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CONFIDENTIAL (FR)

Reserve-Free Bases for Banks Using an Historical Base

Reserve-Free Bases

May Computation period
Bank 1969 ended Sept.--30, 1970 Change
First National, Boston 448.1 448.1 --
New England Merchants 17.0 -- 1/ -17.0
State Street Bank 24.8 24.8 --
The Bank of New York 84.1 192 -4.9
Bankers Trust 998.3 810.9 -187.4
Chase 2.,239.2 2,289.2 --
Chemical 853.4 853.4 e
FRC, N-Y. i 1.,453.4 1,453.4 --
Irving Trust 828.9 7122.8 -106.1
Manufacturers Hanover 583.5 383.5 35
Marine-Midland 280.9 270.3 -10.6
Morgan ] 1,269.8 1,249-64 -20.2
Provident, Phila. 20.8 20.8%/ %
Mellon 757 175.7 --
Union Bank, L.A. 93.6 93,65/ --
Bank of America 678.1 678.1%/ --
First National, Chicago 485.6 YT O i s ~138. 0
Continental Illinois 679.4 670.0 -9.4
Total 11,214.6 10,721.0 -493.6

1/ Switched to 3 per cent of deposits base in computation period
ended September 2, 1970.

2/ Reduced after negotiation with the Board as of the computation
period ended June 10, 1970.

%/ N.A., assumed unchanged from the previous period.

———



PRELIMINARY DATA CONFIDENTIAL (FR)

Net Llabllltles of U.S. Banks to Foreign Branches Plus Assets Sold to Foreign Branches
(Four Week Computation Period Ending September 30, 1970)
(millions of dollars)

Four weeks ending:

Reserve-free basel/ Change from September 30, 1970 Sept. 2, 1970
Computation previous Daily Excess over Excess over
May period endingg computation average reserve-free reserve-free

Banks using historical base 1969 9/2/70 9/30/70 period outstanding base base
First National Boston 448.1 -- 448.7 0.6 " 4.4
New England Merchants l7.0£/
State Street Bank 24,8 -- 323 T 8.3
The Bank of New York 84.1 192 -- 109.6 25..5 3.2
Bankers Trust Company 998.3 810.9 -187.4 810.9 -- 1555
Chase Manhattan 2,239.2 1 -- 2524200 351 24,7
Chemical 853.4 -- 854.2 0.8 1.4
First Nat'l. City, N.Y. 1,453.4 -- 1,462.6 9.2 7.59
Irving Trust Company 828.9 7316 722.8 8.8 ' 722.8 -- --
Manufacturers Hanover 583.5 = 586.4 2.9 B0
Marine-Midland Grace 280.9 270.3 ' -- 280.4 10.1 13:9
Morgan Guaranty 1,269.8 1,249.6 1 e 1526540 5.4 10.0
Provident N.B., Phila. 20.8 - =2 26.6%/ 5.8%/ 5.8
Mellon 175.7 -~ 1827 70 %
Unlon Bank, L.A. : 93.6 = 93.6%/ i e
Bank of America | 678.1 e 799.4%/ 121.3%/ 121.3
First National, Chicago 485.6 =234 7.6 -- 348.1 0.5 10.5
Continental Illinois 679.4 670.0 -9.4 670.0 -= G

Total 11,214.6 10,926:6. 10,721:0. - =205./6 10,925.6 199.7 299.0

1/ TFour week daily average of net liabilities to foreign branches plus assets sold to foreign branches.
For purposes of reserve requirement calculations this base is reduced by the amount of "direct borrowings"
in the current computation period. Among the above banks, only Irving Trust Company ($6.4 million) and Morgan
Guaranty ($16.3 million) had "direct borrowing' in the September 2 computation period.

2/ DNo entry indicates that the reserve-free base in the previous period shown was still in use.

3/ Reduced to $347.6 million as of the computation period ending June 10, 1970, as a result of negotiations
with the Board.

4/ Bank began using 3 per cent of deposits base in the computation perlod ended September 2, as this

exceeded the historical base for the first time. . £
%/ Not yet available, assumed unchanged from previous computation period. fax
oy ; : {4
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BOARD OF GOVERNDRS OF THE FEDERAL RESERVE SYSTEM
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CONFI TAL (FR) October 13, 1970,
TO: Chairman Burns
FROM: Robert Solomon

SUBJECT: Bank Attitudes toward their Eurodollar
Liabilities,

On October 8-9, I visited with senior officials (list
attached) of seven large New York banks to learn their present
attitudes toward their liabilities to their branches and to try
to form a view as to how their attitudes might be affected by a
suspension of the remaining ceilings on CD's under Regulation Q,

In general I found a fair degree of diversity in present
attitudes toward Eurodollar positions, Three of the banks had
already decided to let their liabilities fall significantly below
their bases, The other four are prepared to preserve their bases
for the time being but, because of the costs involved, are likely
to re~examine this view and possibly to change it soon, There was
no evidence that the latter four banks are yet aware of the extent
to which the other three have decided to give up their Eurodollar
positions,

Some suggestions were made for modifying the Board regulation
on Eurodollar liabilities so as to make it less onerous, If the
Board were to decide to use moral suasion to discourage further large
repayments of Eurodollar liabilities, the adoption of one or more
of these proposals would be a suitable quid=-pro=quo, apar;,ﬁpqmwgny

action to suspend Regulation Q on large CD's,



To: Chairman Burns -2-

There follows a brief report on each of the banks, in

the order in which I visited them,

First National City Bank

This bank, which has a Eurodollar base of almost $1,5
billion, has decided to reduce its liabilities by $300 million in
October and by $200 million each in November and December, The
main reasons for this decision is that Eurodollars now cost about
3/4 per cent more than domestic CD's, the bank expects short-term
rates to be relatively low for some time, and it thinks another
Regulation Q squeeze is unlikely, Furthermore, loan demand has

been quite weak recently and the bank is prepared to repay Euro-

dollars out of the proceeds of net loan repayments here in the ' ﬂfifﬁ

United States,

Manufacturers Hanover Trust o SR

I was told that this bank views its Eurodollar base as
"sacred," evem though domestic funds (Federal funds and CD's) are
cheaper, The bank does not regard the suspension of Regulation Q
on shorter-term CD's as being permanent, Even a suspension of Q
for the rest of the maturity spectrum would not change the bank's
attitude toward its Eurodollar base, unless "Washington" provided
some assurance that the suspension was permanent, The bank is willing
to trade off the higher cost of funds in the short-run for the longer

range benefit of reserve free funds from the Eurodollar market, par-



To: Chairman Burns -3-

ticularly in view of the bank's heavy loan commitments, This view
of the Eurodollar position is unlikely to change within the next
six months,

The bank regards its Eurodollar base as being small
relative to its size, It feels that it was being cooperative in
limiting its Eurodollar borrowings in early 1969 and was penalized

by the Board regulation, which took May 1969 borrowings as a base,

The Chase Manhattan Bank

This bank has not reduced its liabilities below its base
because of (1) a sense of responsibility for safeguarding the balance
of payments ("'tooperation with the U,S, Treasury"), and (2) a concern
that giving up the base may be costly in the future, Their calculations
put a high value on the base, as against the present cost of maintaining

it, unless either Regulation Q or the Eurodollar regulations are f":EFE\\
@ P

o
administered more flexibly in the future, fd 2
i< s
t o _:;’}»‘
A suspension of the remaining Q ceilings on large CD's 'z b7 4
g

would have little effect: with market rates tending to fall, the
present ceilings are almost "academic," But an "elimination" of Q
ceilings would lead the bank to let a substantial part of its Eurodollar
base go,

One of the motivations for holding on to the base now is that
Chase's foreign branches may need substantial amounts of funds in the
future to meet loan demands abroad, Thus the Chase officials feel that

they are saving the base, though at a cost, for this possible use,



To: Chairman Burns il

Three specific suggestions were madé for modifying
Regulation M: (1) reduce the 10 per cent reserve requirement to
6 per cent (sic: they no doubt meant 5 per cent); (2) permit
banks to go below their bases for a period of time without losing
the base; (3) rotate computation periods among the banks so that
they are not all trying to adjust at the same time in maintaining
average liabilities equal to the base,

The Chase officials feel that the Eurodollar regulation
is an artificial restraint on the free movement of funds, Without
it, funds would flow more freely to the Eurodollar market and would
quickly "equalize'" rates as between that market and the United States,
Though I pointed out that several billion dollars had flowed back
to the Eurodollar market already and that heavy demandsfrom Europe
were also influencing rate differentials, they persisted in the view
that the flow might stop quickly if the "artificial" restraint were

removed,

Bankers Trust Company

This bank has recently decided to let its Eurodollar
liabilities decline from its base of about $1 billion to $800 million,
replacing with CD's and commercial paper, It may go further but it
will re-examine its position carefully before giving up more of the

base,



To: Chairman Burns -5~

The cost of holding on to the base represented too large
an insurance premium, though the bank regards itself as taking a
calculated risk, One reason it is taking the risk is that it
regards its Eurodollar base as being rather higher relative to its
size, On the other hand the bank's "economic model'" shows an easing
this year but a tightening of credit conditions next year, Hence,
there is hesitancy in giving up more of the Eurodollar base,

A "relaxation" of the rest of Regulation Q would be a
"plus factor" in leading the bank to repay more Eurodollars, but
it would not be an overriding influence, The bank wants to keep all

its options open,

Morgan Guaranty Trust Company of N, Y,

This bank is not ready to give up any of its Eurodollar
base but a growing minority on the bank committee responsible for
this policy is leaning in that direction, In a month or two, Morgan
may be ready to drop from its base of $1,25 billion to about $1
billion, Meanwhile, the bank is borrowing shorter and shorter-term
Eurodollars in order to maintain its base, It expects either that
the rest of the Regulation Q ceilings on large CD's will be suspended
or that market rates will make it possible to issue CD's in ample
volume, Furthermore, loan demand has been quite weak recently,

Among all the officials with whom I spoke, Mr, Leach of
Morgan Guaranty revealed the clearest understanding of the balance

N
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To: Chairman Burns b=

of payments problem associated with massive repayment of Eurodollars,
He wondered whether the banks could be given some incentive or
"subsidy" to induce them to hold on to Eurodollars--for example,
a credit to required reserves (which, I told him, is ruled out
by the Federal Reserve Act) or a special issue of Treasury securities
at a rate favorable enough to cover the cost of holding the Euro-
dollars (which, I told him, might be ruled out by Mr, Patman),

Mr, Leach also recommended that the banks be given greater

latitude in moving below (and above) their bases,

Irving Trust Company

This bank went below its base during the summer and is
in the process of giving up more of the base, For one thing, it
regarded its base as too large for its size, Also,it is unwilling
to pay insurance premiums for a contingency that cannot be specified,
In any event, a consensus exists that the Fed will not again use
Regulation Q as it did in 1969,

How far the bank will reduce its Eurodollar position is
unsure, Next week the bank is likely to decide to let its base drop
from $730 million to about $500 million, It will always be prepared
to hold on to Eurodollars if the differential cost (now between 1/2
and 1 per cent) narrows or disappears, At some point, between $200
million and $400 million, the bank would hold on to its Eurodollars

as a hedge against the possibility that its present judgment is wrong,

0P AN



To: Chairman Burns -7-

One explanation for the difference in behavior among
banks, according to Mr, Stone, may lie in their differential
experience in 1969-70 in being required to hold reserves against
liabilities over the base, 1Irving had never gone much above its
base and did not therefore feel the 10 per cent reserve require-
ment very heavily,

Mr, Stone is the originator of a proposal that the banks
be permitted to let their Eurodollar liabilities fall to 75 per

cent of their bases without losing the base,

Chemical Bank

This bank has no present plan to go below its base,
If Regulation Q were suspended, it "would be tempted," If the
management decides that the base must be preserved despite the
costs, Chemical might follow other banks in shortening the
maturity of its Eurodollar takings, But this might simply flatten

5

the yield curve,

Attachment,



OFFICIALS VISITED

First National City Bank

Mr, John J, Larkin, Senior Vice President
Mr, G, A, Costanzo, Executive Vice President and
2 associates

Manufacturers Hanover Trust

Mr, David J, Barry, Vice President and Treasurer

The Chase Manhattan Bank

Mr, George Roeder, Vice Chairman of the Board
Mr, Robert Rivel, Executive Vice President
Mr, James Bergford, Senior Vice President

Mr. Roger Lyon, Senior Vice President

Bankers Trust Company

Mr, Edmund F, Ebert, Senior Vice President and
two associates

Morgan Guaranty Trust Company of N,Y,

Mr, Ralph F, Leach, Vice Chairman of the Board and
one associate

Irving Trust Company

Mr, Robert W, Stone, Senior Vice President

Chemical Bank

Mr, Duane Saunders, Vice President and
three associates



From AMERICAN BANKER, October 15, 1970.
FED ENCOURAGING LARGE NEW YORK BANKS TO RETAIN A HIGH BASE OF
EURO-DOLLARS

By Ben Weberman

A Federal Reserve Board official last week visited the
money managers of all the New York City banks that have Euro-dollar
reserve—free bases to discuss the attitude of these banks toward

continuﬁﬁ use of the foreign fewedgn funds and mesem succeeded in

reversing a planned reduction in dependence on tTﬁ'.‘s\source,\iQs

been learned.

The trip was made by Robert Solomon, Adviser to the Federal
Reserve Board, who watches over the central banks' balance of payments
policies, among other duties.

As a result of his tour, there is no longer any willingness
among bankers to advocate a reduction in Euro-dollars used for domestic
operations.

Mr. Solomon scheduled his trip to New York after First National
City Bank of New York had decided to cuffiﬁswﬁégé::ﬁﬁfwbéforevhe was
aware of such a change.

He did know, however, that two other New York banks previously.
had trimmed their dependence on Euro-dollars substantially and that many

of the other banks were considering such a move.

The Solomon trip may well have stopped cold any further

contemplation of how to get along with fewer Euro-dollars.




While policy officials currently give the huge balance of
payments deficit a lower order of priority than domestic consideratioms,

they are not indifferent to the growing size of the negative data.

All that Mr. Solomon asked was for a description of bankers'
ideas toward their Euro-dollar Eg}dings.
>

But to the bankers who were interviewed--a routine procedure==- .
the inference was that the FRBoard would be unhappy to see abandonment
of Euro-dollars as a source of funds largely because of the adverse
balance of payments impact of such a development.

They agree that even if such a suggestiqn was not made by
Mr. Solomon, they believe the concept behind the visit was in that vein
and it will influence money market considerations in the future.

One factor came through in the informal talks: It could be
more costly over the long run to permit Euro-dollar rates to run down
for current rate savings if credit starts to tighten again in the next
year or two and there still is a 10 per cent reserve requirement on
Euro-dollars used here in excess of the reserve-free base.

The problem has arisen because domestic CD's now can be placed
U(%Xn substantial amountSat an interest cost of 6-3/4% which rises to a

3%&035 cost of 7-1/8%, while Euro-dollars cost 7-3/4% to 8-1/8%, net.
‘““’/// A. W. Klausen, President, Bank of America NT&SA, confirmed in
Florida at the ABA convention that his bank has no intention to pemmit
a drop in its reserve-free base of about %500 million.
Another source in the FRSystem who was not aware of the Solomon
tour declared that it would be worth while for bankers to take into account
the risk of running down the Euro-dollar bagégf the economy revives

% and the market tightens as the result of greater demand for credit

and a concurrent shift towards restraint by the Fed.
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It was suggested also that at some time in the future if
balance of payments pressures grow severe the Fed may wish to take

measures to force banks back to the Euro-dollar market.

Those with reserve-free bases would be in a much better

competitive position than those who must create a 10% reserve on

foreign funds used here.

&

The Fed, it was explained, could terminate the suspension
on Regulation Q ceilings for deposits maturing between 30 days and 89
days or it could make access to the commercial paper market more
difficult.

And a more subtle approach also could be taken directly
in policy decisions.&®& Thus, if domestic policy considerations call
for possible tightening but not clearly so, a shift in priority
to place credit. emphasis on balance of payments mslie needs would
swing the balance in favor of restraint.

It was noted on Wednesday that data used recently by Fed
Governor Andrew F. Brimmer in a speech in Canada, interpreted to show
that 6 of 24 banks with historic bas%é already had dropped some of
the reserve-free base were exaggerated.

While the numbers were correct, 5 of the 6 banks showed

ST

small, insignificant cuts due largely to clerical errors or difficulties -

in balancing out amounts at the end of a computation periﬁj&hen the

goal was to end just above the base.

— — —




October 17, 1970,

A PROPOSAL

It is proposed that the Board amend Regulation D to
establish a special incentive for banks to retain Eurodollar
borrowings, The proposed amendment would permit banks to main-
tain reserves of 10 per cent (rather than 17-1/2 per cent) against
demand deposits, up to an amount of demand deposits equal to a
bank's Eurodollar borrowings, whether borrowed directly from foreign
banks or through foreign branches, The incentive to retain borrow-
ings would be increased if the special reserve requirement applied
only to borrowings up to the amount of a bank's reserve-free base
(either the historical base or the minimum bases under Regulations
M and D) and if banks expected the amendment to be a relatively

permanent feature,

The proposal would release 7-1/2 cents of reserves for
each dollar of Eurodollar borrowings covered; at the present cost
of reserves, a bank would save roughly 40-50 basis points on each
dollar of such borrowings, Thus, the cost of retaining Eurodollar
borrowings would be reduced by close to 1/2 percentage point, At

present most banks are probably paying 1/2-1 percentage point more{:

for Eurodollars than for domestic funds (CD's or Federal Funds),
Banks' decisions to repay Eurodollar borrowings are made on the basis
of projections of future costs, but it is probable that the proposed
incentive of ¢lose to 1/2 percentage point would represent a sig-

nificant saving in relation to either cost calculation,

A



(A Proposal) -2-

If banks expected to be able to obtain the lower re-
serve requirement on future borrowings under the- reserve-free
base (but not on other borrowings), there would be an additional
benefit from retention of the reserve-free base, equal to the
expected reserve savings (discounted)--e,g., something less than
1/2 percentage point,

The justification for the amendment is the balance of
payments benefit; for any given reduction in borrowings (bal-
ance-of=payments cost), there would result greater scope for
divergence in relative monetary conditions here and abroad, 1In
principle, there would be scope for greater monetary easing in this
country, should domestic conditions warrant,

Among the issues to be considered are the balance of payments
benefit, the precedent-setting nature of the amendment, and the potential

release of reserves involved,



October 17, 1970,

Pros and Cons Regarding an Adjustment of Reserve Requirements
Based on the Volume of Eurodollar Liabilities

The proposal under discussion is to let banks hold a lower
percentage of required reserves against demand deposits to the ex-

tent of their liabilities to branches,
PRO

1, In a world of high mobile capital, many central banks
are seeking ways to preserve some autonomy for their monetary policies,
In other words, central banks would like to have greater leeway to use
their powers to affect domestic credit and monetary conditions without
large balance of payments repercussions that might be undesirable in
themselves and might undermine the intent of the domestic monetary
policy actions,

The Federal Reserve may find it useful to have a mechanism,
in addition to the existing 10 per cent marginal reserve requirement
on Eurodollar borrowings, to regulate Eurodollar flows to and from
U.S, banks, Even if Eurodollar flows have little undermining effect
on U,S, monetary policy, there is a strong case for providing some
insulation of the balance of payments from changes in U,S, monetary
conditions, Such insulation can be regarded as softening a balance
of payments constraint on domestic monetary policy or as softening the

balance of payments impact of changing monetary policies, or both,

———
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2, 1In present circumstances continued or intensified ease
in U,S, monetary policy plus a suspension of Regulation Q ceilings
on large CD's could lead to a massive outflow of short-term funds
to the Eurodollar market, The case for avoiding this flow is dis-

cussed in another paper,

CON

1, Adoption of a selective reserve requirement based on
Eurodollar liabilities might make it more difficult for the Board to
resist proposals for special reserve requirements based on desirable
social purposes--for example, a lower reserve requirement to the
extent that banks finance housing, The only answer to this is that
the present proposal applies only to the composition of bank 1iébilities
and has no effect on the composition of assets, Another point is that
the present proposal is designei,in part, to prevent deleterious bal-
ance of payments effects from a suspension of Regulation Q ceilings
and from a desirable easing of monetary policy and therefore should

not be looked at in the same way as proposals for special treatment

of bank assets,

2, The proposal looks a little gimmicky, The only answer
is that in today's complex world some degree of selectivity is necessary

if major objectives are to be met,
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October 17, 1970,

Relative Costs to Banks of Holding FEurodollars

Banks that are retaining Eurodollar borrowings in order to
preserve the reserve-free historical base (or for that reason to-
gether with a desire to act in the public interest) are at present
paying about 1/2 - 1 percentage points more than would be paid on
domestic funds,

A survey of the positions of the 17 banks using historical
bases indicates that if banks expected to have to pay 1/2 percentage
point more for Eurodollar borrowings than for domestic funds over
the coming year, and to pay this additional cost on borrowings equal
to 50 per cent of their historical bases, they would generally incur
net (after-tax) interest costs equal to about 1 or 2 per cent of net
operating earnings after-taxes (met operating earnings are earnings
before taking account of profits and losses on securities transactions),
The percentages vary, depending generally on the relative extent to
which the individual banks have relied on Eurodollars as compared to
other sources of funds, (The percentage would, of course, be doubled,
if one assumed a 1 percentage point differential,) It should be noted
that although the costs (except perhaps for Irving Trust Company) are
quite small as percentage of total profits of the banks, after taxes
but before security transactions, they may represent more significant

proportions of the profits generated by the banks' money desk operations,
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Relative Costs to Banks of -2-
Holding Eurodollars

POSITIONS OF SEELECTED BANKS

Projected Cost of Eurodollar Borrowings

Bank as Per Cent of Net Operating Earnings i/
Irving Trust Company 5.8
Marine Midland .5
Chase Manhattan 2.4
Bankers Trust 2.2
Morgan Guaranty 2,2
Chemical 2.0
First National City 1.4
Continental Illinois 1.6
Manufacturers Trust el
First National Chicago 0.9
Bank of America 0.6

f/ After tax comparisons, assuming a net additional cost of Eurodollars
of 1/2 percentage point for one year on borrowings equal to 50 per cent of
historical base, (First National City has projected a decline in its
borrowings to 50 per cent of its base,)
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Octoher 17, 1970,

The Case for and against Increasing the Marginal Reserve
Requirement on Eurodollar borrowings above
10 per cent at the Present Time

1, The principal g« advantage of that action would be
to indicate clearly to the banks that the reserve-free historical
base could be more valuable to the banks in the future; if banks
have been assuming a future marginal requirement of 10 per cent in
calculating the costs and benefits of retaining the reserve-free
base, Board action might change their calculations, and increase

incentives to retain the base,

2, Much, if not all, of this advantage might be achieved
through a speech by a Board Member, indicating current thinking of

the Board and the scope for Board action in this area,

3. Board action to increase the rate of marginal require-
ment wuld tend to induce repayment of Eurodollar borrowings on which
reserves were being maintained, 1In the computation period ending
September 30, 1970, banks were maintaining reserves against almost
$500 million of Eurodollar borrowings, Some of these borrowings may
have since been repaid, but it would appear likely that an increase

in the rate of requirement at the present time would induce repayment



The Base For and Against o

4, Even if banks were at or below reserve-free bases,
there would still be a small balance-of-payments cost involved in
a higher rate of requirement, With a higher rate of requirement,
banks would increasingly manage their Eurodollar positions to en-
sure that any miscalculations would be on the side of reducing
borrowings, Thus, over time, there would occur some erosion of
the historical bases of banks that in principle planned to re-

tain such bases,

Conclusions: In the light of the probable balance-of-
payments costs, it would be preferable for the Board to indicate
its future intentions regarding the rate of requirement through a

speech rather than through an increase in the rate,
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CONE NTIAL (FR) October 19, 1970,

To: Chairman Burns

From: Robert Solomon
Subject: Additional Views of Banks on
Eurodollar Positions,
I have spoken with officials of the two largest banks
in Chicago and the Bank of America, What is reported here supple-
ments the report in my memorandum of October 13 on this subject,

Continental Illinois National Bank
and Trust Company

This bank is still maintaining its base, despite the cost,
estimated by the bank on October 15 at 1 percentage point, The bank
is worried about a future squeeze under Regulation Q and is willing
to pay an insurance premium to maintain reserve-free access to the
Eurodollar market, But there is doubt that it is willing to bear
the existing cost for long,

The bank feels that it and other banks are playing a guessing
game regarding Federal Reserve intentions regarding both future
monetary policy actions and Eurodollar regulations, 1In particular,
the bank is concerned that the Fed might relax the Eurodollar
regulations in a way that penalized banks that decide to keep their
liabilities at the base level while giving an advantage to banks that

drop below the base,



-

The First National Bank of Chicago

The bank is worried that the Board might reimpose Regula-
tion Q in order tostem the repayment of Eurodollars, This is one
reason it is holding on to its base, It figures the present net
cost of holding Eurodollars at between 1/4 and 1/2 per cent,

Another reason for holding on is that this bank regards its base
as being relatively low, It too feels that it was penalized for
having been cooperative in early 1969 and not building up its
Eurodollar borrowings on a large scale,

Concern was expressed that the Board might, at some point,
take an action that would be to the advantage of banks that go below
their base, The example used was the possibility that the 10 per
cent reserve requirement might be lowered so that banks giving up T

their bases would not lose much,

Bank of America ~ P

The official to whom I spoke is probably not the most
sophisticated of the bank's officers, He said that the bank is holding
its position but is concerned about the cost--which it figures at 1-1/2
percentage points, It feels in a dilemma because it is not sure that
the Fed will not revise the regulation so as to make the base less
valuable, The Fed's position is not clear, according to this official,

It might adjust the regulation so that banks that give up a part of their

bases do not lose much,
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OFFICIALS CONTACTED BY PHONE

Continental Illinois Natienal Bank
and Trust Company

Mr, Donald C, Miller, Senior Vice President

The First National Bank of Chicago

Mr, A, Robert Abboud, Senior Vice President

Bank of America

Mr. Chance



BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

CONFIDENTIAL (FR) - October 20, 1970,

TO: Board of Governors
FROM: Robert Solomon

SUBJECT: Dealing with the Overhang of Eurodollar Liabilities:
Laissez-faire vs, Taking Action to Discourage Outflows,

The differential between U,S., and Eurodollar interest rates
has léd s;me banks to decide to give up a part of their reserve-free
bases and is leading many other banks to think seriously about doing
the same,

The reserve-free base has value to a bank insofar as the
bank now believes that it may, in the future, wish to have recourse
to the Eurodollar market to meet some of its needs for funds in the
United States, From tHe bank's viewpoint this could come about as
the result of a future squeeze under Regulation Q ceilings or as the
result of higher costs of funds at home ﬁhan in the Eurodollar mar-
ket, Thus the banks are willing to pay some cost--in the form of
holding Eurodollars at interest rates higher than those on domestic
liabilities (Federal funds, CD's, and-commercial paper)--as an in-
surance premium to preserve all or part‘of the reserve-free base,

But a number of the banks have decided that the current
cost is too high and this is leading them to think seriously about
reducing the size of the insurance policy,

Consideration of whether or not the Board .should do some-
thing to discourage the outflow of funds should be preéeded by an

estimate of the likely magnitude of the outflow in the absence of

Board action,




Magnitude of Potential Outflow

The outlook for the U,S. economy is such that one must
expect declining short-term interest rates here for some period
of time; at the least, short-term rates, after falling further
from present levels, are unlikely to rise substantially for quite
a while,. Meanwhile, short-term yieldsin Europe are considerably
higher than ours, Even if Europe has reached, or passed, the peak
of intensity in the use of tight money during this cyclical upswing,
the easing of monetary conditions there is likely to lag ours by a
substantial margin, Thus European countries (notably but not only
Germany and Italy) will be exerting a demand on the Eurodollar mar-
ket for some time, This is a major reason why the $5 billion of
Eurodollar repayments that has already occurred this year has not
eliminated the differential between U,S, and Eurodollar yields,
Whether further repayment of Eurodollar liabilities by
U.S. banks would be self-arresting, as the result of a decline in
Eurodollar rates, thus depends importantly on the strength of demand
for Eurodollar in other countries,

While no one can be sure about-the duration of tight money
e
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in Europe, it is not to be ruled out that a significant differential
in short-term interest rates between the United States and Europe would

persist br at least a year--and possibly much longer,
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A related question is this: assuming a persisting differ-
ential in interest costs between the United States and the Eurodollar
market, is there a level below which the banks would hesitate to re-
duce their liabilities to branches.and, correspondingly, their re-
serve-free bases?.

One consideration here is that more and more banks are
likely to come to the view that Regulation Q will not be used in the
future as it was in 1966 and 1968-69, If the Board lifts the re-
maining ceilings on large CD's, and even if it uses the term "suspension,"
the view is more than likely to spread that the suspension is permanent,
As this happens, banks will reduce what they regard as a minimum
desirable reserve-free base,

On the other hand, banks are unlikely to reduce their Euro-
dollar liabilities to zero, For one thing, their branches need a
balance with the head office, and as the magnitude of Eurodollar
transactidns grows, the size of this balance also grows, Furthermore,
the future is uncertain and banks will hedge their bets regarding the
probable reimposition of Regulation Q ceilings,

In 1967, when credit conditions eased here, banks reduced
their liabilities to branches-~which had grown from $1,7 billion in
January 1966 to $4 billion at the end of 1966--only moderately, from
a peak of $4 billion to $3 billion, On the other hand, that period
of ease was rather short-lived and it is therefore difficult to draw

reliable conclusions as to bank behavior from it,

T
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Even if there is an upward trend in the long run in
1iabilities'to branches, banks could temporarily dip below that
trend when interest rate differentials make that course profitable,
just as they went far above the trend in 1969,

All things considered, it is possible to imagine a potential
outflow of as much as $6 billion from the present level of $10 biliion.
The term '"potential” is used here for more than one reason: (1) to
denote a possible outer-limit, (2) to indicate what could happen in
the absence of an effect of this very outflow of U.S. funds on Eu-
ropean: interest rates, It is possible that the outpouring of U,S,
funds, by flooding the Eurodollar market and in turn European
money markets, would drive down short-term rates abroad before $6
billion flows out, But one of the presumed U,S. objectives, as dis-
cussed below, is to avoid flooding European money markets in a way
that undermines the efforts of European central banks to combat
inflation,

Thus while a $6 billion outflow may not -be the most likely
estimate, because European rates will decline more tﬁan European
central banks.wish them to decline, it is a possible outflow that

U.S, banks might be willing to tolerate if the differential cost of _
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Eurodollars remains relatively high,

.\‘T“'
Advantages and Disadvantages o
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Assuming a possible outflow over a period of 6 to 12 months

of, say $6 billion--or even $4 billion--what are the disadvantages to
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the United States of permitting it to happen?

Disadvantages

The official settlements deficit has amounted to $7 billion
in the first 9 months of 1970, This is much larger than the official
settlements surplus in 1968 and 1969 combined ($4,3 billion), After
5 years--1965-69 inclusive--in which the official settlements deficit
averaged out at zero, we have suddenly provided reserves to the rest
of the world, in 9 months, at a rate equal to more than three-fourths
of the SDR creation agreed to for a three-year period,

If this enormous rate of deficit should go on for a con-
siderable period of time;-another six months or a year--several un-
fortunate consequences can be foreseen,

1, Heavy conversions of foreign dollar accruals

into U,S, reserve assets (IMF position, SDR, gold)

which could in turn trigger off a burst of specula-

tion against the dollar, If this happened, the re- T

flow of dollars to foreign official reserves from the
Eurodollar repayments would be magnified, since for-
ward discounts on the dollar would encourage greater
reconversions by Europeans out of Eurodollars into
their own currencies and since interest arbitrage
reflows would be supplemented by speculative inflows

into European currencies,
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2, The chances of getting agreement on further
creation of SDRs by January 1973 (which requires
negotiations in 1972) would become very slim, This
in turn would lead to a growing view that the SDR
experiment had failed and that an increase in the
price. of gold is mnecessary--not only to let the United
States pay off its debts but also to put the monetary
system on a '"sound" basis, The progress that has been
made in recent years in de-emphasizing gold and moving
the international monetary system toward a managed basis
might be lost,

Apart from these dire results, the United States
cannot turn its back on a commitment it accepted when
it promoted the SDR agreement: we accepted and, in fact,
supported the proposition that the international monetary
system should not depend heavily on further additions to
official dollar reserves, It was agreed that it is
neither in the U,S, interest nor in the interest of other
countries that our official dollar liabilities should

continue to increase rapidly,

3. Europeans already feel resentment at being buffeted
in a magnified way by U.S, monetary policy, In 1968-69, we

imposed pressures on them when we let our banks drive Euro-
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dollar interest rates up to as high as 13 per cent,
Now we will be pushing rates down, undermining their
tight money policies and adding to their holdings of
official dollar reserves,

This resentment has been a catalyst in the drive
toward European monetary integration, Whether or not
such integration is advantageous to the United States,
the anti-American impulses behind it are not,

There are many reasons why\the United States should
make some effort to maintain cordial and cooperative re-
lations with Europe and Japan, If we sit by and per-

mit a further outflow of $4-6 billion without being seen

to have tried to stem it, there will be a growing acceptance

of the view, already held in Europe, that the United States
has adopted the Friedman-Haberler-Houthakker prescription
that our dnly duty is to try to contain inflation and
maintain full employment, while the rest of the world
adjusts to whatever volume of dollars flows out of the
United States,

One result of a deterioration in the cooperation

attitude of the Europeans--which may occur anyway if the

Mills® bill gets through Congress and is signed by the

President--would be less willingness of European countrieg/?:”ga;
: 0

/
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to revalue their currencies when in substantial surplus.f;’
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The balance, in European minds, would tend to be tipped
agéinst such action and toward actions or non-actions
that put increasing pressure on the United States,

4, Finally, it can be argued that the medium~-term
outlook for the U,S, balance of payments is rather favorable
(see my submission to the Commission on Trade and Investment),i
One can imagine a gradual working down of the Eurodollar over-
hang over the next 2 or 3 years as the rest of our balance
of payments improves, Given this prospect, one can also
argue against letting the Eu<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>