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MONETARY CONFERENCE

ETHE AMERICAN BANKERS ASS0OCIATION s0 PARK AVENUE, NEW YORK, N.Y. 10018

December 22, 1969

The Honorable Arthur Burns
Chairman - Designate
Board of Governors of the
Federal Reserve System
Washington, D.C, 20551

Dear Doctor Burns:

We are delighted that your schedule will permit your
accepting our invitation to attend and participate on the program
of the 1970 American Bankers Association's Monetary Conference to
be held at The Homestead, Hot Springs, Virginia, on May 17-20, 1970,

The Program Committee has designed what we think to be an
outstanding program and will look forward to your remarks at the noon
luncheon on Monday, May 18, The morning session on that day is entitled
"The Battle Against Inflation" and will have as one of the speakers
Doctor Paul McCracken,

During the afternoon following the luncheon and your remarks,
a session entitled "International Liquidity and the Adjustment Mechanism"
will take place,

The conferees consist of the Chief Executive Officers of the
largest 50 banks in the United States, their counterparts from approximately
30 large European banks, central bankers, and high government officials
from major industrial nations,

If there are any questions that you might have, please contact
Roy Terwilliger, The American Bankers Association, 90 Park Avenue, New York,

New York 10016, Full details concerning the entire program will be forth-
coming as the date approaches,

Sincerely yours,

William H, Moore
Y fg*' _ Chairman, Conference Committee
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THE AMERICAN BANKERS ASSOCIATION ()
Information Office

815 Connecticut Ave., N.W.

Washington, D.C. 20006 '69

STATEMENT OF POLICY ON H.R., 6778

(Adopted by the Federal Legislative Committee of
The American Bankers Association, February 5, 1970.)

H.R. 6778 was passed by the House of Representatives on November
5, 1969, purportedly to extend Federal regulation of bank holding
companies to the approximately 900 companies which own only one bank.

In actual fact, however, the bill went conéiderably further and attempted
to define the business of banking. This was done by setting forth a list
of activities prohibited for bank holding companies and their subsidiary
banks, combined with strong statements of legislative intent to the
effect that the prohibition on these activities should be applicable to
all banks, whether or not members of holding companies.

There are, of course, certain activities which are not properly
related to banking. Banks and bank holding companies should engage only
in those activities which are financial in nature or are functionally
related to banking or finance. However, the Association is strongly
opposed to any measure which would place rigid limits on the banking
business. Moreover, we are convinced that the rapidly changing economic
environment within which banks operate makes it unrealistic and even
dangerous to attempt to define such limits by statute.

It requires only a few seconds' thought to realize what would

have happened had govermnment attempted to define banking in terms of,



say, the world of 1860. Had this been done, banks would not be in the
deposit business today but would still be issuing circulating notes, for
hand-to-hand currency, and the public would have been deprived of the ease
and convenience of checking account transactions. If such an attempt had
been made in the 1920's, a wide variety of banking activities would not
be available to the public from banks, such as consumer installment loans
or long-term monthly-payment mortgage loans. Even as late as 1960, had
there been an attempt to define the banking business in terms of what was
then being generally offered to the public, banks undoubtedly would be
prevented from offering direct lease financing or issuing multiple-
maturity certificates of deposit.

What is functionally or properly related to the business of banking
can only be determined in the light of existing circumstances and in
reasonable anticipation of future demands on the industry. It cannot
and should not be a matter fixed by statute in some kind of "laundry
list" of permitted or prohibited activities. Responsibility for deter-
mining the scope of bank operations has been placed in the hands of those
bank regulatory agencies charged with safeguarding the public interest.
This has been true of Federal and State legislation for 150 years. To
abandon this principle would be a serious mistake. Accordingly, The

American Bankers Association opposes the adoption of H,R, 6778.

The American Bankers Association at this time endorses five basic
principles which should be determinative in selecting a reasonable
approach to the potentially destructive legislation contemplated by
H.R. 6778.

1. We endorse the principle that serious and thoughtful study of

the nation's financial system by an appropriate commission is an essential

prerequisite to any legislation of the type contemplated by H.R. 6778.




Pending the completion of such a study we believe that the responsible

Federal agencies should prevent the expansion of one-bank holding companies

into inappropriate activities.

We believe that such a study should recognize that it is in the
public interest to have access to broad competition in financial and
functionally related services. It should also recognize the demands
which will be made upon the banking system in the future and the extent
to which banks will require broader access to funds to meet these demands.

Change is proceeding with bewildering rapidity in banking and in
other financial industries. The organization of bank holding companies
is only a reflection of the fundamental forces affecting all financial
institutions, both bank and nonbank. Parallel developments are occurring
in other sectors of the economy, as pressures for diversification and
additional services increase in intensity.

A decade has passed since the last major study of the financial
system, by the Commission on Money and Credit. A new and penetrating
look at the structure, functions, and supervision of financial institu-
tions is long overdue. No better evidence of the complexity of the
problem or of the need for study is found than in the tortuous history
of H.R., 6778, which included long consideration and rejection of numerous
proposals and, ultimately, an attempt to write new legislation on the

floor of the House itself.

2. We endorse the principle that banks and bank holding companies

should be permitted to engage in any activities which are financial in

nature, or are functionally related to banking or finance, and that they

should be limited to such activities.

We believe that it would be a mistake now, or at any time, to define
the term "banking" or the terms "functionally related to banking or

finance" or "financial in nature" in precise statutory language. We



believe that the Federal regulatory agencies should be authorized to
interpret these terms from time to time in the light of changing conditions
and circumstances.

3. We endorse the principle that whatever regulation is adopted,

temporarily or permanently, for bank holding companies, should apply

equally to all such holding companies whether one-bank or multi-bank.

There are identifiable differences between multi-bank and one-bank
holding companies, some of which go beyond the matter of expansion through
the acquisition of banks. Nevertheless, we believe that here as in other
situations the economy is better served when all competitors =-- both
bank and nonbank -- are subject to the same ground rules.

4. We endorse the principle that holding company legislation

whether multi-bank or one-bank should provide only for regulation of

the domestic activities of holding companies.

It has been the practice and policy of the Congress and the States
for many years to regulate banks under the national banking laws and the
state banking laws. It would be a mistake to provide different regulation
for banks owned by holding companies from that provided for other banks.
It would also be a mistake to restrict foreign activities of American
banks or holding companies in any manner which would interfere with their
ability to compete effectively outside the United States.

5. We endorse the principle that any legislation finally adopted

must make reasonable provisions for activities begun in good faith and

in full accordance with existing law and that unfair retroactivity be

avoided.
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January 23, 1970

ANALYSIS OF H.R. 6778

Data Processing

Present Law

Multi-bank holding companies. Under section 4(c) (1) (C) of

the Bank Holding Company Act, registered bank holding companies
méy invest in a company that furnishes services to or performs
services for the bank holding company or its banking subsidiaries.
And under section 4(c)(5) a registered bank holding company may
invest in any company in which a national bank may invest subject
to the same restrictions as a national bank. These provisions
contain ample authority for registered bank holding companies to
maintain data processing subsidiaries.

One bank holding companies: None.

National banks. Under 12 U.S.C. 24(7) national banks may perform

any services that are iﬁcidental to the banking business. In accordance
with this authority, the Comptroller of the Currency has ruled that
lincidental to its banking servites, a national bank may make available
its data processing equipment or perform data processing services on

such equipment for other banks and bank customers, Comptroller's

Manual for National Banks, paragraph 3500.



The Bank Service Corporation Aét, 76 Stat. 1132, 12 U.5.C.
1861-1865, permits the establishment of sepafhtc corporations
by which small banks may combine their resources to purchase data
processing equipment.

State banks. Some states have statutes specifically authorizing

the performance of data processing services, with greater or lesser
restrictions and limitations, while others simply aliow state banks
to perform such services under the incidental powers clause of the
state banking codes.

“Proposed Law (H.R. 6778 as adopted by the House of Representatives,
November 5, 1969)

All bank holding companies. As enacted by the House of Repre;

sentatives, H.R. 6778 provides that bank holding companies or sub- -
sidiaries thereof cannot engage in the business of providing data
processing sérvices except as an incident to banking services such
as the preparation of payrolls, or to the extent necessary to make
economical use of equipment primarily acquired and used for the bank

holding company or its bank subsidiaries.

Banks. While the foregoing language appears to be specifically
directed at bank holding companies and subsidiaries of bank holdiné
companies, the sponsors of the amendment indicated during the course
of debates that it should also be applicable to banks. Illustrative

statements are:



Representative Patman: I want to make it clear

that when the Congress says that the activities

listed in section -4(f) of the bank holding company
act, as amendecd by this bill, arc neither necessary,
incidental or related to banking we mean just that.
Therefore, the Comptroller of the Currency, the
Federal Reserve Board, the Federal Deposit Insurance
Corporation and the courts should take into considera-
tion this statement of legislative policy when con-
sidering what is incident to banking under the banking
laws.,

Representative Blackburn: I think it is going to

be significant in the eyes of the Federal Reserve
Board and other regulating agencies what action this
committee takes and what this House adopts today with
respect to the overall spectrum of banking regulation.

The Data Processing Industry; Bank Activity

It has been only about 25 yearé since work was started on the
development of the first electronic digital computer. In a recent
appearance before the Federal Communications Commission, the
Department of Justice estimated that as of the early part of 1968
an estimated 60,000 computers were in use with another 25,000 on
order. The Department estimates shipments of computers will amount
to $§15 billion a year by 1975. In addition to more than 80 manu-
facturers of central processing units, the computer industry in
1968 included more than 4,000 companies offering a wide range of
related products and services. In addition, there are around 1,000
producers of computers and related hardware as well as over 2,000
organizations in the data processing services field, doing approxi-

—~ mately $1 billion worth of business.



The data processing industry has no geographic bounds.
The ability to transmit and receive data ovef‘telephone lines
means that access to a computer is theoretically limited only
by accessibility of a telephone. Moreover, the development of
microwaves, satellites and laser beams as methods of transmission
has the potential of enhancing accessibility to a computer, although
there are practical difficulties at the present time.

Government regulation is negligible in the data processing
field. The one area which is becoming an increasing concern is fhat of
data communications. Computer manufacturers and common carriers have
had lengthy discussioné concerning the jurisdiction of the Federal
Communications Commission over data communications.

Significantly, one of the few regulated arecas in the computer
business is that which involves commercial banks. Whether computer
services are made available directly by a commercial bank or through
a subsidiary or through a holding company, they come within the
jurisdiction of one of the Federal or state banking agencies. Because
of the wide use of computers by banks, examiners have had special
instructions and training in examining a bank's computer system.

The data processing’services industry, to which H.R. 6778 primaril
relates, is not well-defined. In general terms it can be described

as including: (1) software, application programming and consulting



services, (2) computing equipment time rental, (3) data-bank scrvices.
(4) time-sharing services, (5) automated service bureaus (offering
~gencral business bookkeeping and scientific computer services), and
(6) banks.

Only fragmentary information is available on the number of firms
and the volume of business done in the various categories noted above.
A very rough approximation of the dollar volume of business would be
between $1 billion and $1.5 billion. Bank involvement involves
competition with service burcaus and data centers (both independently
owned and subsidiaries of manufacturers and others), companies offer-
ing time-sharing services, as well as those offering rental of
computer equipment time. Banks also compete with computer software,
application programming and automated service coﬁsulting firms, and,
of course, with other banks offering data processing\services. It is
roughly estimated that banking's share of the data processing sérvice of
industry was approximately $100 million for the year 1968, or about
7 percent. .

Bank participation in the data processing field was threshold
and innovative. It was the banking industry that first reéognized the
nced for impfovements in record keeping in order to provide deposit and
related services, priced at a level that would make these services

—

available to all who had a valid need. Early in the 1950's the banking
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industry made major commitments to research programs undertaken
to solve the problem of rapidly rising labor costs resulting from
a dramatic increase in transaction volume.

The dcveldpmcnt of MICR (magnetic ink character recognition)
by the banking industry was an outstanding example of industry
wide cooperation among competing firms that led to a sound and
practical solution to a difficult problem. Even though the
estimated annual check volume in the United States has increased
from about 7 billion in 1950 to nearly 13 billion in 1960 to a
current level of about 20 billion, there has been no breakdown in
the performance of the check payments system, because the industry
foresaw and made the required commitments to prevent such an 4
occurrence. »

Commercial data processing, an industry whicH barely existed
15 years ago, owes an important part of its growth to the expanded
use of electronic equipment for the handling of financial transac-
tions--a use pioneered by the banking industry, and banking continues
to be active and innovative in the data industry. For example, in 1962
the banking industry organized an ambitious ﬁtandardization program’
for security procedures. Another, area in which banking has taken a
leadership position is in pioneering an industry wide standards

program for improved personal identification.

—



The position of banking in the data processing scrvices
industry is shown by the varicecty of automated customer scrvices
offered by an estimated 3,800 banks. Payroll.services were first
.offered in 1959, and as of 1969 a sufvey by The American Bankers
Association showed that of all banks offering computer services or
ﬁlanning to do so within the next six months, 91.6 percent offered
or intended to offer payroll services. Account reconciliation
services were first offered in 1954 and provide registers showing
the status of customers' checks issued, paid and outstanding; 66.8
percent of banks providing computer services now offer account re-
conciliation. Corresppndent bank services utilize computers to provide
automated .record keeping services for other banks. Forty-one percent
of the banks with computer services provide_automated service for
correspondents, a service which began in the late 1950's.

Specialized services are foered for retailers, wholesalers,
physicians and dentists, and public utilities in the preparation
of periodic billings, maintenance of individual customer account
balances, and preparation of trial balances. Automated accounts
reccivable services have been sold by banks since 1959, and are
offered by about one-third of the banks offering computer services.
Other automated customer.services provided by banks include: sales
énalysis, inventory analysis, freight plan, municipal tax billing,
credit union services, and mortgage loan and share savings services
for savings and loan associations and other lending institutions.
Most of these services have been provided since the late 1950's or

early 1960's.



Effcct of 1I.R. 6778 on Banking

The limitations on the offering of data processing services
by banks and by bank holding companies in H.R. 6778 could bec ex-
tremely serious to the banking industry. In this connection, not
only is the provision relating to data processing services of
significance, but also that which would prohibit the offering by
banks of "auditing or other professional services in the field of
accounting." The two--i.e., data processing and so-called "account-
ing" services--obviously are closely linked.

In view of the wide range of services which have long been
offered by banking to customers, many of which were pioneered by
the banking industry, it is almost inevitable that the language of
H.R. 6778 ﬁill_give rise to extensive and protracted litigation.
This will be instituted, of course, by competitors who will view
the provisions of the House-passed bill as an opportunity to insulate
themselves from competition. There are no easy answers to such question
as what would constitute '"economical use' of equipment; or what is
included in the so-called "accounting" Services, or what limits are
contemplated by the language "equipment primarily acquired and used
for the bank holding company or its bank subsidiaries.'" Thus perhaps
the single greatest dangqr which H.R. 6778 holds out to banks is tﬁé
prospect that the industry's hands will henceforth be tied in a

competitive area where, ironically, it has thus far been a major,

— innovative force.
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Even without litigation, the vagucness of the language and
the possibility of restrictive interprctations of the provisions
of H.R. 6778 have the potential of forcing banks out of the data
processing services business. The arbitrary customers often want
all of their computer services done at one location. Thus, to
allow banks to provide payroll services but nothing else, would in
effect mean that those utilizing the computer services of banks
would simply take their business elsewhere. Not only would it
be more expensive and more cumbersome to have services for various
functions performed at different locations and by different computer
servicing companies, but also most customers do not want their
business records scattered at various locations. One of the impdrtant
elements of the computer business is the integrity of the data pro-
cessor in protecting the confidentiality of the data furnished to it
by the custoﬁer. Obviously, banks ére highly regarded in this
context.

Other implications of H.R. 6778 should be mentioned. Banks often
rely upon their automated customer services to make it possible for
them to acquire equipment which can be much more efficient for banking
purposes. If banks are penceforth to be limited to the acquisition
of equipment primarily intended for use of the bank, the prospect

of continued improvements and efficiency will be thwarted.
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The abiiity of many small or mediun-sized banks to rcmain
competitive with so-called '"downtown'" banks is depehdcnt upon their
offering data processing services to customers. H.R. 6778 would,
in this circumstance, have a distinct anti-competitive effect by
depriving these banks of an important competitive tool.

In the final analysis, by placing limits on bank participation
in the offering of data processing services, H.R. 6778 strikes at
the very heart of the modern-day industry. The consequences for
banking could well be devastating.

Public Policy Issues

There are two public policy issues of major importance which
relate to the data processing provisions of H.R. 6778--technological
progress and competition. Both are of significance to consumers,
whether individual or business. Of lesser significance is the
matter of possible risk to banks.

Technological progress. From discussion earlier in this paper it

should be quite evident that the banking industry has played a key
role in the development and implementation of data processing services
and of the equipment needed to provide them. H.R. 6778 would sharply
curtail banking's role in, the  future. Such a step could only have :

adverse consequences for the consuming public.
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“Competition. As is the casc with other provisions of H.R.

6778 limiting bank scrvices, banking's competitors claim that

by reducing or eliminating the ability of baﬁks to offer data
processing services the threat of '"excessive concentration of econpmic
power' 1s avoided. In particular.such a claim was advanced during
House hearings by a spokesman for the Association of Data Processing
Service Organizations. The issue, of course,is one which requires
consideration.

The structure of the data processing service industry provides
perhaps the best answer to the charge of concentrated economic power.
According to testimony by the ADPSO witness there are approximately
1,600 non-bank firms iﬁ the industry, two-thirds of which gross less
than $300,000 annually. A.B.A. survey data show that in 1969, there"
were about 3,800 banks offering automated customer services, of which
3,400 had deposits of less than $100 million. It is difficult-—indeed.
impossible--to see how the exclusion of these banks--the large majority
of medium or small size--would contribute to the public's freedom of
choice among the best services at the best prices.

Also significant is the fact that even though banking pioneered
in the offering of data processing services, it has today only
about 7 percent of the total industry business. If banking in fact
could capitalize on its hypothetical ”power" one would scarcely expect

it to occupy such a modest position in the industry.
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12.
It seems evident that the real issue here is simply the
desire of non-bank firms to reduce the present level of competition
by insulating themselves from bank compctitioﬂ. Such attcmpts are
purcly self-serying and never in the public interest.

Risk. Mention should be made of allegations, again by ADPSO,

that there is undue risk to banking in the offering of data processing
services.

Exposure to liability arising from error is part of the day-to-
day life of the banking business. If banks are to use modern technology
in processing checks, loans, and other activities--which most people
agree is a necessary and desirable activity--how can it be said that
logical extensions of this type of data processing materially increase
the potential 1iability? Indeed, if potential liability is a regular
problem, and the customer's interest is paramounf, is not the banking
industry far better equipped to provide such services because it
regularly faces such liability and has set up internal auditing and
system standards appropriate for such liability and because it is a
highly regulated and monitored industry, and because the services being
offered are backed up by a more comprehensive programming, analytica},
and customer relations support. group?

Whether bank shareholders are sufficiently aware of the risk being
undertaken by banks by virtue of their offering data processing service:
can only be appropriately evaluated by an examination of sharcholder
reports and other shareholder communications. The central point is tha

shareholders should be told that which is important in evaluating the



firm and the major activities should obvibusly have more coverage
than‘minor ones. The facts arec that data processing services
constitute a relatively minor portion of the total activity of

most banks. A review of reéent annual rcporﬁs suggests that these
activities are Bcing adequately covered when viewed in the context’

of their importance to the financial health of the reporting bank.



MONETARY CONFERENCE

ETHE AMERICAN BANKERS ASSOCIATION 815 CONNECTICUT AVENUE, N. W., WASHINGTON, D. C. 20006

February 10, 1970

To All Participants in the A.B.A.'s Seventeenth Annual Monetary
Conference, Hot Springs, Virginia, May 17-20, 1970

Mr. William Moore, Chairman of the 1970 Monetary Conference has asked
me to thank you for your acceptance of his letter of invitation and to tell
you how pleased we are that you will be attending.

Plans for the program are almost complete and as soon as all of the
speakers have been finalized a preliminary copy of the program, including
the list of attendees, will be sent to you. In the meantime, we thought
you might like to have the enclosed outline of the program.

Some additional information on the procedures for the Conference is
listed below. Also enclosed is a questionnaire pertaining to some of these
details, which we would appreciate your completing and returning to me at
your earliest convenience. An extra copy is enclosed for your file.

(1) For those of you who may be arriving in Washington on or
before Saturday, May 16, or would like a reservation in Washington
following the Conference, a block of rooms has been set aside at
the Madison Hotel and we will be glad to make a reservation for you.

(2) A luncheon has been scheduled at the Madison Hotel for
Sunday, May 17, beginning at 12:00 o'clock.

(3) Bus transportation has been arranged from Washington to
The Homestead. The buses will leave from the Madison Hotel at
1:00 p.m.

For the return trip, the buses will leave The Homestead
at 3:00 p.m. and should arrive in Washington approximately 8:00 p.m.

(4) Unless your letter of acceptance indicated otherwise, a room
reservation at The Homestead has been made for you from late after-
noon on Sunday, May 17, through 3:00 p.m. on May 20. You should have
already received a confirmation of this reservation directly from The
Homestead. If you plan to arrive before the 17th or leave after the
20th and have not already notified us of this, please let me know as
soon as possible since facilities at The Homestead must be booked
well in advance.



MONETARY CONFERENCE

We look forward to your participation in the Seventeenth Monetary
Conference. Please do not hesitate in letting us know of any assistance
we may be able to provide.

Sincerely,

Please address reply or inquiry to:
Mr. Roy W. Terwilliger

The American Bankers Association
815 Connecticut Avenue, N.W,
Washington, D.C., 20006




ETHE AMERICAN BANKERS ASSOCIATION 5o PARK AVENUE, NEW YORK, N.Y. 10018

WILLIS W. ALEXANDER
EXECUTIVE VICE PRESIDENT

February 27, 1970

Dear Dr. Burns:

On Saturday night, April 18, a cocktail and dinner party
will be held during our Spring Meeting, honoring President
and Mrs. Nat S. Rogers, to which are being invited members
of the Administrative Committee, chairmen of A.B.A. com-
‘mittees, former presidents, former treasurers, official
guests, and senior staff officers. I hope very much that
you will be able to attend. Wives, of course, are invited.

Cocktails will be served in Chesapeake Hall, on the main
floor of The Greenbrier, starting at 7 p.m., and dinner at
8 p.m., also in Chesapeake Hall. Black tie is customary
at this annual function.

Please let me know if you will attend.

Sincerely yours, / ) e

;a &
The Honorable Arthur F. Burns, Chairman [/ £n
Board of Governors of the Federal [}i
Reserve System |
Washington, D. C. 20551






%THE AMERICTAN BANKERS ASSOCIATION so PARK AVENUE, NEW YORK, N.Y. 10016

NAT S. ROGERS
March 5, 1970 PRESIDENT

FIRST CITY NATIONAL BANK
HOUSTON, TEXAS 7700I

The Honorable Arthur F. Burns

Chairman

Board of Governors of the Federal Reserve System
Federal Reserve Building

Washington, D. C. 20551

Dear Dr. Burmns:

In response to the recent conversation between you and Willis Alexander,
Executive Vice President of The American Bankers Association, we have
prepared a memorandum of proposals which we believe will increase the flow
of funds into housing. A recently appointed bankers' task force on housing

is continuing to work diligently on this problem and will be able to advance
further ideas as time goes on.

We would be glad to discuss any of these proposals with you at any
time or to furnish additional information if you desire.

Sincerely,

eV — A :
4 e T o ) 05
/ L (=, P 0 AL~

Nat S. Rogers

Enclosure
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THE AMERICAN BANKERS ASSOCIATION so PARK AVENUE, NEW YORK, N. Y. 10016

NAT S. ROGERS
PRESIDENT

March 5, 1970

FIRST CITY NATIONAL BANK

HOUSTON, TEXAS 77001
MEMORANDUM

TO: Arthur F. Burns, Chairman
Board of Governors of the Federal Reserve System

FROM: The American Bankers Association

SUBJECT: Proposals to increase the flow of funds into housing

The flow of funds into home mortgages has been inadequate to meet
the stated goals in the Housing Acts of 1968 and 1969. We believe private
enterprise and financing, properly motivated, can do the job. The importance
and seriousness of the housing problem might well require extraordinary
measures. To better enable mortgage lenders to meet home financing require-
ments, The American Bankers Association recommends that the following in-
centive proposals be adopted by the Federal Government:
(1) Permit a deduction for tax purposes of a portion of the interest
earnings on low- and moderately priced housing.
(2) Permit member banks to discount mortgages at the regular, non-
penalty discount rate.
(3) Eliminate or reduce reserve requirements of member banks against
savings invested in residential mortgages.
(4) Amend section 24 of the Federal Reserve Act to allow national
banks to invest the greater of 100 percent of time and savings
deposits (now 70 percent of time and savings deposits) or 100

percent of capital and surplus in real estate mortgages.



(5) Amend section 24 of the Federal Reserve Act to permit national
banks to make 90 percent mortgages for terms up to 30 years,
provided further that the instalment payment provision for all
real estate loans be adequate to liquidate the loan within the
maximum permissable legal term and not by the date of maturity.

(6) Create a secondary market for conventional mortgages in the
Federal National Mortgage Association.

All of these would stimulate the flow of bank funds into housing, but

two of the proposals, (1) and (6), would also apply to other lenders.

Proposals (4)-(6) are either self-explanatory or have been the subject

of considerable discussion in the past. The following provides additional
details on proposals (1), (2) and (3).

Exemption From Income Tax of A Portion of
The Interest Income on Residential Mortgages

In keeping with the recent Adminstration proposals on the Tax Reform
Bill, a certain portion of interest earned on residential mortgages might
be made deductible from the tax base. Eligibility for deductions could be
limited to mortgages on homes valued at less than $25,000 -- and a compar-
able amount per unit of multi-family housing -- to stimulate construction
for middle- and lower-income families. However, the Administration's
proposed 5 percent deduction would not be nearly enough to reduce mortgage
rates on middle- and lower-income housing to reasonable levels on a com-
petitive basis with the after-tax return on alternative investments. By
way of illustration, a 6-1/2 percent mortgage rate with an allowable
deduction of 25 percent for tax purposes would be equivalent to a non-

deductible 8-1/8 percent return at a 50 percent marginal rate of tax.



Competition would quickly and effectively reduce the rates on mortgages
eligible for deduction. 1In so doing, private enterprise would have a
suitable incentive to demonstrate its ingenuity and capability.
Such a tax incentive is a much more efficient method of increasing
funds available for housing than direct lending by the Govermment. It
can be shown that at recent costs of Government financing direct lending
would provide only about a third of the housing volume that could be
supported by a 25 percent tax incentive, involving the same amount of
tax dollars. The attached appendix shows the details of this analysis.
Moreover, under the tax incentive method, the rate charged homeowners
would have built-in flexibility to move downward if prevailing rates on
nondeductible mortgages decline, while a subsidized rate on direct Government
lending would remain fixed until changed by legislation or by administrative
determination.

Permit Member Banks to Discount
Mortgages at the Non-Penalty Rate

Any housing mortgage of good quality should be eligible for discount
at the Federal Reserve window without requiring a penalty discount rate.
We recommend that recognition be given to the special purpose and nature of
making mortgages eligible for rediscounting. Although we do not recommend
a specific term, little would be gained for improving the availability of
home financing if the usual period of borrowing at the discount window is
strictly enforced.

The availability of the discount window together with appreciably
longer terms of borrowing would add a significant degree of liquidity to

mortgages which they do not now have, and would thus encourage mortgage



holdings by bank lenders. We recommend further that interim financing
of construction also be included in the list of eligible paper.

Reduced Reserve Requirements Against
Savings Invested in Residential Mortgages

Motivation might also take the form of reducing reserve requirements
of member banks against savings invested in residential mortgages. This
could easily unfreeze a substantial sum for home mortgage use. For
example, a reduction in reserve requirements against time deposits equal to
1 percent of the nearly $35 billion in residential mortgages held by member
banks in December, 1969 would free $350 million for further lending, plus
the additional amounts arising out of the multiplier effects of the frac-
tional reserve system. We recognize that a proposal such as this, particu-
lar the extent to which the multiplier effects will be permitted, must be
consistent with overall monetary policy objectives.

The addition of such housing related credit as construction loans and
loans on mobile homes to the base eligible for reserve requirement reductions
would add measurably to the amount available for new home financing. More-
over, many State statutes tie the reserve requirements for non-member banks

to those of the Federal Reserve.



APPENDIX

Analysis of Net Cost to Government of Direct Lending and the
Amount of Privately Financed Housing Such Cost Would Support

(Assuming 25% of Interest Earned is Deducted from Tax Base)

There is a proposal before the Congress, H.R. 13694, which calls for
Federal Government appropriations of $2.0 billion a year for 5 years (a total
of $10 billion), to finance mortgages on housing for medium~income families.
The money would be used to finance 6% percent mortgages of $24,000 or less,
on homes bought by families with annual incomes not greater than $12,000.
After 5 years, the $10 billion appropriated would become a revolving fund for
continued lending out of interest and principal repayments.

As an alternative it is suggested that private lenders be allowed a
deduction for tax purposes of 25 percent from interest earnings on similar
qualifying housing. The question is how much privately financed housing
could be supported by the cost 6f the direct subsidy program under H.R. 13694,
if instead the same cost is absorbed by the Government in diminished tax col-
lections.

The $10 billion loaned by the Government would be a capital investment
representing the acquisition of the mortgages as assets. Although treated
as a lending expenditure under the budget concept, its real nature is a
purchase of assets. It is true that a lending expenditure of the Government
requires tax dollars or borrowing. But to compare that expenditure with an
annual tax cost, it is necessary to translate it into a series of yearly
payments.

In that translation the big cost is, of course, the interest rate on
Government borrowings. In addition there are loss expenses as a result of
defaults and the cost of administering the program. Offsetting these costs
is the 6% percent return on the mortgages under H.R. 13694. The net cost --

depending on the Government's borrowing cost -- is shown on the following table:



Cost td Government of Maintaining $10 Billion in Home Mortgages at 6%

Average Government Borrowing Rate

Annual gross cost of:
Gov't borrowing
Administration (3/87% assumed)
Losses (%7 assumed)
Total

Annual income on 6%7 loans

Annual net cost

7%

8%

(million of dollars)

$700
38
50

$788

65

o

-

13

oo

|

$800

38
50
$888
650

$238

Instead of these net costs each year, the same amounts in tax losses

could be incurred to support the private financing of eligible mortgages by

allowing a 25 percent deduction from the tax base.

At a 50 percent marginal

rate of tax and a 6% percent rates of return on these mortgages the totals

that could be supported are shown below:

Amount of Privately Financed Mortgages Supported by Tax Incentives
Equal to the Net Cost of Public Financing 1/

Average Government Borrowing Rate

Total privately financed
mortgages

Gross annual income at 6%7

257% deduction from income

Tax loss on deduction (50% tax rate)
Total housing supported,

assuming loan to price
ratio of 90%

1/ Assuming 257 allowable deduction for tax purposes

on mortgages outstanding.

7%

8%

(millions of dollars)

$16,922

1,100
275

138

18,800

$29,223
1,900
475

238

32,470

from 6% percent interest



A further advantage of encouraging private financing through tax
incentives is that if prevailing rates on nonqualifying mortgages decline,
the rates charged on qualifying mortgages would have flexibility to decline
also. This would mean more mortgages that could be supported by the same
amount of net cost to the Government. For example, instead of $16.9 billion
of mortgages based on $138 million in tax loss at a 6% percent mortgage rate,
the amount of mortgages at 6 percent would be $18.3 billion, equivalent to

$20.4 billion of housing at a loan to price ratio of 90 percent.
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Introduction

~

In at least four juriédictions legislators apd banking supervisory
authorities are being asked to approve a radical proposal in American
financing -- that of zllowing financial intermediaries other than commer-
cial banks to exten# their functions to include those of making payments
transactions, an area traditionally reserved to commercial banks. In three
states mutual savings banks are attempting to obtain powers ta extend

.checking account services to customers. In addition, a proposal has been
made to allow Federal savings and loan associations to provide bill-paying
services for customers.

The issue this paper addresses itself to involves the implications
for monetary policy of such moves. Three aspects are apparent in the
problemn of how monetary policy would be affcftcd if financial intermediaries
had the power to furnish payment transactions services to their customers.

Impact of the introduction of checking accounts or
easy transfer of payments at many new intermediaries.

Responsiveness to monetary control of that part of
the money supply furnished by non-bank intermediaries.

Effectiveness of measures such as reserve require-
ments in establishing monetary control over interme-
diaries.

Becauge there has been almos; no experience with the problem in the United
States and foreign experienée is not directly relevant, a large part of the
argument must be based on logical analysis. Nevertheless, there are a
number of faets at crucial points in the analysis which have bearing.

- Summary of Study

froposed additions of powers to pérmit immediate payments by or on

behalf of depositors of mutual gavings banks and savings and loan associations

OSP——,



raise questions of whether the degrgé of monetary control exercised by
the Federél Reserve System may be weakened if the measures are adopted.
In the case of mutual savings banks, a new form of demand deposits outside
the commercial banking sector would be created by the proposals, in effect
producing an additional number of non-member banks. In the case of
savings and loan associations, the addition of a bill paying service through
"non-negotiable transfers" could result in an increase in the turnover of
funds held in savings shares. In both cases the distinction between demand
and time or savings deposits would be blurred if the new powers are granted.
This study first examines the likely impact of the initial intro-
duction of the proposed powers and concludes that the immediate reaction
may be an increase in the money supply or an increase in its velocity of
unknown degree which can only imperfectly be offset by the usual measures
available to the central bank. The measures available to monetary aﬁthori-
ties will work more severely on commercial banks than on the intermediaries
causing the problem. The problem is not confined to control of monetary |
variables at the introduction of the proposed powers but more importantly
concerns the continuing control any central bank vequires over money and
credit creation. The study goes on to review the current place of inter-
mediaries in monetary thought, noting that even with only their present
pcwers, é ma jor school of thought believes that non-bank intermediaries are
not neutral in a monetary sense. After citing a number of investigations of
the similarity of behavior of intermediary claims and conventional defini-
tions of the money supply, the study proceeds to test, using recent data,

whether the correlation of money and economic activity is improved as deposits



of mutual savings banks and savings and loan shares are included in the
definition of money. This is found to be the case. Further confirmation
~of the likelyhood of a problem to monetary confrol arising as a resulf of
the proposed additions of powers to in;ermediaries is indicated by réference
to the recent gccelerated growth of deposits at non-member banks, since

the effect of the proposals would be to create, in effect, an addition to
this class.of financial institution.

The study then examines the allied problem of monetary control over
non-bank intermediaries through reserve requirements. While existing
liquidity requirements on intermediaries are sometimes equated with conven-
tional bank reserve requirements, it is pointed out they do not perform a
monetary control function. Under the proposals the first steps would be
faken to provide intermediaries with multiple credit expansion ability, a
power not previously held by them. This directly affects monetary control
which depends on a direct link between the volume of bank reserves and the
volume of claims serving as means of payment.

The traditional argument'that Federal Reserve control is sufficient even
if directly exercised only on a limited base of Federal Reserve member banks
is refuted by reference to the recent behavior of non-member Banks, by
expressed Federal Reserve concern over the problem and by logic. The study
concludes that monetary control would be made increasingly difficult if
non-bank financial intermediaries are permitted to provide a means of
payment as is the intent of the proposals.

Nature of the Proposals

The Housing and Urban Development Act of 1968 amended the Home Owners
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Loan Act of 1933 to provide that Federal savings And loan associations

may "'provide for withdrawal or transfer of savings,accounts upon non-
transferable order or authoriéation". Approximately a year later, Augustv
13, 1969, the Federal Home Loan Bank Board published proposed amendments

to regulations to ewthorize such inétruments. Both the Housing Act and

the HLBB provisions contain wording to the effect that savings accounts
“shall not be subject to check or to withdrawal or transfer on negotiable
or traﬁsferable order or authorization to the association'". The enabling
regulation as shown in the Federal Register contains the following principal
specifications:

Payments may be made on non-transferable order
periodically or otherwise.

Orders for payments for periodic obligations may

be honored without specification as to the amount

upon specification of the nature of the obligation.

Order for such payment may be treated as a with-

drawal request or a transfer to a third party's

savings account,
The language of the HLBB amendment specifically mentions utility bills as
a type of obligation that could be handled by non-negotiable transfer but
it does not exclude payments that could be authorized irregularly and at
will by the savings account holder. Thus, at least potentially, the effect
of the HLBB proposal, if followed by state chartering authorities, would be

to convert an unknown part of the $130 billion in savings held at savings

and loan associations into a form close to commercial bank demand deposits.l/

1/ A bill (H.R.29) permitting Federal savings and loan associations to
accept demand deposits was introduced early in 1969 by Representative
Wright Patman. This bill provided for 100 percent reserves against
such deposits to be held by the association with the Federal Reserve Bank.



_Dpring 1969 a bill to authorize savings banks in‘the State of
Connecticut to extend checking account services to depositors was defeated
but the question is to be reconsidered after recéipt of recommendations of

. a study commgésion to be made on or before December 1970. A similar
proposal has been brought.before the New York Legislature at various times.
One savings bank in Delaware has requested a change in its charter to
permit such a move. The Connecticut bill indicated that demand deposits
held by mutual savings banks would be subject to the <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>