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October 5, 1370

Mr. Nat 5. Rogers, President
The American Baokers Association
90 Park Avenue

New York, New York 10016

Dear Mr. Rogers:

In further referemce to the concern you expressed in
your letter of September 2 regarding the Becard's recent action
on reserve requirements, I am emclosing for your informstion a
staff analysis that I requested before leaving the country for
the Fund and Bank meatings in Copenhagen. You will notice that
we also heard from Messrs. Donald Graham and A. W. Clausen on
the same subject.

I believe you will find that the memorandum addresses
itself to the substantive issues raised in your letter, and we
thank you once &gain for communicating to us the views of the
American Basnkers Association.

Sincerely yours,

Arthur F. Burns

Enclosure
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

a0 : . L
Office Correspondence Date__October 5, 1970
To Chairman Burns Subject:__Comments on letters received in
connection with Board®s recent action
From The Staff on Regulation D. B

As requested, we have been analyzing during your absence,
various comments received on the Board's recent change in reserve
requirements, and related views on some broader aspects of monetary
policy and regulation. These views were expressed by Messrs. Nat
Rogers, Donald Graham, and A. W. Clausen in letters of September 2,
10, and September 21 respectively; and have been considered together
since there is some coincidence of subject matter.

The reservations with respect to the Board's recent actions
revolve essentially around three points:

(1) The belief that the treatment as demand deposits of
less than 30-day holding company paper, and the extension
of Regulations D and Q to term debt in the two to seven
year maturity range unfairly exclude banks from raising
funds in market sectors to which other participants have
access.

(2) The belief that the Board seriously underestimated the
added burden on banks created by shifting from the originally

- proposed 10 per cent reserve requirement for all bank-related
commercial paper to the 17-1/2 per cent requirement for that
of less than 30 days maturity.

(3) The belief that the Board should have requested further
public comment on the changed proposal before acting on it.

On the first point, the philosophy underlying the Board's
action was to make the treatment of bank holding company commercial
paper as close as possible to that of large time certificates of deposit.
To accomplish this, the 30-day maturity distinction between time and
demand deposits was extended to commercial paper. We recognized fully
that this action would have the effect of virtually excluding banks with
holding companies from access to the very short term commercial paper
market (an avenue which has been closed all along to banks not affiliated
with holding companies). We also had in mind, however, that commercial
banks could continue to operate in the less-than-30-day sector quite
effectively through the purchase of Federal funds, Euro-dollars, and
the use of short-term Rp's secured by Treasury and Federal agency
securities. Furthermore, from the standpoint of competitive advantage,
these latter means are not universally available to other market
participants.
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In addition, with the Board's previous suspension of rate
ceilings on large CD's in the 30-89 day maturity range, banks again
have access to this alternative source of funds. And, of course,
bank-related commercial paper in this maturity range carries a 5 per
cent reserve requirement (rather than the previously published 10 per
cent), and has no rate ceiling either.

On the question of subordinated bank debt, the Board's recent
extension (effective June 30, 1970) of the point at which term debt
becomes exempt from Regulations Q and D -- from two to seven years --
was supported by the following logic: Only a few banks were using such
high-yielding notes of two to three years maturity to lure deposit-type
funds away from regular depositary-type claims; but to the extent this
was occurring, the effect was a clear circumvention of the regulations.
The purpose of the new restriction on promissory notes was to ensure
that all banks use the subordinated debt, for bona fide capital purposes
and not as a substitute for regular time and savings deposits as a
source of essentially short-term deposit-type funds. On the general
issue of the application of regulations to banks, it can well be argued
that commercial banks should be free -- along with nonbank borrowers --
to seek funds without restriction as to reserve requirements or interest
rate ceilings, particularly when banks and nonbank borrowers are compet-
ing in similar markets and for the funds of similar investors. But there
are differences among institutions. It is where the functions of institu-
tions tend to overlap that the distinctions become blurred and reasonable
men come to differ as to the appropriate policy approach. It could be
argued, from a highly theoretical point of view, that reserve requirements
are not really necessary. Most would accept, however, from a pragmatic
and institutional viewpoint, that demand deposits should be subject to
such requirements, for monetary control if for no other reason. It then
becomes difficult to argue that time deposits, too, should not be subject
to some reserve requirement since at least a portion of time deposits take
on the characteristics of money in their use and function. But time deposits
issued to businesses compete with such instruments as Treasury bills and
commercial paper issued by nonbank corporations, which do not bear reserve
requirements. Where should the reserve requirement line then be drawn?
A decision must be made at some point. We have attempted to draw our lines
in such a way as to reduce inequities within the banking system, and to
minimize the disparities between banks and other competing institutions to
the extent this is compatible with the overall objectives of public economic
policy. And these disparities can only be viewed within the context of the
whole spectrum of regulation affecting banks and other institutions, recogniz-
ing that banks have advantages in some respects (such as interest-free demand
deposits) that others do not have.
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In the broadest sense, it might be pointed out that commercial
banks will in the future expand as a group only to the extent that the
Federal Reserve System adds reserves, and to the extent that they can
become more active as financial intermediaries. Once again, suspension
of Regulation Q ceilings helps facilitate this role. But there is a
finer point to make. While the Board may want to encourage financial
intermediation at the expense of direct borrower-lender arrangements
not subject to the discipline of intermediaries, it must also take
account of the effects of flows among different types of financial
institutions.

Turning to the second question of the burden on banks by
applying the 17-1/2 per cent reserve requirement on commercial paper
of less than 30 days maturity, we simply disagree. Our formal survey
in February of this year indicated that less than 20 per cent of out-
standing bank-related commercial paper had initial maturities under
30 days. This proportion increased over the spring and summer as
expectations of declining rates persuaded borrowers to remain short,
and based on informal contacts with major banks, we estimate that the
short maturities accounted for 30-40 per cent of total outstandings
at the time of the Board's announcement.

One banker commented that if the 17-1/2 per cent reserve
requirement were placed against the outstandings of his bank alone at
mid-August, the reserve impact would account for nearly all of that
which we estimated for the entire system. The maturity distribution
at mid-August is not relevant, however, in estimating the reserve impact
at the effective date one month later. What is important is whether the
banks could shift into other sources of funds during the one-month period
provided for adjustment. Another felt that it would not be possible in
most cases to replace the short dated maturities as they mature with 31
day or longer paper, especially when customers have need for the short
dated maturities and other issuers of commercial paper are not penalized
when they issue such short dated paper. Despite this pessimism as to
the banks' ability to shift, very substantial adjustments have been
reflected in deposits and commercial paper and the cost of such adjust-
ment became less costly as rates declined during the period. Latest
preliminary data show that the commercial paper-issuing banks got rid
of all but $300 million of their less than 30 day commercial paper between
August 12 and September 17, and that there was a more than commensurate
increase in time deposits during the same period. The fact that banks
have reduced their offering rates for CD's maturing in the 30-89 day
maturity range indicates that they had no difficulty in finding CD money
during this adjustment period. As ‘a matter of hindsight, we now see
preliminary indications that the combination of Federal Resetrve actions

/QTTE?E\
< {/
~ o
=< =
e ES
R )

L1 C

o



Chairman Burns -Lim

and flows of funds resulted in a net reduction in required reserves of

approximately $500 million (we estimated only $350 million at the time
the Board acted).

On the third point, that we did not invite further public
comment, and that the Board should reconsider its action, we were
motivated by two principal factors: first, the net effect of our
action was designed to reduce required reserves rather than have a
tightening effect; and second, we felt that with the available alter-
natives for securing very short term funds (Federal funds, Euro-dollars,
and Rp's) and the full month adjustment period provided, there-would be
no severe hardship placed on the banks most affected. 1In retrospect, we
feel that these two results did, in fact, obtain.
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E THE AMERICAN BANKERS ASSOCIATION so PARK AVENUE, NEW YORK, N.Y. 10016
" FERERNY
E NAT S. ROGERS

PRESIDENT

FIRST CITY NATIONAL BANK
September 2, 1970 HOUSTON, TEXAS 7700l

Hon. Arthur F. Burns, Chairman
Board of Governors of the
Federal Reserve System
Washington, D. C. 20250

Dear Mr. Chairman:

Reference is made to the announcement by the Board of Governors
of the Federal Reserve System on August 17, 1970, that action had been
taken to apply a 5 percent reserve requirement on funds obtained by mem-
ber banks through the issuance of commercial paper by their affiliates,
and at the same time to reduce from 6 to 5 percent the reserves that
member banks must hold against time deposits in excess of $5 million.

It is understood that notwithstanding the Board's announce-
ment the actual effect of the Board's action as reflected in its pub-
lished regulation is to set a 5 percent reserve on commercial paper
issued with maturities of more than 30 days and a reserve of 17% per-
cent for reserve city banks for commercial paper with maturities of
30 days or less.

This result apparently is achieved by amending Regulation D to
include commercial paper issued by bank affiliates under the definition
of '""deposits' and treating commercial paper in the same manner as certif-
icates of deposit and time deposits are treated for reserve purposes,
namely, on the basis of maturity dates. However, the regulations are
silent on this point, and it does not necessarily follow that the regu-
lations can be interpreted in this manner in the absence of specific
provisions in Regulation D. The reference to ''demand deposit reserve
requirements' accompanying the amendment to Regulation D adds to the
confusion in view of the specific reference to a 5 percent reserve in
the Board's release to the press on August 17, 1970, and the notice
sent to member banks in its district by the Federal Reserve Bank of
New York on August 17, 1970, a copy of which is enclosed.

These rates become effective on deposits and commercial paper
outstanding in the week beginning September 17, for the reserve computa-
tion period beginning October 1. It is stated that changes made in the
regulation proposed originally last January raise no new issues or are
insignificant as a practical matter. In these circumstances, and in
view of the deferral of the effective date until September 17, 1970,
the Board finds that further notice and public procedure with respect

to the announced regulation are unnecessary and would be contrary to o
the public interest. fi FOR AN
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The action taken by the Board in requiring reserves on funds
obtained through commercial paper issued by bank affiliates has a sig-
nificant impact upon a number of the members of The American Bankers
Association, and in our view represents a considerable departure from
the action proposed initially on January 29, 1970. The initial pro-
posal would have placed a 10 percent reserve on all commercial paper
issued by bank affiliates having a maturity of 1 day or more. The
final regulation which places a 17% percent reserve for reserve city
banks on commercial paper with maturities of 30 days or less, even
though a reserve of 5 percent is set for paper with maturities over
30 days, places commercial bank affiliates in an untenable competitive
position in the commercial paper market. It will not be possible in
most cases to replace these short dated maturities as they mature with
31 day or longer paper, especially when customers have need for the
short dated maturities and other issuers of commercial paper are not
penalized when they issue such short dated paper.

We are concerned with the effect which the reserves on com-
mercial paper will have on overall reserves of the banking system,
because while we do not have precise statistical information showing
a maturity breakdown of outstanding commercial paper issued by bank
affiliates, informal information obtained from a number of commercial
banks indicates that one-half or more of the paper issued by their af-
filiates has maturities of 30 days or less. Under these circumstances,
the extension of reserve requirements to bank-related commercial paper
which is estimated by the Board, as stated in its announcement, to in-
crease required reserves of the affected member banks by roughly $350
million, may in fact place a much heavier reserve requirement on such
banks, and lessen the reduction of required reserves for the banking
system as a whole. Thus, the amount of net reserves intended to be re-
leased to make funds available in financing housing and State and local
governments will not accomplish the objectives announced by the Board.

respect to the required reserves set for bank-related commercial paper,
and either reduce such reserves to 5 percent for all such paper having
maturities of one day or more (the maturities originally designated in
the January, 1970, proposal), or defer the effective date of the changes
announced on August 17, 1970, until precise data is developed showing
the amount of outstanding bank-related commercial paper with maturities
of 30 days or less, and the impact on the required reserves of the mem-
ber banks involved. In view of the relatively limited number of member
banks which will be affected directly by the Board's action requiring
reserves on bank-related commercial paper, we believe that further con-
sideration to this matter as we request is justified, and that the

It is requested that the Board reconsider its action with \\\:;>
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banks involved are entitled to present their views concerning such
action before it becomes effective, as provided for in Section 553 (b)
of Title 5, United States Code.

Very truly yours,

Nt £ fegens’

President

Enclosure




FEDERAL RESERVE BANK
OF NEW YORK ’

Circular No. 6589
August 17, 1970

CHANGES IN RESERVE REQUIREMENTS

—Five Percent Reserve Requirement Established
For Bank-Related Commercial Paper

—Reserve Requirement For Time Deposits Over
$5 Million Reduced From 6 to 5 Percent

To All \lember Banks, and Others Concerned,

in the Second Federal Reserve District:

) Following is the text of a statement issued today by the Board of Governors of the Fed-
eral Reserve System:

The Board of Governors of the Federal Reserve System today applied a 5 per cent
reserve requirement on funds obtained by member banks through the issuance of com-
mercial paper by their affiliates, and at the same time reduced from 6 to 5 per cent the
reserves that member banks must hold against time deposits in excess of $5 million.

Both actions will become effective in the reserve computation period beginning
October 1 and will be applicable on such deposits and commercial paper outstanding in
the week beginning September 17. This coincides with the beginning of the fall period of
seasonal expansion of deposits and required reserves.

The dual action will result in a reduction of required reserves of about $350 million
for the banking system as a whole. The extension of reserve requirements to bank-
related commercial paper is estimated to increase required reserves of the affected
member banks by roughly 3350 million. On the other hand, the reduction in reserve re-
quirements against time deposits over $5 million is expected to lower required reserves
by some $300 million at banks issuing commercial paper, and by about $400 million at
all other member banks.

The greater portion of the net reserves thus released will become available to banks
that in the present circumstances might be expected to use a sizable share of the avail-
able funds in financing housing and state and local governments.

Both actions of the Board were adopted unanimously.

No change was made in the 3 per cent reserve requirement on a member bank's
savings deposits, and time deposits of less than $5 million. Today's action represents
the first change in reserve requirements since April 17, 1969, when the Board increased
reserves on demand dcposits‘by one-half of one per cent for all member banks.
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Since most commercial paper is issued in denominations of $100,000 or more, the
extension of reserve requirements to bank-related commercial paper will put instru-
ments of this kind on a substantially equal footing, in terms of reserve requirements,
with negotiable certificates of deposit issued by banks.

In imposing reserve requirements on commercial paper issued by bank affiliates,
the Board used for the first time the authority contained in the Act of December 23,
1969, which explicitly authorized such action. The reserve requirement will apply to
funds obtained by member banks through the issuance of commercial paper or similar
obligations by their affiliates.

Presently, about $7.5 billion of bank-related commercial paper is outstanding. Over
the past year, the amount of such paper had risen by $5.5 billion.

At the time the new reserve requirements become effective the permission initially
granted on November 4, 1969, to the Federal Reserve Banks to waive penalties for
reserve deficiencies connected with the application of reserve requirements to sub-
sidiaries' commercial paper will be withdrawn.

In taking this action with respect to bank-related commercial paper, the Board urged

member banks and their holding companies to comply with the spirit and purpose as well

as the letter of the rules regarding member bank reserve requirements.

Copies of the Supplement to Regulation D, revised to reflect the above changes, will be

sent to you shortly. Additional copies of this circular will be furnished upon request.

Alfred Hayes,
President.

‘sJ/



October 5, 1870

Mr. A. W. Clausen, President
Bink of Amarica

B:ink of America Center

San Francisco, Califormia 94120

Dear Mr. Clausen:

As you know, I was in Copenhagen at the internaticnal
meetings wvhen your letter of Septembar 21 arrived at my office.
I find the comments that you made therein to be most useful and
constructive; and their benefit is of the best kind that we can
get from members of the Federal Advisory Council.

I am taking the liberty of emclosing a copy of a memorandum
I asked our staff to prepare while 1 was out of the country. As you
can see it is addressed primarily to comments received from Messrs.
Nat Rogers and Donald Grasham, but your letter {s similar {n may
respects. I feel that this memorandum gives an accurate picture of
the technical reasoning behind the Board's recent action on reserve
requiremsnts.

May I say to you I do agree that we have at times been
guilty of ad hoc decisions on matters of wmonetary and regulatory
policy. But having said that, I wmust defend cur actions as reflect-
ing the bast judgment of reasonable men at the time and under the
cireumstances.

Your comment about disintermedistion and the commensurate
rapid growth in commercisl paper makes. in my opinion, a very good
point -~ one to which we addressed ourselves when Regulastion Q ceiling
cn CD's of 30-89 days maturity were suspended. There is more thought
to be given in this srea, and ocur study of rate ceilings continues.

I would not sgree that our extension of reserve requirements
to commercial paper is a step in the direction of asset reserve require-
nents, to which I sssume you would object on selective credit control
grounds. Our objective as explained in the attschment to this letter,
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was in the interest of equitable treatment among all banks, wmost of
which do not have holding companies and cannot issue commercisl paper,
and must therefore rely on certificates of deposit for funds of this
character.

We appreciste your views on the subject of the Federal
Home Loan Bank Board decision to asllow direct payments. We are sware
of the meny questions and implications this raises for the entire
monetary and payments system, and the Board is giving a high priority
to a careful and thorough study of the entire matter.

Finally, please be sssured that I share your preference for
broad monetary control in preference to the selective spprosch, and
I am hopeful that we can make further progress in this area as time
and circumstances permit. The conduct of monetary policy is a
challenging and st times frustrating business, but I honestly feel
that recent policy has been appropriaste, and so fer, the performance
of the econcmy in the current adjustment has been about as good as
could be achieved given the msgnitude of the task.

Thank you once again for sharing with us your important

views.
S8incerely yours,
Axrthur F. Burns
Enclosure
EAL:ck




BOARD OF GOVERNDORS
OF THE

" FEDERAL RESERVE SYSTEM

Office Correspondence Date_October 5, 1970

To. Chairman Burns Subject:_Comments on letters received in
connection with Board®s recent action
From The Staff on Regulation D.

As requested, we have been analyzing during your absence,
various comments received on the Board's recent change in reserve
requirements, and related views on some broader aspects of monetary
policy and regulation. These views were expressed by Messrs. Nat
Rogers, Donald Graham, and A. W. Clausen in letters of September 2,
10, and September 21 respectively; and have been considered together
since there is some coincidence of subject matter.

The reservations with respect to the Board's recent actions
revolve essentially around three points:

(1) The belief that the treatment as demand deposits of
less than 30-day holding company paper, and the extension
of Regulations D and Q to term debt in the two to seven:
year maturity range unfairly exclude banks from raising
funds in market sectors to which other participants have
access.

(2) The belief that the Board seriously underestimated the
added burden on banks created by shifting from the originally
proposed 10 per cent reserve requirement for all bank-related
commercial paper to the 17-1/2 per cent requirement for that
of less than 30 days maturity.

(3) The belief that the Board should have requested further
public comment on the changed proposal before acting on it.

On the first point, the philosophy underlying the Board's
action was to make the treatment of bank holding company commercial
paper as close as possible to that of large time certificates of deposit.
To accomplish this, the 30-day maturity distinction between time and
demand deposits was extended to commercial paper. We recognized fully
that this action would have the effect of virtually excluding banks with
holding companies from access to the very short term commercial paper
market (an avenue which has been closed all along to banks not affiliated
with holding companies). We also had in mind, however, that commercial
banks could continue to operate in the less-than-30-day sector quite
effectively through the purchase of Federal funds, Euro-dollars, and
the use of short-term Rp's secured by Treasury and Federal agency
securities. Furthermore, from the standpoint of competitive advantage,
these latter means are not universally available to other market
participants.
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In addition, with the Board's previous suspension of rate
ceilings on large CD's in the 30-89 day maturity range, banks again
have access to this alternative source of funds. And, of course,
bank-related commercial paper in this maturity range carries a 5 per
cent reserve requirement (rather than the previously published 10 per
cent), and has no rate ceiling either.

On the question of subordinated bank debt, the Board's recent
extension (effective June 30, 1970) of the point at which term debt
becomes exempt from Regulations Q and D -- from two to seven years --
was supported by the following logic: Only a few banks were using such
high-yielding notes of two to three years maturity to lure deposit-type
funds away from regular depositary-type claims; but to the extent this
was occurring, the effect was a clear circumvention of the regulations.
The purpose of the new restriction on promissory notes was to ensure
that all banks use the subordinated debt, for bona fide capital purposes
and not as a substitute for regular time and savings deposits as a
source of essentially short-term deposit-type funds. On the general
issue of the application of regulations to banks, it can well be argued
that commercial banks should be free -- along with nonbank borrowers --
to seek funds without restriction as to reserve requirements or interest
rate ceilings, particularly when banks and nonbank borrowers are compet-
ing in similar markets and for the funds of similar investors. But there
are differences among institutions. It is where the functions of institu-
tions tend to overlap that the distinctions become blurred and reasonable
men come to differ as to the appropriate policy approach. It could be
argued, from a highly theoretical point of view, that reserve requirements
are not really necessary. Most would accept, however, from a pragmatic
and institutional viewpoint, that demand deposits should be subject to
such requirements, for monetary control if for no other reason. It then
becomes difficult to argue that time deposits, too, should not be subject
to some reserve requirement since at least a portion of time deposits take
on the characteristics of money in their use and function. But time deposits
issued to businesses compete with such instruments as Treasury bills and
commercial paper issued by nonbank corporations, which do not bear reserve
requirements. Where should the reserve requirement line then be drawn?
A decision must be made at some point. We have attempted to draw our lines
in such a way as to reduce inequities within the banking system, and to
minimize the disparities between banks and other competing institutions to
the extent this is compatible with the overall objectives of public economic
policy. And these disparities can only be viewed within the context of the
whole spectrum of regulation affecting banks and other institutions, recogniz-
ing that banks have advantages in some respects (such as interest-free demand
deposits) that others do not have.
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In the broadest sense, it might be pointed out that commercial
banks will in the future expand as a group only to the extent that the
Federal Reserve System adds reserves, and to the extent that they can
become more active as financial intermediaries. Once again, suspension
of Regulation Q ceilings helps facilitate this role. But there is a
finer point to make. While the Board may want to encourage financial
intermediation at the expense of direct borrower-lender arrangements
not subject to the discipline of intermediaries, it must also take
account of the effects of flows among different types of financial
institutions.

Turning to the second question of the burden on banks by
applying the 17-1/2 per cent reserve requirement on commercial paper
of less than 30 days maturity, we simply disagree. Our formal survey
in February of this year indicated that less than 20 per cent of out-
standing bank-related commercial paper had initial maturities under
30 days. This proportion increased over the spring and summer as
expectations of declining rates persuaded borrowers to remain short,
and based on informal contacts with major banks, we estimate that the
short maturities accounted for 30-40 per cent of total outstandings
at the time of the Board's announcement.

One banker commented that if the 17-1/2 per cent reserve
requirement were placed against the outstandings of his bank alone at
mid-August, the reserve impact would account for nearly all of that
which we estimated for the entire system. The maturity distribution
at mid-August is not relevant, however, in estimating the reserve impact
at the effective date one month later. What is important is whether the
banks could shift into other sources of funds during the one-month period
provided for adjustment. Another felt that it would not be possible in
most cases to replace the short dated maturities as they mature with 31
day or longer paper, especially when customers have need for the short
dated maturities and other issuers of commercial paper are not penalized
when they issue such short dated paper. Despite this pessimism as to
the banks' ability to shift, very substantial adjustments have been
reflected in deposits and commercial paper and the cost of such adjust-
ment became less costly as rates declined during the period. Latest
preliminary data show that the commercial paper-issuing banks got rid
of all but $300 million of their less than 30 day commercial paper between
August 12 and September 17, and that there was a more than commensurate
increase in time deposits during the same period. The fact that banks
have reduced their offering rates for CD's maturing in the 30-89 day
maturity range indicates that they had no difficulty in finding CD money
during this adjustment period. As a matter of hindsight, we now see
preliminary indications that the combination of Federal Reserve actions
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and flows of funds resulted in a net reduction in required reserves of
approximately $500 million (we estimated only $350 million at the time
the Board acted).

On the third point, that we did not invite further public
comment, and that the Board should reconsider its action, we were
motivated by two principal factors: first, the net effect of our
action was designed to reduce required reserves rather than have a
tightening effect; and second, we felt that with the available alter-
natives for securing very short term funds (Federal funds, Euro-dollars,
and Rp's) and the full month adjustment period provided, there-would be
no severe hardship placed on the banks most affected. In retrospect, we
feel that these two results did, in fact, obtain.
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The Honorable Arthur F. Burns
Chairman

Board of Governors of the

September 21, 1970
Federal Reserve System
Washington, D. C. 20551
Dear Mr. Chairman:
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to comment further.
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Your interest in certain views discussed at length at the last meeting
of the Federal Advisory Council is appreciated, and I am glad to have an opportunity

Although we are concerned about some recent policy moves in
particular, we are even more concerned about the implications on a long-term

The latest Board action in connection with bank related commercial
paper again raises the question of whether we are moving toward a more orderly

and equitable system of monetary control or slipping into a further patchwork of
ad hoc actions which are neither efficient nor offer long-range solutions but
indeed lead instead to more problems in regulation.

years.

regulation of member banks has been assumed to be a sufficient substitute for
more specific controls over the entire credit mechanism.

While in the past a
careful control over this important source of money and credit has efficiently

Traditionally, Federal Reserve
transmitted general policy objectives to the credit creation process, the reduced

effectiveness of this system has increasingly become evident in the last five

As the need for more restrictive credit regulation in an inflationary
environment caused the Federal Reserve to tighten its grip on member banks it
traditional deposit creation.

actually reduced the growth of member bank-provided credit as generated through

The restrictive measures used have encouraged an
increasing flow of funds outside the banking system which to a great extent

offset the decline in the banking system's ability to extend credit.

policy and reduced the Fed's credit control base.

disintermediation during 1969 and early 1970 frustrated the objectives of monetary

Certainly
the rapid growth in the unregulated commercial paper market and the massive

Hindsight has shown that
commercial paper issued on a nonregulated basis also increases risks in the

financial system to accomplish its objectives.

financial system and poses a serious threat to the financial fabric of this country.
In an effort to offset loss of control the Federal Reserve is then

forced to work more vigorously on the relatively shrinking banking segment of the

these developments is that the Federal Reserve frustrates its own objectives.

In short, the end result of
BANK OF AMERICA NATIONAL TRUST AND SAVINGS ASSOCIATION - BANK OF AMERICA CENTER - SAN FRANCISCO, CALIFORNIA 94120
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By concentrating its efforts on only one part of the general credit markets, it
forces funds into markets beyond its control.

Specifically, we have in mind three recent developments which work
in this direction:

1. The use of the Credit Control Act of 1969 to impose reserve
requirements on commercial paper is an unprecedented move.
It raises questions about the propriety of applying reserves to
asset sales of an outright, nonrecourse nature. Presumably the
door is now open to the imposition of reserves on assets of any
type.

The primary responsibility of any commercial bank is to meet
deposit withdrawals without impairing the safety of funds left by
other depositors. This obviously transcends even its obligations
to stockholders as a profit-making concern. When faced with

net deposit losses under disruptive conditions in financial markets,
as in 1966 and again in 1969, it still must provide for the deposit
losses in one of two ways: by borrowing or sale of assets. Since
borrowing at the Central Bank for any extended period is
discouraged, banks thus are faced with the sale of assets to
raise the funds necessary. Traditionally bank investment
portfolios are utilized for restoring the necessary balance, but
this has limits. We all recognize that the sale of securities from
bank investment portfolios in an already difficult period would
place added pressure on the bond and money markets. Beyond
reasonable limits of adjustment it produces a serious impact on
the financing of state and local governments. Moreover, it is not
clear how sizable capital losses imposed on the banking system
can assist monetary authorities who have a responsibility for also
maintaining a sound banking system. The outright sale of loans
to other investors, however, does provide an orderly transitional
outlet for making such adjustments, and bank related commercial
paper activities provide this conduit.

In our judgment the key to monetary control lies in the liability side

of the bank statement. We do not quarrel with the necessity for

control of the level of credit in the economy, but this is appropriate

only through control of the volume of funds available. We do not

believe it appropriate for the monetary authorities to attempt to

control the asset side where the adjustments have to be made--

certainly not to the extent of forcing undue capital losses

contributing to disorderly market conditions. The sale of loans

facilitated through commercial paper activities by a bank does not .~

by itself affect the ability of the commercial banking system to /2 FOR,
[

extend total credit any more than the sale of securities. et
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This latest move, on bank commercial paper, raises some extremely
serious questions regarding the scope and composition of credit
regulations. Although the aim of this new regulation is to provide
closer control over the credit creation process, its imposition

is clearly inequitable. The application of this regulation discrim-
inates against one class of commercial paper issuer without
justification for such discrimination. If the issuance of one

class of commercial paper can work to frustrate the goal of
monetary policy, then the issuance of all commercial paper can
have the same result. This latest step alters competitive
relationships significantly in favor of nonregulated issuers of
commercial paper while encouraging a further slippage in the
effectiveness of the Federal Reserve's policies. Several more
efficient ways to regulate commercial paper come to mind:

a) require member bank endorsement of all commercial
paper thereby bringing all such paper under existing
Federal Reserve control.

b) by legislation enact appropriate permanent control
of commercial paper issuance giving proper authority
to the Federal Reserve system rather than the reliance on
such emergency measures as the Credit Control Act.

c) enact the appropriate legislation to bring commercial
paper issuers under the Security and Exchange Commission
coordinated with Federal Reserve control of the issue
volume.

2. A second problem which has received much attention in the last five
years is the general use of Regulation Q interest rate ceilings.
These have been used both as protective devices and to restrict
bank deposit growth. As a device to prevent excessive interest
rate competition, their existence in the short-run is necessary.
Sharp across-the-board escalation of rates in the thrift area could
cause severe earnings problems for many institutions and could
lead to imprudent lending and investment practices in order to
justify payment. Such practices may, of course, endanger the
health of the banking system.

The use of Regulation Q as a credit control device, however, has
considerably different implications. We believe it incorrect to
view the time deposit market as one homogeneous market. Holders
of large certificates of deposit are generally sophisticated investors
who are extremely yield conscious. They regard these deposits as

money market instruments and are quick to shift to alternate .‘.;.\-\
investments at the slightest yield differential advantage. These /. ’;
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market decisions bear little resemblance to the motives and
activities of small savings depositors. Small deposit holders
are customarily more concermed with availability and safety than
yield. Yet both small deposits and large deposit instruments are
currently treated similarly for credit control purposes.

When Regulation Q interest rate ceilings are held below market
rates on competing instruments in an effort to moderate bank
credit expansion, the differences in the two segments of the time
deposit market stand out quite clearly. Funds held in large
deposits immediately flow out of the banking system into

higher yielding investments. Undeniably, this shift of deposit
mix restricts the banking system's ability to create credit and
ultimately the tightness in the banking system makes its effects
on the economy known. But this proves to be an extremely
inefficient and disruptive means to accomplish a modest reduction
in the reserve base. Moreover, it causes a significant
redistribution of deposits between banks. The net result is simply
an increase in velocity which largely offsets the intended tightening
for a painfully long time.

It is inequitable to regulate the rate of interest on one investment
instrument and leave others free to trade at the market rate.

We believe a much better procedure is to recognize that negotiable
Certificates of Deposit in excess of $100 thousand, say, are money
market instruments and treat them as such. We strongly recommend
complete removal of Regulation Q interest rate ceilings on these
large CD's. This would allow the banking system to be competitive
and keep a greater share of credit transactions within the direct
influence of the Federal Reserve System thereby making monetary
policy operate more rapidly, more equitably, and more efficiently.

Over the longer term, the viability of Regulation Q ceilings on even
small deposits must be questioned. If, as we suspect, the future
holds well sustained growth, largely full employment, more capital
shortages rather than surpluses, and intermittent inflationary
pressures, then the competition for loanable funds will be more

and more intense.

Interest rate competition in this sort of an environment would be
quite spirited and would reach out to even the smallest saver,

with the result that smaller and smaller blocks of funds will

become interest sensitive. This implies that the banking system

and the Federal Reserve will be faced with fund outflows complicating
monetary control and jeopardizing the very banks Regulation Q

ceilings were designed to protect. el T
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3. The recent Federal Home Loan Bank Board decision to allow third
party payments brings out another aspect of the recurring problem
of equity and efficiency in the regulation of competing financial
institution. This ruling has effectively granted savings and loan
associations the right to pay interest on demand deposits.

The ruling as it stands is clearly discriminatory against the
banking system and threatens even more dramatic undermining
of the Federal Reserve's base of control.

Ultimately under this ruling a very large proportion of the payments
in this country could be handled completely outside the Federal
Reserve's control. This cannot but further intensify the rate of
decline in the control base and lengthen policy lag to the point
where monetary policy would have no significant impact.

The question arises then whether any financial institution should
be permitted to pay interest on demand deposits. What the exact
effects of paying interest on demand deposits would be in the
modern financial system are unknown. It is obvious, however,
that for savings and loan institutions to pay demand deposit
interest and for banks not to pay demand deposit interest would
be clearly inequitable and undesirable from a public policy

point of view. The Federal Reserve's control base would shrink
further and banks would be penalized arbitrarily.

I would hope that you will use your influence to bring about the
withdrawal of these amendments by the Home Loan Bank Board.

I wholeheartedly endorse the ABA position outlined by Nat Rogers

in his letter of September 4. If the Federal Reserve and the
commercial banking system are to continue to play the central

role in the payments system it is vital now not to encourage the
further diversion of payments and transfers into non-reserve channels.

In summary, examples such as those cited serve to underscore the
confusing situations created by patchwork control devices and ad hoc
regulations. It is imperative that a broader and longer range policy
perspective on the part of the Federal Reserve System be adopted. The
current excessive regulatory environment fostered by a helter-skelter
response to emergency situations must be reformed.

Financial policy decisions designed to influence the course of
economic activity can no longer be limited to the context of a banking
system. Since this requires some basic alterations in the structure of
financial institutions and regulations, it is imperative that further delays
in moving in this direction be avoided.

Kindest regards.

Sincerely,

cc: Members Federal Advisory Council
BANK OF AMERICA NATIONAL TRUST AND SAVINGS ASSOCIATION



October 5, 1570

Mr. Donald M. Graham, Chairmen of the Board
Continental Illinois National Bank

and Trust Company of Chicago
Chicago, Illinois 60690

Dear Mr. Grahem:

Before I left for the international meetings in Copenhagen,
I asked our staff to prepare an analysis of the issues rsised in your
letter of September 10. I am taking the liberty of enclosing a copy
of s memorandum which I think presents an accurste picture of the
technigal ressous for the Board’'s August 17 action om Regulstion D.
You will notice also, the reference to letters received of Messrs.
Mat Rogers and A. W. Clasusen which contained comments similar to
yours.

In general, we appreciate your concern about recent trends
ia Yederal Reserve policy which you describe as being of a selective
or direct control nature. While we all have the same basic goals in
mind, reasonable men differ on the best maans of achieving these ends.

I hope you will recall that shortly after I took this office,
1 expressed reservations sbout Regulation Q, and I asked the Board to
study the subject carefully; and that the Board's most recent action
on Regulstion Q was to suspend interest ceilings on large CD's in the
30-89 day msturity range -- surely a start in the directiom of which
you would approve. And may 1 also say, that our August action on
Regulation D was designed, first snd foremost, as a reduction in
reserve requirements, in view of the needs of the economy and in view
of the fact that most Regulation D changes in the 1960's were increases
in reserve requirements.

The treatment of bank holding company commercial papers was
done in favor of equitable treatment among all banks and was not meant
to deny access to the very short-term market for funds.
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Finally, let me say that while we do not regard mometary
policy as perfect, I do feel that we have performed recently to the
best of our knowledge snd ability under the circumstances; snd the
response of the econowmy has been somswhat better thsn in other
post-war periods of adjustment. Plesse be assured that I share
your preference for a broad, general monetary ianfluemce over the
specific regulatory spproach, and it is my personal hope that we
can work in that direction as time and circumstances permit.

Thank you once agsin for sending me your views omn theee
{important matters.

Sincerely yours,

Axthur F. Burns

Enclosure
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date_October 5, 1970

To. Chairman Burns Subject: Comments on letters received in
connection with Board®s recent action
From The Staff on Regulation D.

As requested, we have been analyzing during your absence,
various comments received on the Board's recent change in reserve
requirements, and related views on some broader aspects of monetary
policy and regulation. These views were expressed by Messrs. Nat
Rogers, Donald Graham, and A. W. Clausen in letters of September 2,
10, and September 21 respectively; and have been considered together
since there is some coincidence of subject matter.

The reservations with respect to the Board's recent actions
revolve essentially around three points:

(1) The belief that the treatment as demand deposits of
less than 30-day holding company paper, and the extension
of Regulations D and Q to term debt in the two to seven
year maturity range unfairly exclude banks from raising
funds in market sectors to which other participants have
access.

(2) The belief that the Board seriously underestimated the
added burden on banks created by shifting from the originally
proposed 10 per cent reserve requirement for all bank-related
commercial paper to the 17-1/2 per cent requirement for that
of less than 30 days maturity.

(3) The belief that the Board should have requested further
public comment on the changed proposal before acting on it.

On the first point, the philosophy underlying the Board's
action was to make the treatment of bank holding company commercial
paper as close as possible to that of large time certificates of deposit.
To accomplish this, the 30-day maturity distinction between time and
demand deposits was extended to commercial paper. We recognized fully
that this action would have the effect of virtually excluding banks with
holding companies from access to the very short term commercial paper
market (an avenue which has been closed all along to banks not affiliated
with holding companies). We also had in mind, however, that commercial
banks could continue to operate in the less-than-30-day sector quite
effectively through the purchase of Federal funds, Euro-dollars, and
the use of short-term Rp's secured by Treasury and Federal agency
securities. Furthermore, from the standpoint of competitive advantage,
these latter means are not universally available to other market
participants.
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In addition, with the Board's previous suspension of rate
ceilings on large CD's in the 30-89 day maturity range, banks again
have access to this alternative source of funds. And, of course,
bank-related commercial paper in this maturity range carries a 5 per
cent reserve requirement (rather than the previously published 10 per
cent), and has no rate ceiling either.

On the question of subordinated bank debt, the Board's recent
extension (effective June 30, 1970) of the point at which term debt
becomes exempt from Regulations Q and D -- from two to seven years --
was supported by the following logic: Only a few banks were using such
high-yielding notes of two to three years maturity to lure deposit-type
funds away from regular depositary-type claims; but to the extent this
was occurring, the effect was a clear circumvention of the regulations.
The purpose of the new restriction on promissory notes was to ensure
that all banks use the subordinated debt, for bona fide capital purposes
and not as a substitute for regular time and savings deposits as a
source of essentially short-term deposit-type funds. On the general
issue of the application of regulations to banks, it can well be argued
that commercial banks should be free -- along with nonbank borrowers --
to seek funds without restriction as to reserve requirements or interest
rate ceilings, particularly when banks and nonbank borrowers are compet-
ing in similar markets and for the funds of similar investors. But there
are differences among institutions. It is where the functions of institu-
tions tend to overlap that the distinctions become blurred and reasonable
men come to differ as to the appropriate policy approach. It could be
argued, from a highly theoretical point of view, that reserve requirements
are not really necessary. Most would accept, however, from a pragmatic
and institutional viewpoint, that demand deposits should be subject to
such requirements, for monetary control if for no other reason. It then
becomes difficult to argue that time deposits, too, should not be subject
to some reserve requirement since at least a portion of time deposits take
on the characteristics of money in their use and function. But time deposits
issued to businesses compete with such instruments as Treasury bills and
commercial paper issued by nonbank corporations, which do not bear reserve
requirements. Where should the reserve requirement line then be drawn?
A decision must be made at some point. We have attempted to draw our lines
in such a way as to reduce inequities -within the banking system, and to
minimize the disparities between banks and other competing institutions to
the extent this is compatible with the overall objectives of public economic
policy. And these disparities can only be viewed within the context of the
whole spectrum of regulation affecting banks and other institutions, recogniz-
ing that banks have advantages in some respects (such as interest-free demand
deposits) that others do not have.
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In the broadest sense, it might be pointed out that commercial
banks will in the future expand as a group only to the extent that the
Federal Reserve System adds reserves, and to the extent that they can
become more active as financial intermediaries. Once again, suspension
of Regulation Q ceilings helps facilitate this role. But there is a
finer point to make. While the Board may want to encourage financial
intermediation at the expense of direct borrower-lender arrangements
not subject to the discipline of intermediaries, it must also take
account of the effects of flows among different types of financial
institutions.

Turning to the second question of the burden on banks by
applying the 17-1/2 per cent reserve requirement on commercial paper
of less than 30 days maturity, we simply disagree. Our formal survey
in February of this year indicated that less than 20 per cent of out-
standing bank-related commercial paper had initial maturities under
30 days. This proportion increased over the spring and summer as
expectations of declining rates persuaded borrowers to remain short,
and based on informal contacts with major banks, we estimate that the
short maturities accounted for 30-40 per cent of total outstandings
at the time of the Board's announcement.

One banker commented that if the 17-1/2 per cent reserve
requirement were placed against the outstandings of his bank alone at
mid-August, the reserve impact would account for nearly all of that
which we estimated for the entire system. The maturity distribution
at mid-August is not relevant, however, in estimating the reserve impact
at the effective date one month later. What is important is whether the
banks could shift into other sources of funds during the one-month period
provided for adjustment. Another felt that it would not be possible in
most cases to replace the short dated maturities as they mature with 31
day or longer paper, especially when customers have need for the short
dated maturities and other issuers of commercial paper are not penalized
when they issue such short dated paper. Despite this pessimism as to
the banks' ability to shift, very substantial adjustments have been
reflected in deposits and commercial paper and the cost of such adjust-
ment became less costly as rates declined during the period. Latest
preliminary data show that the commercial paper-issuing banks got rid
of all but $300 million of their less than 30 day commercial paper between
August 12 and September 17, and that there was a more than commensurate
increase in time deposits during the same period. The fact that banks
have reduced their offering rates for CD's maturing in the 30-89 day
maturity range indicates that they had no difficulty in finding CD money
during this adjustment period. As a matter of hindsight, we now see
preliminary indications that the combination of Federal Reserve actions
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and flows of funds resulted in a net reduction in required reserves of
approximately $500 million (we estimated only $350 million &t the time
the Board acted). :

On the third point, that we did not invite further public
comment, and that the Board should reconsider its action, we were
motivated by two principal- factors: first, the net effect of our
action was designed to reduce required reserves rather than have a
tightening effect; and second, we felt that with the available alter-
natives for securing very short term funds (Federal funds, Euro-dollars,
and Rp's) and the full month adjustment period provided, there-would be
no severe hardship placed on the banks most affected. 1In retrospect, we
feel that these two results did, in fact, obtain.
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CONTINENTAL ILLINOIS NATIONAL BANK
AND TrRusT CoMPANY OF CHICAGO

CHICAGO, ILLINOIS 60690

DONALD M. GRAHAM
CHAIRMAN OF THE BOARD September 10, 1970

The Honorable Arthur F. Burns
Chairman, Board of Governors

of the Federal Reserve System

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

Dear Chairman Burns:

Over the past year, we have addressed several formal comments
to the Board concerning various policy moves of a selective or
direct control nature., In addition, several officers of the
Continental Bank have made comments to various Board members
and to a number of Federal Reserve Bank presidents concerning
the trend of Federal Reserve policy. We expressed our deep
concern with the apparent moves of the Board increasingly to
rely upon direct specific controls with consequent lesser
reliance upon general policy prescriptions.

In case you are not aware of these particular points of view,
I am enclosing two memoranda to the Board of Governors that
we submitted in response to requests for comments on the
Board's proposed amendments to both Regulation Q and Regu-
lation D. We feel that the general philosophy spelled out

in these memoranda is still pertinent to the present situa-
tion. In brief, some of these steps in our judgment introduce
harmful discontinuities in the credit markets without in any
way changing the Board's control of the total money supply.
They tend to encourage the flow of short-term credit through
non-bank channels thus penalizing banks unfairly and reducing
the Board's influence on credit markets.

The purpose of this letter and the enclosed prior statements

is to protest the recent action of the Board to place reserve
requirements on the issuance of bank holding company commercial
paper. We find objectionable those elements of the regulation
which classify such paper of under 30 days' maturity as demand
deposits and extend the thrust of the regulation beyond con-
ventional commercial paper maturities to term debt of as much
as seven years' maturity. The initiation of these sweeping
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The Honorable Arthur F. Burns September 10, 1970
Chairman, Board of Governors

of the Federal Reserve System

Washington, D. C. 20551

policy changes without the benefit of public comment is particularly
startling.

We feel that this recent move represents a major further, and to us
adverse, development of Federal Reserve policy. We are especially
concerned with the abrupt manner in which the significance of these
moves is dismissed in your release to the press. For example, we
would take strong exception to the statement that "expansion of

the categories of affiliates subject to the regulations and shift-
ing from the proposed 107 reserve requirement on obligations with
a maturity of less than 30 days to the usual demand deposit reserve
requirement raises no new issues.'" The inaccuracy is apparent in
the statements accompanying the press release which estimate the
shifts in reserve requirements involved in the simultaneous reduc-
tion of reserve requirements against time deposits and the application
of reserve requirements to bank-related commercial paper. The
substance of your press release indicates that the member banks
issuing commercial paper would have experienced an increase in
their required reserves -- in total -- of some $50 million. 1In
looking at our situation alone, you will be interested that if

the new regulation had been applied to our holdings of commercial
paper and time deposits over the most recent 4-week reporting
period ending 8-12-70, the additional required reserves resulting
from the new regulation (including the benefits from the reduction
in time deposit reserve requirements) would have averaged about

$46 million. The new regulation -- even with the reduction in
required reserves on time deposits -- results in higher required
reserves for our bank than if the initial regulation calling for

a 10% reserve had been adopted.

The new regulation represents a major change in money center banks'
method and degree of participation in the short-term money market.
The result of this regulation will be to exclude commercial banks
from the major segment of this market, which is a major source of
funds today for non-financial corporations, the Federal government
and its agencies, and non-bank financial institutions. Thus, our
only access to short-term money will be through Federal funds, the
Eurodollar markets, and repurchase agreements on Treasury and Agency
securities, It has been our experience, especially during the recent
tight money period, that the bulk of corporate funds seeking temporary
employment has resided in the under-30-day area. Many of these funds
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The Honorable Arthur F. Burns September 10, 1970
Chairman, Board of Governors

of the Federal Reserve System

Washington, D. C. 20551

are earmarked for specific purposes and cannot be shifted out
into longer maturities. Thus, often it is not merely a question
of rate -- it is a question of the transactions' purposes for
which the funds are earmarked. This means that the new regula-
tion effectively excludes only banks from this area of the market.
We do not understand why the Board again chooses to leave this
market to all other corporate and governmental borrowers and
intermediaries, especially the unregulated, uncontrolled non-bank
commercial paper houses and finance companies which are direct
competitors of banks. Our basic protest concerning this parti-
cular approach has been set forth at some length in the accompanying
documents.

The Board's explanation of its recent action goes on to state
that "the increase in the obligations covered as a result of
expanding the maturity element from two to seven years is also
insignificant since few, if any, obligations have a maturity of
two years or more.' Again, there is the assumption that this
particular change is of no importance to the banking system.

If commercial banks are to expand in the 1970s and adequately
perform in their role as financial intermediaries, they will of
necessity have to tap many new sources of funds. As you well
know, the demand deposit route, with the possibility of further
conversion of assets, is not likely to offer a net source of
appreciable new funds for commercial banks in the 1970s.

The regulation implies that since banks or bank holding companies
have not used 5-year notes, for example, that they would never
have an interest in tapping this particular intermediate sector
of the funds market. Yet this area might very well offer an
attractive source of funds for commercial banks. In recent
years, many non-bank financial institutions and non-financial
corporations, not to mention the Federal government and its
agencies, have drawn heavily on such medium-term borrowings.
This is understandable in the light of relatively high rates

of inflation and congested long-term bond markets. From a
regulatory agency's point of view, it would seem to be ‘a proper
area in which banks might restructure somewhat the very short-
term maturity nature of their purchased funds portfolios. We

do not see how the public interest is served by requiring banks,
directly or through holding companies, to borrow funds solely at
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of the Federal Reserve System

Washington, D. C. 20551

the very short or relatively long ends of the maturity spectrum.

The Board's release then goes on to state that '"in these circum-
stances, and in view of the defferal of the effective date until
September 17, 1970, the Board finds that further notice and public
procedure with respect to the amendments are unnecessary and would
be contrary to the public interest.'" This statement implies that
the Board regards the issues here to be of negligible significance
or mistakenly ones in which there is general agreement within the
financial community. In both the short run and the long run, we
feel that the public interest has not been served by these recent
additions to the Federal Reserve's already overburdened set of
selective controls. 1In view of the above objections, we strongly
urge reconsideration of these moves.

(::?\ Sincerely
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CONTINENTAL ILLINOIS NATIONAL BANK AND TRUST COMPANY OF CHICAGO

November 24, 1969

Mr. Robert C. Holland
Secretary of the Board o
Federal Reserve System

pleased to submit a memorandum embodying

T views with respect to the proposed amendment
to Regulation Q released by the Board of Governors
of the Federal Reserve System on October 29, 1969.

Sufficient copies of the memorandum are enclosed
go that they will be available to each of the members
of the Board of Governors, as well as the staff.

Sincerely,

Donald M. Graham




COMMENTS OF CONTINENTAL ILLINOIS NATIONAL BANK
AND TRUST COMPANY OF CHICAGO ON PROPOSED
AMENDMENT TO REGULATION Q

The Federal Reserve Board's proposed amendment to Regulation Q to include
within the definition of '"deposits'' of a member bank the commercial paper issued
by bank holding companies has provoked major objections from our point of view.
We realize that from the Board's point of view the present overall economic
climate is such that monetary and credit policy must function properly -- and
expeditiously -- to slow the inflationary thrust of our econor‘ny. We have no
quarrel with the Board's general posture of prolonged, severe restriction. On
the contrary, we feel the present level of restraint must be maintained even at
the risk of precipitating a more than desired dampening of the economy. In our
opinion, the proposed amendment should be viewed as only one of a series of
moves which in sum are discriminatory and not productive of the end results
desired by the monetary authorities. We believe there are alternative approaches
which would achieve better, or at least equal, results without the long-run dangers
that are implicit in the recent series of specific, direct controls which have been

promulgated.

In this memorandum, we will summarize our objections to (1) the proposed
regulation on legal grounds, (2) the specific proposal affecting bank holding company
commercial paper, and (3) the general approach used by the Board to effectuate
its restrictive policy through the commercial banking system. Finally, we will
attempt to suggest some alternative ways that may be used by the Federal Reserve
in dealing with the very difficult problems faced by it and the commercial banking
P T
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aware of some of these points of view and have heard some of the objec.tions many
times before. In our view, however, these observations are important and perhaps
crucial to central banking as well as to commercial banking. The arguments bear
repeating, and we would like to add our weight to the similar position put forth

by others.

Definition of '""Deposit!" - Our concern in the area involving the legal basis for

the Board's proposed action is based on a longer run concern we have over the
Board's use and interpretation of the term ''deposit.'"" We expressed reservation
over this tendency in our letter to the Board of July 28, 1969 in which we commented
on the Board's proposed program to implement reserve requirements against bank
liabilities to their own foreign branches. We stated then that '"'we have some
concern over an apparent change in the Federal Reserve's approach to the use of
reserve requirements as a tool of monetary policy. The application of reserve
requirements in this instance involves the asset rather than deposit side of the
balance sheet. If this change in approach sets a precedent or indicates a trend for
Federal Reserve policy, we feel this approach should be examined carefully before

its adoption."

The most substantial difficulty with the proposed amendment appears to be in the

need to accept the idea that there is a bank '"deposit' in a situation where the bank

incurs no liability to anyone else. In the typical transaction which would be covered

by the proposed amendment, the holding company issues short-term paper and the
bank then sells a portion of its assets (in the form of a participation in loans)

without recourse to the holding company. No funds are placed in the bank subject ..
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The standard conception of a '"deposit' as involving a debtor -creditor relationship
between the bank and a depositor seems to have been carried over into virtually
every legal context in which the term is used. Section 3(e) of the Federal Deposit
Insurance Act, for example, éontains an extended definition of the term ''deposit'"
encompassing many different types of relationships and arrangements, all of which,
however, share the characteristic of entailing the holding of funds by the bank on
someone else's behalf or an immediate or future obligation on the part of the bank
to some other perso;l.
The Federal Reserve Board in its many rulings under Regulations Q ’an,d D appears
never before to have contended that a '"deposit'" has been created in a situation
where the bank incurs no liability. .In a 1968 Ruling determining that so-called
"dealer's reserves' (which involves certain potential liabilities on the part
of a bank) do not constitute '"deposits,' the Board stated:

" For the purposes of Section 19 of the Federal Reserve Act and Federal

Reserve Regulation D the Board considers that a deposit liability exists

only when there is an indebtedness on the part of the bank with respect

to either funds received or credit extended by the bank, and that

'indebtedness' for this purpose does not include a contigent liability
of the kind represented by a dealer's reserve or differential account.
A similar contingent liability that does not constitute such an indebtedness
arises in connection with a commitment to make a loan."
1968 Federal Reserve Bulletin 761 (Emphasis added)
Perhaps, the most controversial previous interpretation by the Board of the term

"deposit' has been the amendment of Regulations D and Q in September 1966 to
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cover short-term notes issued by a bank. Such notes obviously represént bank
liabilities, and the question was whether the term ''deposit' is limited to certain
kinds of liabilities. The Comptroller of the Currency initially took the view

that such notes were not the kind of liabilities deemed to be '"deposits'' subject

to reserve requirements and interest rate limitations; however, he acceded to the
Federal Reserve Board's contrary views after the Board amended its Regulations.
See Ruling of the Comptroller of the Currency No. 7530 (amended as of June, 1967).
This cannot be regarded as a precedent for the present amendment since a liability

on the part of the bank (although arguably not a '"deposit liability'') was created.

The only possible basis for saying that the holding company transactions entail a
liability on the part of the bank would seem to be an argument that since the

bank and the holding company are under common control, the loan participations
may at any time be repurchased by the bank, constituting a '"withdrawal' of funds
by the holding company. The Board, however, has not stated its proposed amend -
ment in these terms; it has not tried to argue that the arrangement involves

liabilities on the part of the bank, but rather that '"deposits'' of the bank include

what are concededly liabilities not of the bank but of the holding company. In any

event, the argument lacks validity since the bank has no legal obligation to
repurchase participations, and there is no reason whatsoever to expect that such

repurchases will be made.

In sum, therefore, the proposed amendment of Regulation Q constitutes a

construction of the term '"deposit'" which is unprecedented and contrary to the

A
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universally accepted conception of the term as entailing an obligation to some
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other person on the part of the bank. \%



In short, it appears that the Board has attempted to extend the term ''deposit' beyond
any meaning of the term which has ever before been suggested and, therefore,

beyond any meaning which Congress could have had in mind in adopting Section 19

of the Federal Rieserve Act.

QOur general concern in this area is the tendency of the Board to interpret the
Federal Reserve Act in such a manner as to move into new areas of control over
the banking system that we feel are questionable. Wé do not subscribe to the

""ends justify any means'' approach that appears to be implicit in recent Board
action. Over the years, the working relationship between the central bank and
commercial banks has been too valuable to the American economy to be underm'med‘_

by questionable interpretations responsive to the demands of expediency.

Restriction of Bank Holding Company Commercial Paper - The most obvious

objection to the proposed regulation involves singling out the commercial banks for
control from the huge over -$30 billion commercial paper market. The tremendéus
growth of this market in the past year reveals quite clearly the route taken by many
of the funds formerly intermediated by the commercial banks via the C/D route.
The paper route has offered the most economical and efficient mechanism available
to the corporation to continue its expenditure program. Many, turned down at

the bank or appalled by the corporate bond market, turned to this avenue to obtain

funds. Acting just like commercial banks, they have borrowed short-term funds to

place long term -- some undoubtedly in brick and mortar -- all this outside the
control of the Federal Reserve System. The commercial banks, seeking a lower (;" 'f; g
cost for their raw material, appeared in this market through their holding companieﬁ?
o= :
and began to bid for the same funds. With a given supply, this action served to f»" e
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drive these rates up closer to other market rates which used to be the .way one
would expect such a system to work. These were not new funds; the banks merely
channeled them rather than their corporate customers. It can be argued that this

process came a step closer to Federal Reserve control at this juncture.

It is sometimes urged that the commercial banks provide a more efficient mechanism
to channel a given amount of funds through the economy, and thus the intermediation
process outside the banks with its inefficiencies and frictions acts as more of a
drag onthe economy with resultant greater restriction. If this position is accurate
and measurable, it is also probably of marginal significance which could be easily
offset by general Federal Reserve restriction of reserve availability. Certainly,
the portion accounted for by the banks would be more readily measurable and
subject to close Federal Reserve control. The unfettered nature of the

market (beyond Federal Reserve control) has been dramatically illustrated by
company after company, large and small, moving into this market to obtain funds.
In some of these cases, the operation will probably prove efficient enough so that
banks have lost their role as a financial intermediary for a significant portion of
the business of these companies. A related concern is the question of credit
quality. It seems clear that credit extended through this unregulated market has
less -- if any -- regulation by the monetary authorities. At the same time, it
seems equally clear that banks are better equipped by training and being subject

to examination to extend the credit on a sounder basis.

In terms of achieving the Federal Reserve's goal of restricting the growth of total

.“’\; 0 R *:\
credit in the economy, limitation of bank competition in the commercial paper =
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market does not make sense. The problem of attaining credibility for the %
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Federal Reserve's program of monetary restraint is attributable in large part

to the availability of an unfettered commercial paper market. Most banks have
finally gotten the message but apparently not the entire business community. Is
this really so surprising if there is an attractive alternative financing route avail -
able to the corporation when its credit requests are declined or scaled down at
its banks? For many corporations, the paper route has proven a very economical

alternative over recent months.

If the Board acts to close the access of the commercial banks to the nation's money
market by foreclosing the use of commercial paper, the action could precipitate
some wide -spread difficulties for the financial community. The change that

would occur in the banking system would be analogous to that occurring when the
Board applied price controls through the use of Regulation Q on bank certificates

of deposit. Given continued Federal Reserve monetary restriction, banks will
seek the needed funds elsewhere. The larger banks, of course, would again turn
to the Eurodollar market, but further reliance upon the cushioning characteristics
of this market at the present time would prove difficult. The effect on Eurodollar
rates caused by the Board's announcement of October 29 is already apparent. If
the Board's proposed amendment should become effective, the Eurodollar borrowings
of banks having access to this market would drive rates up quite rapidly over the

short run, with possible difficulties ensuing for Western European nations.

el ; : . /
In part, the difficulties might arise because of the very short maturity structure¥mf“
of presently outstanding bank commercial paper. Based on our average maturities,

and what we know of other large banks' activities, we doubt that average maturities

are much over thirty days. Thus the run-off adjustment process would be more



abrupt than that occurring during the C/D decline. When financial markets are
as close to crisis conditions as they are today, the prospect of sudden shifts of
this character cannot be treated lightly, even though theoretically over time the
funds will merely flow through different channels given no change in the

Federal Reserve's posture.

Thus for the large money center banks with branches in London, an alternative
source of funds would be available but only at very high cost with disruptive effects
on world money markets and a resultant further squeeze on these banks' already

sharply declining profit positions.

For other banks, however -- both large and small -- even this unattractive
alternative does not exist. For those banks without London branches, the access

to the Eurodollar market is, of course, quite limited. Some funds can be borrowed
from this market through brokers but this is even more expensive and the volume
available is restricted by the individual bank's borrowing limits. In terms of
overall equity then, the banks without London branches would again be back in

the unfortunate position they were in following their C/D runoff experience. Many
medium-sized and even some large banks without London branches were placed

in a very difficult position because they had built up their C/D totals and maturities
in much the same fashion as the money center banks but did not have the Eurodollar.
cushion to fall back upon. Now many banks will again be in this position as well

as many smaller banks which have only recently become quite tight but which ha\m[,
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also at the same time come to rely upon commercial paper for funds. Some of (;‘
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these banks will find it difficult to adjust readily to other sources of funds. It is\i\-—//;

not generally appreciated that activity in this market is widespread as opposed to



the concentration of Eurodollar volume in the hands of only a few large banks.

General Observations on Board's Policy Techniques - In examining the possible

responses of the banking system to the latest in a series of direct control devices,
the analysis and terminology used are often put in terms of the banks seeking ways
in which to evade Federal Reserve control. The press in general, and financial
writers in particular, refer to the Federal Reserve's actions as closing '"loopholes"
to general credit restraint. I.ooking at individual banks' actions over the past
year, there is probably some validity in this generalization. Under present
circumstances, however, it is our observation that commercial banks in general
have gotten the Federal Reserve's message of restriction and, consequently, are
not desperately seeking funds in this market or any other market with the aim of
putting new loans on the books. Commercial banks are now simply struggling to
carry their present assets by using the best markets available. A glance at the
growth in total bank credit over recent months or even more particularly at business
loans does not lend credence to the '"loophole theory.!" The money position man'ager
of a large bank has available several different alternative sources of funds and does
not seize upon availability in any particular market as a way in which to add to

the bank's loans or other assets. Rather, in fhese times, any availability of

funds at attractive rates in any market is used quite simply and directly to

reduce reliance upon high-cost funds in one of the other markets. A glance at

the cost of funds in any bank today will quickly reveal the necessity of reducing the

marginal cost.

With the Federal Reserve in full overall control of the reserve base and thus \\%

\ O -/
eventually of the total volume of bank credit, a preferable way to look at banks'\\_‘//
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efforts to obtain funds in new and varied markets is that this is simply the way
Even

that banks as part of a free market system respond to direct price controls.

if there were an absolute dollar ceiling on total bank credit, those individual banks

who sought to maximize profits would still seek funds from the most desirable

Over the past few months, this would have meant that banks would have

source.
entered the commercial paper market just as they have done without any such
Looking at the figures in retrospect, the period has worked out

limitations.
as if they had been operating under such restriction.

What happens in practice then is that if the Board's regulation is aimed at a further
restriction of credit availability, it will not achieve this objective. It will, however,
But is this the proper function of

adversely affect particular banks in other ways.
a central bank? For many banks, the major result will be decreased bank

profitability coupled with relatively little impact on the banks' demand or usage

of funds; in the long run, this kind of move could have serious adverse effects on
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the banking system.
The long-run trend is already all too clear and is the familiar situation of any\\_’/

Each new control breeds an additional control which

system of price controls.
is followed by the markets' efforts to seek new sources of funds and new approaches
to obtain funds followed by further control with a resultant unfortunate cumulative

These discriminatory aspects appear when commercial banks are

process.
prohibited from competing to seek their share of the available supply of funds.

This kind of situation is all the more disturbing to commercial banks when other

developments in the economy are moving counter to the restriction placed on the

banking system. The most obvious example of this, of course, is the existence
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of an inadequate fiscal policy during a period of inflation. More specifically,
however, it is incongruous to see commercial banks squeezed at the same time
that the Federal Home Loan Buard announces a reduction in the liquidity require -
ments of saving and loan associations to free some $650 million for their use.

This is another example of the abuses that occur in the resource allocative process
when improper Federal economic policy places an undue burden upon one arm of

that policy -- credit and monetary policy.

The result has been that the Federal Reserve has been unwilling to place complete
reliance upon traditional methods of monetary control. As fiscal policy has failed,
and as timing difficulties in monetary policy have appeared, the various afore-
mentioned direct control devices have been made effective. Unfortunately, this

has been a relatively simple accomplishment because the commercial banking system
is so highly susceptible to such control. As the total economy fails to respond
promptly to efforts to curb inflation, more and more pressure is placed on the
banking system. Those institutions, both financial and non-financial, outside of the
central banking -commercial banking sphere play an increasing role in meeting the
nation's financial requirements. In effect, this means that the policy base against
which the Federal Reserve reacts has become relatively smaller and smaller. The
monetary authorities have obviously concluded that this smaller base can be con-

trolled quite simply by directive -- and this is the path being taken.

Thus it appears in the short run to the Federal Reserve officials that there is ample

justification for direct controls over banks to meet what appears to them to be the
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recalcitrance of these institutions as they constantly plumb for new ''loopholes' m./%/': L
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the Federal Reserve's armor. This is the way in which a free market reacts.

The long-run implications of such a process, however, for the commercial banks
and for central banking and the market system as well are disturbing. There is
the ever present danger that when current pressures cease to exist, there will
not be a return to the relatively free market conditions enjoyed previously and
continued reliance upon general Federal Reserve techniques of control. In short,
we are worried about the long-run interrelationship into which the central bank

and commercial banks seem to be entering.

Alternative Approaches - If credit and monetary policy is to have a desirable

effect upon the economy through the eventual dampening of inflation, it must be
accomplis‘hed through changes in total credit availability and in cost. Most of

the furor over Federal Reserve policy in recent months arises from its efforts
which affect individual institutions, distort money markets, and cause a mammoth
reshuffling of the available supply of funds. The entire process may well have
produced a higher pattern of interest rates than otherwise would have prevailed
and has resulted in the current widespread political criticism without the
accompanying rate benefits that have occurred in the past. One overall result is
that the financial adjustment process has been hindered. The monetary authori-
ties should no more expect commercial banks to turn off the lending ;;rocess and
show immediate results than they can expect the economy to respond immediately
to their policy. (However, in passing it may be noted that the major money center

banks have achieved a remarkable result in rationing of credit - with resultant

leveling off in loan totals.)
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The desirable alternative approach to the various direct control devices attempted
is, in reality, quite simple: more reliance upon the traditienal quantitative policy
measures. There is no new or startling course of action available to Federal Reserve
authorities; rather, the sole meaninyful alternative is the one which the Federal
Reserve knows best how to administer. The only way to return to increased reliance
upon the traditional methods of control is to remove the ceiling limitations of
Regulation Q. Initially, perhaps the ceiling should be removed only on large
denomination C/Ds - perhaps on denominations of $500, 000 and over. The argument.
involving the vulnerability of other savings-type institutions to such changes in
Regulation Q no longer carries the weight of former years since market instruments,
not commercial bank deposits, have become their main competition. This
prescription is one leading toward greater reliance upon the marketplace and upon
general techniques of credit control. It is deceptively simple and will meet
resistance from those who feel that further tinkering with and adjusting of the
economic system must be attempted; but we feel it has a better chance of working

in the long run.

Admittedly, the Federal Reserve would have a difficult problem of credibility if

they removed Regulation Q ceilings. If this is essentially a problem of communi-
cation, it would seem that under present crisis conditions the Federal Reserve
System should abandon its time-honored techniques of having very little to say

about its policy moves. Strong effort would be required to communicate the basis

of such a move to financial markets, to Congress, and to the public at large.

The financial markets could be made believers very quickly through the use of

the Federal Reserve's traditional techniques. Interest rate barometers would ;
g

continue to indicate a high degree of restraint as the C/D rate would not just mov

in today's markets--to the 7% area but rather would move rapidly to seek an
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adivstment level along witk Federal Funis and Furodollars in the 9%-- 10‘.70 or
higher range. Commercial banks would not suddeanly obtain quantities of cheap
money. Enough profit motives are now being affected by such rate levels that
rates zgain would begin to assume more significance in the plans and projections
of bankers as well as others in the financial community. The implementation

of such a radical departure in Federal Reserve policy could be accompanied by
other techniques such as increases in reserve requirements and the establishment
of various C/D bases at various rate levels, but such changes would probably
clutter up the objectives of such a program. The crux of the matter would be

to free markets--yet to maintain the credibility of Federal Reserve determination

to curb inflation. We believe this can be accomplished.

Donald M. Graham, Chairman of the
Board of Directors

November 24, 1969
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s _The Paper Problem A
" The moré you consider it, the more it has been at the price of depriving
confusing bank regulation seems. The ' savers of benefits of the generally
latest example is the Federal Reserve higher interest rates. In any case, rate
_Bqa_rd’s proposal to apply interest rate ., ceilings have tended to discourage sav-
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Mr. Ropert C. 01]’LL, Snoretary
Board of Cove:s:
ol the fad*“u? ileoorve §yeten
Fedoral Hegerve Tuilding
Hashinzton, H. C. 20551

Dear Lob:

We are back azxain with an additionnl vote of protoest on
your propoded anoacddmepts that would haves an L on vank
holding conpeny iscuance of commercisl poner. She pove we
look at this »o”“ibili;y in the light of cuziant develop
both in thie warket zad in the ccontiny, the wove v ave con-
cerned about your actual applicaticn of now :c;clatiuus. Au
tirma has gone on and this mariot has zrovm, the discriminatory
aspects of applying rc;ulutaona only to coruercial banlko in
this huge marhet seems move and move wafalyr, Yurthermore,

4f the cconory 18 indead slowing aud wva ave «r thae theeshold
of comz easing in tedaval Rasevve poliecy, it would seen most
unfortunate to saucdle the comnercial banis vith an additional
expensive reguletion st this pavticular time. It scoms to us
that dusing the past few years you have saddled the cowzaveial
banking eysten with encugh costly veetrictions that you ehould
not have to add further to the buzden at this juucture.

snun

You wil) note that the accompanylng momorandum repeats rmuch of

vhat we have caid to you hefore hoth in writing and verbally

and we would refer again to ovr memorandun of vacr‘ﬂr 24, 1959

vhich setn forth moce fully oux UQJLCCJU“J to tha Vo Gldl
‘agorve'e genzral approach to such problecs.

1f vo can prmvldo eny additicunal infovmntion c¢v be of further
ald on this eubject, wa would Le happy to wixlk with you.

Sincovely

/8/ D. M. Graham
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COMMENTS OF CONTINENTAL ILLINOIS NATIONAL BANK
AND TRUST COMPANY OF CHICAGO ON PROPOSED
AMENDMENT TO REGULATION D
We are taking this opportunity to comment again on the Board's proposed amendment
to its Regulation D, '"Reserves of Member Banks,'" applying reserve requirements to
bank-related commercial paper. We realize the Board is aware of some of our views
evpressed hereafter and has heard some of the objections before. Many of the same

points were made by us in a memorandum to the Board dated November 24, 1969. We

feel they are still valid, however, and bear repeating.

Our main objections to the proposed amendment are (1) it singles out commercial
banks for control from the large and growing commercial paper market, and (2) it
appears as another in a series of moves by the Board to use direct controls over
commercial banks. This approach to control overall credit growth and to channel
funds into various sectors of the economy is a disturbing development to us. We
feel such steps in rhe past have not had the desired effect in reducing ;redit

giowth and at the same time have reduced the competitive ébility of commercial

banks.

Applying a 10% reserve requirement on ifunds obtained by member banks through the
issuance of commervial paper would not in Iitself mean any reduction in the use

ot this technique as a source of funds. As long as the cost of commercial paper,
including required reserves, is less than alternative sources of available funds,
the issuance of commercial paper will continue in order for commercial banks to
accommodate the needs of customers based on long-standing relationships. To the
extent that 10% of the funds obtained through commercial paper issuance is required
as reserves, a case can be made thathank holding company paper outstanding would
have to be increased in order to maintain the same level of loanable funds. What

will happen is that the cost of these funds to commercial banks will be higher




than for a non-bank issuer of similar paper.

Even if this action were to cause banks to reduce the issuance of commercial paper,
it would not necessarily mean any reduction in total credit provided in the economy.
The rapid growth of the conmercial paper market in the past year reveals quite
clearly the route taken by many of the funds usually intermediated by the comumer-
cial banks. Issuance ¢ commercial paper has offered the most economical and
efficient mechanism available for corporations to obtain funds, particularly since
they have not been able to meet their needs by obtaining loans from commercial
banks., To the extent commercial banks are forced to cut back further on bank
credit growth due to the higher cost of funds obtained through commercial paper
issuance, non-financial corporations will be forced to turn Lo a greater degreec

to issuing their own commercial paper if they intend to carry out spending
programs, . This has been the trend throughout 1969, As the commercial banks

lost funds because of interest rate limitations, the rise in compercial paper

by non-financial corporations accelerated, It is often argued that commercial
banking affords a more effective mechanism of intermediation. The record in

1969 i~dicates little hesitation on the part of corporations to obtain needed

funds via non-banking sources such as the commercial paper market,

The action by the Board in this proposed amendment in our view reflects another
in a series of moves either to use direct control over banks or increase the cost
of funds to banks over what other businesses are required to pay. These actions
imply the banks in general are seeking ways to evade Federal Reserve control.
Under the present system, however, it is our observation that commercial banks

in general have responded to the Federal Reserve's policy of restraint, Con-

sequently, banks are not seeking funds in the commercial paper market or in any



=3 -

other market with the aim of putting new loans on the books. Commercial banks
are simply struggling to carry their presént assets by obtaining funds in
available markefs at thellowest.cost. The record of bank credit growth in‘1969
demonstrates this posture. On the other hand, total credit growth in the economy

shows the ability of other sources and markets to carry an inflating economy.

The efforts by commerciai banks to obtain fuuds in new and varied markets is
simply the way that banks as part of a fiee wmarket system respond to direct

piice controls, This has weant that banks have entered the commercial paper
market just as they had previously attempted to cushion the effect of declining
time and savings deposits by entering the Eurodollar market. Despite these shifts
to new markets, total bank credit in Ehe last year has shown very little growth

as would be expected in response to the Federal Reserve policy of tight restraint.
Whet has happened, however, is that an increasing amount of financing is now being.
doge outside thie comnercial Fauking system and, therefore, outside of the direct

rulliueince of the Federal Reserve System.

The long-term trend of these types of actions is disturbing. As banks attempted
to cushlion the impact of large end discrete losses caused by unrealistic interest
rate limitations on deposits, the Roard has felt the need to apply additional
controls. This leads to the question of what will happen in the future., If the
move is taken to apply reserve requirements to commercial paper, will the next
step be to make these funds subject to Regulation Q and effectively restrict
their issuance under current money market conditions? Increasing controls,
through effectively stopping banks from attracting funds in some markets or

increasing the cost so as to reduce profitability, could have serious adverse

effects on the banking system's long-run future,
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We also feel another aspect of the Federal Reserve's action is to attempt to
control the flow of funds. One stated motive for the maintenance of interest
rate limitations on time and savings deposits was to protect savings banks and
savings and loan institutions from losing funds and thus reducing the avail-
ability of funds for mortgages. (Bank entrance into commercial paper has not
provided an additional means of disintermediation because of minimum denomination
requirements.) This, of course, has not been successful and is reflected in the
recent increases in interest rate limits which have probably had only a minimal
effect in allowing banks to hold funds. It is our feeling that not only does

the Federal Reserve not have the techniques with which to allocate funds to
various markets, but it is doubtful whether techniques could be developed without
changing the Federal Reserve's traditional role in the Nation's financial

st:ucture.

’

We recognize the possibility that the Board's recent liberalization of
Regulation Q may mesh nicely with a declining pattern of interest rates which
will gradually and flexibly allow the reentrance of commercial banks into money
market areas now effectively excluded, If such projections of lower interest
rate trends are wrong, however, (which is not beyond the realm of possibilit&)
then banks could be saddled with sharply higher interest costs of savings and
time deposits and on marginal Eurodollars as well as the Higher costs resulting
from the proposed reserves on bank commercial paper. In the short run, banks
would still seek to finance their current needs through utilization of the most
desirable fund alternatives. This wguld mean little change in their demands but
would mean a further reduction in profits. 1In the long run, of éourse, the theory
of the firm would suggest the disappearance of some banks through the working of

the competitive process as stylized by the posture of the central bank. We cannot




believe this to be the goal of the Federal Reserve System, but it is a
disturbingly logical conclusion to the direct control techniques recently

introduced and furthered by the suggested application of Regulation D.

1if ¢ shoﬁld be emphasized that we are not objecting to the Board's general
posture of restrictive monetary policy. We agree that the strong inflationary
pressures have required the present level of restraint. Recent trends in
economic conditions suggest the possibility for some move toward ease wiﬁhin
the near future, but the inherent inflationary problem requires the risk of
causing more than a desired dampening of the.economy. We do not quarrel with
the intent of monetary restraint, but rather with the methods used which in
our view are discriminatory and nonproductive of the end results desired by

the Board.

February 13, 1970
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November 6, 1970

-

TO: Board of Governors SUBJECT:/,Rélationship of Federal
_ " Reserve System to ABA and
FROM: Division of Federal Reserve other Banking Associations

Bank Operaticns & Office of
the Secretary

Recommendation

In view of the fact that membership in the American Bankers
Association exposes the Federal Reserve System to charges of possible
conflict of interest, participation in political activity, and an
improper expenditure of public funds, it is believed the Reserve Banks
should consider aiscontinuing their "membership" relation in favor of
the status of the "'subscriber to services'" if the so-called advantages
of the APA relationship can be maintained. S-1647 dated February 7,
1958, and S-1791 dated May 11, 1961 contain the latest Board poiicy
statements on the general subject of banking association membership
dues and contributions. In addition, Mr. Scanlon's letter of May 2,
1969 to the Presidents of the Reserve Banks gives the background out
of which Mr. Kimbﬁel's current assignment grew. (Copy attached.)

Membership by the Federal Reserve Banks in the various state
associations is a longer run issue but one which should be considered
further. The President's Conference is currently discussing state
bankers association relationships, in keeping with the Conference dis-
cussion of June 22, 1970. (Copy attached.) Perhaps the entire matter
can be discussed with the Reserve Bank Presidents at the afternoon
meeting on November 17. Associations such as the AIB, BAI, and Robert

Morris Associates are sufficiently different in organization and purpose

_p—
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that we see no need to consider withdrawal from membership status in

those groups.

Discussion
The following summary shows by district for the year 1969 the
total contributions to banking organizations and attached is a detailed

listing of organizations by district.

ABA State BA's AIB Other

Boston $2,200 $2,305 $2,495 $ 920
New York 2,235 5,240 5,336 678
Philadelphia 2,200 1,960 298 960
Cleveland 2,270 1,627 1,530 932
Richmond 2,270 2,435 3,584 1,118
Atlanta 2,460 2,245 5,628 1,223
Chicago 2.235 950 - 470
St. Louis 2.305 1,898 2,873 1,134
Minneapolis 2,229 1,220 5,876 1,097
Kansas City 2,305 1,425 4,180 945
Dallas 2,305 1,900 3,282 1,205
San Francisco 2,340 1,480 4,888 1,409
$27,354 $24,685 $39,970 $12,091

The services which the Federal Reserve would presumably want
to continue on a pay-as-you-go basis can be broadly categorized as
follows:

Educational. Educational facilities of the ABA, such

as listed below, have been used extensively and successfully
for personnel and management development by the Federal
Reserve Banks:
American Institute of Banking
Stonier Graduate School of Banking
National Trust School

National Mortgage School
National Automation School




.

Publications. Access to and the use of ABA publications

is a means of keeping abreast of developments in commercial
banking.

Cooperation. The Federal Reserve and the ABA have a
similar objective in aiming their efforts toward strengthing
the commercial banking system. Cooperations has contributed
materially to the success of the following programs:

Emergency Preparedness

Check Mechanization (MICR)

Discount Mechanism Study

Uniform Designation of Securities
(Cus1p)

Business Loan Surveys

Joint responsibility. 1In addition to mutual cooperation,

there is also an area related to the check collection system
where there is joint responsibility; assignment of the check rout-
ing symbol is the reséonsibility of the Federal Reserve and

the transit number is the responsibility of the ABA.

-

Economic intelligence. Attendance at national, State,

and local meetings permit regional soundings and blending of
views that éonstitute one of the important strengths of the
Federal Reserve System.
We believe the ABA leadership is amenable to the recommended
change in status, and President Kimbrel feels that the Reserve Bank
Presidents will be receptive also. It appears that the benefits described

above could continue tc accrue to the Federal Reserve System under an

alternative arrangement whereby we would pay our share of the cost of,/?;7\~
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these benefits but would not be considered "members' or even associate
members.

The undesirable political consequences of involvement with the
ABA do seem, with one exception, to be of a nature that would disappear
or could be more successfully "played down" if actual "membership" were
terminated. That one exception has to do with the expenditure of public
money. It can be argued that one cannot effectively '"trace dollars"
and any financial support of the ABA could be construed as an expendi-
ture of the taxpayer's money in support of activities, lobbying or
otherwise,with which the Federal Reserve would not wish to be associated.

This does not, however, change our recommendations.

Attachments



FrpERAnL RESERVE DANK 0i CHICAGO

OFFICE OF THE PRESIDENT

May 2, 1969

« To: MEMBERS OF THE CONFERENCE
OF PRESIDENTS

Reserve Banks and others will be substantially incre
-effective September 1, 1969. 1In the circumstances,
President Clay has suggested that it would be entirely
appropriate for the Presidents' Conference to review the
benefits and appropriateness of membership and develop

a System posture with respect to such expenditure.

While he believes the Federal Reserve Banks snould be
members of the American Bankers Association, he feels we
would be wise to establisihh the justifications. His pur-
pose in calling attention to consideration of sowme

special rate is prompted by his understanding that the

new dues schedule finances the entire progrem of the ABA
and includes a number of items which previously had been
handled by special assessments, scme of which we have

felt were not proper items for Federal Reserve expenditure.

The purpose of this memorandum is to inform you-
. that the matter is being referred to the Committee on
Bauk Coordination and Special Topics for consideration at
the June meeting of the Conference. It would be desirable
for each of us to defer pavment of the ABA dues on the
- new basis until after the June meeting. ;

erely,

.

Charles J. Scanlon
Chairman, Conference of

. Presidents -
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Membership in State Banking Associations

Mr. Kimbrel reported that on May 6 the Conference Chairman
referred to the Committee on Bank Coordination and Special Topics
for its consideration, a guestion raised by the Federal Reserve
Bank of Kansas City regarding Reserve Bank memberships in state
banking associations. He reported that the Committee had conducted
a survey of the Reserve Banks and noted from the returns that a
wide disparity exists in the membership dues paid by the various
Federal Reserve offices. The Committee, Mr. Kimbrel said, intended
to discuss this matter with American Bankers Association staff members
who were acgqguainted with this problem and with officials of the
national state banking association managers group with a view to
developing a membership arrangement for the Reserve Banks similar
to the arrangement made with the ABA. This would be a non-voting
membership; it would be a System membership so that where two Banks
service parts of a State there would be a single membership between
the two Banks; and, membership would be established on a permanent
basis, not subject to renegotiation when the individual associations
raised their dues schedules.

Several Presidents were of the opinion that membership in the
state banking associations had value as a means of communicating
and working with banks in their Districts. However, the vzalue of
these memberships had to be weighed against the costs involved.
Mr. Kimbrel noted that in 1969 the Federal Reserve Banks paid $23,778
for membership in state banking associations.
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The Amount and Breakdown by District of the
Total Amount of Dues Paid by the Federal Reserve System to the
American Bankers Association, State Bankers Associations, Regional
Banking Organizations, Banking Institutes, etc. for the Year 1969

Boston
American Bankers Association - $2,200
Connecticut Bankers Association 50
Maine Bankers Association 200
Massachusetts Bankers Association, Inc. 1,000
New Hampshire Bankers Association 200
Rhode Island Bankers Association i
Vermont Bankers Association, Inc. 150
American Institute of Banking, Boston

Chapter 2,495
Bank Administration Institute 420
Robert Morris Associates 500
New York
American Bankers Association 2,235
American Institute of Banking 5,336
Bank Administration Institute 560
Bank Credit Associates of New York 18
Bank Operations Conference of New York

City i
Connecticut Bankers Association 375
Erie Niagara Counties Bankers Association -
National Association of Bank Women 25
New Jersey Bankers Association 1,440
New York State Bankers Association 3,300
New York State Bankers Association -

Group I 125
Philadelphia
American Bankers Association 2,200
New Jersey Bankers Association 560
Pennsylvania Bankers Association 1,400
American Institute of Banking 298
Bank Administration Institute

National 400

Philadelphia Chapter 35
Robert Morris Association

National 460

Philadelphia Chapter 30

Bank Methods - (local organization) 35



Cleveland

American Bankers Association
Ohio Bankers Association
American Institute of Banking
Robert Morris Association

Bank Administration Institute
Kentucky Bankers Association
Pennsylvania Bankers Association
West Virginia Bankers Association

Richmond
American Bankers Association
North Carolina Bankers Association

North Carolina Bankers Association-Group 9

South Carolina Bankers Association
Virginia Bankers Association

Virginia Bankers Association-Group 2
Virginia Bankers Association-Group 3

West Virginia Bankers Association
Maryland Bankers Association

Maryland Bankers Association-Group 7

American Institute of Eanking
Association of Agricultural Bankers
Bank Administration Institute

Bank Administration Institute-Piedmont Chapter

Robert Morris Associates

Robert Morris Associates-Carolina, Virginias Chapter

Atlanta

American Bankers Association

State Bankers Association

Bank Administration Institute
National Association of Bank Women
Robert Morris Associates

American Institute of Banking

$2,270
152
1,530
441
491
500
900

75

2,270
200
12
500
750
25

25
575
338
10
3,584
15
595

450
55

2,460
2,245
655
75
493
5,628



Chicago
American Bankers Association
Illinois Bankers Association
Illinois Bankers Association-Chicago Chapter
Indiana Bankers Association
Iowa Bankers Association
Michigan Bankers Association
Chicago
Detroit
Wisconsin Bankers Association
Bank Administration Institute .
Bank Administration Institute
Chicago Chapter
Detroit Conference

St. lLouis

Missouri Bankers Association
Mortgage Bankers Association of St. Louis
Illinois Bankers Association
Junior Section Arkansas Bankers Association
Arkansas Bankers Association
Indiana Bankers Association
Bankers Transit Club of Kentuckiana
Kentucky Banking Association
Tennessee Bankers Association
National Association of Bank Women -

St. Louis

Louisville

Memphis
Robert Morris Associates -

National (all offiees)

Southern Chapter (Little Rock)

Ohio Valley Chapter (Louisville)

Southeast Chapter (Memphis)
Bank Administrative Institute -

St. Louis

Little Rock

Louisville

Memphis
American Bankers Association -

St. Louis

Little Rock

Louisville

Memphis
American Institute of Banking -

St. Louis

Little Rock

Memphis

$2,235
100
430
100
100

100
60
60

430

25
15

$500
40
100
10
500
100
60
500
88

)
25
25

445

410
45
80
55

2,200
35
35
35

2,005
575
293



Minneapolis
American Bankers Association -
Minneapolis
Helena
Independent Bankers Association
Michigan Bankers Association
Minnesota Bankers Association
South Dakota Bankers Association
North Dakota Bankers Association
Wisconsin Bankers Association
Montana Bankers Association
Bank Administration Institute -
Minneapolis
Helena
American Institute of Banking -
Minneapolis Chapter
Robert Morris Associates
Robert Morris Associates -
Minnesota Chapter

Kansas City

American Bankers Association
Misscuri Bankers Association
Kanszs Bankers Association
Colorado Bankers Association
Nebraska Bankers Association
Wyoming Bankers Association
New Mexico Bankers Association
Oklahoma Bankers Association
American Institute of Banking
Bank Administration Institute
Robert Morris Associates

Dallas

American Bankers Association -
Dallas
El Paso
Houston
San Antonio
- *Texas Bankers Association -
Dallas
El Paso
Houston
San Antonio

*Due to receipt of billings, the annual dues for the years 1969 and

1970 were both paid in 1969.

$2,200
29

75

100
750

50

50

60

210

550
42

5,876
400

30

2,305
500
375
100

50
100
100
200

4,180
500
445

2,200
35
35
35

1,000
200
100
200
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Dallas (continued)

Arizona Bankers Association -
Dallas
El Paso
Louisiana Bankers Association (Dallas)
New Mexico Bankers Association -
Dallas
El Paso
Oklahoma Bankers Association (Dallas)
Robert Morris Associates-National
Robert Morris Associates -
Texas Chapter (Dallas)
El Paso
Houston
San Antonio
Bank Administration Institute -
Dallas
El Paso
Houston - Gulf Coast Chapter
San Antonio
American Institute of Banking -
Dallas
£l Paso
Houston
San Antonio

San Francisco

Alaska Bankers Association

American Bankers Association

Arizona Bankers Association

Bank Administration Institute

California Bankers Association

Credit Managers Association of Northern
& Central California-Bankers Chapter

Idaho Bankers Association

Los Angeles Credit Mens Association

Nevada Bankers Association

Oregon Bankers Association

Robert Morris Associates

Salt Lake City Bank Officers Association

Utah Bankers Association

Washington Bankers Association

American Institute of Banking

$50
50
100

50
50
100
415

15
20
20
20

610
37
30
38

2,500
210
349
223

50

2,340
100
610 -
985

115~

84
75
150
296~
60 -
50

4,888





