Public Accountants, covering the audit of
the financial statements and records of the Board of Governors of the
Federal Reserve System for the year ended December 31, 1980 and a
copy of the Board's 1980 Budget Performance Report.,

A copy of each of these has also been provided the GCeneral
Accounting Office.

Sincerely,

7 0 Ul

Enclosures
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April 9, 1981

The Honorable John C. Danforth
United States Senate
Washington, D. C. 20510

Dear Senator:

I have your letter about KMOX in
St. Louis. I haven't heard anything
from them, but we'll try to work something
out when I do.

Sincerely,
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BOARD OF GOVERNORS
OF THE
o W= FEDERAL RESERVE SYSTEM
@mmﬁ? e WASHINGTON, O. C. 2055
=% PAUL A.VOLCKER

April 9, 1981 CHAIRMAN

The Honorable Paul Laxalt
United States Senate
Washington, D, C. 20510

Dear Senator Laxalt:

Thank you for your letter of March 18 requesting comment
on the enclosed statement of Mr. W. C. Smith supporting bills
that would exempt from federal taxation the interest income on
time and savings deposits used to support residential mortgage
lending.

3 2

Underczzzé-legislation, taxpayers will be able to exclude
an additional $200 in interest and dividend earnings ($400 on
joint returns) from their 1981 and 1982 taxable income., I am
concerned that high marginal tax rates do reduce the incentive
to save. However, I am not sure the proposed legislation is the
best way to correct the problem.

While the Federal Reserve Board is deeply committed to
the objective of maintaining an adequate flow of funds to finance
housing activity, we would be reluctant to support measures
exempting from taxation interest income on deposits supporting
mortgage lending. The degree to which such a policy would
significantly increase the availability of mortgage credit or
reduceé its cost is not clear. Moreover, even if thrift insti-
tutions experienced sizable new inflows--or significant cost
reductions--it is not altogether clear that mortgage rates
would decline appreciably, As mortgage rates began to decrease,
other lenders in the mortgage market--such as life insurance
companies or pension funds--would shift to other long-term
instruments offering a relatively more attractive yield, The
movement of these investors out of mortgages would tend to
offset the initial downward pressure on mortgage rates,

Absent a sizable reduction in mortgage rates, savings
incentives similar to those supported by Mr, Smith are unlikely
to stimulate ‘residential construction, and the revenue loss
from tax exemption will widen the federal deficit. Thus, I
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The Honorable Paul Laxalt
Page Two

believe that an exemption of interest income could represent a
significant departure from current policy efforts tc trim the
federal budget deficit, and one that potentially could be quite
inflationary.

The exceptionally high interest rates that we have
experienced in recent years are the by-product of a stubbornly
high rate of inflation. 1In a very real sense inflation is the
root cause of the problems currently being faced by the thrift
industry and the mortgage market. Cnly when inflationary pres-
sures are brought under control-~through diligent application
of prudent monetary policy and budgetary discipline--will
nortgage rates bhe reduced appreciably.

I hope you will find these comments useful.

Sincerely,

s/Paul A, Volckex

MM:EM:DLK:JLK:RS:vcd (#163)

bcc: Messrs. Moran, McKelvey, Kohn and Kichline
Mrs. Mallardi (2)
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April 9, 1981

The Honorable Lee H. Hamilton

Chairman

Subcommittee on Economic Goals
and Intergovernmental Policy

Joint Economic Committee

Washington, D.C. 20510

Dear Chairman Hamilton:
Thank you for your comment letter of March 24 concerning

the Board's proposal to implement the Home Mortgage Disclosure
Act (HMDA) amendments of 1980.

You note that the original and the proposed regulation
both require reporting of data on originated mortgage loans
separately from data on purchased mortgage loans. In your opin-
ion, the statute does not require separate reporting. The Board
believes that both the language of the Act and the 1975 legislative
history support the view that Congress intended originations and
purchased loans to be reported separately. The separate reporting

requirement may in fact be easier for depository institutions to
report separately than to have to aggregate the origination and
purchase data for each census tract. However, we will give this
issue careful consideration in adopting the final regulation.

You also referred to the proposed requirement for the
collection of data on purchase money mortgage loans that are
secured by junior liens. The staff tells me that the definition
of "mortgage loan" in the Act is rather broad, and appears to
cover any loans secured by residential real estate, not only
first lien mortgage loans. However, there may be good policy
reasons for covering only first lien loans, and the Board will
certainly consider this matter carefully in light of the comments
on the proposed changes.

Finally, you note that the Act requires loan data to be
collected and reported according to four categories, while the
proposed regulations would require five categories. The difference
basically lies in the fact that the regulation requires a break-
out of loans on multi-family property. It is believed that there
is some value in treating one-to-four family dwellings separately
from multi-family property; however, the Board will give further
consideration to this matter.




The Honorable Lee H. Hamilton
Page Two

Let me also assure you that the Board is keenly aware
of the need to minimize regulatory burdens, and that we are
attempting to do so in this case--while at the same time carrying
out the responsibility to implement this statute. Thank you
again for your comments on the Board's proposal.

Sincerely,

S/Paul A, Yoicker

DSS:RS:pjt (#V106)
bcc: Dolores Smith
Mrs. Mallardi (2)
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 2055|

April 9, 1981 PAUL A. VOLCKER

CHAIRMAN

The Honorable Bill Green
House of Representatives
Washington, D.C. 20515

Dear Bill:

I appreciated receiving your recent letter indicating
why you feel that H. R. 1397 will prove effective in encouraging
household savings and is preferable to an approach based on tax
incentives. The materials from the Congressional Research Service
(CRS) and Wall Street Journal , which you were kind enough to enclose
with your letter, were also useful. You asked for my views on
how a savings subsidy could be structured to minimize the possi-
bility that households, in order to obtain added returns, would
simply shift funds from an unsubsidized asset form into a sub-
sidized form. You also asked for suggestions about savings
vehicles that would conflict with the DIDC's mandate to deregulate
interest rates.

After having carefully reviewed your letter and the
materials which accompanied it, I am still concerned that the
additional savings which implementation of your proposal might
generate may not be sufficient to warrant the added Treasury out-
lays. Admittedly, we are all operating with very limited infor-
mation in this area. It may be true, as you say, that focusing
on moderate income groups will prove an effective approach to
promoting savings in the United States. But as the CRS study by
Dr. Jackson indicates, it is not possible to know with certainty
how any income group would respond to an additional inducement
to save.

There is also a large area of uncertainty about how

applicable the German experience may be for the United States.

I do not question the judgment of Dr. Lambdorff, with whom you
spoke recently, that the subsidies offered in his country have
promoted savings. However, as the discussion by the CRS indi-
cates, there are a number of other important factors that have
had a strong influence on the savings propensities of the German
people, and it is impossible to disentangle the relative effects
of each.

As for your point that the proposed subsidy will not
affect the near-term budget position of the Federal Government,
I am of two minds. I very much agree that it is desirable to
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minimize the Treasury's deficits over the critical period of the
next few years. If we are to make substantial inroads into the
current inflation psychology, we must follow policies that con-
vince the public that the federal budget will be brought into
balance as soon as it is feasible to do so. However, I would
still be worried about a program which has little or no impact
on the immediate budget but commits the Federal Government to
large expenditures in the future. To an important extent, it

is just such programs that are responsible for the unacceptably
rapid growth of federal outlays in recent years. Nor, am I

sure that programs that have a deferred impact on the budget
will necessarily minimize the reaction of the private sector.
After all, participants in the financial markets are acutely
aware of the governmental programs that have led to our current
budget difficulties and would likely respond to the prospective
effects of a new program about as much as to its current effects.

In addition to the general issue of whether total savings
of the household sector would be increased by a subsidy program,
there is the additional question of the extent to which households
will shift assets from an unsubsidized to a subsidized form and/or
rechannel savings flows in this way. To the extent such substi-
tutions do occur, of course, the cost of a subsidy program will
be increased relative to the amount of additional savings gen-
erated. I am afraid that I have no practical answer to your
question as to how' a program might be established to effectively
target incentives exclusively to new savings flows. There 1is no
simple way of telling the extent to which changes in household
holdings of a specific asset reflect an added increment of savings
rather than a shifting of funds from other assets.

With regard to the creation of a savings vehicle for
subsidized savings accounts that would not interfere with the
DIDC's deregulation mandate, the approach currently used for
IRAs and Keogh plans merits examination. In particular, indi-
vidual "subsidy'" accounts could be established at banks and
thrift institutions and, perhaps, other financial institutions.
The custodians of these accounts could be free to invest deposited
funds in existing financial instruments at market determined rates
of return. They could also be charged with certifying to the
Treasury when deposits have remained in the account for the
required time period and are eligible for a subsidy.

In case I seem too negative, let me emphasize again
that I share your concerns about thé current level of saving
and capital formation. I also agree that providing incentives
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which increase the after-tax rate of return availabhle to savers
will tend to stimulate private savings. However, I am not certain
that cost-effective programs can be designed to provide such incen-
tives. Whatever the final approach taken to encourage savings, it
is important that it be accompanied by corresponding reductions in
+he federal outlays. Otherwise, the increased savings generated
would of necessity end up financing the Treasury's increased
deficit. And, at the same time, public confidence in the govern-=
ment's resolve to get jts financial house in order could be
seriously eroded.

Thanks again for giving me this further opportunity to
comment on your savings proposal. I hope these comments will be
helpful.

Sincerely,

S Paul

WR:FMS:JLK:RS:ved (V-=103)

bcc: Messrs. Kichline, Struble, Ramm
Mrs. Mallardi (2)
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April 10, 1981

The Honorable Walter E. Fauntroy
Chairman
Subcommittee on Domestic Monetary Policy
Committee on Banking, Finance and

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

Dear Chairman Fauntroy:

I very much appreciate your letter of April 1.
I too believe that the discussion of our mutual concerns in
the context of the informal gathering last week was most worth-
while, and I know that the other members of the Board and the
Reserve Bank Presidents also share that view and were very
pleased to be able to meet with you and the other Subcommittee
members. I hope that we can do something similar on other
occasions.

" With respect to your suggestion of a meeting with
the members of the Congressional Black Caucus, I would welcome
the opportunity to meet with the members of the Caucus for an
informal discussion whenever that could be arranged. If your
staff would contact Don Winn on 452-3457, we will be pleased
to work out the details.

Sincerely,

54@%»;

DIW:pjt (#V-113)
bcc: Mrs. Mallardi (2)
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PROCEEDINGS AND DEBATES OF THE 97'[) CONGRLESS, FIRST SESSION
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WASHINGTON, FRIDAY, JANUARY 23, 1981

No. 13

SAVINGS AND RETIREMEN
INCOME INCENTIVE ACT OF 1981

Mr. MOORE. Mr. Speaker, as Indi-
vidual taxes climb, di nosable Income
dwindles and personal savings become
8 necessary Income supplement to
meet costs Imposed by inflation in-
stead of an investment reserve to
which regular deposits were once
made. As a result, personal savings
rates In this Natlon are pitifully low
especially when compared to those of
other major Industrial nations.

On the average, Japanese worlors

save four times as much as we do,
West German savings are triple our
rate, and Canadians save twice our
level, In the last decade our savings
rates have fallen while each of theirs

}-\;, - vy
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It is no mystery why Americans save
so litt!le tudry or why Japan, West
Goermany, Canada, and other countries
hive a comparallve abundance of sav-
Ings capital upon which to draw for
cconomic expansion and competition
with us.

W'

In Japan interest earned on the first
22,000 of individual savings s tax
free. In West Germany, familles with
children and with low- to moderate-in-
comes are given sufficient tax cuts for
long-term saving to cause 94 percent
of{ blue collar workers to establish and
regularly add to thelr savings ac-
counts. In Canada, employee contribu-
tions to eriployer-sponsored pension
plans are tax deferred in amounts up
to $£3.,300 per year and individuals
having their own retirement plans can
defer taxes on up to £5,500 in annual
additions. This is by no means an in-
clusive list of their savings incentive or
nations offering them.

By comparison, we are pikers in the
savings gamer and, for this reason, we
are losing it. Until langniage I initiated
in the House won approval as part of
the Windfail Profit Tax Act approved
in the last Congress, this Nation fully
taxed every dollar of interest income
received by individuals, The %400
maximum annual exclusion granted
last year for interest and dividend
Income in 1981 and 1982 tax years ap-
pears paltry when compared to savings
incentives in Japan, West Germany, or
Canada, but it iz a step in the right di-
rection and one that should have been
taxen long ago.

Much more needs to be done to give
a favorable real after-tax rate of
return on savings to track or hopefully
stay ahead of inflation. Forelgn expe-
rience shows savings can best be built
by reducing the tax imposed on it. Our
tax on savings is particularly onerous

s interest income is taxed at the
highest rate an individual must pay

and commonly it pu s a taxpayer into
a higher tax bracket when added atop
earned income as our tax policy in-
structs.

To counter this bullt In tax bias
apainst savings, Senatoer JoHN CHAFEE
and I are jointly Introducing a bill to
build upon the present Interest and
dividend exclusion and expand Individ-
ual retirement account ellgibility and
benefits, Our Savings and Retirement
Incceme Incentive Act of 1981 is a natu-
ral extension of yuidance given by the
Scnate Finance Con. olttee late last
rear In its omnibus at bill, It em-

fawv

ey frrFRAS_Engrg‘. 5 deslred objecuves of simple yet

functional design, tax adjustment to
account for {interest and dividend
income damage caused by inflation,
self-reliance in relirement Income
management, first-time home owner-
shilp, new savings formation, and voca-
tional or college education for the
account holder's chifldren. It has won
approval by more than 25 national or-
ganizations representing Investment
and financial communities, the Na-
tion’s largest retirement organlzations,
and national mihtary organizations.
Initial estimates put its statie revenue
cost at some $4 billion In the first vear
with savings formation encouraged by
Its terms giving an early cost recovery,
Econometric tests are underway. In
view ol recent surees in personal debt
growth, and record low rates of per-
sonal savings, it Is extremely timely. It
also only rewards retirement savings
bevond activity already provided
under mandatory employer-sponsored
plans.

Many notions on savings formation
arc being offered these days. Senator
CHarrr, who serves as chalrman of the
Subcommittee on Savings, Pensions,
and Investment Policy. and I are con-
vinced this bill pets highest n
when all objective tests are applied,
especialy In terms of the wide range of
worthy purposes served on an equal
basis and at a reazonable cost,

For this reason, we have recom-
mended its Inclusion in the forthcom-
ing tax cut recommendations of the
administration and Senator CHAFEE In-
tends to begin hearings on it at an
early date.

A summary of the bill, a list of orea-
nizations supporting or in most cases
endorsing it, as well as the measures
full text follow:

BILL SUMMARY

The “Savings and Retirement Income In-
centive Act of 1981" Is designed to Increase
the Incentlves for Individual savings and In-
vestment In the following ways:

(1) The bill makes permanent the excluy.
sion from tax of the first $200 (2400 on a
Joint return) of dividend and interest
Income and Increases that amount to $500
(21,000 on a Joint return; when an Individu-
al or spouse attains the age of 65.

(2) The bill permits the use of individual
retirement accounts (IRA's) by erniployecs,
ineluding zovernment employees and mili-
tary personnel, who are covered by employ-
er-sponsored retlrement plans and increases
the maximum allowable deductible eontri.
butlions to these accounts from $£1,500 per
year under existing lnw to £2.000 per year or
thie total amount of the employee’s earned
income, whichever Is less

(3) In lleu of a contribution to a scparate
IRA, the bill permits an employvee to make a
$2.000 per year tax-deductible, voluntary
contribution to his employer-sponsored re-
tirement plan, If the plan so permits.

(4) The bill permits additional voluntary
non-deductible contributions of $2,000 per
year plus an additional £3,000 over the em-
ployee's lifetime to either an IRA or an em-
plover-sponsored plan thereby Inecreasing
the slze of the account zo that the expense
of mannaging and promoting such savings
plans will be more easlly absorbed, Tax Is
deferred on earnings from ell moneys con-
tributed to the account so that the employ-
co’'s total savings are also enhanced by stich
contributions. This provision Is similar to
existing law regarding corporate pension
plans and Keogh plans for the self-em-
ploved. Thus, for example, In one year an
individual couldd make a deductible ecntribue.
tion to an IRA of £2,000 and a non-deduct-
ible contribution of $10.0a0; thercalter, he
could make annually a deductible contribu-
tion of £2.000 and a non-deductible contri-
bution of $2.000.

(5) Finally, the bill permits an cmployee
to withdraw without penalty up to $10,000

\rks

from the account in order to purchase a
first home or to pay for the higher educa-
tion of his children. (The amounts so with-
drawn are subject tv Income tax (n the year
of withdrawal.) Thnis provision will make
IRA's attractive to younger employees who
are hesitant to invest funds for retirement
savings which may still be necded for major
family commitments,

FNDOPSEMENTS OR STATEMENTS OF SUPPORT
American Assoclation of Retired Persons.
National Retlred Teachers Assoclation.
Natlonal Association of Retired Federal

Merrill Lynch, Picrce, Fenner & Smith,
Ine

National Association of Federal Credit
{‘.":_r-]'".

Credit Unlon National Association, Inc.
Investment Company Institute.
U.S. League of Savings Associatlions.
National Savings and Loan League,
Natlonal Consumer Finanece Association.
National Association of Mutual Savings
Banks,

Independent Bankers Assoclation.

Chirf Warrant and Warrant Officers As-
sociation, U.8. Coast Guard.
U.S. Army Warrant Officers Association,
Amcerican Security Counclil.
Reserve Enlisted Association.
National Association for Uniformed Sery-
Veterans of Foreign Wars of the United
States.

Marine Corps League

Non Commissioned Officers Association

Disabled Officers Association

Association of the United States Army.

Navy League of the United States.

Army Mutual Ald Association

Relired Officers Association

Military of the World Wars,

H.R, 1250

A bill to amend the Internal Revenue Code
of 1954 to Incrense the allowable contribu-
tions to Individual retirement plans and to
allow employees a deduction for savings
contributions to employer retirement
plans or to Individial retirement accounts

Be it enacted by the Senate and House of
Representatives of the United States of
America in Congress assembled,

SECTION 1. SHORT TITLE

This Act may be cited as the “Savings and
Retirement Income Incentive Act of 19581,

Sec. 2. AMENDMENTS TOo MAKE PERMANENT
CURRENT INTEREST AND Divinexn Ex-
CLUSION AND To INcrEASE SvucH ExcLu-
s10NS FOR PEnsons OVER AGE 65.

(a) Sectlon 404(c) of the Crude Ofl Wind.
fall Profit Tax Act of 1980 i{s amended to
read as follows:

“(c) ErFEcTIVE DATE—The amendments
made by thls sectlon shall apply with re-
spect to taxable years beglnning after De-
cember 31, 1980,

(b) Paragraph (1) of Sectlon 118(b) of the
Internal Revenue Code, as amended by Sec-
tion 404(a} of the Crude Oll Windfall Profit
Tax of 1880, Is amended to read as follows:

“(1} MARIMUM DOLLAR AMOUNT, —

"(A) GENERAL EXCLUSION.—Except as pro-
vided In subparagraph (B), the aggregate
amount excluded under subsection (A) for
any taxable year shall not exceed $200 ($400
In the case of & Joint return under section
6013)

(B) In the case of an Individual who has
attained age 65 before the close of the tax-
able year or who 1s'married a8 of the close
of the taxable yvear to an [ndividual who has
attained age 65 before the close of the tax-
able year, the agikregate amount excluded
under subsection (n) for any tauxable year
shall not exceed $500 ($1,000 in the case of a
Joint return under sectlon 6013)."

Skc, 3. INCREASE IN PErMissinte CONTRIBU-
TIONS TO INDIVIDUAL RETIREMENT Ac-
COUNTS.

(n) Sectlon 219(b) of the Internal Revenue
Code of 1954 (relating to retirement sav-
ines) Is amended—

(1) by deleting the words “an amount
equal to™ from paragraph (1), by striking
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and Inserting in Heu theresf “£2,000%, lodging tributipn on the Iast day of the preceding
(2) by deleting paragraph (2) and redesig- 13) FLiCIBLE EDUCAT T ONAL INSTITUTION.— taxable vear I the contribution Is made on

nating parsgraphs (3) through (7) aa para- The term ‘eligible edjeational Institution’ P it of surh taxable year and s made
Eraphs (2) through (6) nicANS— not later than'the time prescribed by law

y Section 48T3(b) of h Code 15 amend an Institution o higher education, or for filing the return for such taxable year
ed to read as follows: it a voentlonal schopol tinchuding extensions thereof )

(H) EXCESS CoxTi NS —I“ir pur- "tC) I‘-'C":t_':".'h-ﬁ' OF HIGHER EDUCATION.— l.a'} L'[,M]-F\-H_"‘ri..-; For purposes (}r this
i of this section, In case of Individ The term ‘Institution of higher education' gection, the term compensation’ includes
al retirement accounts, individual ret means the Institutions desceribed In section  ecarmed Ineome as deflned In section
ment annulties. or bonds. the term ‘exce 1201¢a) or 491(b) of the Higher Education 40lic)2).
cantribitions” meat ¥ of Act of 1865 “{8) MANDATORY CONTRIBUTIONS.—For pur-

11 Lthe

(1)) VocaTIONAL SCHOOL.—The term ‘voca-

poses of thils section, the term ‘mandatory

“{A) the amou | for the tax- tional school' means &an arca vocational edu-  ecentributions’ means amounts contributed
able year to the ac v or for the annu-  cation sehool as defined In section 1985(2) of to the plan by the employee which are re-
ities or bonds (other than A rollover contrl- the Vocallonal Education Act of 1863 which quired as a condition of emiployment, as a
bution deseribed (n  sectlon  402taub), Is In any State (as defined In section 195(8) condition of participaticn in such plan, or as

403p¥4), 403(b) 8,
4009tb)3)ce)), over
“iB) $2.000 plus the amount all

4080 3), or

wwable as a

of such Act.)”
“(d) Section 72 of the Internal Revenue
Coder of 1054 (relating to annulties; certaln

a condition of obtaining benefits under the
plan attributable to employer contributions.
“td) SimprLIFIED REPORTS.—The Secretary

deduction under section 218 for such contrl- sroceeds of endoaments and 1ife insurance shall Lsue regulations which prescribe the
butlons, and contracts) s amended by redesignating sub- time and manner In which simplified re-
“U2) the amount delermined under this gection (o) as suhsection (p) and by Inserting ports shall be filed by the employer or plan
subsection for the preceding taxable year,  gfier subsection (n) the following new sub- Rdministrator of a plan receiving contribu-

reduced (but not below zero) by the sum  geetion tions deductible under this section.”
of — TREATMFNT OF DISTRIBUTIONS From SEC. 5. TREATMENT oF DISTRIBUTIONS FROM
A) the distributluns out of the account ANy To WHicH EMPLOYEE MADE De-

for the taxable year whiich were included in
the gross income of the payee under section

408:du 1),

INmIvIDUAL RETIREMENT ACCOUNTS.—For pur-
poses of subsections (cX1XA) and (eXX1XDB),
any contribution made by an {ndividual Lo

pretinle CONTHIBUTIONS,

(a? Subipart A of part I of subchapter D of
chapter 1 of such code (relating to retire-

- fhg i ; 'y ey BN Individual retirement account which s
Bldae d"{.jlb'”l el (3” (-f ‘ .’.p n““,'_"'t allowed as a8 deduction under section 219 ment plans) is amended by Inserting after
!""; I”"' WAxa0ie 3 AT to Which SteHOR - ghall be treated as an amount contributed subsection (1) of section 414, the following
[ Yy arl € nr
i i ‘5‘. R s by an employer which ls not includible tn new subsection
“'.1:: l..nw}-l . ':{ L -l ;. the gross Income of such employee,” “tmi DepucTiste EMrrovee CONTRIBU-
30 plus thie maximum ¢ 0 al- 2 . O i b lo L
R S iy ;. g e ‘|' 091G | (0) Section 2039 of the Internal Revenue TIONS.—For purp of this title, other
:?‘..ﬂ;bl: :LI n. A R “T Code of 1954 (relating to the Estate Tax) is than for purposes of section 401(ax4) and
AT g i bed (determined  Mmended by repealing subsection (e) thereof (5). 404, 410(b), 411, and 412, any amount
{1l) the ar ORI CARRELESE VGRS and redesignating subscction (f) as subsee- Which is allowed as a deduction under sec-
WISOGMUS: TRERIE TR-ReEHialy sAPNCHSY) 30, RS- 0 o tion 220 as a qualified retirement savings
B '-‘"-'“'*‘ or for the ar ties or bonds for oy & n 2517(h) of the Internal Reve. contribution shall be treated as an employer
the taxable yoar = el v contribution.”
nue Ci of 1054 (reinting to the gift tax) Is ; S
1 amaunt determin ler the preced- o o I‘L ~"r'L"" ;"w pr\r’intt'r-{i('al (b) Section 414(h) of such Code (relating
Ing sentence sball be rq 4 (but not Below rtrpnin v ;. ..}'-1 rap) 14'; nd 1o tax treatment of cortain contributions) is
’ _ b oA e ey h { r than paragraphs An amendod By RSesting ST “S6v AIMoGHt
v A b 1b} the excess (I Bl ) oof B.( ) over the (510" and substituting “tother than pAra- i I : _: l ":. ¥ ) ny
aygregate of the amouwr contributed Tor  ooanty g contributed” the following: “(other than an
each prior taxable year in excess of the sum o, AT ol v o o S . i N mount deseribed (11 subsection tm))™.

of £2.000 aud the amcunt allowable as r dee
durtion under section 219 of such prior tax-
ahle yenr,
() Sectlon 408 of suchi Code s amended —
(1) by striking out “$1.500" wherever It ap-
rars and lnserting in lieu thereof “$4,000".
(2) by pdding to parsgraph (1) of subsec-
tlon (a) the feiiowing sentence: “For pur-
poses of the preceding sentence | contribu-
tions for any taxable year exceed £4.000 on
behalf of any {ndividual., they shall not be
taken Into account exeept to the extent that
guch exeess contributions, when aggregated
with any simllar excess contributions for
prior taxable years, exeeod $3,000."

{3) by amending paragraphs (1) and (2) of
ction (d) to read as fodlows
—F'x i otherwise pro-
vided In this subsectiont, any amount or an-
nuity contract pald or dlsiributed ot of an
Individual retirement account or under an
Individual retlrdment annuity to any distrib-
atee shill be tuxable 12 him In the year In
% hich so distributed under section 72 (relat
ing to Annuities)

(2) COMPUTATION OF EMILOYFERS' CONTRY-
puTiOoNS. —For purposcs of this paragraph
and section 72, any amounts for which a de-
duction Is allowed cetion 219 shall be
treated ps an employver contributinn.”

POLILT
{1V 1IN GENERAY

|
viridi
Wilaed

ron

Part VII of subchapter B of clinpter 1 of
surhh Code (relating to additional itemized
deductions of Individuals) is amended by re-
penling sectlion 220 by substituting
therefor the following new sectlon:
"SEC, 220, DipvcTioN ror CErTAIN EMPLOYER

RETIREMENT Savines CONTRIBUTIONS,

vl
no

“(a) GeENERAL RULE —In the case of an ell-
gible employee, described In subsection
(ev2), there shall be allowed a= a deduction
the qualified retirement savings contribu-
tlons of such Individunl for the taxable year.

U0 LIMITATIONS AND RESTRICTIONS.—

(1) Maxiaux pEDUCTION.—The amount
allowable as a deduction under subscction
(a) to an ellgible employee for any taxable
vear may nol exceed the lesser of —

“(A) the amount of the compensation In-
cludible In the ellgible employee's gross
income for such taxable year, or

(13) $2.000.

"(2) ALTERSATIVE DEDUCTION.—NO deduc-
tien shall be allowed under subsection (a)
for the taxable year If 8 deduction is al-
lowed under section 219 for the laxable
YOur

“le) DEFINITIONS AND SPFCIAL RULES.—

6. TecnNtcal AND CONFORMING AMEND-
MENTS.

(a) ESTATE AND GiFT TAX EXCLUSION.—

(1) EsTATE TAX.—Subsection (¢) of section
20039 of such code (relaling Lo exemption of
annulties under certaln trusts and plans) is
amended by adding st the end thereof the
following new “For purposes of
this subsection, any contribution allowed as
a deduction under sections 219 or 220 shall
be considered a3 made by a person other
than the decedent.”

(2) Girr Tax.—Subsection (b) of section
2517 of such code (relating to transfers at-
ie to employee contributions) is
1 by adding at the end thereof the
following sentence; “For purposes of
this subsection, any contribution allowed as
o deduction under sections 219 or 220 shall
he considered as made by a person other
than the employee.”

(DY OTHER AMENDMENTS . —

(1) Paragraph (10) of section 62 of such
Code (defining adjusted gross income) is
amended by striking out “(relating to retire-
ment savings for certaln married Individ-
uals)” and inserting In lleu thereof “(relat-
Ing to deductlon for certaln employee retire-
ment savings contributions)™.

(2) So much of section 72({) of such code

Srce

sentence:

tributa
unend:

new

(4) by denning the wards “or 220" [rom “{1) QUALIFIED KRFETIREMENT SAVINGS CON- as Iirf‘t"!‘dcs p&rnmph (1) thereof is amend-
pacagraphs (4) and (5) of subsccllon (d)  yriguyrion.—For purposes of this section, ed to read as follows: "In computing. for
wherever they apphear. g the term ‘qualified retirement savings con- purposes of subsection (ci(1XA), the aggre-

(§1 by amending subseetion (f) gite amount of premiums or other consider-

(A) by Inserting Loelors the period at the
end of paragraph (1) thereol “unless such
distribution Is a qualified withdrawal as de-
fined In paragraph (4)”, and

(B) by adding at Lhe end thercof new
paragraphs (4) and (5) to read as follows:

“(4) QUALIFIED WITHDIAWAL —Paragraphs
(1) and (2) shall not apply to any withdraw-
al durlng a taxable year in which the indi-
vidual has made no prior qualified with-
drawals—

“{A)Y whiech iz used

“t) to pay the quatified educationnl ex-
penses of a chilld of the Individual for whose

tribution’ means any contribution In cash,
other than a mandatory contribution, made
by an individual as an employee to or
under—

“(A) & plan described In section 401(2)
which Includes a trust exempt from tax
under section 501(a),

“{B) an annuity plan described in section
403(a),

"(C) a qualified bond purchase plan de-
scribed In section 405(a), or

(D) a plan described In section 805(d)3)".

“(2) EricieLE EMPLOYEE.—For purposes of
thiis seetlon, the term ‘eligible employee’

ation pald for the contract, for purposes of
subsection (d)1), the consideration for the
contract contributed by the employee, and
for purposes of subscction (eX1)X(B), the ag-
gregate premiums or other considerations
pald, amounts which an employer is re-
quired to report, pursuant to regulations
promulgnted under section 220(d) with re-
spect to an amount pald by an ellgible em-
ployee (as defined in section 220(cX2)) as &
qualified retirement savings contribution
shall be excluded, and amounts contributed
by thie ¢ suployer shall be Included, but only
to the extent that—"".

S . 1Ay " e iy
benefit the trust s mn'mtalined, or means any ndividual who Is an active par- 33 Brrgd bons : Gt il
“ii) I conneelibn W the purchars of telpant for any part of the taxable year ina (3’ ® e _4.15_“1 OF Nues X ode Is amend-
the first dwelling b . ¢ by the individu-  plan deseribed in paragraph (1), ed b ;I |.|.1- I. ;-1‘r wntaph u.ifl thervof,
al for whost neiit account s main- "{3) RECONTRIBUTED AMOUNTS.—No deduc- ) 1e table of sections for part VII of

tained which constitutes his principal resi-
dence,

“(B) which Is not less than $2,000, but
whlch when agzregaled with all qualifled
withdrawnals In prior taxable years does not
excerd £10.000, and

“«) which will not eause the fair market
value of the account Immediately after the
withdrawnl to be less than £2.000,

(5) DEFIRITIONS.—

tion allowed under this section with respect
to a rollover contribution deseribed in sec-
tion 402(a)(5), 403(aX4), 403(b)(8), 408(dNK3J),
or 409(b) 3 C).

“{4) AMOUNTS CONTRIBUTED TO AN INSUR-
ANCE CONTRACT,—No deduction shall be al-
lowed under this section for that portion of
the amounts pald which are properly allocs-
ble, under regulations preseribed by the Sec-
retary. to the cost of ilfe Insurance.

IH) MApRIED sNDIVIDUALS.—In the case of

subchapler B of chapter 1 is amended by

strikitig out the item relating to section 220

and inserting in lieu thereof the following:

“See. 220. Deductions for certain employee
retirement savings contributions.”

Sec. 7. ErrecTive DaTes.

(a) GEneralL RuLe.—Except as provided in
subscetlon (b), the amendments made by
this Act shall apply to taxable years begin-
ning after December 31, 1980,

(b) F'sTATE AND GIFT TAX PROVISIONS, —

"(A) QUALIFIED EDUCATIGNAL EXPENSE.— .
The term ‘gqualificd cducational expense'  nn individual who §s married (a= determined (1) FsTATE TAX.—The amendment!s made
menns: wder seetion 143(a), the maximum deduc- by section 4(a)x 1) shall apply to the estules

Iy tultlon and fees reqitlred for the en-
roilment or n'tenidan if a student sl an
ellgible educntional | tition,

“tlI) Iees. buoks, suppiics, and equipment

tion under subsection th) ahall be computed
so,aratcly for cach individual, and this sec-
tlon shall be applied without regard to any
communily property laws.

of decedents dying after December 31, 1980,

(2) Girr TAX.—The amendment made by
section 4(aX2) shall apply Lo transfers after
Decenmber 31, 1880,
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J. 5. 243—Senators Chafee, Warner, and Thurmond
Savings and Retirement Income Incentive Act of 1981

a. Permanent interest and divided exclusion (sec. 2 of the bill)

Present law

Individuals may exclude from gross income up to £200 ($400 on a
joint return) of dividends and interest income received from domestic
sources (Code sec. 116). This provision is effective for taxable years
beginning after December 31, 1950, and before Junuavy 1, 1983, After
1982, the exclusion reverts to prior law, under which the exclusion
applied only to dividends and was limited to $100 (8200 in the ense
of a joint return). This is reflected in the revenue estimates (below)
for 1983 and later.

Issues
This section of the bill specifically raises the issue (1) whether the
partial exclusion for dividends and interest should be made permanent,
and (2) whether the amount of the exclusion shounld be increased for
mdividuals who ave age 65 and older.

Explanation of provision
Section 2 of S, 243 would make permanent the partial exclusion of
dividends and interest by individunals,
In addition, the provision would increass the aggregate amount
exclndible to 8500 (81.000 in the case of n joint return) for an in-
dividual who attains age 63 before the close of the taxable year or who

1s married, at the close of the taxable year, to an individual who is at
least 635 vears old.
EfTective date
The provisions of section 2 of S. 243 would be effective for taxable
years beginning after December 31, 1980,

Revenue effect
Fiscal vear budget receipts wonld be reduced by $105 million in
1981, 8771 million in 1082, 81.742 million in 1983, $4,278 million in
1984, and £4.301 million in 1985,

h. Individual retirement and savings accounts (secs. 3-6 of the
bill)

Present law

An individual generally is entitled to deduet the amount contrib-
uted to an individual retirement account or annuity, or nsed to pur-
chase retirement bonds (referred to collectively as “IRAs"). The
limitation on the deduction for a taxable year is generally the lesser of
15%% of compensation for the vear or $1.500. Under a spousal TRA, the
§1.500 contribution limit is increased to $1,750 for a year if (1) the
contribution is divided equally between an individual and the spouse

(11)
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of the individual, and (2) the spouse has no compensation for the year.
ITowever, no IRA deduction is allowed for a taxable year to an indi-
vidual who is an active participant during any part of the taxable
year in a qualified pension, profit-sharing, or stock bonus plan, a tax-
sheltered annuity maintained by a tax-exempt organization or educa-
tional institution, or a governmental plan (whether or not quahhied).
Except for tax-free roll-overs and certain amounts paid for life insur-
ance, nondeductible contributions are not permitted to be made to an
IRA. Income and gain on amounts held under an IRA are not taxed
until distributed. AN distributions from 1R As are includible in gross
income. Distributions may be made from an IRA without penalty
after age 5914 or in the event of disability or death. Amounts held in
an IRA can qualify for exclusions under the estate tax and gift tax
rules,

Many qualified plans provide for contributions by both the employer
and the employee. In many cases, the employee contributions are
mandatory (i.e., required as a condition of employment, a condition
of participation in the plan, or a condition of obtaining additional
employer-derived benefits). In other cases, employee contributions are
voluntary, and the amount, within limits, is left to the discretion of
the employee. A plan can provide for both mandatory and volun-
tary employee contributions, In any case, neither employer nor em-
ployee contributions to a qualified retirement plan may diseriminate
in favor of employees who are oflicers, shareholders, or highly com-
pensated. Generally, in the case of voluntary employee contributions,
within certain limits, there is presumed to be no diserimination so lon
as there is an equal opportunity for all employees to make such contri-
butions. Income allocable to an employee’s contributions to a qualified
plan is generally not taxed to the plan or to the employee before the
income is distributed or made available to the employee or the em-
Ployee’s beneficiary. However, the employee is not entitled to a dedue-
tion or exclusion for emplovee contributions to the plan. Benefits held
in a qualified plan can qualify for exclusions under the estate tax and
gift tax rules to the extent the benefits are not attributable to em-
ployea contributions.

In the case of tax-sheltered annuities (including custodial accounts
investing in shares of a regulated investment company) purchased by
certain tax-exempt institutions for their employees or purchased by
schools for teachers, employees are entitled to an exelusion. within
limits, from gross income for amounts paid by the employer on a salary
reduction basis, Amounts invested in a tax sheltered annuity purchased
by a tax-exempt organization can qualify for exclusions under the
estate tax and gift tax rules.

Issue

The issues are whether the present tax incentives for individual
retirement savings accounts should be expanded and whether distribu-
tion from the accounts also should be allowed for educational pur-
poses and for the purchase of the first principal residence.
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Explanation of the bill
Deductible conlributions

The bill would increase the annual limit on deduetible retirement
savings contributions to 100 percent of the first $2,000 of compensa-
tion includible in gross income. In addition, the bill would extend
eligibility for deductible retirement savings contributions to individ-
uals who are active participants in qualified plans, tax-sheltered
annuity programs, or governmental plans. The bill would delete the
special $1.750 deduction limitation for spousal TRAs.

[Inder the bill, deductible retiremont. savings contributions could
be made by an individual to (1) a qualified plan in which the indi-
vidual is an active participant or (2) to an TRA. No deduction would
be allowed, however, for mandatory employee contributions to a plan,
Contributions to a qualified plan or to an IRA made before the time
for filing the tax return for a year could be taken into account as if
made on the last day of the vear for which the returmn s filed.

Under the bill, benefits attributable to deductible employee contri-
butions to a plan would be taxed under the same rules that apply to
benefits attributable to employer contributions. Accordingly, these
benefits would generally be taxed only when distributed or made
available to the employee or a beneficiary, unless rolled over tax-free
to another qualified plan or to an IRA. Such benefits could also
qualify for exclusion under the estate and wift tax provisions.

Deductible employee contributions to a plan would be treated as
employee contributions, however, in testing whether the plan meets
the requirements for tax-qualified status and whether the plan meots
the requirements of ERISA.

The bill provides for simplified reports with respect to dednetible

cmployee contributions receivad by plans.
Nondeductible contributions

The bill would allow nondeductible contributions to be made to an
IRA. Although no deduction would be allowed for the contributions
and they would not be excluded from estate or gift tax under the
usual rules applicable to TRAs. the earnings attributable to nonde-
ductible contributions would not be taxed until distributed. Nonde-
duetible contributions would be subject. to an annual limit of $2.000.
Nondeductible contributions of up to $8,000 could be made over an
individual's lifetime in addition to the amount contributed under the
$2.000 annual limit for nondeductible contributions. Under the bill. the
limits for nondeductible contributions would be applied only after the
limit on deductible contributions for a year is exceeded.

Distributions for education and housing purposes

Where nondeductible contributions have been made to an TRA,
distributions from the TRA would be allocated under the usual
annuity rules to determine the taxable portion. so that the part of each
distribution consisting of nondeductible contributions would not be
taxed. The bill would permit distributions to be made from an TRA
without penalty to pay for certain educational expenses and would
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permit disteibutions in conneetion with the purchase of the first dwell-
ing purchased by the owner of the IR\ the dwelling is used as that
individual's principal residence, Withdrawals for educational expenses
or the purchase of o dwelling could rot be less than $2.000 and could
not reduce the amount held in the TRA below $2.000, Also, total with-
drawals for these purposes conld not accumnlate to more than $10,000.

Under the bill, withdrawals for educational expenses could be made
to pay for (1) tuition and fees at an edueational mstitution, (2) fees.
books, supplies, and equipment for courses of instruction, and (3)
treasonable allowance for meals and lodging. An institution would
qualify as an educational institution if it is an institution of higher
education * or a voeational school 3

Effective dates
Generally, the amendments made by the bill would apply to taxable
years beginning after 1980, The estate and gift tax amendments would
upply to estates of decedents who die after 1980 and to transfers made
after 1980 (respectively),
Revenue effect
It is estimated that this bill will deerease budget receipts by $118
million in fiseal year 1981, 89754 million in 1982, $2 992 million in
1983, 3,620 million in 1984 and 33,907 million in 1985,
*As defined in seetion 1201(a) or 491(h) of the Higher Education Act of 1005,

YAs defined in section 195(2) of the Vocational Edueation Act of 1963 in any
Ntute (ax defined in section 195(8) of that Act).

O
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February 20, 1981

Senator Paula Hawkins

Dear Senator:

I would like to call to your attention a growing practice by both major
and smaller domestic banks and most international and foreign banks that

I can assure you is infuriating businessmen both of my small calibre up

to the largest. These firms and businessmen can sight far ' more examples
and probably more of a flagrant nature than I and business associates of
my acquaintence have experienced. I am referring to the common and ever
increasing practice of these banks taking advantage of the present high
interest rates in Gelaying the normal banking transactions such as wire
transfers and funding of letters of credit and numerous other transactions
whereby they have been able to make use of the clients or depositors funds,
from a minimum of one extra diay up to as much as a week or more longer than
these transactions normally use to take.

The depositor, victim, is given all sorts of excuses such as a break down

of the telex machines and computers, to a delay in the mail, to a misplacing
of documents. Each incident is a different excuse and almost any person I have
spoken to engaged in financial transactions has had experiences of this nature.
Most of these people just express a feeling of utter frustration because they
do not know to whonm these practices could be reported, who could regulate them
and who could stop them from occurring.

I believe this is a matter that eventually involves huge sums of money improperly

manipulated by these most honorable "institutions”. I would like to request that

you refer this matter to the proper committee or rartizs who could make a thorough
investigation. I feel quite certain such an investigation would develop findings

far beyond what I have suggested.

ry Yruly yours,

HARRY Z. ROJERMBERG
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The Honorable Arlen Specter
United States Senate
Washington, D. C. 20510

Dear Senator Specter:

Thank you for your letter asking me to comment on the
relationship between federal spending and interest rates and
soliciting my advice on measures Congress might take to lessen
the impact of high interest rates.

We agree that high interest rates are fundamentally
caused by rapid inflation, Disciplined monetary and fiscal poli-
cies are essential to curbing inflation, and thereby effecting a
lasting reduction in interest rate levels. Cutting federal
spending is a key part of this process because it reduces de-
mands on productive capacity and credit markets, and helps to
convince the public that high rates of inflation will not be
tolerated. By lessening federal borrowing requirements,
reductions in expenditures accompanied by lower federal budget
deficits will offer some immediate relief to financial markets,
but a substantial decline in interest rates, and their main-
tenance at a lower level, will require a permanent reduction
of inflation accompanied by an easing of inflationary expecta-
tions. This process will not be easy, and I cannot reliably
predict when we will experience appreciable results, Inflation
has become deeply entrenched in our economy over the last 15
years, and we may have to endure a period of slow economic
growth and relatively high interest rates before we can restore
confidence that inflation is being brought under control.

The speed with which the economy and financial markets
respond to anti-inflationary policies will depend both on the
vigor with which we pursue these policies and the public's per-
ception of our willingness to stay on course. In this context,

1 believe a thorough review by the Congress and the Administration
of various federal measures that tend to raise costs and prices
could be very helpful. Action to pare unwarranted regulations,
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The lonorable Arlen Specter
Page Two

for example, would not only reduce costs for businesses and con-
sumers, but woiild build public confidence in the direction of
policy and speed the response of markets to our efforts,

I hope you find these comments helpful,

Sincerely,

DLK:JLK:ved (V=-90)

bcc: Mr. Kichline
Mr. Kohn g
Mrs. Mallardi (2)v
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April 14, 1981

The Honorable J. William Stanton
House of Representatives
wWashington, D. C. 20515
Dear lMr, Stanton:
I am pleased to furnish you with a copy of
my responses to the written questions you submitted

in connection with the hearing held on February 26.

Please let me know if I can be of further

assistance.,

Sincerely,

S/, Paul

Enclosure

CO:vcd Z
bcc: Mrs. Mallardi (2)(/
Gov. Gramley '
Messrs. Prell, R. Smith, Kaiman, Allison




Chairman Volcker subsequently submitted the following
responses to written questions from Congressman Stanton
in connection with the hearing before the House Banking
Committee on February 26, 1981.

Stanton

M-1B

In Table 1 of your testimony, you present two M-1B

target ranges for 198l1. One is 3-1/2 to 6 percent

for 1981 growth after adjusting for ATS and NOW accounts.
The other is 6 to 8-1/2 percent before the adjustment.

My question is this: For M-1, measured inclusive of

ATS and NOW accounts, which is the M-1B you report and
we see, and which averaged $413 billion in the fourth
quarter of 1980, are you targeting it to grow by 3-1/2

to 6 or by 6 to 8-1/2 percent this year?

Our basic target is for growth in M-1B of 3-1/2 to 6 percent
over the year ending in the fourth quarter of 1981, abstracting
from the effects on M-1B of shifting into NOW accounts. Based
on our staff's projections of the impact of such shifting, we
are estimating that achievement of that targeted growth will
result in an observed increase in M-1B of between 6 and 8-1/2
percent from the $413 billion fourth quarter level of 1980.
The estimate of the impact of NOW account shifts will be
reviewed from time to time.
(b) In the White Book that accompanied President Reagan's
February 18th message to Congress, it is said that:
"the economic scenario assumes that the growth rates
of money and credit are steadily reduced from the 1980
levels to one-half those levels by 1986." Assuming
that "steadily" means beginning now and continuing until
1986, is it possible that if M-1B grew as much as 8-1/2
percent this year it would be at variance with Administra-
tion expectations, or do you think they know that you
have in mind some new M--M-1B after adjustment for ATS
and NOW accounts?

I believe that the 3-1/2 to 6 percent range is the economically

meaningful measure of the targeted growth of M-1B and that our

target is thus entirely consistent with the Administration's

assumption.
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Implicit in your decision to target observed M-1B growth
at 6 to 8-1/2 percent this year, is the assumption that
the rate of rise of its velocity will fall 2-1/2 percentage
points this year because of the spread of ATS and NOW
accounts. However, if this is a wrong assumption, if
ATS and NOW accounts once opened behave like other trans-
actions deposits no matter where they came from, then
won't you be preserving rather than fighting inflation?
While we have no "official" economic forecast, and thus no
unique velocity forecast, the Sense of your assumption that
measured M-1B velocity would be expected to slow relative to
trend as a result of transfers from savings accounts is correct.
I believe it unlikely ATS/NOW accounts will behave just like
demand deposits because of the savings component. We will be
monitoring closely the behavior of the monetary aggregates
throughout the year. If it becomes evident that the growth
ranges as we have developed them are inconsistent with the
fundamental objectives of policy--fighting inflation being

preeminent--then we will adjust them.

(d) Will you publish at least monthly M-1B after you adjust
it so that we can monitor its behavior, and tell us
how you adjust it?
As I indicated in my testimony, we intend to keep the Congress--

and the general public--apprised of our estimates of the adjusted

growth of M-1B. We have already begun to do so, presenting
data that permit others to construct alternative estimates if
they wish to do so.

(e) Will you avail yourselves of the opportunity to revise

your thinking and target in July, if the facts then
warrant?

We certainly will be reassessing our targets--on both adjusted

and unadjusted bases; and for all the aggregates--prior to the

July report to the Congress under the Humphrey-Hawkins Act.

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




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

. Stanton

suppose there are large tax cuts relative to expenditure cuts, while

at the same time the Fed cuts money growth 2, 3, and 4 percentage
points. What will happen to interest rates?

In the short run, interest rates presumably would be higher than other-
wise, all other exogenous factors being equal. The larger federal
deficit would add to Treasury demands'on the credit market; it would
also tend to expand the aggregate demand for goods and services, and

the resultant stronger desire for transactions balances would press

against a smaller money stock.
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Mr. Stanton

HHow can real interest rates increase very much in the United States from
cutting tax rates in view of the demonstrated international mobility of
capital?

[t is true that with capital free to move internationally there is a long-

run tendency toward equalizing of real rates of interest among countries.

However, it seems to be the case that divergences among real interest rates

can persist for some time, as purchasers and suppliers of goods and services
adjust to changes in prices among countries. Moreover, market imperfections,
including various controls on capital flows, may prevent a complete equali-
zation of international interest rates. Because the U.S. economy is such a
large part of the world economy, however, a rise in real interest rates here,
though moderated by the tendency of capital to flow in from abroad, would

tend to raise the level of real interest rates in the world economy.
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Stanton

There is considerable dispute about the effects of a tax cut
on real activity and inflation. Demand management oriented
economists tell us cuts in tax rates will operate to increase
real activity (at least when, as now, there is plenty of slack
in the economy--more than in 1963) and also to increase infla-
tion. Supply siders tell us cutting tax rates will increase
real activity and decrease inflation. Thus, there is agreement
that real activity will be increased by cutting taxes--but
disagreement about the inflationary impact. What do you
think? Could it be a stand-off?

Tax cuts, considered in isolation, result in people having
more disposable income; some of this is saved, some spent.

As a result there is likely to be a tendency to increase con-
sumption. Other things equal (including the money supply)
there will also be a tendency to increase interest rates,
restraining private investment and spending, as a result

of the larger deficit, at least in the short run. The addi -
tional consumption can add to inflationary pressures, with

the degree of impetus to prices d-pending in part on prevailing
levels of resource utilization in the economy, but if money

is held unchanged that effect would be dissipated over time.
The question is whether investment would be dampened in the
process with long-term adverse effects.

Tax reduction will also have incentive effects tending to add

to supply. Whether the net effect will be to improve investment

and ease pressures on prices is at issue, and would depend partly

on the design of the tax reduction. What does not seem to me
at issue is that the effects will be favorable if tax reduction

is accompanied by spending cuts--the point I have emphasized.
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. StanLoQ

In your statement, you caution observers of monetary policy to avoid
placing undue reliance on weekly monetary aggregate figures and you
emphasize that short-term swings in the monetary aggregates should
not be disturbing provided there is an understanding of the Federal
Reserve's monetary control over time. In this regard, should the
Federal Reserve consider shifting from weekly to monthly money supply
reporting? If the Board and the FOMC feel that weekly monetary sta-
tistics tend to be unreliable, would it be reasonable to delay publi-
cation of the M-1 statistics until they are final?

In a recent letter to Senators Garn and Proxmire I indicated that
the Board is considering several alternatives to its current publi-
cation procedures for the monetary aggregate data. These include
abandonment of weekly publication or some delay. We have invited

public comment on these proposals.




Stanton

The advent of automated teller machines has created a great
demand for high quality currency. Given the various services
the Fed already performs for depository institutions, has the
Fed considered contracting with depository institutions to
provide high quality currency to such institutions at an
appropriate cost plus profit? It is my understanding that the
Fed does not currently provide such a service.

The question of charging depos;tory institutions for high quality

currency has undergone intensive review. A proposal addressing
this issue is under consideration by the Board of Governors.
The proposal, brought to the Board by a special study group

set up to make recommendations on this and other cash questions,
is that depository institutions should not be charged for
receiving automated teller machine (ATM) quality currency.
There are several reasons urged by the study group for con-
tinuing to provide this service to the depository institutions
free of charge.

One, there is a general policy that currency processing
activities are deemed to be governmental responsibilities

and that governmental responsibilities are not priced. The
sorting of currency according to quality would be classified

as such a processing activity.

Two, Reserve Banks are now in the process of installing state-
of-the-art high speed processing equipment that can provide

the type and quantity of high quality currency needed for

use in ATM's. These high speed machines are already producing
high quality notes at a number of Federal Reserve offices.

The ATM quality currency produced by this equipment is reqgularly
distributed to depository institutions as it becomes avail-

able. Further, by 1984, each Federal Reserve office which
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processes more than 100 million notes annually will run all their
machineable currency on this new equipment. This currency,

in combination with the distribution of new notes, should

ensure that depository institutions receive sufficient quantities

of ATM quality currency. Charging for currency processed on

high speed equipment in the interim period would not increase

the supply of ATM money, but might unfairly alter patterns
of distribution that are currently set up on the basis of
efficiency and need.

Finally, furnishing only new currency for the rapidly growing
ATM market is not recommended as a long term policy because
the amount of new currency required for such purposes will
soon exceed the amount needed to replace note redemptions in
any given year. Since the currency system will only accom-
modate that quantity of currency which the public demands at
any time, the issuance of excess quantities of new currency
would eventually strain on Federal Reserve facilities to
store ever increasing quantities of reusable fit currency.

I do not know whether the Board will deem these arguments

persuasive, as against the alternative you suggest.
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April 14, 1981

The Honorable George Hansen
lHHouse of Representatives
Washington, D. C. 20515
Dear Mr. Hansen:

I am pleased to furnish you with a copy of
my responses to the written questions you submitted
in connection with the hearing held on February 26.

Please let me know if I can be of further

agsistance.

Sincerely,

SLPaulA.VD@ke[

Enclosure

CO:vcd

bcc: Mrs. Mallardi (2)vﬂ
Messrs. Prell, Lindsey
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Chairman Volcker subsequently submitted the following
responses to written questions from Congressman Hansen
in connection with the hearings before the House Banking
Committee on February 26, 1981.

Hansen

What is the real meaning of a "prime" lending rate at a bank?
Is it not misleading to publicize such a rate as the "best"
rate, when in fact loans are offered at discounts to everyone?
Should the federal government do something to put some defini-
tion on the term and make it more uniform and thus more mean-
ingful and useful to the consumer--particularly that small
businessman or farmer who only borrows occasionally and who
does not engage in overnight loan practices?

The meaning of the term "prime rate" has indeed become obscured
by changes in bank lending practices. However, the below

prime lending that has occurred has generally involved special
categories of credits--usually very large, very short-term
loans, which differ in character from the bulk of loans that
are tied to the prime rate. Thus, the misunderstanding and
possible inequities involved are not so great as might appear
the case at first blush. I don't think that it would be useful
for the federal government to get directly involved in the
matter of trying to define the "prime rate." Bank lending
rates to particular customers necessarily and properly involve
a variety of credit and customer considerations, and attempts
to arrive at and enforce an official definition would, all too
likely, tend to create artificialities and distortions of
lending practices. Our primary reliance must be on maintaining
a highly competitive financial system, with a variety of

choices by borrowers. I would also hope, in their own self-

interest in maintaining well understood relationships with

their clients, banks will consider means of clarifying their

use of the "prime rate" terminology.
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Hansen

Some question has arisen about whether the various Federal
Reserve Banks are really getting detailed and useful infor-
mation reflecting actual market and credit conditions from
different parts of the country. If so, are they responsibly
including it in their evaluation process so there is full
awareness of such conditions? Are they then, in a systematic
way, passing this information on to the Federal Open Market
Committee and the Board of Governors? Do you regard this
flow of information as an important current justification for
the regionalized structure of the Federal Reserve System,
which seems to be unique among central banks? If this
function is not being fulfilled--and I have evidence that
this is sometimes the case--should Congress examine the
regional structure with a view to altering it so as to assure
that this function is consistently served?

I believe that the Federal Reserve Banks are providing intelli-

gence about economic developments in their regions in a way

that is useful for monetary policy. The economic research

and other departments of the Banks provide their Presidents
with information on economic and financial developments in
their districts. They also communicate information to the
Board staff and Board members through various channels, in-
cluding regular formal reports before each Open Market
Committee meeting.

I might add the Federal Reserve is not quite unique in a
regional structure--the German central bank, for instance, was
in certain respects modeled on the Federal Reserve. I would
be interested in any specific suggestions you might have about
uses of appropriate regional information, or how our intelli-

gence network might be improved in that respect.




r. Hanse:

3. In your statement and in your report, you refer several times,
as you did under oral questioning, to the superiority of present
operating procedures in open market operations, especially saying
that these procedures are fully adequate for periods of a month
or longer. If that is so, why was the growth of money so
explosive for six months together in 1980, particularly in
view of the statement in your July report that it would not be
the aim of the Federal Reserve to move back onto the target
path in one extraordinary movement, after the stall-dive
behavior of the aggregates early in 19802
The volatility of the money stock last year--not from month
to month but over several months--was largely a reflection
of the extraordinary nature of the economic circumstances.

Focusing on the developments of the summer and fall, to which

you refer, the money stock did indeed grow at a very fast rate

over a period of several months, The economy during that time was

growing rapidly--much more rapidly than almost anyone had
expected or realized at the time--and this was boosting the
public's demands for transactions balances. In retrospect,

it also appears that the public had abnormally reduced deposit
holdings following the introduction of special consumer credit
restraints in the spring, and sought to rebuild those balances
later.

The Federal Open Market Committee's targets for monetary
expansion were much lower than the growth that actually
occurred and we did not provide non-borrowed reserves to
support the rapid growth. The rapid money growth was clearly
reflected in an increase in the need of banks to borrow the
reserves required to support the increase in deposits and in

a pronounced tightening of the money markets. This tightening
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did tend to set in motion adjustments in the behavior of banks

and the public that contributed to a deceleration of monetary

growth late in 1980 and on into early 1981. The process of

restraint indeed took longer to "take hold" than we antici-
pated, and because the deceleration occurred late in the period,
the monetary aggregates did end up high relative to their
ranges for 1980 when measured on the conventional fourth
qguarter average basis. However, taking a broader view and
rccognizing events around year end, the "misses" were minimal
or nonexistent. I believe (and there is a great deal of evi-
dence to support the belief) that it is the general trend of
monetary growth over substantial periods that is significant

in terms of achieving the fundamental objectives of policy.




Mr. Hansen

4. In addition to moving to contemporancous reserve accounting,
would it be helpful for the Federal Reserve to stagger reserve
settlement days over each week?

The advantages and disadvantages of staggering reserve accounting

periods have been studied over the years. These studies have

suggested that the advantages of reduced reserve management

pressures on depository institutions late in the reserve
settlement week and the associated smoother day-to-day movements
in the federal funds rate under a system of staggered accounting
would come at the expense of a looser relationship between the
monetary and reserve aggregates and an accompanying deteriora-
tion in monetary control.

The source of both outcomes is the characteristic of a staggered
system that allows institutions to transfer reserve surpluses

or deficiencies among themselves through federal funds trans-
actions across settlement weeks. This characteristic provides
an automatic mechanism for smoothing the impact on the federal
funds rate of self-correcting, short-run fluctuations in non-
controlled factors affecting reserves, such as float. However,
the studies suggested it also can lead to the avoidance of
systemwide balancing of reserve positions every week. 1In
response to a permanent policy-induced change in reserves,
institutions would be able to delay more basic balance sheet
adjustments that would affect the monetary aggregates by
transferring their reserve position imbalances to other
institutions in the federal funds market. Systemwide imbalances

could accumulate over time. Once institutions began undertaking

ps:/lfraser.stlouisfed.org



more basic balance sheet adjustments, such as asset purchases
or sales, the elimination of the overall accumulated reserve
imbalances could even require larger asset transactions and
associated deposit changes than would be sustainable in the

long run given aggregate reserves.

These complications in the reserves to money relationship would

impair the Federal Reserve's ability to predict the consequence
for movements in the money stock over time of a particular
reserve target. A system of staggered accounting could well
overturn the benefits for short-run monetary control potentially
available under contemporaneous reserve accounting. The

Federal Reserve is currently studying the operational feasibility
of contemporaneous reserve accounting, as well as appropriate
implementation schedules, and I intend to review again the

evidence on staggered settlement days.
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Mr. Hansen

54

Is there anything the Federal Reserve can do through monetary
policy to predictably affect the division between growth and
inflation in the space of, say, a year? If it can, is this

in line with the Administration's thinking of what is needed

for the next year? 1If it can't, why should the Federal Open
Market Committee particularly worry from week to week about

the emerging strength or weakness of the economy and try to
react to 1t?

I don't believe that the Federal Open Market Committee any
longer, if it once did, takes the kind of "fine tuning" approach
of the sort you suggest. Our continuing effort must be to

deal with inflation. We do, of course, feel it is important

to keep abreast of short run developments in the economy and
financial markets. There is some area of inevitable uncertainty
attending the specification of monetary targets and their

impacts on the economy, and we constantly assess incoming

information that may shed light on those matters, and perhaps

help us in adjusting our operations toward the specified targets,

or, much more rarely, signal the need for adjustments in targets
in order to maintain policy on the correct course with respect
to the achievement of the ultimate objective of a stable;
growing economy.

There is little the Federal Reserve can do directly, through

the ordinary tools of monetary policy, to affect the inflation/
growth "trade-off". However, expectations may indirectly affect
the outcome, although without predictable pre cision. Those
expectations would be influenced by monetary as well as other
public policies in ways not easily distinguishable, but related,
I believe, to perceptions of willingness to persist in policies

of restraint.




Mr. Hansen

6. The recent behaviors of the consumer price index and the GNP
deflator have been very different. Do you judge one index to
be better than another for the general purpose of assessing
the strength of inflationary pressures and the appropriateness
of various possible policy responses?

There is no single price index that is an unambiguous, all-

purpose indicator of inflation. The consumer price index has

clear problems, particularly in the treatment of housing,

that have been quite generally recognized. The GNP implicit
deflator has other shortcomings, including a tendency toward
some volatility as a result of the shifting weights that
characterize its construction. The GNP consumption deflator
may give a better reading.

In general, I do believe, in present circumstances of volatile
and high interest rates, the consumer price index is often mis-
leading, but a variety of indices, including the producer price
index, is necessary to properly assess inflationary develop-

ments.
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Hansen

The first chart on page 27 of your report shows that nonborrowed
reserves were really quite stable from May to the end of 1980.
The monetary base, adjusted for reserve requirement changes,
increased from May to November by about 10 or 11% (on an

annual basis), then turned nearly flat. M-1B likewise increased
rapidly from May to November, then went flat. Apparently,
stabilizing nonborrowed reserves through the period did not
result in stable money growth. In view of the record, would

not stabilizing of the monetary base have resulted in much

more stable monetary growth?

Under present institutional arrangements, with banks able to

borrow from the Federal Reserve, we cannot have assured control
over the monetary base (or total reserves) in the short run,

in any event, it is not possible to say precisely what pattern

of monetary growth might have occurred had the System stabilized
the growth of the monetary base over this period. There are
considerable dangers in ex post comparisons of the sorts you make
in your question, for the monetary base was in fact determined
endogenously along with the money stock. The base is most heavily
influenced by currency outstanding, rather than deposits which
account for the bulk of the money supply. As a general matter,
it should be noted that the staff's study of monetary control
procedures suggested that nonborrowed reserves are a better
operating target than the base under current institutional
arrangements.

In the period to which you refer, the money stock was growing
rapidly at first and the System did not accommodate that
expansion through a corresponding provision of nonborrowed
reserves. As banks were forced to turn to the discount window

to satisfy their reserve requirements, this put upward pres-

sure on market rates of interest and encouraged adjustments
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by banks and the public that contributed to the weakening of
monetary growth later in the year. At times, nonborrowed
reserves were reduced in the light of the rapid growth in
total reserves to speed up the adjustment process. The rise
in borrowing was reflected in the growth of total reserves
and the base.

If, instead, the System had been attempting to adhere to a
path for total reserves or the base, the initial surge in the
monetary aggregates would have required a reduction of non-
borrowed reserves from what actually occurred. (Absolute
adherence to a total reserve or base path in the short run in
the face of a surge in money would, for all practical purposes,
be impossible because it is necessary to meet the demands for
currency and required reserves.) In such a circumstance,
money market conditions would have tightened even more
abruptly than they did. Such a development presumably would

have prompted a quicker deceleration of monetary expansion,

but the precise timing and dimensions cannot be estimated with

any certainty. Furthermore, it is conceivable that there
might have been subsequent oscillation in money, and interest
rates as the System attempted to hold total reserves or the
base on a steady course in the face of short-run disturbances
to money demand and the reserves-money or base-money multi-

pliers.
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Hansen

Professors James M. Johannes and Robert H. Racshe of the Department of
Economics at Michigan State University have presented extensive evidence
(see the Econometrics Workshop Paper No. 7914) to show that, given their
forecasting models the forecast errors at the various steps of the pro-
cedure are such that the monetary base is the dominant policy guide, com-
pared to nonborrowed reserves. They say "We are unaware of any publicly
available forecasting technique that dominates our results, or reverses
the rankings of the two policy guides." Does the Federal Reserve's own
forecasting technique overthrow these, findings? If so, why were the
results in actual practice so poor in 1980? If not, why does not the
Federal Reserve adopt the superior policy guide? 1In any case, why does
not the Federal Reserve publish its forecasting techniques?

The Federal Reserve staff study on the new monetary control pro-

cedures completed in February contained a paper entitled '"Monetary

Control Experience Under the New Operating Procedures'" that addressed

in detail the conclusions reached by Professors Johannes and Rasche.
This paper first compared the accuracy of forecasts of the various multi-
pliers (ratios of a monetary aggregate to a reserve measure) by the
Johannes-Rasche model with the accuracy of multiplier forecasts made
judgmentally by the Board staff in deriving reserve targets. Multiplier
forecasts by Board and San Francisco Reserve Bank econometric models also
were examined. From October 1979 to October 1980 the accuracy of the staff
judgmental forecasts was superior on average to the accuracy of the Johannes-
Rasche model forecasts, particularly for the nonborrowed and total reserve
measures. The Board monthly model, whose equations have been made avail-
able to the public upon request, also yielded closer multiplier predictions
than the Johannes-Rasche model.

The Board staff paper also examined how closely money could be con-
trolled using alternative reserve measures as fixed operating targets
over monthly periods. The Board and San Francisco models were simulated

S0 as to abstract from the effects of movements in reserve measures that
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are induced by movements in money and that potentially distort the mul-
tiplier results. Thus, these tests focused solely on the relationship
going from reserves to money. The results indicated that the short-run
connection between nonborrowed reserves and money was more reliable than
the connection between the monetary base and money, under the current
institutional and regulatory structure. Moreover, under a different
regulatory structure embodying more predictable required reserve ratios,
total reserves were more reliably connected to money than the monetary
base.

The Federal Reserve came very close to attaining its announced
ranges for growth of the narrow monetary aggregates over 1980 as a
whole, despite sizable gyrations in monthly growth rates. The money
stock is inherently noisy in the short run, and not amenable to precise
week by week or month by month control.

However, the variability of money growth last year apparently was
accentuated by an unusual combination of factors that destabilized the

demand for money as the year progressed. These factors included sharp

swings in economic activity and the imposition and subsequent removal of

the credit control program. Had 1980 been a more "normal" year, money
would have been much more likely to have remained within the bounds of
the FOMC's longer-run range. This conclusion is documented in detail
in another paper in the overall staff study, "Money Market Impacts of
Alternative Operating Procedures."

The forecasting procedure used by the Federal Reserve in setting

and adjusting its targets for reserve aggregates is predominantly based




._L'j._

on judgmental estimates of near-term relationships among financial

variables. Unlike an approach utilizing only the Board's monthly

model, this forecasting technique, by its very nature, cannot be
reduced to a simple set of equations or formulas that might be

published.
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Hansen

The appendix to the Federal Reserve's report contains results of staff
studies, ostensibly showing that no alternative policy procedures,
specifically targeting the monetary base instead of nonborrowed reserves,
could have resulted in smoother money growth and more stable credit mar-
kets in 1980. These results lean heavily on model simulations. These
models gave us atrocious instabilities in 1980. Why should their results
be trusted to evaluate hypothetical alternatives?

The staff research evaluating alternative reserve measures as

potential operating targets relied in part on simulations of the Board
and San Francisco Bank econometric models. But these simulations high-
lighted the impact on the money stock of the errors each month in the
models' equations. In other words, the model simulations were designed
to estimate the extent to which unexpected developments would disturb
money from its predicted level when different reserve measures in turn
are maintained at predetermined levels. Thus, the simulations did not
ignore that fact that model equations are subject to error, but instead
indicated the closeness of monetary control that is possible with dif-
ferent reserve targets in the face of these errors.

The results, which apply only to each model specifically, should
be viewed as tentative, because no model perfectly represents the non-
random, underlying structure of the economy. However, the fact that the
results comparing nonborrowed reserves with the monetary base were similar
for two models with quite different structures suggests some confidence
in the general validity of the results.

In any event, while the two models did suffer rather large errors

in several months in 1980, it would be a mistake to blame the observed




instabilities last year on the models, which were not relied on to any

significant degree in conducting monetary policy. The model errors

reflected last year's instabilities, but the cause of these instabili-

ties was the economic factors discussed in the last question, not the

models themselves.
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The Honorable Ron Paul
House of Representatives
Washington, D. C. 20515
Dear Dr. Paul:

I am pleased to furnish you with a copy of
my responses to the written questions you submitted
in connection with the hearing held on February 26.

Please let me know if I can be of further
assistance.

Sincerely,

Enclosure

CO:vcd

bcec: Mrs. Mallardi (2) ~
Messrs. Adams and Prell.
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Chairman Volcker subsequently submitted the following response
to a written question from Congressman Paul in connection with
the hearing before the House Banking Committee on February 26, 1981.

Dr. Ren Paul

During a hearing conducted by the Economic Stabilization Sub-
committee on February 25, Professor Amitai Etzioni suggested a
device to reduce the annual interest payments on the naticnal
debt: the sale of gold-backed bonds, He pointed out that three
weeks ago a private firm in Europe sold gold-backed bonds at 3,5%
interest. I am enclosing a copy of his remarks in which he makes
this suggestion. What is your reaction to thic idea? Would you
endorse it as a way to balance the budget, which you emphasized
so much during your testimony?

While I can understand the concerns that prompted Professor
Etzioni's suggestion, I have several reservations about his
proposal. The essence of the proposal is that the Treasury sell
indexed bonds -- in this case tied to the price of gold, I

have generally been opposed to most forms of indexing as they

reduce support for controlling inflation and in some cases

actually help spread price increases, Professor Etzioni's

proposal would place the U.S, Treasury in the position of
speculating on the future price of gold, and in effect betting

against those who buy the bonds -- I think this is inappropriate,

The prcposal's overall intent seems to be to reduce the cost of
public borrowing now, and shift some of the burden into the
future when the bonds would be paid off. BHowever, if we are
unwilling to pay the financing cost of the Federal deficit
associated with current levels of government spending, a more
appropriate response would be to cut the budget, If we wanted

to finance current spending at the expense of reducing our

assets, we could always sell gold directly. Americans now

also have unrestricted opportunities to own gold in the form
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of bullion, U.S.-produced medallions, foreign coins, claims on

gold held in bank vaults, futures contracts, and in other forms.,

There is no reason to believe the ownership of a claim on the
U.S. gold stock could provide, as Professor Etzioni suggests,

benefits that are superior to those afforded by available

investment opportunities.

ps:/lfraser.stlouisfed.org



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

April 14, 1981

The Honorable James K. Coyne
House of Reprecentatives
vashington, P« C. 20515
Dear Mr. Coyne:

I am pleased to furnich you with a copy of
ny response to the written question you submitted in
connection with the hearing held on February 206.

Please let me know if I can be of furthter

asgistance.

Sincerely,

ol La
Joaul A,y

SLAC

Fnclosure

CO:vecd

bcc: Mrs. Mallardi
Mr. Prell




Chairman Volcker subsequently submitted the following response
to a written question from Congressman Coyne in connection with
the hearing before the House Banking Committee on Feb. 26, 1981

Mr. Coyne

What impact does our government's growing credit requirements have
on national interest rates? How much, according to your econometric
models, could interest rates be brought down if we could maintain a
balanced federal budget for a period of 2-3 years or even longer?
All other things equal, a larger federal deficit implies higher
market rates of interest. I don't think, however, our econometric
model can offer any simple answer to your question regarding the

impact of a balanced budget for several vears, It would yield a

variety of answers depending on the economic circumstances and

other aspects of governmental policy--and any quantitative results

would, as with all econometric models, be subject to a considerable
degree of uncertainty. However, it is fair to say that reduced
federal borrowing will result in less pressure on credit markets

and in general, significantly lower interest rates.
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April 14, 1981

The Honorable W an Lovery

llouse of Repres
Washington, L. C,

Dear Mr. Lowery:
I am pleased to furnish you with a copy of

my respenses to the written questions you submitted

in connection with the hearing held on Iebruary 26.

Plezcse let me know if I can be of further
assistance.

Sincerely,

Inclosure

co:ved

bcec: Mrs. Mallardi (2) o~
Messrs. Prell, Pizer, Kohn, Seiders, Keir
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Chairman Volcker subsequently submitted the following responses
to written questions from Congressman LLowery in connection
with the hearing before the House Banking Committee on
February 26, 1981

Mr. Lowery

Exports and Protectionism

Mr. Chairman, recently Dr. Fred Bergsten, Former Assistant Secretary of

the Treasury for International Affairs, warned that continuing high
interest rates will crode the competitiveness of U.S. exports, which have
been growing at twice the rate of overall world trade for the past three
years. He also warned that the U.S. faces massive protectionist pressures
in the future. Would you comment on Dr. Bergsten's concerns and what role,
if any, the Federal Reserve will play in these matters.

High nominal interest rates are symptomatic of high inflation rates,
and consequently, they are likely to be associated with a deteriorating
competitive position for U.S. exporters. The efforts of the Federal Rescerve
to reduce the rate of inflation will, over time, help to bolster U.S. com-
petitiveness and creatc¢ an environment conducive to a lower level of interest
rates.

On the question of protectionist pressures, there is no doubt that
they are rising both here and abreoad. To a degree this is d%¥reaction ‘to low

growth rates and high unemployment rates in most industrial countries. There

are probably instances in which exports of some products from some countries

are being encouraged by subsidies of one kind or another, and we would support

a strong reaction in such cases. More generally, however, we believe that

to turn back the tide of protectionism it will be necessary to pursue economic

policies in the industrial countries that will support expansion without stimu-
lating inflation. The policy of the Federal Reserve is to foster that kind of

environment for the United States.
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Mr. Lowery

Mr. Volcker, there has been some discussion of the possibility of establishing
an IRA-type account for housing down payments. Should mortgage interest rates
continue to stay at present levels, would you favor such an instrument f{or
first-time homebuycrs?

No, I would not. As a gencral matter, one must approach tax deferral and
exclusion proposals very cautiously for they tend to involve the certain loss
of tax dollars and enlargement of the federal deficit with uncertain bencfits
to the economy in terms of additional saving. The specialized plan you inquire
about addresses a symptom of our current problem--high interest rates discourag-
ing home purchases--rather than the problem itself, inflation. Moreover, it
would put into place an additional subsidy program for housing that prove

difficult to dismantle when the need had passed. The most effective way to

eliminate the housing affordability problem is to curb inflation through con-

sistent application of monetary and fiscal restraint.,




Mr. Lowery

Mr. Volcker, there has been much discussion of the fact that mortgage interest
rates are included in the CPI, and as is stated in the Report (page 41) the
rise In mortgage intcerest rates in late 1980 included in the CPI "exapperates
the true change in the average cost ol living." However, in my District in
California, the 30-ycar, fixed rate mortgage is last disappearing. Do you
feel that with the current trend of VRM's and other less conventional mortgage
instruments, interest riates on these Lypes should in fact be included in the
CPPL, perhaps adjusted periodical ly?

It is widely recognized that the present treatment of home purchase
costs in the Consumer Price Index has significant shortcomings. The index
does not reflect in a satisfactory way the fact that homeownership involves
both consumption and investment characteristics. There is less agreement,
however, concerning the most appropriate treatment of financing and other
homeownership costs in the CPl. The proliferation of adjustable-rate home
mortgages adds another complicating technical factor in the construction of

the index.

Yo

In a true cost-ol=living index, the owner-occupied housing component
would measure changes in the average cost of consuming the flow of sheltcer

services provided by owner-occupied homes. This cost cannot be measured

directly, however, since there are not corresponding market transactions for

which prices can be collected., The Bureau of Labor Statistics currently

is experimenting with a number of housing variants that represent attempts

to measure the ideal concept indirectly. These alternatives have been under
discussion at the BLS and clsewhere for some time and are being reviewed for
the next CPI revision. The BLS is also considering how to deal with adjustable

rate mortgages in the current CPI homcownership measure, but appropriate data

are quite limited at present.
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Mr. Lowery

The Competitive Environment Ahead

What is your response to these competitive pressures faced by all deposi-
tory institutions? How should we in Congress begin to approach these
issues? Isn't it time that we thoroughly review the Glass=Steagall Act
with the view toward permitting depository institutions to compete for
services similar to those which their competitors in the investment busi-
ness now offer?

You are certainly corrcct in indicating that there have been signifi-
cant changes in the institutional structure of financial markets and that
there are strong pressures toward further change. 1t is important that we
not permit outmoded regulations and statutes to impede an evolution of the
markets in the directions dictated by fair and constructive competitive
forces; we must, of course, at the same time make sure that the financial

system remains sound and does not become a chink in our economic armor as

we confront the many unpredictable shocks that can arise.

Le o

-

The Board is addressing some of the issues you raise. The question
of equitable competition between money market mutual funds and depository

institutions is one of these. A variety of Glass-Steagall issues, in-

cluding revenue bond underwriting, have, as you know, come to the fore

in recent years, and 1 think it is inevitable that many more will,




Mr. Lowery

Lower Inflation Rate

Given, the inflationary forces and the inflationary expectations
which are embedded in our economy, is it reasonable to assume
that the inflation rate can be cut to 8.3% as early as next year,
as has been predicted, even assuming that President Reagan's
entire program of tax and spending cuts is enacted? If not, what
kind of inflation rate can we reasonably expect?

I see no fundamental reason that the rate of inflation cannot
be cut to 8.3 percent next year. I think that such a result could
be achieved with the least strain on our financial fabric if the
federal deficit is kept to a minimum. But you are quite right
in focusing on the inflationary expectations embedded in the
economy. Whether we can achieve both a significant deceleration

of inflation and strong economic growth is dependent in large

measure on our success in turning the expectational momentum of

L s

inflation around--and I believe that a firm, credible commitment

to monetary and fiscal restraint is essential to achieving an

easing of inflationary expectations.
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M Lowery

Mr. Chairman, now that the Federal Reserve's discount window
is available to all depository institutions, perhaps it is time to
examine new ways to have the discount rate set in a manner that would

improve monetary policy. Some observers, such as Milton Friedman,

have suggested that the discount rate should be linked to a market
rate such as the Treasury bill rate, so that it becomes a floating
rate which changpes continually rather than at uncertain intervals.
Perhaps it should be viewed as a penalty rate inthe future.

Has the Federal Reserve given any consideration to such a review
of the discount rate? If so, what are you doing in this regard? If
not, why not?

The staff of the lFederal Reserve recently undertook an asscss—
ment of the procedure for setting the discount rate, as part of a more
general review of its first year of experience with targeting open
market policy on bank reserves. In this review consideration was
given to the question whether monetary control would be improved
by maintaining the discount rate consistently at a penalty above a
pivotal short-term market rate,such as the federal funds rate, or
by using a floating discount rate, tied in some fixced spt®ad relation-
ship to a key market rate. The staff's study revealed that the two
techniques offer both advantages and disavantages relative to the
current approach; these are summarized below. The Board will continuce
to consider alternatives to present practices with respect to the
administration and pricing of discount window credit.

Penalty Discount Rale

A penalty discount rate would tend to limit the discount window

to a strict lender ol last resort role. As a result, borrowers would

be accommodated only when they had lost access to their usual market

sources of funds (due to their own management errors), or when there

was a more general squeeze on financial liquidity. The present role ol
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the discount window as a buffer in accommodating temporary bank needs
for reserves would thus be largely eliminated, and any tendency for
bank reserve demands to cxceed or fall short of the supply being pro-
vided through Federal Rescrve open-market operations would produce
quicker and substantiallv sharper responses in market interest rates.

Where the overshoot or undershoot in demands for reserves
resulted from a deviation of money growth from the FOMC's desired
target rates, this more rapid response of market interest rates would
be helpful, since it would tend to bring money growth back on target
more quickly. Unfortunately, however, reserve needs often deviate
from expected levels for reasons that have no relation to the under-
lying demand for money, and sharp interest rate responses to such
changes would often be counterproductive,

For example, bank dumands for excess reserves may>deviate from
forecast levels, or the deposit mix that determines required reserves
may differ significuntly from the projected pattern. With the discount
window no longer serving as a buffer, any such stochastic discrepancy
between the demand for and supply of reserves would be reflected in

a much sharper response of interest rates than is now the case. There

would be no guarantee that these rate responses would be consistent

with what was necded to keep growth in the monetary aggregates within
their desired ranges, and at times they could actually run counter to
such needs, thereby exacerbating deviations of money growth from the

desired targets.
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Finally, it should be noted that under the present system of

lagged bank reserve accounting, it would be technically impossible to

keep the discount rate consistently at a penalty relative to the
federal funds rate. Since required reserves in the current week
depend on deposits two weeks before, in any situation where open
market operations failed to cover all of the demand for required
reserves (as might happen as a result of Federal Reserve misestimates
of independent factors like [loat and currency in circulation that
also affect bank reserves), the banking system would have to turn to
the discount window to bring the total supply of reserves into equili-
brium with demand. Individual banks with reserve shortages would
seek first to meet their needs in the federal funds market. jut
because the supply of federal funds were insufficient to meet the
total demand for reserves (due to the Fed's misestimatd~of the need
for open market action), the federal funds rate would be bid quickly
up to and above the discount rate. Only then would banks turn to the
discount window to bring the supply of total reserves into balance
with demand. This process of reaching an equilibrium could thus be

expected to increase the volatility of market interest rates.

Tied Discount Rate

Advocates of a tied discount rate have generally suggested
linking the discount rate in a fixed spread relationship to the
federal funds rate, the 90-day Treasury bill rate, or some more

general index of short-term market rates. Like the penalty rate
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approach, the objective of a tied rate would berto insulate the volume
of borrowed reserves against changes in market interest rates, so that
adjustments to persisting deviations from targeted money growth rates

would occur more quickly.

If the federal funds rate were selected as the tie, any attempt
to link the discount rate to very recent levels of the federal funds
rate could produce large, possibly explosive, movements in both the
federal funds rate and other market rates. For example, if today's
discount rate were tied to yesterday's federal funds rate, anything
causing a change in yesterday's funds rate would lead to a further
change in today's funds rate because of the tied increase in today's
discount rate. This would induce still further changes in tomorrow's

discount and funds rate, and so on,

This technical problem of induced interest rate volatility could
r

-

be damped if the discount rate were tied to some lagged value of the
federal funds rate instead of a very recent rate. The rationale for
such a backward looking fed funds rate tie would be essentially two-
fold. First, it would allow for some variation of the spread of the
current fed funds rate over the discount rate and thus, by tolerating
some increase in the volume of borrowed reserves, limit the risk of an
interaction with the discount rate that ratchets the fed funds rate
upward. This in turn would help to minimize the possible pitfall of
linking the discount rate too tightly to a current rate series that is

heavily influenced by strictly temporary shifts in demands for reserves




- i)~

and not reflective of a basic trend in the demand for money. At the
same time, a lagged tie of this type would help to keep spreads of
market rates over the discount rate from reaching the unacceptably
large proportions that have developed at critical points under the
existing system of establishing the discount rate on a discretionary
basis.
However, a tie of this type--with a sufficient lag to avoid

too close a linkage to relatively current adjustments in money market
conditions--would be quite unwieldy. For example, at times when the

federal funds rate was declining, this approach would produce

a penalty discount rate (with all its attendant problems)

unless a special judgmental adjustment were made.
Use of a 90-day bill rate or a broader index of similar short-

term rates as the tie, rather than the one-day federal funds rate,

would help to minimize the destabilizing influence of very temporary
changes in reserve demands. But it would also introduce certain
technical complexities that could prove troublesome. For example,
experience shows that in periods as short as the interval between
FOMC meetings, most market rate series will frequently show temporary
supply-demand distortions relative to the structure of other similar
rates. Thus, any series used as an automatic tie would have to be
reviewed regularly to determine whether temporary market factors were
creating distortions that indicated a need to set the automaticity

aside,
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Where other central banks have introduced.tied rate procedures

for setting their discount rates, they have always had to wrestle with

the question whether the objective of tieinyg should take precedence

over other policy considerations. Generally, to accommodate other
overriding policy needs, the rules for those. other ties have had to
be breached frequentlv. After a period of mixed results, the

experiments have typically been abandoned.
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April 14, 1981

The Ionorable lorman D. Shumway
House of Representatives
Washington, D. C. 20515

Dear Mr. Shunway:

I am pleased to furnish you with a copy of
my responses to the written questions you submitted
in connection with the hearing held on February 26.

Please let me know if I can be of further

assistance.

Sincerely,

S/Paul A. Volcket

Enclosure

CO:vcd

"4
bcc: Mrs. Mallardi (2)v
Messrs. Prell, Simpson, Lindsey, Humphrey, Ring
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Chairman Volcker subsequently submitted the following responses
to written questions from Congressman Shumway in connection
with the hearings before the House Banking Committee on
February 26, 1981.

Mr. Shumway

l. To what extent have the revenues accruing to the Treasury
as a result of the Federal Reserve requirement increased
in the past two years? What is the projection for FY 19822
In future years?
The primary source of Federal Reserve revenues is earnings
on our portfolio of government securities. Most of these
revenues are returned to the Treasury each year, after a
deduction for Federal Reserve operating expenses, Revenues
accruing to the Treasury solely as a result of Federal Reserve
reserve requirements represent about one quarter of the
System's earnings on its securities holdings, Revenues
derived from reserve requirements were $2,080 million in
1978; $2,640 million in 1979; and $2,995 million in 1980.
The increase in revenues over the past two years (1978-80)
from reserve requirements alone is thus $915 million, or
44 percent. The main source of this rise was the 33 percent
increase in the average return on the System's portfolio
from 1978 to 1980. Average reserve balances at the Federal
Reserve Banks grew 8.5 percent during this period,
The projection for revenues from reserve requirements alone

in fiscal year 1981 is $2.5 billion. For future years the

projections are: $2.3 billion in fiscal year 1982, $2.0

billion in fiscal year 1983, and $1.8 billion in fiscal year

1984, Reserve requirement revenues fall because of the

2|
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reduction in reserve requirements mandated by the Monetary
Control Act. However, as you know under the Monetary Control
Act we have begun charging for the services provided by the
Federal Reserve Banks. Total revenues from reserve require-
ments and service charges will be higher than if the Monetary
Control Act had not been passed, Obviously, these projec-
tions of revenues are sensitive to assumptions about the
extent and composition of deposit growth and about interest
rate movements; consequently, they must be viewed as quite

uncertain. Total Federal Reserve earnings will also be

affected by other factors such as the growth of currency.
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Mrx.

Shumway

What accounts for this rapid rise in revenues, which have
apparently more than doubled in only five years?

By 1980, Treasury revenues specifically due to reserve

requirements, $2,995 million, had grown by 71 percent from

their 1976 level. However, total Federal reserve payments
to the Treasury in 1980, $11.7 billion, were $5,8 billion
more than in 1976. Most of this rise was due to an increase
in the average rate of interest earned on U.S. government
securities, which rose from 6.70 percent in 1976 to 9,73
percent in 1980, reflecting the upward trend in rates, The
remainder was due to earnings derived from additional hold-
ings of securities, which averaged $128.2 billion in 1980
compared with $96.8 billion in 1976, This substantial
increase in security holdings largely reflected the con-
tinuing growth of currency in circulation, which in 1980
averaged $38.9 billion more than in 1976. A smaller portion
reflected the increase in reserve balances described in

question 1.
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Mr.

Shumway

During the protracted debate leading to passage of the
Monetary Control Act, the Treasury Department insisted
that a minimum acceptable revenue floor existed, and that
the reserve requirement had to be sufficient to limit
revenue losses. In fact, it is my recollection that the
reserve requirements eventually established were based
more on this concern with revenues, rather than with the
questions of monetary control. Do you think this is an
accurate assessment of the situation?

The Treasury was indeed concerned with the potential revenue
effects of the Monetary Control Act. To address that concern,
the Federal Reserve provided revenue estimates to the Treasury.

These were later published in the Congressional Record-Senate

(March 27, 1980, pp. S3172-4), These estimates showed that,
compared to an environment without the MCA, passage of the MCA

should on balance lead to a modest increase in Treasury revenues,

The concerns of the Federal Reserve, naturally, were with the
monetary control implications of the MCA, Monetary control
is enhanced when more financial institutions are subject

to reserve requirements in excess of vault cash holdings,

The legislation subsequently adopted by Congress represented
a balancing of the need for improved monetary control, the

revenue concerns of the Treasury, and other economic consider-

ations., Thus no single concern dominated the final form of

the MCA,
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Mr. Shuqux

4.

As a result of the mandatcry reserve provisions of the
Monetary Control Act, certain competitive burdens are being
disproportionately borne by many small and medium banks --
particularly as the deregulation process accelerates. As
you are aware, non-member banks were given an eight-year
phase-in period in which to reach their required level of
reserves, while similar banks, who had been members of the
Fed, were forced to meet their full reserve requirements
immediately. I have been contacted by several banks who
feel this is quite unfair. One way in which the problem of
disproportionate reserve burdens might be somewhat mitigated
would - be to reduce the reserve requirement. In view of
recent revenue increases, what are your thoughts?

The reserve requirement provisions contained in the Monetary
Control Act reflect detailed and lengthy negotiations among
a variety of interested groups. While all similar financial
institutions will ultimately have the same reserve require-
ments, this will not happen until after a prolonged phase-in
period. Thus, you are correct that member banks will be
required to maintain higher reserves than otherwise similar
institutions during the phase in, However, member banks'
reserve requirements will be less than would have been the
case without the Monetary Control Act, If there was sufficient
Congressional interest, it would be possible to amend the
Monetary Control Act to have more uniform reserve requirements
sooner. The benefit of doing this would, of course, have to

be weighed against the cost in terms of foregone revenues

to the Treasury as well as any impact on monetary policy.

With respect to institutions that left the Federal Reserve

System shortly before the Monetary Control Act was passed,

the legislation is quite specific, It specifies that those
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Nnonmembers that left the System between July 1, 1979 and
March 1, 1980 are to be regarded as member banks for reserve
requirement purposes, The legislative history of the Act
indicates that the purpose of this provision was to ensure
that member banks that left the System while the MCA was
being considered actively by the Congress would not obtain

a windfall reserve requirement reduction as a result of the
nonmember bank phase-in provision; indeed, it was felt that
such former members were better able to restructure their
assets to comply with higher reserve requirements than other
nonmembers, Although it might be argued that some relief
could be granted to these former member institutions by
lowering their reserve requirements, the. Act requires the

Board to establish uniform reseryve requirements for all

types of depository institutions, thereby precluding

selective changes for some types of institutions,
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Mr.

Shumway

O

Would you briefly describe the process by which monetary
targets are set? What specific economic criteria are
relied upon? How consistently have monetary targets been
reached in recent years?

This set of gquestions is very broad and might require
dozens of pages to treat fully, I shall follow your
indication that I may be brief, The Federal Reserve's
Report to The Congress on Monetary Policy discusses these
issues in much more detail,

The Federal Open Market Committee sets the targets for
monetary growth in light of a broad range of analysis and
information brought to it by the staff of the Board and the
Reserve Banks on all aspects of the economy and financial
markets. The FOMC members also, of course, have insights
drawn from their own extensive contacts in the private and
public sector. It is impossible to pinpoint a set of
"specific economic criteria" that are determining in the
decision-making process, The broad goals of policy have

been laid out repeatedly, including in the Humphrey-Hawkins

Act. Our decisions have been framed consistently with a view

toward maintaining a stable, predictable policy of applying

the monetary restraint needed to fight inflation and restore

a stable, growing economy and a sound dollar internationally,

The record over the last few years in achieving monetary

growth objectives has been reasonably good. There has been
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a general deceleration in monetary growth over the past
few years, Growth of the narrow monetary aggregates in
1980 was within one quarter percentage point of the target

range, Most importantly, we believe we have succeeded in

imposing a crucial restraint on inflationary forces,
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Action assigned Mr. Allison

RVlnifed States DHenafe
COMMITTEE ON FINANCE

NASHINGTON, D.C. 20510

March 3, 1981

Honorable Paul A. Volcker
Chairman

Federal Reserve Board
Constitution Avenue between
20th and 21st Streets
Washington, D.C. 20551

Dear Mr. Volcker:

I am enclosing a copy of a letter I recently received
from a constituent. Frankly, T am very concerned about some
f the problems the First National Bank of Linn Creek,
Camdenton is expericncing.

Would you plcase let me know whether anything can bec
done to alleviate these problems?

Sincerely,

—
John C. Danforth

Ilnclosure

ps://fraser.stlouisfed.org




First National Bank

OF LINN CREEX CAMDENTON
PO BOX 157 | CAMDENTON, MISSOURI 65020

February 20, 1981
b |

The Honorable John C. Danforth
United States
washington, D.C. 20510

Senate

Dear Senator Danforth,

I am writing you today regarding two issues. First of all I was quite impressed
and very encouraged by President Reagan's economic address Lo the Congress which
was televised on last Wednesday evening. 1 feel very strongly that now is the time
for we, the American public, to realize that sacrifice is going to be necessary in
all sectors of the country in order for our economic conditions to return to &
stable cordition. I am prepared to make any sacrifice necessary on my part and fir
that feeling to be prevalent with those friends and customers with whom 1 am in
contact. I hope that you can take the same position of support for the President's
proposals on this matter.

Secondly, you will recell that orly a few months ago, law was opacted whereby all
firancial institutions came under the jurisdiction of the Federal Reserve Systen.

we, as a National Bank, have been & member of Federzl Reserve System all along.

Our only reason for havirng that membership was due to the fact that it was com-
pulsory as & National Bank Charter, which we did not choose to sbandon. We have,
however, been quite jis-satisfied with the service and the attitude of the Federal
Reserve Bank in St. Louis. I regret to tell you that the attitude and services
have deteriorated since the enactment of the new law which removed the fear of any
further exodus of reserve members. There are a number of inequities for old
members, i.e., we &are being confronted with the new charges being phased in,
inasmuch as we are still on a full reserve basis and expected to pay for the
service fees now being implemented at the Fed while the new members are all on

a long term phase-in program for service.

jesue that resulted in my writing to you developed this past week. We rarely
for, and almost never get, any services or consideration from Fed. When we
ask for used currency, W€ usually get new currency. This is an inconvenience
that can be overlooked. Last wveek we asked for a certain denomination of new
currency to eccomodate our Automatic Teller Machine which is adjusted for new
currency. oSince this did not fall within the scope of their present internal
rulings, we were denied. We were edvised that we should call a service group
in to re-adjust our machine. This could be done, but at considerable expense
rnot easily accessible to the people who service this

5‘%‘? 2
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and Osage Beach Branch
Phone (314) 348-3171
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Main‘ thc-e
Phone (314) 346-3311
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First National Bank

OF LIMNN CHEEX CAMDOENTON

P.O BOX 157 | CAMDENTON, MISSOURI 65020

Denforth

equipment. It should also be noted that frequent discrepancies
the cou;t of used currency when dispensed from Automatic Teller
the machines are adjusted for used currency. Fed has been
us currency that we have to sort, the recent mut.ilated rate being
L0%, and it should also be noted that the quality of currency sent

from Fed has been so poor we have to return a large portion of

I
wileIl

gs it should have been mutilated before it was sent to us.
matter to you in your office but it disturbs
tly that we are required by Government regulations
;1_L reserves in a Federal Reserve Bank and get absolutely no

ccoperation from them.

I would hope that you could share my view in this regard now and also when
considering future federal regulatory authority.

Very trﬁly yours,

T o1,
-Richaru Goins

President

M ain Offi(‘ ' and Osage Beach Branch
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W. HENSON MOORE 4707 R WASHING TON OFFICE
6TH DISTRICT, LOUISIANA ¥ Y =S . <404 Ravyourn Houst Orrice BulLbing
WasHinGTON, D C. 20515
COMMITTEE ON WAYS AND MEANS GEUR) JES- 300
SUDCOMM ITTEL S, 4 .--.. 3 DISTRICT OFFICES

WRENSIONT 236 FroemAL BuiLDinG

PUBLIC AT%ISTANCE AND

e e Conqress of the United States Baron R, Lo, 7000

(304) J44-7679

;DOUQE Ot prl'fﬁtﬂtﬁtlbfﬁ MosiLe Orrice

Wasbington, P.E. 20515 e
March 4, 1981 é;

lHHonorable Paul A. Volcker
Chairman

Federal Reserve System
Federal Reserve Building
Washington, D.C, 20551

Dear My. Chairman:

Consistent with our conversation at the Ways and Means
Committee hearing of March 3, I am enclosing for your review
legislation I have introduced to serve as a comprehensive
yvet cost=efficient means to encourage savings formation and
address a series of social purposes as well. On February 24,
Senator Chafee who serves as Chairman of the Senate Finance
Committee's Subcommittee on Savings. Pensions and Investment
Policy, began hearings on this measure which he has
sponsored in the Senate.

Our "Savings and Retirement Income Incentive Act of
1981" will significantly increase savings for all income
levels, It is a natural extension of present incentives
for savings and action taken by the Senate Fim nce Committee
late last year in its omnibus tax cut bill. It embraces
desired objectives of only tested provisions, corrections
of problems in existing provisions, significant incentives
to increase savings, self-reliance in retirement income,
first=time home ownership, new savings formation and
vocational or college education for the account holder's
children. It has won approval by more than 25 national
organizations representing investment and financial communities,
the nation's largest retirement organizations, and national
military organizations which have helped in the almost one-
vear drafting effort.

Initial estimates put the static revenue cost at roughly
3.5 billion in the first year with savings formation encouraged
by its terms giving an early cost recovery. Econometric tests
are underway. In view of recent surges in personal debi!
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Chairman Volcker
March 4. 1981

Page 2

growth, and record low rates of personal savings, it is
extremely timely. It also only rewards retlirement savings
beyond activity already provided under mandatory employer-
sponsored plans.

The bill greatly extends the utilization of Individual
Retirement Accounts and makes them more flexible, For further
explanation, please take a look at the enclosced statement I
submitted with introduction ol the bill on January 23 along
with the endorsements or statements of support given it.

I have also enclosed a survey recently taken by Roger
Scasonwein Associates, Inc. of New Rochell, New York. showing
Americans would save more if given a tax incentive to do so
that would beat inflation damage now done to savings. In
summary, 1t finds half the nation's workforce is saving
nothing for retirement and 44 say they will not be able
to afford to retire. Other findings also merit your inspection,

I would appreciate receiving your comments on this
measure and I await having the opportunity to review them.

With kindest personal regards, I remain

Sinvvrvly}/

4

W. Henson Moore
Member of Congress

WHM:cuf

Enclosures
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Action assigned Mr, Allison
PLIASE FESPOND Tor WYCHE FOWLER, JR_

WALMINGTON OFTYCE: 5Te Distancr, Grossu

(@] 1504 Lomcworrn Housy COMMITTEE ON
Ornce Builome WAYS AND MEANS
Waskwcrom, D.C, 20815

oyl Congress of the Wnited States

DISTRT OFricx
2 Sure 48, IAM- * Buioos OUSC Of £t r SELECT COMMI EON
e Pr:::ru ;)::n B 14 pregentatibes INTELLIGENCE

ATuanra, Grorcia i
(m;; 30303 &ashington, B.L, 20515
March 23, 1981 /
/

y W

Honorable Paul A. Volcker
Chairman

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

Dear Mr. Volcker:

I am writing on behalf of a constituent of
mine regarding current restrictions placed on
the circulation of $500 and $1,000 bills.

Apparently, an individual can not obtain
a $500 or $1,000 bill due to existing regu-
lations on these two denominations of paper
currency. My constituent wanted to use a
$1,000 bill for a sales promotion and was
unable to legally obtain a bill of
this size. 1Is this regulation necessary?
Since we are trying to reduce unnecessary
regulations, I would appreciate your review
of this restriction on the availablity of
$500 and $1,000 bills.

Thank you for your assistance regarding
this matter.

cerely,

HE FOWLER, JR.
Mgmber of Congress
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WASHINGTON OFrFICE:

BILL GREEN
1417 LonawontH House Orrice Buillding
WasinGgTon, D.C. 20515
(202) 225-2436

Congress of the United States o ewmemen

110 EAsT 45TH STREET

HUD-INDEPENDENT AGENCIES n r
Housge of Representatives ol Ve, Wit Yose 16012

DISTRICT OF COLUMBIA
) (212) 826-4466
Wasghington, D.EC. 20515
March 25, 1981

=18tH DisTricT, NEW YOnK
COMMITTEE ON APPROPRIATIONS

SUNCOMMITTEES:

331440

Honorable Paul A. Volcker
Chairman

Federal Reserve System

20th & Constitution Avenue, N.W.

Washington, D.C. 2055]

g
4 1vY303 4

ACS 30 gyvog

13334
RU L2 YUK 196]
nul”?:

IVH) 3H] 4
83A

Dear Paul:

WY
98 :6
~
31843 3AH
SEONY]

I appreciate your taking the time to comment on my savings proposalZin y

letter of March 4, 198].

[ agree with you that a key issue in any program for a savings incentive, whether
by tax relief or a direct subsidy, is whether it truly produces new savings, as
opposed to simply shifting savings that would occur anyway into a savings program
that is a beneficiary of the incentive. As you know from our telephone conver-
sation some time ago on research regarding personal savings, that is why I am
concerned at the lack of reliable research on United States personal savings

habits.

My reasons for preferring a subsidy to a tax incentive approach have been as
follows:

1. The West German experience seems very positive. [ enclose two Congressional
Research Service studies made at my request that document that. In addition,
during the recent visit to Washington of Dr.Otto Graf Lambsdorff, the West
German Minister of Economics, I had the opportunity to chat with him and he
insisted that, to a considerable degree, the program had produced new savings
and not just a shift into the program of savings that would have occurred in
any event. He confirmed the CRS opinion that the program appeared to have
effected a significant Tong term change in savings patterns in that a sig-
nificant portion of savers continued their savings even after the subsidy had

been paid.

A tax incentive appeals primarily to upper income taxpayers. Because

such persons tend to save anyway, it appears that a tax incentive program
is more likely to cause only a shift in savings forms than a low and moderate
income savings subsidy program. There seems to be widespread agreement that
the savings rider to the windfall profits tax generated little or no new

savings - at considerable cost.

Furthermore, we need to target the modest income families where the marginal

propensity to save is lower. The op-ed article in the Wall Street_gpurna1
of March 23, 1981 written by Michael Evans clearly shows the dissaving that
has occurred in the $15,000 and under family income category. My proposal

targets these families.

THIS STATIONERY PRINTED ON PAPER MADE WITH RECYCLED FIBERS
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Honorable Paul A. Volcker
March 25, 1981
Page Two

A major advantage of my subsidy proposal over a tax program is that my
program calls for no outlays for seven years, as opposed to a tax program,
where the revenue loss is immediate. This is particularly important since
it seems clear that for the next couple of years the Reagan economic
program envisages significant federal deficits. Encouraging savings to
avoid monetizing the deficits or crowding out private investment ought to
be a part of that program, and a program where the cost of encouraging the
savings does not have to be paid until the Reagan economic program can
take effect seems useful.

I should certainly welcome any thoughts your staff or you may have as to how
a savings subsidy program could be structured to minimize the possibility of
simply shifting savings from an unsubsidized to a subsidized account.

I am also open to your suggestion regarding how to provide a savings vehicle
that does not conflict with the DIDC's mandate to derequlate interest rates.

111 Green
Member of Congress

BG:ad
Enclosures (3)
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UNITED STATES SENATE
WASHINGTON, D. C.

JOHN C. DANFORTH March 27, 1981

MISSOURI

Honorable Paul Volcker

Chairman
Federal Reserve Board

Washington, D.C. 20551

NYIWYIVHD 3H)
ﬂ?MB:Jgjg 331440
‘6 KU 9- Y4y 196/

Dear Mr. Chairman: =
B =

Recently, you received a letter from '

Hardy of KMOX-Radio, St. Louis, asking you for
an interview the week of May 11. KMOX is the
largest and most successful station of the CBS

network; its listening audience is of the high-
est caliber. I believe you would find the

exchange interesting and enjoyable, and hope
you will be able to fit this into your schedule.

Sincerely,

Q:Egunqp){.é: :;c~.—f:i;¢¢f
John C. Danforth
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-~ Response will be prepared by CLO
COMMITTEE ON

ROBERT J. LAGOMARSINO
FOREIGN AFFAIRS

19TH DISTRICT, CALIFORNIA
SUBCOMMITTEES:

3
INTERNATIONAL ECONOMIC POLICY
111 LongworTH BuiLbing AND TRADE

cal ASHINGTON, 4 0 | 3 RANKING MiNOoRITY MEMBER
% 202—225‘-:)3;:0! i @Ullgrcgg U[ ﬂ)[: mllltch étatcﬁ INTER-AMERICAN AFFAIRS
ASSISTANT REGIONAL WHIP House of Wepresentatives TS MMITTEE ON

FORF'GN POLICY TASK FOIRCE AFFAIRS

CHAIRMAN Washington, P.E. 20515 SUBCOMMITTEES:
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Mr. Paul Volcker
£hairman, Federal Reserve Board
Eashington, D.C,

} -
—3ear Mr. Chairman:
Ul—

L )

i Enclosed is the self-explanatory letter from my
gonstituent, Robert J. Broomfield, concerning Deferred
iffompensation Accounts. Your consideration of Mr. Broom-

field's remarks, and your comment would be appreciated.
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Thank you for your assistance.

Sincerely,
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Senator Lagomarsino
2332 Rayburn House Office
Washington D.C. 20015

Dear Senator:

Recently the Federal Reserve Board ruled that Deferred
Compensation Accounts are considered "non personal"
and would require that Savings and Loans set up
reserves for them as required in Federal Reserve
Regulation "D".

By keeping this reserve requirement in the regulation,
Banks and Thrift institutions will not be competitive
because of the necessity of putting cash in reserves.

IRA and Keough accounts are considered a different
catagory, yet the Deferred Compensation Accounts and
the IRA and Keough accounts are all retirements accounts.

If the reserves are not removed, then the public will
have been denied a greater retirement benefit and this
is especially important today with the ever increasing
cost of living.

Please send a letter to Paul Volcker, Chairman of the
Federal Reserve and request strongly that they reconsicder
the reserve requirement.

Thank you for your help.

Sincerely,

A

R R

Robert J; Broomfield




PAULA HAWKINS
" *  nORIDA

Vlnifed Dlates Henafe

WASHINGTON, D.C, 20510

March 31, 1981

Mr. Paul A. Volcker

Chairman of the Board of Governors
of the Federal Reserve System
Federal Reserve Building
Constitution Avenue, N.W.
Washington, D.C. 20551

Dear Mr. Volcker:

Enclosed you will find.a copy of correspondence which I
have received from Mr.®”Harry Z. Rosenberg concerning
certain banking practices that he feels are irregqular.

You will find the letter self-explanatory. Per a recent
conversation between one of my aides and Mr. William
Maloni, I would appreciate your checking into the matter
for me and providing the information which will help me
respond to my constituent further. I know that the matter
will be carefully and objectively reviewed, and I am grate-
ful for any assistance you will be able to render.

Sincegely,

T

aula Hawkins
PH/mps

Enclosure

Please respond to: P.0O. Box 2000, Winter Park, FL 32790
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Paul Volcker

Chairman

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

Dear Mr. Volcker:

Enclosed is a copy of a letter from Mr. Glen Harnden
concerning the Monetary Control Act of 1980.

Mr. Harnden is concerned that the Monetary Control
Act will allow the Federal Reserve Board to monetize the
debts of private corporations, as well as State, Local
and Foreign Governments. Mr. Harnden feels this will
result in forcing the tax payers to absorb the losses
that might occur.

I would 1like you to respond to the concerns
expressed by Mr. Harnden. Please direct your response
to Jim Callow (224-9118) of my Washington office..

Thank you for your cooperation and assistance.
I look forward to your informative and timely reply.

Sincerely,

éz,t@ Eoe:

Carl Levin

gitized for FRASER
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- CHARLES M, PERCY, ILL., CMAIRMAN

Response will be prepared by CLO

HOWARD W, BAKFR, JH., TENN. CLAIMORNE PELL, ™1,

JESSE HELMS, N.C.
S. 1. HAYARAWA, CALIF,
RICHARD G, LUGAR, INC.

CHARLFE S MC C. MATHIAS, JR., MD.

MAMCY L, KA“SEBAUM, KANS,
BUDY BOSCHWITZ, MINN,
LABRY PRESSLER, §. DAK.

JOSEPH R. DIDEN, JR,, DEL.
JOHN GLENMN, OMIO

PAUL S. SARBANES, MD,
EDWARD TORINSKY, NEBR,
PAUL £, TSOMNGAS, MASS,
ALAM CRANSTOMN, CALIF.

CHRISTOFMER J. DODD, COMNN.

Wlnifed Diafes . Denale

COMMITTEE ON FOREIGN RELATIONS

WASHINGTON, D.C. 20510 %\7/)

April 3, 1981

Mr. Paul A.
Chailrman
Federal Reserve Board

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

Volcker

OLKE "1 Ydu 186l

93H) 40 331340
N Y Al 3

SS

Dear Mr. Volcker:

I would appreciate receivin

g your comments on the enclosed
article wi

11ich appeared recently in the Chicago Sun-Times.
I have received inquiries from concernegd citizens who fear

the Federal Reserve will be used to bail out insolvent
foreign nations.

Thank you for your attention to this matter.

Sincerely,

Charles H.

Percy
Chairman

CHP : gmg

Enclosure
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The Honorable Paul Volcker

Chairman
Federal Reserve Board

Washington, D. C. 2055]

3
3

RS AL

vrrdlVED
S
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iFa

Dear Mr. Chairman:

I am concerned about your recent proposals put forward for

public comment on the weekly money supply data. The reason for these
proposals, as I understand it, is your concern about the inaccuracy

of the weekly monetary data.

The inaccuracy of the weekly money supply data has been

brought to the attention of the public in numerous hearings. It was
precisely to help remedy this problem that I was told by experts
inside and outside the Federal Reserve that the most important feature

of 'the Depository Institutions Deregulation and Monetary Control Act
of 1980 with respect to control of the money supply was the require-
ment that all depository institutions with checkable accounts regularly

supply the Federal Reserve with monetary data.

A primary source of error in the money supply, defined to
include currency, coin, and checking deposits of the public (called
"M-1B"), has been the inability to obtain data from non-member banks on
a weekly basis. Estimates of non-member bank deposits were obtained by
the Federal Reserve in June and January of each year. These benchmark
reports often caused large corrections in the monetary data. Now,
under the Depository Institutions Deregulation and Monetary Control Act

of 1980, this source of error is corrected.

Therefore, it seems to me that you should be supplying much
more accurate weekly estimates of M-1B. If this is not the case, |
wish you would tell us why the claims for better monetary data made at
the time of the hearings on the Monetary Control Act were incorrect.
If exact data on the depository institutions transactions accounts are
not available to the Federal Reserve, how is compliance with federal

reserve requirements monitored?

gitized for FRASER
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Hon. Paul Volcker
rr‘\_DI'"i] 35 1981
Page 2

[ fully understand the need for seasonally adjusted data.
It is my understanding that the seasonal adjustment methods used by the
Federal Reserve have been called into question by some experts who
claim that it badly distorts the money supply data. I think that the

Federal Reserve should improve its seasonal adjustment procedures if
these criticisms are at all valid.

Sincerely,

Fefnand J. ST GePmain
CheA rman
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, O. C. 2055|

April 10, 1981 PAUL A, VOLCKER

CHAIRMAN

The Honorable Stephen L. Neal
House of Representatives
Washington, D. C. 20515

Dear Steve:

As I mentioned to you briefly the other night, I was a
little disturbed on reading your "additional views" in the Mone-
tary Policy Report of the House Committee on Banking, Finance
and Urban Affairs--not because I sensed any difference in funda-
mental approach to monetary policy but because your statement
seemed to be based on certain technical misunderstandings of our
announced targets for 1981. Obviously, I'd like to clear that

up.

In the statement you indicate doubts that the 3-1/2 to
6 percent 1981 target range for adjusted M-1B represents "a re-
duction of one-half percent from the actual growth of adjusted
M-1B in 1980," as you suggest that I stated, The one-half point
reduction refers to a comparison of target growth ranges for
1980 and 1981. The 3-1/2 to 6 percent range for 1981 is by that
amount lower than the comparable 4 to 6-1/2 percent range for
1980. Relative to the actual growth of adjusted M-1B in 1980,
the growth range adopted for 1981 would entail a larger reduction,
Last year, M-1B adjusted rose by 6-3/4 percent. Thus attainment
of the target range adopted in 1981 would mean a slowing in growth
of at least three-fourths of a percentage point if actual growth
of adjusted M-1B this year is at the upper end of the target
range and by two percentage points if the midpoint of the range
is achieved.

The second and third enumerated points in your statement
also appear to be based on technical misunderstandings. Your
second point states that the Federal Reserve "arbitrarily in-
creased its [meaning M-1B's] 1980 growth upward by one-half
percentage point" by using an "artificially heightened base"
for its adiusted M-1B target ranges for 1981,

It makes no real difference whether the 3-1/2 to 6
percent targeted growth range for M-1B is launched from the
base of the actual observed series or from a series adjusted




“ The Honorable Stephen L. Neal
Page Two

to subtract previous shifts from interest-bearing assets into
NOW/ATS accounts. Perhaps an example will make this clear.
Suppose the level of observed M-1B in the base period were
1,500 and the M-1B level adjusted to exclude funds that had
previously been shifted into NOW/ATS accounts from interest-
bearing assets were 1,200. Suppose further that target growth
for M-1B is set at 5 percent and this target rate represents
growth adjusted to take out the effect of new shifts into
NOW/ATS accounts from interest-bearing assets. The announced
target for 1981 is based precisely on such a concept. This
means that the growth rate of 5 percent as applied to the
1,500 level would yield a level at the end of the period of
1,575. That level reflects growth in M-1B during the period
other than increases originating from new shifts from non-
demand deposits and also perforce growth in all of the pre-
existing NOW/ATS accounts.

Suppose, however, the 5 percent growth rate were taken
from the lower level of 1,200, as you seem to imply it should.
That would yield a level of 1,260 at the end of the period,

But the pre-existing 300 of NOW/ATS accounts that had earlier
been shifted from non-demand deposits still exist and indeed
would have grown during the period, If their growth had been
around 5 percent (yielding an increase of 15), then you can

see that the 1,260 translates into, and is equivalent to,

the earlier level of 1,575, because the difference is the

300 of pre-existing NOW/ATS accounts plus 15 in their growth,
As you can see, the higher base level of 1,500 does not arti-
ficially inflate either the level or the growth rate of the
adjusted M-1B series.

I am confused by your third point--not as a matter of
arithmetic but of meaning. The target abstracting from shifts
is 3-1/2 to 6 percent as you note in earlier parts of your
statement, I belieye that best represents the substance of
what we are trying to achieve--that is, avoiding the distortions
of institutional change. The higher range of 6 to 8-1/2 per-
cent represents our estimate at this time of the actual behavior
of M-1B, including the effect of shifts, that is consistent with
the more meaningful target conceptually, If shifts are very
large and/or more come from non-demand deposits than we had
assumed, this range for actual M-1B growth would need to be
adjusted upwards--and vice versa if shifts are smaller or less
come from non-demand deposits, It is, in any event, substantially
the same target as the "adjusted" 3-1/2 to 6 percent, If the
adjusted target is disinflationary, so must be the unadjusted,

s://fraser.stlouisfed.org



The Honorable Stephen L. Neal
Page Three

Put another way, in the transition the public will re-
adjust their asset holdings and shift funds from existing demand
deposits and also from savings and other interest-bearing accounts
into NOW/ATS accounts. Shifts into NOW/ATS accounts from non-
demand will have the arithmetic effect of raising the observed
growth rate during the year in M-1B. This occurred in 1980, and
will probably occur to an even greater extent in 1981 as NOW and
similar accounts are introduced nctionwide at all depository
institutions. But these shifts are of no real macro-economic
significance, since they reflect a stock adjustment in the
public's existing portfolio of money and near-monies in response
to a structural change. Our target range for M-1B of 3-1/2 to
6 percent abstracts from such distortions by focusing on growth
of adjusted M-1B--that is, adjusted to exclude the effects new
shifts into NOW/ATS accounts from non-demand deposits. As noted
earlier, that growth range entails a substantial decline in the
rate of growth of adjusted M-1B this Year relative to last. This
1s the significant economic measure of progress toward reduced
monetary growth.

Finally, I should mention that, beginning with the March 13
H-6 money stock release, the Federal Reserve now publishes estimates
of the magnitude and sources of shifts of funds into NOW/ATS ac-
counts from demand and non-demand deposits, Consequently, those
interested can track results on a monthly basis of an ad justed

li-1lB series.

I would be glad to get together and talk about this further
at any time. These complexities can be a source of confusion, and
detract from understanding what we are trying to achieve, I have
the strongest interest in trying to be as clear and open as pos-
sible to minimize potential confusion.

Siqeprely,

Ve 2

SHA: PAV:vcd

becec: Mr. A¥%ilrod
Mrs, Mallardi (2)v//
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 2055

April 10, 1981 PAUL A. VOLCKER

CHAIRMAN

The Honorable W. Henson Moore
House of Representatives
Washington, D.C. 20515

Dear Mr. Moore:

Thank you for your recent letter with which you enclosed
a copy of H. R. 1250, the Savings and Retirement Income Incentive
Act of 1981, and other related materials. I appreciate your asking
me to comment on the proposed legislation.

Due at least in part to the interaction of the tax code
with inflation, the current environment has created a serious prob-
lem of inadequate saving and capital formation which your bill
seeks to address. The principal task before us in resolving this
problem is to bring down inflation through appropriate budget and
monetary policies. Within the limits imposed on revenue losses
by the necessity to pursue a prudent fiscal policy, changing the
tax system in ways that will increase incentives to save also
could be helpful. Nevertheless, I have some concerns about partic-
ular features of your bill.

Although I would not question that the $200 interest and
dividend exclusion helps to promote saving by some of our house-
holds--perhaps particularly by certain lower-income households--

I am concerned that much of the benefit of the exclusion goes to
savers who already receive more than $200 of interest and dividend
income. Consequently, this proposal may not be efficient if the
additions to the federal deficit are compared to the additional
saving promoted.

I have indicated in the past that I am intrigued by the
possibility of some expansion of Individual Retirement Accounts
(IRA's) as a way to stimulate savings. However, I think it is
very difficult to design an effective incentive. The opportunity
to shelter part of income from tax will no doubt encourage some
households to increase their total saving and place additional
funds into IRA's while continuing to make the other investments
planned before the tax change. Increasing the after-tax return
to savings in IRA's may encourage more stable long-term financial
planning and thrift than other savings incentives because the in-
vestment in an IRA is not subject to easy withdrawal. The magnitude
of the aggregate savings response is difficult to determine because

pitized for FRASER
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The Honorable W. Henson loore
Page Two

some households may decide to channel the same funds into an IRA
which they previously would have invested in some other way. That
possibility increases to the extent the restrictions on withdrawal
of funds from IRA's are relaxed.

In sum, while I also believe that we must increase savings.,
I have substantial doubts whether a $200 interest and dividend
exclusion is an effective way of doing so. My intuition is that
some change in tax exempt retirement accounts may be promising.
However, any judgment of the effectiveness of that approach would
have to rely heavily on the amount of new savings generated rela-
tive to the tax revenues foregone. I simply do not have the informa-
tion needed to make such a judgment.

Sincerely,

§/Paul A, Volcker

REM:EFMS:JLK:pjt (#V-67)
bcc: Messrs. Kichline, Struble, Mains
Mrs. Mallardi (2)
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BOARDO OF OVERNORS

FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 20551

April 10, 1981 PAUL A. VOLCKER

CHAIRMAN

The Honorable Fernand J. St Germain

Chairman

Committee on Banking, Finance and
Urban Affairs

House of Representatives

Washington, D. C. 20515

Dear Chairman St Germain:

I read your letter on the money supply data with concern.
After all of the work you went through to help with passage of the
Monetary Control Act, I can understand your reaction if you thought
we were considering changes in frequency of publication because of
inaccuracy in the data. However, I'm afraid there has been some
misunderstanding. We tried to make clear our concern is not with
any "inaccuracy" in the data but with the inherently volatile
nature. The point is weekly changes may not be at all indicative
of underlying trends, but the market reacts, and sometimes over-
reacts, to them.

The fact is the data is better, in the sense of more

comp lete and accurate, than before. 1In the early months of any
new reporting system problems arise, but I believe they are very
largely behind us.

So far as the seasonal adjustments are concerned, weekly
seasonals of any series are notoriously difficult. We have devoted
considerable effort over the years to improve ours, including long
studies by outside experts. We are always working to improve the
data, but the problem, to repeat, is the inherent volatility of
the series even after removing seasonal influences,

I have no preconception that we should not continue to
publish weekly, but in response to concerns by Senators Garn,
Proxmire and others, as well as internally, we simply want to
sample "consumer" opinion.

J am enclosing copies of my letter to the Senators and
also(a recent report by outside experts we asked to review our
seasonal adjustment procodures?ﬂ.I hope this clarifies matters.
If it does not, I would be anxious to discuss the issue with
you.

RS:PAV:ved (#V=-114) :

bcec: Mrs. Mallardi“// S{ayerely,
Messrs. Axilrod, Ettin, -
Lindsey, Simpson

Enclosures /

(3/24/81 ltr/(

to Garn & M
gitized for FRASER L4 e \

ps://fraser.stlouisfed.org




o s rosenma v o Action assigned Janet Hart

LYLE wiLLIAMSE, Os10
JOMM CO (YERS, JA, MICH,
EUGENE ATHINSON, PA,

HAL DAUS, NEBA,
STEPHEN L- NEAL, N.C.

NINETY-SEVENTH CONGRESS e S = SN, M.
DOUG BARMNARD, IR, GA

JOMM HILER, IND,
FETER A FEYSER N.Y,

Congress of the United States sasonrTy— (300) 223-0k

Pouge of Representatives

COMMERCE, CONSUMER, AND MONETARY AFFAIRS
SUBCOMMITTEE
OF THE
COMMITTEE ON GOVERNMENT OPERATIONS

RAYBURN HOUSE OFFICE BUILDING, ROOM B-377

WASHINGTON, D.C. 20313 / ;! l

April 13, 1981
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Hon. Paul A. Volcker, Chairman
Board of Governors

Federal Reserve System
Washington, D. C. 20551

RVl

Dear Mr. Chairman:

Under Section 171 of the Truth in Lending Act and Section 226.29 of the
Federal Reserve's newly revised Regulation Z (effective April 1, 1981), the
Federal Reserve Board is required to exempt from the requirements of the federal
Truth in Lending Act certain types of consumer credit transactions in any
individual state that applies for such an exemption, providing certain
conditions are met. I am writing to inquire whether the state of Delaware has
been granted such an exemption or has applied for such an exemption, or whether
3oard staff or any Board Governor has received any informal indication that
Delaware intends to apply for a Truth-In-Lending exemption. I am also requesting
a statement of the Board's general policy toward the granting of such exemptions.

If Delaware has applied for such an exemption, please supply to the subcom-
mittee a copy of the complete application and copies of any accompanying corre-

spondence, as well as copies of all correspondence from Board staff or members in
connection with the exemption application.

[f Delaware has not applied for an exemption, then please notify this
subcommittee in writing if the Board receives such an application from Delaware

at any time within the next two years, and supply the requested documents at that
time.

With regard to the Board's general policies on the granting of state
exemptions from Truth in Lending, please include in the requested policy state-
ment a specific enumeration of the standards that must be met by a state in order
to meet the statutory requirement for "adequate provision for enforcement" of the
similar state requirements. In addition, please state whether the Board requires
a state to have established clear authority and intention for state examiners to
conduct on-site examinations of federally chartered financial institutions as
necessary conditions for the granting of a Truth in Lending exemption.

gitized for FRASER
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If authority and intention to conduct on-site examinations of federally

;hartored‘institutions are not required by the Board as necessary conditions for
an nxempt;oq. p1ea§e exp1a1p how the Board believes that adequate enforcement can
be assured if on-site examinations cannot or will not be conducted?

Sincerely,
{

e

Benjamin S. Rosenthal
Chairman

gitized for FRASER
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Chairman

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

IVHI 3H1 40 391340

s Pl
Thank you for your response of March 24th to my inquixy
concerning the availability of NOW accounts to governmenta
units and other nonprofit groups. I am pleased to hear that
the Board's staff has been asked to study NOW account eligibility
criteria and prepare recommendations for the Board.

I am somewhat concerned by recurring reports that the Board's
staff is considering a recommendation that certain groups which are
now eligible for NOW accounts lose their eligibility. Such a
recommendation would run completely contrary to the deregulation

philosophy of the new administration and the intent of Public Law
96-221, the Depository Institutions Deregulation and Monetary Control
Act of 1980.

I support your initiative to provide greater consistency among
the categories of depositors eligible for NOW accounts. I firmly
believe, however, that this objective must be met by expanding the
types of eligible depositors, not by restricting the types of eligible
depositors. In particular, I hope the Board will remove the arbitrary
distinction which makes public educational groups (like school boards)
eligible, but which makes other governmental units ineligible.

I stand ready to assist you in any way I can.

Norman E. D'Amours
Member of Congress

NED/mr

ps:/lfraser.stlouisfed.org
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April 16, 1981

Honorable Paul Volcker
Chairman Federal Reserve Board
Washington, D.C. 20551

Dear Mr. Chairman:

Attached please find copies of two letters from constituents
of mine concerning a provision of the Monetary Control Act.
This provision amends Section 14 of the Federal Reserve Act
to allow the Federal Reserve to buy in the market obligations
of foreign governments or agencies.

Any assistance you could provide me in responding to the
comments and concerns of these constituents would be deeply
appreciated. Thank you for your time and attention to this

matter.
Singarely,
&W

BILL McCOLLUM
Member of Congress

BMcC:1lwf

Enclosures

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




gitized for FRASER
ps:/lfraser.stlouisfed.org




L A
. / ‘, /"‘Q(U{'j;
;"'wf" (:’ff J [l

///A xxt/»’&'
vJ&[

s

|I 3 . = y ‘ . }
{j: o /“q"u }-’ {M\"xl/.;/ _‘»rl‘”{[{' ‘/ P (4l

. - r/' ( , £ y
(healdl ﬁu zf;‘tf; AAAR A Yd lwe cas onall

-’_.‘;_ Cyw /Z( ;f_ d[f o> /(:;,;‘ """/1/ ( "H:Z.J-m‘( 2 f‘ﬂ./
. ‘(I’L(LAPJ‘.}' :'/'..'JC{' ‘.Jr“” /;_ I{/“"f ///}‘//J&-]"b‘j

'

- ) oy 1 j ‘ 1 _.f"'"’
| {If-'l\__L/ . ':‘ '{_ A - ".;..};" . Z/L ’/,L

]

4 -y i ) > ~ .. , e, [
L rids ;.(,(; -0 y A Z"C/Z"a fﬂ;déz/’

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




April 15, 1981

The lHonorable Robert J. Lagomarsino
House of Representatives
Wwashington, D.C. 20515

Dear Mr. Lagomarsino:

Thank you for your letter of March 30 enclosing corre-
spondence you received from Mr. Robert J. Broomfield, asking that
the Board consider the status of deferred compensation plan accounts
under Regulation D--Reserve Requirements of Depository Institutions.
Regulations of the Internal Revenue Service require that these
accounts be maintained and controlled by employers, with no bene-
ficial interest for the individual employees other than the rights
normally accruing to a general creditor. Under Regulation D such
accounts presently are regarded as nonpersonal time deposits and
are subject to a 3 percent reserve requirement.

In response to requests such as yours, the Board has
amended Regulation D, effective April 30, 1981, to treat nontrans-
ferable time deposits representing funds cf deferred compensation
plans established pursuant to Subtitle D of the Revenue Act of
1978 as personal time deposits exempt from reserve requirements.

A copy of the press release and Federal Register notice of this
action is enclosed.

I hope this information will be useful to you. Please
let me know if I can be of further assistance.

Sincerely,

(Stened) Donald J. Winm

Donald J. Winn
Assistant to the Board

Enclosure (p.r. dtd. 4/10/81)
JA:AFC:pjt (#v-117)
bcc: Mr. Alexander

Mrs. Mallardi (2)
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April 16, 1981

Mr. George Gary
Route 8
Hayward, Wisconsin 54843

Dear Mr. Gary:

Senator Proxmire has requested that we respond to you
directly concerning your letter to him dated March 1, 1981.
With your letter you enclosed copies of two teller's receipts
for transactions conducted with The Peoples National Bank of
Hayward. You note that although the phrase, "Automatic Transfer
of Funds," appears on both receipts, according to your records
neither transaction was a transfer of funds, and you request an
explanation as to why the receipt contained this language.

It appears that the phrase, "Automatic Transfer of Funds"
on the receipt copies, along with the additional designs and phrases,
is an advertisement for a service the bank is offering. Our staff
contacted The Peoples National Bank of Hayward and learned that
the bank routinely prints these and similar advertisements and
messages on its teller's receipts. Accordingly the phrase, "Auto-
matic Transfer of Funds" seems to be unrelated to the transactions
evidenced by the receipts.

I regret the confusion in this matter, and hope that
this explanation is helpful to you. Please let me know if I can
be of further assistance.

Sincerely,

Py

William R. Maloni
Special Assistant to the Board

CC: Senator Proxmire
TW:CO:pjt (#V-100)
bcec: Mr. Windgr
Mr. Schwartz (C-75)
G.C. Log (#124)

Legal Records \(}}
Mrs. Mallardi
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BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 2055

April 23, 1981 PAUL A, VOLCKER

CHAIRMAN

The Honorable Charles H. Percy
Chairman

Committee on Foreign Relations
United States Senate
Washington, D.C. 20510

Dear Chairman Percy:

Thank you for your letter of April 3 requesting comments
on an article by Douglas Lamont appearing in the Chicago Sun Times.
Under the Monetary Control Act of 1980, the Federal Reserve is au-
thorized to purchase obligations of, or fully guaranteed by, foreign
governments and their agencies. The legislative history of the Act
indicates that Congress intended this authority to be used only in
conjunction with the Federal Reserve's normal activities in the
foreign exchange market.

In the course of foreign exchange operations, the Federal
Reserve from time to time acquires balances in foreign currencies.
Before passage of the Monetary Control Act, there was no convenient
way in which foreign currencies held by the Federal Reserve could

be invested to earn interest. As indicated by Senator Proxmire on
the floor of the Senate on March 27, 1980, during the Senate's
consideration of the Monetary Control Act, the purpose of this
provision is "to provide a vehicle whereby such foreign currency
holdings could be invested in obligations of foreign governments

and thereby earn interest. This authority would be used only to
purchase such obligations with foreign currencies balances acquired
by the Federal Reserve in the normal course of business." (126 Cong.
Rec. S 3168) 1In my testimony before the Senate Banking Committee on
September 26, 1979, I indicated that the purpose of the provision
was to add to the present list of assets currently eligible for
purchase by the Federal Reserve short-term government securities

so as to enable the Federal Reserve to invest its non-interest
bearing foreign currencies in interest bearing obligations.

(These earnings are ultimately paid over by the Federal Reserve

to the U.S. Treasury.) It was never the intent of the Federal
Reserve to use this provision to "bail out" foreign governments

that may be in danger of defaulting on their debts. We believe

it is clear that the authority is to be used only in conjunction
with the Federal Reserve's normal foreign exchange operations.




The Honorable Charles H. Percy
Page Two

With respect to purchasing foreign obligations of
developing countries, the Federal Reserve has not purchased and
has no plans to purchase obligations of developing countries, and
does not consider the new provision of law as a basis for loans
of the kind apparently envisaged by Mr. Lamont. As noted above,
the Federal Reserve would only buy short-term liquid obligations
of foreign governments with currency balances of those foreign
countries acquired in connection with foreign exchange operations
undertaken for other purposes in order to earn a return on what
would otherwise be non-interest bearing currency holdings. As
indicated in the Board's Annual Report, reciprocal currency
arrangements exist with the following countries only: Austria,
Belgium, Canada, Denmark, England, France, Germany, Italy, Japan,
Mexico, the Netherlands, Norway, Sweden, and Switzerland.

I appreciate the opportunity to clear up any misunder-
standing that may have resulted from the article you brought to
our attention.

Sincerely,

GTS:pjt (#vV-120)
bcc: Gil Schwartz _
Mrs. Mallardi (2)

|
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COMMITTEE ON BANKING,
FINANCE, AND URBAN AFFAIRS

Mr. Paul Volcker
Chairman, Federal Reserve Board
Washington, D.C.

€3A13034

0 2l Kd 12 ¥dY

Dear Mr. Volcker:

NVIEIVHI 341 30 3014

You are invited to a Members-only reception and dinner hosted by the Founda
for Rational Economics and Education, Inc., with which 1 am associated.

Tuesday, April 28th Loew's L'Enfant Plaza Hotel
e e /kBO L'Enfant Plaza East, S.W.
Cocktails:\hE:OO p.m. Washington, D.C. 20024

Dinner: 6:00 p.m.
r -l

We will have the opportunity to discuss the role of gold in the monetary system
some of our outstanding economic thinkers:

Mr. Lewis Lehrman, President Dr. Roy Jastram
The Lehrman Institute Professor of Economics
University of California at Berkeley
Dr. Arthur Laffer
Professor of Economics Dr. Hans Sennholz, Chairman
University of Southern California Department of Economics
Grove City College
Dr. Murray Rothbard
Professor of Economics Mr. Robert Bleiberg, Editor
New York Polytechnic Barron's

Mr. Lehrman will discuss Where the Fed Has Gone Wrong, and Dr. Sennholz will
talk about Inflation and Social Instability.

The next day, these men will participate in an all-day seminar in Room S-207 in the
Capitol for Members and staff. The seminar topics are listed on an enclosed sheet.

It would be wonderful if you could put the dinner onm your calendar. Your appoint-
ment secretary could call Pat Blackwell at 225-5951 to let us know if you are able to

m\ l},&k‘\_ a_) w\m Sincerely, ’j :
W d’~ """5‘*’ // a\@h& r’f)/f‘{f_ 11 h

Ron Paul
Member of Congress




BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20551

April 28, 1981 PAUL A. VOLCKER

CHAIRMAN

The Honorable Carl Levin
United States Senate
Washington, D. C. 20510

Dear Senator Levin:

Thank you for your letter of April 1 concerning the
authority of the Federal Reserve to purchase securities. The
original Federal Reserve Act, enacted in 1913, permitted the
Federal Reserve to purchase various types of securities in the
open market. At that time we were permitted to purchase U. S.
Government and agency securities, bankers' acceptances, bills
of exchange, and certain short-term State and local government
securities. The purpose of this authority originally was to
provide Reserve Banks with the opportunity to earn a return on
their funds. There was never any indication that the authority
was to be used to "monetize" the debts of private organizations
and State and local goevernments, and I can assure you that we
have no intention of doing so. Indeed, virtually all of our
securities holdings consist of U. S. Government and agency
obligations ($124 billion) purchased in conjunction with open
market operations and the course of issuing Federal Reserve
notes.

The Monetary Control Act of 1980 (P.L, 96-221) did
amend the open market authority of the Federal Reserve to per-
mit us also to purchase obligations of foreign governments and
their agencies. The legislative history of the Act indicates
that Congress intended this authority to be used only in con-
junction with the Federal Reserve s normal activities in the
foreign exchange market.

In the course of foreign exchange operations, the Federal
Reserve from time to time acquires balances in foreign currencies,
Prior to the passage of the Monetary Control Act, there was no
convenient way in which foreign currencies held by the Federal
Reserve could be invested to earn interest, As indicated by
Senator Proxmire on the floor of the Senate on March 27, 1980,
during the Senate's consideration of the Monetary Control Act,
the purpose of this provision is "to provide a vehicle whereby
such foreign currency holdings could be invested in obligations
of foreign governments and thereby earn interest. This
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The Honorable Carl Levin
Page Two

authority would be used only to purchase such obligations with
foreign currencies balances acquired by the Federal Reserve in
the normal course of business," (126 Cong. Rec, S 3168) In my
testimony before the Senate Banking Committee on September 26,
1979, I indicatéd that the purpose of the provision was to add
to the present list of assets currently eligible for purchase

by the Federal Reserve, short-term government securities so as
to enable the Federal Reserve to invest its non-interest bearing
foreign currencies in interest bearing obligations. (These
carnings are ultimately paid over by the Federal Reserve to the
U. S. Treasury.) It was never the intent of the Federal Reserve
to use this provision to "bail out" foreign governments that may
be in danger of defaulting on their debts, We believe it is
clear that the authority is to be used only in conjunction with
the Federal Reserve's normal forelign exchange operations,

With respect to purchasing foreign obligations of
developing countries, the Federal Reserve has not purchased
and has no plans to purchase obligations of developing coun-
tries. 2As noted above, the Federal Reserve would only buy
short-term liquid cbligations of foreign governments with
currency balances of those foreign countries acquired in con-
nection with foreign exchange operations in order to earn a
return on what would otherwise be non-interest bearing cur-
rency holdings. As indicated in the Board's 2Annual Report,
reciprocal currency arrangements exist with the following
countries only: Austria, Belgium, Canada, Denmark, England,
France, Cermany, Italy, Japan, Mexico, the lNetherlands,
Norway, Sweden, and Switzerland.

I hope that this is helpful to you., Please let me
know &f I can be of further assistance.

Sincerely,

g/Paul A Volckeg

GTS:vcd (#V-116)

bcec: Gil Schwartz
Mrs. Mallardi (2)




BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 2055!

April 28, 1981 PAUL A.VOLCKER

CHAIRMAN

The Honorable Bill McCollum
House of Representatives
Washington, D. C. 20515

Dear Mr. McCollum:

Thank you for your letter of April 16 requesting comment
on correspondence you received from your constituents regarding a
provision of the Monetary Control Act and the authority of the
Federal Reserve to purchase securities,

The original Federal Reserve Act, enacted in 1913, per-
mitted the Federal Reserve to purchase various types of securities
in the open market. At that time we were permitted to purchase
U. S. Government and agency securities, bankers' acceptances,
bills of exchange, and certain short-term State and local govern-
ment securities. The purpose of this authority originally was to
provide Reserve Banks with the opportunity to earn a return on
their funds. There was never any indication that the authority
was to be used to "monetize" the debts of private organizations
and State and local governments, and I can assure you that we
have no intention of doing so. Indeed, virtually all of our
securities holdings consist of U. S. Government and agency
obligations ($124 billion) purchased in conjunction with open
market operations and the course of issuing Federal Reserve
notes.

The Monetary Control Act of 1980 (P.L, 96-221) did amend
the open market authority of the Federal Reserve to permit us
also to purchase obligations of foreign governments and their
agencies, The legislative history of the Act indicates that
Congress intended this authority to be used only in conjunction
with the Federal Reserve's normal activities in the foreign
exchange market.

In the course of foreign exchange operations, the Federal
Reserve from time to time acquires balances in foreign currencies.
Before passage of the Monetary Control Act, there was no convenient
way in which foreign currencies held by the Federal Reserve could
be invested to earn interest, As indicated by Senator Proxmire on
the floor of the Senate on March 27, 1980, during the Senate's
consideration of the Monetary Control Act, the purpose of

itized for FRASER
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section 105(b) (2) of the Act is "to provide a vehicle whereby such
foreign currency holdings could be invested in obligations of foreign
governments and thereby carn interest. This authority would he used
only to purchase such obligations with foreign currencies balances
acquired by the Federal Reserve in the normal course of business.”
(126 Cong. Rec. S 3168) In my testimony before the Senate Banking
Committee on September 26, 1979, I indicated that the purpose of

the provision was to add to the present list of assets, currently
eligible for purchase by the rederal Reserve, short-term government
socurities so as to enable the Federal Rescrve to invest its non-
interest bearing foreign currencies in interest bearing cobligations,
(These earnings are ultimately paid over by the Federal Fescrve to
the U. S. Treasury.) It was never the intent of the Federal Reserve
to use this provision to "bail out” corporations or foreign govern=
ments that may be in danger of defaulting on their debts. Ve
believe it is clear that the authority is to be used only in
conjunction with the Federal Reserve's normal foreign exchange
operations.

With respect to purchasing foreign chligations of devel-
eping countries, the rederal Reserve has not purchased and has no
plans to purchase obligations of developing countries. as noted
above, the Federal Reserve would only buy short-term liquid obli-
gations of foreign governments with currency balances of those
foreiyn countries acquired in connection with our normal foreign
cxchange operations in order to earn a return on what would
otherwise be non-interest bearing currency holdings. As indi-
cated in the Board's Annual Report, reciprocal currency arrange=
ments exist with the following countries only: Austria, Belgium,
canada, Denmark, England, France, Cermany, Italy, Japan, Mexico,
+he Netherlands, llorvay, Sweden, and Switzerland,

I appreciate the opportunity to clear up any misunder-
standing on this issue. '

Sincerely,

S/Paul A, Volcker

GTS:AFC:vcd (#V-124)

becc: Gil Schwartz
Mrs. Mallardi (2)
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April 28, 1981

The Honorable Norman E. D'Amours
lHouse of Representatives
Washington, D. C. 20515

Dear Mr. D'Amours:

Thank you for your letter of April 15 commenting
on lIOW account eligibility requirements. 2As mentioned in
Donald Winn's lectter to you of April 15, which apparently
crossed in the mail with your letter, the Board of Governors
has requested public comment on a proposed interpretation
of Regulation Q (Interest on Deposits) concerning the
classes of depositors that are eligible to maintain NOW
accounts at member banks.

The Board appreciates receiving your comments
and they will be made a part of the public record on the
proposal. I can assure you that your views will be given
careful consideration by the Board before it makes a
final decision.

Sincerely,

/Paul A, Volcker

CO:vecd (V-123)

bcc: Paula Rice (for distribution)
Mrs. Mallardi (2)
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 2055

PAUL A. VOLCKER

April 29, 1981 CHAIRMAN

The Honorable Lee H, Hamilton

Chairman

Subcommittee on Economic Goals and
Intergovernmental Policy

Joint Economic Committee

Washington, D. C. 20510

Dear Chairman Hamilton:

Thank you for your letter of March 25, regarding the need
to cut down on unnecessary regulatory burdens on the housing indus-
try and on home owners. You ask that the Board assist you in deter-
mining the costs to mortgage lending institutions--individually and
in the aggregate, and on a per application or per loan basis--of
compliance with the Real Estate Settlement Procedures Act (RESPA),
the Home Mortgage Disclosure Act, and the Truth in Lending Act.

The Board shares your concern about unneeded regulations
that increase the operating burdens of lending institutions and
that add to the costs ultimately passed on to consumers. In 1978
we instituted a regulatory improvement program, on a Board-wise
basis, to take account of the burden imposed by regulations.
Under this program, our staff is directed to consider and to
present the Board with recommendations, including non-regulatory
alternatives wherever possible, to minimize regulatory burdens
while achieving the intended purpose. 1In many cases, of course,
statutory requirements are fairly explicit, and the Board does
not have the flexibility to modify the requirements,

You may be interested in the enclosed regulatory analysis,
which was prepared by the Board's staff in connection with the
recently adopted revision of Regulation Z (Truth in Lending). As
noted in the summary on page one, we believe that the major changes
made by the Board will, on balance, produce net benefits by sub-
stantially reducing regulatory burden, without sacrificing important
consumer protections. Although we cannot estimate accurately either
the long-term savings or the short-term costs associated with
changing to the new requirements, we believe that there will be
cost savings to institutions that are subject to Truth in Lending,

I also enclose, with regard to the home mortgage disclosure
requirements, the regulatory analysis that accompanied the Regula-
tion C proposal published in February 1981, It starts on page 13
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The Honorable Lee H, Hamilton
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of the enclosed Federal Register material. You will note that pages
two through five review some of the basic findings (including costs
of compliance) of a study that was jointly conducted by the FHLBB
and the FDIC in 1977 and published in 1979. (If you should want a
copy of the full report--entitled "Analysis of the Home Mortgage
Disclosure Act Data from Three Standard Metropolitan Statistical
Areas"--it can be obtained from either of the two agencies,) The
economic impact of the revised regulation, as proposed, is discussed
beginning at page 8.

The Board will continue to give careful consideration to
minimizing the cost and other burdens imposed by our regulations,
I cannot be too encouraging, however, about the prospect of our
being able to determine the exact compliance costs borne by lending
institutions that are subject to the Federal Reserve's jurisdiction,
The reason is that, in order to obtain such information, we would
need to impose an added reporting burden on lending institutions.,
We are reluctant to do so. Unless an institution is already
analyzing costs for its own purposes, the cost of providing such
data could impose a significant additional expense on the insti-
tution. We would not expect any lender to incur such costs unless
the lender independently determined that the information was other-
wise useful to it.

To the extent that institutions have the information readily
available, we may be able to obtain some data about on-going Truth
in Lending costs under a limited survey that the Board is planning
to conduct among selected financial institutions. The major focus
of this survey, however, is on the collection of data about the
costs and benefits of complying with Regulation E, Regulation E,
one of the Board's newest regulations, implements the Electronic
Fund Transfer Act, which has imposed a fair amount of compliance
costs on institutions that offer electronic transfer services.
Again, with regard to both Regulations E and Z, we will be asking
only for information that banks can assemble easily,

You also ask that we determine the extent to which lending
institutions are required under existing or proposed regulations
to provide duplicative or similar information under RESPA and Truth
in Lending. In drafting revised Regulation Z, we made a special
effort to eliminate such duplicative requirements, Without going
into a technical explanation, let me just mention that we were
able to coordinate the timing requirements for RESPA and Truth in
Lending disclosures, In addition, we have eliminated Regula-
tion Z2's requirement regarding the itemization of the amount
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financed for creditors that provide good faith estimnates under RESPR,
Since much of the information is duplicative, the RESPA disclosures
can substitute for the amount financed itemization. Similarly, we
werc able in drafting Regulation 2 to avoid some duplication with
regulations iasued by other federal acgencies (the regulations of

the Federal Home Loan Bank Board and the Office of the Comptroller
of the Currency, with respect to varihble rate mortgages, for

example) .

In closing, let me assure yvou that we will continue to work
at keeping regulatory burdens to a minimum, and to be sensitive to
the need for avoiding unnecessary costs.

Sincerely,

Enclosures

DSS:DIW:ved (#V-105)

bcc: Ms. Smith
Mrs. Mallardi (2),//




April 30, 1981

The Honorable Benjamin S. Rosenthal

Chairman

Subcommittee on Commerce, Consumer, and
lMonetary Affairs

Committee on Government Operations

House of Representatives

Washington, D. C. 20515

Dear Chairman Rosenthal:

Thank you for your April 13 letter asking whether Delaware
has been granted an exemption from the Doard's Regulation Z and
what the Board's policy is on the granting of such exemptions,

Delaware has not applied for an exemnption from the federal
Truth in Lending law, and our staff has received no indication that
it intends to do so. If it does apply, we will be happy to provide
you with a copy of the application and related documents,

In determining whether a state has adequate provision for
enforcement, so as to qualify for an exemption, the Board considers
information about the funding and the number and qualifications of
the personnel engaged in enforcement. Ve also look at the state's
examination procedures and practices. If the state wishes its
exemption to cover federally-chartered institutions, it must also
reach an agreement with the appropriate federal agency to ensure
adequate enforcement of state law as to those institutions. A
state's showing of procedures for conducting on-site examinations
of federally-chartered institutions would be one way of demonstrating
that its law contains adequate provision for enforcement., The rules
on obtaining exenptions, including a list of the documents necessary
for a complete application, are set forth in the enclosed appendix
to Regulation Z and in the accompanying explanatory material,

Please let me know if I can bhe of further assistance,

Sincerely,

$/Paul A, Volcker

Enclosures
LCG:CO:ved (#V-121)

{ bcec: Ms. Goldfaden
Mr. Garwood
Mrs. Mallardi (2)

|
{
|
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7~ Al
The Honorable Paul A. Volcker '
Chairman

Board of Governors

Federal Reserve Board

Washington, D.C. 20551
Dear Mr. Chairman:

During the last year and a half the Federal Reserve has been bas-
ing its policy decisions on rates of growth of the monetary aggregates
while permitting interest rates to fluctuate in a fairly broad range.
Previously, since 1975, the Federal Reserve had set targets for growth
of the monetary aggregates, but had permitted short-term interest rates
to fluctuate only in a narrow range. While both approaches use the
monetary aggregates as the principle quide to policy decisions, the cur-
rent approach focuses much more attention on short-run changes in growth
of the money stock. This is unfortunate since it is changes in money
growth over a year or more rather than short-term fluctuation in money
growth, that have a significant effect on the econamy.

Despite repeated warnings fram you, and other Federal Reserve Chair- J/;
men before you, money market participants follow the weekly changes in s
the monetary supply measures religiously. At times large weekly changes
in the money supply have lead to large short-term changes in interest ;
rates no doubt contribute to uncertainty, instability in the financial |
markets, and heightened inflationary expectations. We understand that
this caming year the weekly M1-A and M1-B statistics are likely to be ‘
even more erratic and uncertain than in the past because of the imple- \

|
|

mentation of various parts of the Depository Institutions Deregulation
and Monetary Control Act -- especially because of nationwide NOW accounts,
the imposition of universal reserves, and a significant increase in the
amount and types of data that will be collected by the Board. Money :
market decisions based on such data could certainly add to an already
uncertain financial atmosphere.

It is our understanding that the Board has considered the very pre-
liminary nature of the weekly money supply data in the past and whether
these data should continue to be published. We also understand that
the Board has concluded that even though the data are subject to frequent
and sometimes large revisions the Board feels that data should continue
to be published because of the potential for a challenge under the Free-
dom of Information Act. For the reasons given below we think the Board
should reconsider the issue of whether or not the weekly publication of
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monetary data serves a useful purpose.

First, as indicated above the Board has often indicated publicly
that the weekly data are highly uncertain and subject to large revisions
and has cautioned observers not to rely on them. Nevertheless, "Fed
watchers" continue to cling to the weekly data releases as if they were
gospel. These preliminarydata may be contributing to instability in
interest rates.

Second, the Board has for some time published M-2 and M-3 data only
monthly, with a lag of several weeks, and this has not resulted in any
adverse effects on financial markets. Given the possible increased un-
certainty of the Ml measures due to changes caused by implementation
of the Depository Institution Deregulation and Monetary Control Act it
is not at all clear that the Ml measures should be relied upon in the
near future as an indication of changes in the econamy or Fed policy.

Third, it is our understanding that the Federal Reserve may be the
only major central bank that issues weekly data. Most publish money
stock data only monthly, and this does not seem to create any problem
in their financial markets.

Fourth, it is highly unlikely that weekly econamic data, either
financial or non-financial, adds very much to our understanding of what
1s going on in the economy, and that even monthly data may contain a
substantial amount of noise.

We would like to have the Board's view on this issue as soon as
possible. In general we believe t hat anything that can be done to add
sane stability to our financial markets should be given serious thought.
While our minds are open on this particular issue, the factors we have
mentioned above suggest quite clearly that the weekly money supply data
contribute little to our understanding of the underlying economy and
that they may add to uncertainty and speculation in financial markets.

Sincerely,

B A

Jake Garn
Chairman
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March 24, 1981

The Honorable Manuel Lujan, Jr.
House of Representatives
Washington, D. C. 20515

Dear Mr. Lujan:

On behalf of the members of the Board, I
want to thank you for your letters of March 18 ex-~
pressing your support for the application of El Pueblo
State Bank of IEspanola, New Mexico, to become a one-
bank holding company.

Your letters have been made a part of the
record on this application, and I will be happy to
advise you when the Board reaches a decision.

Sincerely,

(Signed) Donald 1. Winn

Donald J. Winn
Assistant to the Board

CO:ved (V-89 & #162)

bcc: Sid Sussan
Bill Sweet
Sue Mitchell
Mrs. Mallardi
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Action assigned Mr., Kichline

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

NINETY-SEVENTH CONGRESS

2129 RAYBURN HOUSE OFFICE BUILDING
WASHINGTON, D.C. 20515

February 13, 1981

J. WILLIAM STANTON, OHIO
CHALMERS P, WYLIE. OHIO
STEWART B. MCKINNEY, CONM.
GEORGE HANSEN, IDAHO
HENRY J. HYDE, 1L,

JIM LEACH, IOWA

THOMAS B. EVANS, JR., DEL.
RON PAUL, TEX.

ED BETHUNE, AR,

NORMAN D. SHUMWAY, CALIF,
JON HINSON, MISS,

STAN PARRIS, VA,

ED WEBER, OMIO

BILL MCCOLLUM, FLA.
GREGORY W. CARMAN, N.Y.
GEQORGE C,. WORTLEY, N.Y,
MARGE ROUKEMA, NJ,

BILL LOWERY, CALIF.

JAMES K. COYNE, PA.

us-24a

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

Dear Chairman Volcker:

[ understand that the Federal Reserve has conducted a
survey during February of short-term business lending rates
below the prime rate. The information in this survey of approxi-
mately 340 banks is especially important in this period of

crushing high interest rates.

[ am most interested in receiving the results of that
survey as rapidly as possible as I am now looking into the
problems posed by advertising a prime rate which is not the
lowest rate charged on short-term business loans.

Sincerely,

Ferpand J. St Germain
Chairman

M
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March 25, 1981

The Honorable Jake Garn

Chairman

Committee on Banking, Housing
and Urban Affairs

United States Senate

Washington, D. C. 20510

Dear Chairman Garn:
Thank you for your letter of March 16
forwarding additional questions in connection with

your Committee's hearing on February 25. I am

pleased to enclose my responses to the questions,

Please let me know if I can be of further
assistance.

Sincerely,

S,'!F-';_" g™ Jil0G

Enclosure

CO:vecd (#V-86)

bec: Mr. Prell
Mr. Zeisel I
Mrs. Mallardi (2) .~




CHAIRMAN VOLCKER'S RESPONSES TO WRITTEN QUESTIONS SUBMITTED BY
CHAIRMAN GARN AS A FOLLOW-UP TO THE HEARING HELD BEFORE THE
SENATE BANKING COMMITTEE ON FEBRUARY 25, 1981

The equation of exchange is perhans bhest viewed as a mathematical
identity defining the concept of velocity. In that sense it certainly is
as correct today as it ever was. Illowever, it can serve as a framework for
policy only in the broadest terms.

As T have stressed on many occasions, the relationship of money to
spending--that is, velocity--is a rather loose one, especially in the
short run. The problem of defining money is a facet of this looseness.

In the short run, velocity is auite variable and not fully predictable.
And the same is true of the division of changes in nominal spending between
pains in real output and inflation. This variability and unpredictability
does argue for a cautious approach to monetary activism or fine-tuning.

In a longer run context, however, there are discernible trends to
velocity that enable one to relate in a rough way the growth of money to
the growth of nominal GNP. Moreover, over such long periods--several vears
in length--it is possible to define the trend of real GNP, particularly of
potential output; given that reference point, one can relate the trend
growth rate of money to the trend of inflation, at least to a useful
approximation. It is this long-range connection between money and inflation
that underlies the Federal Reserve's view that a moderation over time in

monetary expansion is an essential part of the fight against inflation.
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I believe that it is appropriate to focus major attention in the design
of a tax cut package on the implications for capital formation. Higher levels
of saving and investment are needed to improve productivitvy performance and
thus pave the way for the reduction of production costs and for rising liv-
ing standards. Illow to provide the maximum incentives for capital formation
at the minimum cost in terms of lost federal revenues is a complex technical
matter on which I cannot offer definitive answers. 1 am inclined to think
that incentives for Investment are likely to be the most cost-effective
approach, with the Investment essentially bringing forth the corresponding
saving; however, there undoubtedly is some role for direct incentives to
saving as well. Unfortunately, many of the proposals I've seen in this area
appear likely to be rather inefficient. For example, the interest exemption
lepislated last year probably will provide little impetus for additional
saving since many people already have interest Iincome in excess of the ex-

emption level. 1t {s important that savings incentives be focused on en-

couraging additional saving-—-and particularly additional total saving, not

just saving in one form that represents a substitution for other forms.
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Thrift institutions are facing some significant difficulties today;
"massive loan aid"” would not, however, appear an imminent requirement.
Even 1f credit assistance in some form were provided at some point, it is
not at all clear that it would have an inflationary impact. If such assis-
tance were provided through the Federal Reserve discount window, the impact
on overall reserve avallability could be offset through open market opera-
tions to keep monetary expansion within bounds. Credit assistance might
be provided through other channels, of course, but I see no necessary
reason for such an impact on inflation or interest rates.

The dangers in a major financial crisis tend generally to run in the
direction of recession and deflation. The Federal Reserve, in its role
as lender of last resort, would make every effort to prevent a liquidity
crisis from arising as a result of anticipated or actual institutional
failures. It is important, however, that we not exaggerate the dangers of
such developments and undertake rash "bail out” actions on a broad scale.
It might indeed be said that an excessive readiness through the years to
bring forth a federal safety net when financial institutions or businesses

have encountered difficulties has fostered a disdain for traditional rules

of sound finance and has contributed indirectly to the inflationary process.

Thus, while we cannot afford a cumulative financial disturbance, we must
be willing to allow the market to exert a measure of discipline if we are
to encourage the sort of financial and business practices that form the

foundation of a stabhle economy.
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Mr. Stockman has, I believe, revised his statement a bit. It is my

understanding that he 1is not predicting a quick return to such low rates.

In any event, there is an important and accurate element in Mr. Stockman's

general view-—-namely, that a reduction in inflationary expectations is the

key to a significant, sustained decline in interest rates.

The rapidity of financial innovation does remain a concern as we attempt
to set apnropriate targets for monetary expansion and then to achieve those
targets. The impact of NOW accounts is a dramatic example, but, as you sug-
pest, it is just one of many changes affecting the behavior of money.
don't think we can as a practical matter put an end to such innovation--nor
would it be desirable. But I would wish that there was a more general appre-
ciation of the need, in such an environment, for some flexibility in policy.
I find 1t difficult to square the ohvious fact of dramatic change in insti-
tutions and markets with the calls from many of our critics for more rigid

approaches to monetary policy.
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The movements of the narrow monetary apggregates have, as you sav,
been distorted recently by the introduction of NOW accounts on a nationwide
basis. The growth of NOW balances has been somewhat faster than we expected
before the vear began, and the degree to which shifting from demand deposits
has accounted for the inflow to NOWs has been a bit greater than expected.

The weekly M-1 numbers are extremely "noisy.” Given the large random
fluctuations they exhibit, T have alwavs cautioned against placing great
importance on any weekly change. We have examined the question of whether
our publication policy should be changed, and are soliciting public comment
on this issue at this time. Our thinking on this score was outlined in a

recent letter to vou, which I am submitting here for the record.

The issue of the discount rate is a complex one. It was examined in
some detail in the recent staff study of the Federal Reserve's monetary
policy operating procedures. I am uncomfortable about the “"subsidy” problem;
the use of surcharge on frequent borrowing by large banks has reduced the
extent of the phenomenon, but it does not eliminate it. As I have indicated
in Congressional testimony (and is discussed at length in the staff study),
the concepts of a tied or penalty discount rate are not without their short-
comings. The Roard 1s continuing to wrestle with this question in the hope

of finding a solution that avoids unreasonable subsidies but does not at

the same time introduce new difficulties in monetary control or unduly exacer-

bate short-run interest volatility.
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Short- and long-term interest rates tend to fluctuate together (al-
though the amplitude of fluctuation in long rates generally is smaller),
but this need not he so over everv particular time span. The broad move-
ments in rates over the past year or so certainly have conformed to this
pattern, and in recent weeks both short- and long-term security yields
have dropped. Temporary departures from this pattern may reflect unusual
supnly conditions or other special factors.

It is true that long-term interest rates are still very high by his-
torical standards, and this i1s an indication of prevailing concerns about
the persistence of high rates of inflation. Lowering those expectations
is certainly important to provide an environment more conducive to improved

economic performance.

Loan commitments do constitute a potential call on the resources of a
bank. Rising levels of unused commitments in effect represent a reduction

in the liquidity of the banking system, all other things equal. By the same

token, they represent a source of liquidity for the business firms holding

the commitments. We at the Federal Reserve watch the loan commitment figures
to gauge both the liquidity of the banks and the potential borrowing by busi-

nesses.
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llnemployment is high by historical standards on average across the
country, and especially high in some areas where there are concentrations

of industries—-such as automobile manufacture-—that are experiencing

particular difficulty. It is worth noting, however, that the proportion

of the population employed is also at a high level. Structural changes
in the work force have tended to push average unemployment rates above
the norms of the past.

There clearly is a role in employment policy for well-designed pro-
grams to fncrease the mobility of lahor and for action to remove the re-
straints on wage flexibility that inhibit hiring, particularly of lower
skilled workers. 'That is most critical over the long run, however, is the
adherence to anti-inflationary monetary and fiscal policy that will foster

a stronger economy that is more competitive in world markets.

The Board has not undertaken any detailed studies of the regional
impact of high interest rates. Certainly, there is the possibility of
a differential impact, owing to relative concentrations of capital inten-
sive industry or cyclically sensitive durable goods production. 1In the
present instance, the cyclical problems experienced in the state of
Michigan have been reinforced by difficulties associated with the failure
of the UU.S. manufacturers to gear their production of automobiles to models
that are competitive in terms of price, quality, and fuel economy with
foreign-made cars. It would be fair to say, however, that all areas of
the country are sharing in the difficulties caused by the high interest

rates that have been the result of inflation and the effort to contain it.






