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Thrift Institutions in Recent Years

Michael J. Moran of the Board’s Division of
Research and Statistics prepared this article.

The financial condition of savings and loan asso-
ciations and mutual savings banks has always
been highly sensitive to fluctuations in market
interest rates. Changes through the years in asset
and liability powers have altered the impact of
interest rates on thrift institutions, but they have
not eliminated the basic sensitivity to move-
ments in market rates. Regulatory and statutory
changes that will limit the exposure of savings
and loans and mutual savings banks to interest
rate risk have been made over the past two
years. However, time to adjust is needed before
the industry becomes reasonably. well insulated
from the vicissitudes of the interest rate cycle.

At times during the 1960s and 1970s, market
interest rates rose well above the level that thrift
institutions were allowed to pay on their depos-
its, resulting in weak deposit growth as savers
shifted their funds to higher-yielding assets else-
where. These periods of disintermediation were
associated primarily with reductions in the li-
quidity position of thrift institutions, although
their net income also declined somewhat. In
1978, commercial banks and thrift institutions
were authorized to issue deposit accounts whose
interest rate ceilings were tied to the prevailing
return on Treasury securities. These accounts
allowed thrift institutions to remain competitive
in the market for savings even when interest
rates rose. However, as market-rate deposits
grew in importance, earnings became much more
volatile because the cost of funds tended to
change more rapidly than the return on the
longer-term assets held by thrift institutions. As
interest rates rose to record levels beginning in
1980, the earnings of savings and loan associa-
tions and mutual savings banks deteriorated. In
1981 and 1982, large losses and a declining capi-
tal base forced many of these institutions to be
merged out of existence.

A number of measures have been implemented
in the last two years to address the difficult
situation caused by the erosion of thrift earnings.
Some of these measures simply involve adjust-
ments' to accounting methods while others at-
tempt to remedy the underlying causes of the
earnings problem. Many of the policies and pro-
cedures adopted by the thrift industry run
counter to traditional financial practices, and
some involve a fundamental restructuring of the
industry. Thus they have stirred considerable
controversy. The Congress also has taken steps
to. assist thrift institutions. The most recent ac-
tion, and perhaps the most significant, was the
passage of the Garn—St Germain Depository In-
stitutions Act of 1982. This act affords the regula-
tory agencies and insurance funds greater lati-
tude in dealing with financially weak institutions
and gives the thrift industry new powers that will
foster their viability over the long run.

The pressure on the earnings of thrift institu-
tions has begun to subside in recent months with
the sharp fall in interest rates. In the absence of a
rebound in interest rates, the industry could
return to profitability in 1983. However, the
outlook for savings and loan associations and
mutual savings banks will be influenced by fac-
tors other than interest rates. For example, all
depository institutions will have to absorb an
increase in interest expense next year as a large
volume of low-yielding passbook savings depos-
its is expected to shift to the new ‘‘money market
deposit account’ authorized by the Garn-St
Germain act and the ‘‘super NOW”’ account
authorized by the Depository Institutions Dereg-
ulation Committee.

This article first reviews the earnings experi-
ence of thrift institutions over the past three
years and analyzes the factors that influence net
income. It then discusses the policies that have
been adopted to assist troubled thrift institutions
and the controversies that have surrounded
them.
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THE RECENT EARNINGS PERFORMANCE
OF THRIFT INSTITUTIONS

The deterioration in the earnings of thrift institu-
tions began in 1980, when savings and loan
associations posted only a small profit and mutu-
al savings banks recorded their first loss in the
postwar period (table 1). Losses at thrift institu-
tions increased throughout 1981 and totaled $6.0
billion for the year, or 0.75 percent of average
assets. In the first half of 1982, losses of savings
and loan associations increased slightly further
from the level in the latter part of 1981, while
earnings of mutual savings banks showed a small
improvement.

As the losses of thrift institutions have accu-
mulated, the net-worth positions reported on
their balance sheets have been drawn down. This
erosion is especially marked at savings and
loans, where the combination of declining net
worth and continued expansion in assets has
pushed the ratio of net worth to total assets to 3>
percent at the end of the third quarter (table 2).
These aggregated data do not reveal the large
number of institutions with critically low levels
of net worth that probably will require either
capital assistance from one of the federal deposit
insurance agencies or an arranged merger with a
stronger institution. At midyear 1982, for exam-
ple, about 500 savings and loan associations,

1. Net income at thrift institutions

Amounts in billions of dollars; percentages at annual rates

FSLIC-insured savings and All operating mutual
loan associations savings banks
Year 5
As a percent of As a percent of
Amount average assets Amount average assets

0. .. 9 o 2 21
71 53 71 4 .48
1972, 1.7 53 .6 .60
1973.. 1.9 76 6 54
1974... 1 54 4 35
1905, 1.4 47 4 38
1976... 23 .63 .6 45
1977.. 32 1 8 .55
1978.. 39 82 .9 .58
1979 .. 3.6 67 % .46
1980. .. 8 .14 w2 ets
1981, ..! ~46 =03 -14 - 83
Hi:. =15 —.49 =5 = 56
H2 w31 ~97 =9 -1.10
1982-H1| -3.3 ~1.01 -8 -9

2. Ratio of net worth to total assets at thrift
institutions

Percent

FSLIC-insured All operating mutual
savings and loans savingsnbganks

WAUNLLLLL
REBE2ERS
SaRNARN RN
RIDR8IZR

1. Data for 1982 are for the end of September.

accounting for 16 percent of industry assets, had
ratios of net worth to assets below 2 percent—
roughly the minimum amount required by the
Federal Home Loan Bank Board. The capital
position of mutual savings banks is somewhat
stronger: not only is the aggregate ratio of net
worth to assets higher than at savings and loan
associations, but only eight institutions insured
by the Federal Deposit Insurance Corporation,
accounting for 7% percent of total assets, had
net-worth ratios below 2 percent.

Factors Influencing Earnings

The underlying causes of the earnings squeeze in
the thrift industry are the changing nature of the
liabilities held by thrift institutions and the un-
precedented movements in interest rates. Specif-
ically, over the last several years the liabilities
issued by thrift institutions have moved to cur-
rent market rates more rapidly than have the
assets held in their portfolios. This movement,
combined with the sharp rise in interest rates,
has pushed the average cost of funds above the
average return on assets (chart 1). The diver-
gence between the average cost of funds and the
average return on assets was possible because
the liabilities of thrift institutions had much
shorter maturities than their assets, and thus
could be converted to current market rates more
quickly. The faster pace of deregulation on the
liability side of the thrift industry’s balance
sheet, and the portfolio decisions of the institu-
tions themselves, contributed to the mismatch
between the maturities of assets and liabilities
and the acceleration in the average cost of funds.
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1. Interest income and expenses at
FSLIC-insured savings and loans

Percent

1978 1980 1

The reaction of thrift institution customers to
rising market interest rates also has played a role
in the recent earnings squeeze.

The Liabilities of Thrift Institutions. Before
1978, thrift institutions relied primarily on sav-
ings and small-denomination time deposits, with
fixed interest rate ceilings, to finance their large
holdings of long-term, fixed-rate mortgages (ta-
ble 3). When market rates rose above the ceilings
on deposit rates, savers frequently withdrew
their funds from thrift institutions and invested
them in higher-yielding market instruments. Sav-
ings and loan associations and mutual savings
banks typically responded to this disintermedia-
tion by drawing down liquid assets and increas-
ing their reliance on borrowed funds; both meth-
ods reduce an institution’s liquidity position and
depress earnings somewhat.

In 1978 and 1979, the financial regulatory
agencies acted to limit the outflow of funds
during periods of rising market interest rates by
authorizing the six-month money market certifi-
cate and the 2'%-year small saver certificate. The
interest rate ceilings on these accounts change
frequently and are tied to the returns on Treasury
securities of comparable maturity. Thus, as mar-
ket rates increased in 1980 and 1981, the ceilings
on these deposit accounts also rose. Although
institutions can profitably reinvest new inflows
into these accounts, transfers from the existing
lower-rate accounts represent a pure cost in-
crease not matched by a corresponding adjust-
ment to the return on existing assets. As table 3

shows, savers have reduced significantly their
holdings of fixed-ceiling accounts, replacing
them with deposits paying market-related rates.

The poor earnings performance of thrift insti-
tutions over the past three years, however, can-
not be attributed solely to the authorization of
these new deposit accounts. If savings and loan
associations and mutual savings banks had not
been allowed to issue these accounts, the move-
ments in interest rates in recent years probably
would have caused massive deposit outflows and
generated serious liquidity and earnings prob-
lems as institutions sold liquid assets and turned
to borrowing at market rates. A more fundamen-
tal source of the earnings squeeze was an uneven
transformation of the asset and liability sides of
the balance sheet. The movement to liabilities
with market rates was started while most thrift
institutions were prohibited from issuing mort-
gages with adjustable rates and were limited with
respect to the types of nonmortgage loans they
could hold. If savings and loan associations and
mutual savings banks had been given several
years to restructure their asset portfolios toward
shorter-term or variable-rate instruments before
the deregulation of liabilities began, those institu-
tions that took advantage of such opportunities
would have been in a better position to absorb
the rapid increases in interest expenses that
began in 1980.

The strategies for asset and liability manage-
ment used by many thrift institutions also were
not well suited to the financial situation that took
shape in 1980. Conditioned by the relative stabil-
ity of interest rates in earlier periods, the wide
spread between short- and long-term interest
rates that was evident before 1980, and certain
tax incentives for investment in mortgages, thrift
institutions' continued to invest in longer-term
assets. Simultaneously, they deepened their reli-
ance on short-term funds through the issuance of
large-denomination time deposits, advances
from the Federal Home Loan Banks, and other
types of borrowing. If they had invested more in
shorter-term assets (such as Treasury or agency
securities or federal funds), or issued more long-
er-term liabilities (such as mortgage-backed
bonds), earnings would have been stronger in
1981 and 1982.
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3. Balance sheets of thrift institutions
Percent of total liabilities and assets

Item 1977 1978 1979 1980 1981 ] 19821

Savings and loan associations
Fixed celling liabilities . ........ . ..o, 87.3 a3 56.2 37.8 25.9 22.0
Passbook and NOW accounts ... 33.9 28.1 22.0 18.3 15.9 15.6
Fixed ceiling time deposits . . 3.4 47.2 34.2 19.5 10.0 6.4
Market ceiling small time dcposlts A 8.9 24.6 40.9 48.7 52.8
Money market certificate.......... i 8.9 =9 31.6 29.7 28.6
Small saver certificate .............. Bei . ol 7 93 16.0 19.3
Other small time deposits ................ i A A o 3.0 4.9
Discretionary liabilities .................... 8.6 HS 15.2 17.7 21.8 23.2
%Ee REREHePOSIES V. 15 5 NP e 2.1 29 5.0 6.8 7.6 8.1
L TR SRR R i 4.7 6.5 7.5 8.0 10.0 10.5
Other LT e R s T e iy 1.8 2.1 27 29 4.2 4.6
T T SR e e R T 4.0 4.2 39 3.6 3.6 2.0
Total liabilities ....... PRI S 3 Bbiinh § 100.0 100.0 100.0 100.0 100.0 100.0
M S i 86.0 86.0 85.8 84.4 83.2 81.1
T T SR DR R S E R A R 86.0 86.0 85.8 80.3 77.6 74.9
L TR R e n.a. n.a. n.a. 4.1 5.6 6.2

AT S MR S e 23 23 2.8 3.0 29 2.6

Cash and nonmortgage investments ......... 92 93 8.9 9.9 10.2 11.2

T e G R SR LR 2.3 24 2.5 2.7 3.7 5.1

Total assets ............. ST Veckiiiniwi 100.0 100.0 100.0 100.0 100.0 100.0

Mutual savings banks
Fixed ceiling liabilities ..................... 95.8 85.8 69.1 52.2 40.8 36.1
Passbook and NOW accounts ............ 56.8 48.7 40.2 331 29.8 29.0
Fixed ceiling time deposits ............... 39.0 37.1 28.9 18.5 11.0 7.1
Market ce; small time deposits .......... T 8.7 23.5 39.3 48.3 52.6
Money BECRInlicate. i A0, 8.7 229 31.6 323 319
Small saver cemﬁcate ................... Bl o .6 7.1 133 159
Other small time deposits ................ 2.7 4.8
Discretionary liabilities .................... 1.3 24 4.6 59 8.1 8.3
LT R AT R e, 0.9 13 e 3.1 33 32
B advances . ...l e 0.1 0.5 0.9 1.2 1.4 | b
OUNET BORTOWINGS .5 - s ivichi i 03 0.6 1.5 1.6 34 3.6

SHIREURRES e 29 3.1 2.8 2.6 2.8 3.0

TR . ... il et i 100.0 100.0 100.0 100.0 100.0 100.0

IONRINE aNRSES . o s e 65.5 66.5 67.8 66.3 64.8 63.1

Dlonmortgage J0BNS - 0o oy vvian o inps sins 4.2 4.6 5.7 6.8 8.4 9.4

Cash and nonmortgage investments . ... 27.6 26.3 239 23.9 23.6 23.6

(9 e R R S e 21 2.6 2.6 3.0 3.2 3.9

LT e e TR R A B S e 100.0 100.0 100.0 100.0 100.0 100.0

1. Data for 1982 are for the end of June.

The Customers of Thrift Institutions. The reac- More recently, however, the repayment rate has
tions of the industry’s customers to high interest fallen to 6 to 8 percent, thereby retarding the
rates have exacerbated the earnings problems. increase in asset returns (chart 2).

For example, the slowdown in overall mortgage On the liability side of the balance sheet, the

activity as interest rates rose and the increasing reactions of the industry’s customers to rising
use of so-called creative financing in real estate interest rates and an expansion of investment
transactions have reduced the rate of mortgage alternatives also have caused earnings to deterio-
repayments. In the late 1970s, when housing rate. One obvious impact, already noted, is the
markets were more robust and mortgage rates shift from lower-yielding passbook and  fixed-
were lower, 14 to 16 percent of mortgages held by ceiling time deposits to the newer accounts tied
savings and loan associations and 10 to 12 percent to market rates (see table 3). A more subtle
of the mortgages held by mutual savings banks impact is the gradual erosion over the past two

generally were repaid each year. In an environ- years in the core deposit base (that is, deposits
ment of secularly rising rates, this turnover helped owned by households or smaller organizations).
to raise interest income because low-rate mort- Throughout 1981 and 1982, savings and small-
gages could be replaced with higher-rate assets. denomination time deposits at savings and loan
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2. Mortgage repayment rate at
FSLIC-insured savings and loans

Percent of total

loans

12

10

1978

associations and mutual savings banks have ex-
panded at an exceptionally low rate and also
have weakened relative to the growth at com-
mercial banks (table 4). Slower growth in the
retail deposit base at thrift institutions will fur-
ther depress earnings because these institutions
must rely on more costly sources of funds, and
the acquisition of new assets—which could offset
some of the losses embedded in the existing
balance sheet—will be smaller than it would have
been otherwise.

One of the more important causes of the
erosion of the thrift deposit base in 1981 and 1982
has been the competition from money market
mutual funds. In previous periods of disinterme-
diation, such as 1970-71 and 1973-75, thrift
institutions appeared to have been affected
somewhat more severely than commercial banks
(see table 4). Thus, if money market mutual
funds have grown at the expense of depository
institutions, some slowdown in thrift growth
both absolutely and relative to commercial banks
may be expected.

Another factor that has contributed to the
slowdown in deposit growth at savings and loans
and mutual savings banks is the loss of a rate
advantage on six-month money market certifi-
cates vis-a-vis commercial banks. When this
account was introduced in June 1978, thrift insti-
tutions were allowed to offer an‘interest rate that
was Y4 percentage point higher than the commer-
cial bank rate. However, in ‘March 1979, this
differential was made effective ‘only at lower
levels of interest rates, and deposit growth at

4. Growth of savings and small time deposits at
commercial banks and thrift institutions

Percent change from December to December

1. Includes savings and loan associations and mutual savings

2. l.)eposit growth, at an annual rate, from December 1981 to
September 1982.

savings and loans and mutual savings banks
weakened considerably relative to that at com-
mercial banks. Finally, a reluctance of savers to
hold funds in institutions experiencing earnings
difficulties may help explain the slow deposit
growth at savings and loans and mutual savings
banks.

Differences in Thrift Earnings

Although nearly all savings and loan associations
and mutual savings banks have experienced an
erosion in their net income, the performance has
varied widely among individual institutions, as
indicated by the data presented in table 5.
Among savings and loan associations, about 15
percent of all institutions (accounting for slightly
more than 10 percent of total assets) had positive
income in the first half of 1982. At the opposite
end of the distribution, about one-fourth of all
institutions (accounting for slightly more than 20
percent of total assets) had a ratio of net income
to average assets of —1.5 percent or less. A much
larger proportion of mutual savings banks report-
ed positive earnings, and the proportion of such
institutions with very low net income was small-
er than it was for savings and loan associations.

Several factors explain the better earnings
performance of some thrift institutions, including
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5. Number, assets, and net-worth ratios of thrift
institutions, by ratio of net income to average
assets, first half of 1982

Net inc&me as a Numbes of 'l(”gtdahl assetfs Net-worth
nt of average Sty ons of ratio

m (annual rate) natsutons dollars) (percent)
Savings and loan associations'
Less than —2.0....] 386 73.2 1.27
W16 ... 437 71.5 3.02
=S eil .. 782 153.4 2.70
=00 6. .. .. 778 186.5 4.09
el 552 108.9 4.51
R R A 310 50.9 4.34
S0l ... .. 138 16.1 4.30
More than 1.0 ...... 128 9.0 4.67
TN 3,511 675.5 3.67

Mutual savings banks?

16 24.0 2.44
19 13.2 3.80
42 .l 4.58
79 423 4.94
79 249 6.12
70 17.0 7.99
17 32 8.65
3 v, 13.55
325 157.0 5.02

1. FSLIC-insured savings and loan associations.
2. FDIC-insured mutual savings banks.

a wider diversification on the asset side of the
balance sheet, a more rapid rate of deposit
growth so that a greater proportion of assets
were acquired at higher interest rates, and rela-
tively larger volumes of low-cost passbook sav-
ings deposits. In addition, newer thrift institu-
tions, because they are not burdened with large
portfolios of low-yielding mortgages, generally
have reported positive earnings. Finally, location
has played a role: institutions in areas with a
more rapid rate of economic growth and more
active housing markets, or in states that did not
have mortgage usury ceilings, have tended to
fare somewhat better than the industry average.

The Near-Term Outlook for the Industry

In the near term, the primary factor likely to
influence the earnings of thrift institutions is the
level of short-term interest rates, which have
fallen substantially in recent months. Savings
and loan associations and mutual savings banks
hold a large volume of short-term, market-rate
liabilities that are maturing and being replaced
with cheaper sources of funds. On the asset side,
thrift institutions hold a much smaller volume of

short-term assets that are maturing and being
replaced with lower-yielding instruments. This
reduction in asset returns could even be offset by
the continued, albeit gradual, retirement of low-
rate mortgages. Thus, if the lower level of short-
term interest rates is sustained, thrift institution
earnings will show a marked improvement as the
cost of funds declines in the face of a stable, or
perhaps a slightly rising, average return on as-
sets. For the second half of 1982, the decline in
short-term interest rates should result in losses
that are about 50 percent of those in the first six
months. The performance of earnings may be
even better in 1983, but whether the industry
returns to profitability will depend upon other
factors as well.

Another important determinant of earnings at
thrift institutions in 1983 will be the composition
of deposits. If a large portion of lower-rate
passbook savings deposits and negotiable order
of withdrawal (NOW) accounts shifts to a mar-
ket-rate deposit, the interest expenses of thrift
institutions will rise and earnings will be lower
than otherwise. Pursuant to the mandate of the
Congress, the Depository Institutions Deregula-
tion Committee recently established a new de-
posit instrument that is designed to compete with
money market mutual funds, but also might
induce large transfers of funds from passbook
savings deposits. This new account has no inter-
est rate ceiling or fixed maturity, and provides
for up to six third-party transfers per month. In
short, it has greater liquidity than savings depos-
its and allows institutions to pay a market inter-
est rate. The only real constraint on transfers
from passbook savings deposits to this new ac-
count is a $2,500 minimum denomination, but
this requirement probably will exercise a limited
restraint: according to survey data gathered by
various trade associations, the bulk of savings
deposits—80 percent at savings and loan associa-
tions and 85 percent at mutual savings banks—
are held in accounts with balances in excess of
this minimum.

The Depository Institutions Deregulation
Committee also has authorized a ‘‘super NOW”’
account that will be available in early January.
This account provides unlimited transactions and
has no interest rate ceiling if balances remain
above $2,500.
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6. Number and total assets of thrift institutions, by ratio of savings deposits to total deposits, June 1982

ot Savings and loans ~ Mutual savings banks

Sesnuts ;‘i’t;"w Number of Total Number of Total

P institutions assets institutions assets
a0 ... 000 722 66.4 Shy : 1 3
WY Ly 1,743 445.0 4 1:1
WD il e 738 135.8 95 84.2
M8 . ... . 207 213 179 61.4
Morethan a0 .. -0 .. ) 101 6.8 46 10.0
e o 3,511 o580 325 157.0

The precise impact of the new instruments on
the earnings of thrift institutions is difficult to
gauge at this early date because it will depend
upon the rates paid on the new accounts, the
amount of funds transferred internally (especially
from savings deposits), the volume of funds that
institutions can attract from market instruments,
and the profits that institutions earn on these new
funds. If interest rates stay at low levels and a
large volume of funds is attracted from market
instruments, the earnings impact will be damped;
with higher levels of interest rates and smaller
inflows of new funds, the earnings impact will be
more severe. Whatever the overall outcome,
mutual savings banks likely will suffer a relative-
ly larger decline in earnings than savings and
loan associations because savings deposits ac-
count for a larger proportion of their liabilities.
At the end of September 1982, savings deposits
accounted for 31 percent of total deposits at
mutual savings banks, compared with 17 percent
at savings and loan associations. In addition,
more than two-thirds of all savings banks insured
by the FDIC (with 45 percent of total assets) had
more than 30 percent of their total deposits in
savings accounts (table 6). A relatively small
number of savings and loan associations have
more than 30 percent of their deposits in pass-
book accounts.

ACCOUNTING SOLUTIONS TO THE
EARNINGS AND NET-WORTH PROBLEMS

Under current statutory and regulatory provi-
sions, the primary determinant of an institution’s
soundness is the book value of its net worth
relative to total assets or total liabilities. Histori-

cally, when an institution fell below some critical
value of net worth for a substantial period,
supervisory action would be taken, including
liquidation or merger with a stronger institution.
If the Federal Savings and Loan Insurance Cor-
poration had acted on the basis of traditional
capital-adequacy guidelines, however, the insur-
ance fund probably would have been insufficient
to facilitate all of the mergers and liquidations
that have been necessary over the past two
years. Therefore, the FSLIC has adopted several
innovative approaches. One approach has simply
allowed institutions falling below their required
level of net worth to continue operating for
longer periods of time. In addition, both the
FHLBB and the FSLIC have adopted regulatory
changes that boost reported net worth, or the
ratio of net worth to total liabilities, above what
it otherwise would have been. These policies and
regulatory changes largely involve adjustments
to the balance sheet of a savings and loan associ-
ation and do little to reduce an institution’s
losses or to allow it to absorb losses in any real
way. Thus these policies represent ‘‘solutions’’
in an accounting sense rather than in basic eco-
nomic terms.

Although they provide little real benefit to an
institution, accounting solutions at least give the
federal insurance agencies flexibility in dealing
with the thrift industry’s problems. The level of
net worth reported on an institution’s balance
sheet, which insurers are forced to rely upon
heavily in judging viability, may not indicate
accurately the prospects for long-run profitabili-
ty. For example, reported net worth does not
reflect the possibility that the earnings position
of many institutions will improve markedly if the
current low level of interest rates is sustained.
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Thus accounting solutions may be viewed as
devices to extend the time before the FSLIC
must act and thus to give lower short-term inter-
est rates or restructuring efforts by an institu-
tion’s management a chance to improve its real
earnings. To the extent that mergers and liquida-
tions are avoided with this approach, the cost to
the FSLIC is reduced.

Income Capital Certificates

One method to raise an institution’s net worth, as
well as the ratio of net worth to total assets or
liabilities, is the issuance of income capital certif-
icates, a new security developed by the FSLIC
and the FHLBB. These securities are issued by a
savings and loan association and are acquired by
the FSLIC in exchange for cash or interest-
bearing notes. Income capital certificates resem-
ble preferred stock in that they have no fixed
maturity and carry a specified interest or divi-
dend payment that is made only if the institution
has positive net income. With the increase in
assets from the FSLIC’s cash or notes offset by
the issuance of an equity-type security rather
than debt, an institution’s net worth increases.
The earnings impact of income capital certifi-
cates will be negligible because the income from
the FSLIC’s note will be offset by the actual or
accrued payment on the income capital certifi-
cates. (An article by Douglas P. Faucett and
Richard K. Kneipper in the Federal Home Loan
Bank Board Journal for October 1981 discusses
these certificates in detail.)

Income capital certificates allow an institution
that has fallen below its net-worth requirement,
but has a reasonable prospect of recovery in the
long run, to remain in business rather than to
become subject to supervisory action. The ad-
vantages to the regulators include limited cash
outlays—the only outlays are the semiannual
interest payments if the ICC is purchased with an
FSLIC note—and the recovery of its investment
if the institution survives. In the event of failure,
however, the ICC represents an increased com-
mitment by the insurance agency and may add to
the costs of merger or liquidation.

Thus far the FSLIC has purchased only a
moderate amount of income capital certificates

to facilitate mergers of savings and loan associa-
tions, but the use of this instrument—or one
similar to it—could increase sharply in the near
future. One of the major provisions of the Garn—
St Germain Depository Institutions Act was the
authorization for the FSLIC and FDIC to pro-
vide capital assistance through the purchase of
“‘net worth certificates’’ from institutions with
large mortgage portfolios, low net worth, and
negative earnings. This provision of the Garn-St
Germain act expires in three years.

Regulatory Changes

Over the past two years, the Federal Home Loan
Bank Board has authorized several regulatory
changes designed to encourage institutions to
restructure their asset portfolios and to relieve
some of the pressure on deteriorating net worth.
In 1981, the Bank Board approved two. reduc-
tions in the net-worth requirement, almost to the
lowest level allowed by statute. Accompanying
these reductions was a temporary exemption
from the net-worth requirement if an institution
took steps to match more closely the maturities
of assets and liabilities, such as selling older
mortgages and replacing them with liquid assets
or issuing longer-term liabilities.

More recently, the FHLBB has approved an-
other regulatory change that will serve to in-
crease the ratio of net worth to total liabilities,
which generally is the focus of the agency for
regulatory purposes. Beginning in June 1982, the
FHLBB reclassified certain liabilities, such as
loans in process and unearned discounts on
purchased assets, as ‘‘contra-assets.’”’ As a. re-
sult, the level of liabilities is lower, and thus the
ratio of net worth to liabilities is higher. For the
industry as a whole, the increase in this ratio will
be negligible, but certain institutions may be able
to report significantly higher ratios.

Effective November 1982, the Federal Home
Loan Bank Board allowed federally insured sav-
ings and loan associations to include ‘‘appraised
equity capital’’ as part of the net-worth figure
used for regulatory purposes. Appraised equity
capital is the difference between the market
value and the book value of office land, build-
ings, and similar assets. Because the value of

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Thrift Institutions in Recent Years 733

these assets has appreciated rapidly in recent
years, their market values are well above the
values reported on the books of savings and
loans, and could represent a substantial boost in
regulatory net worth. Appraised equity capital
will not appear on the balance sheet of an institu-
tion, and the net-worth figure reported in finan-
cial statements will not be affected by this ruling.
Rather, appraised equity capital is simply to be
used by a supervisory agent in reviewing the
financial condition of a savings and loan associa-
tion. Institutions can include appraised equity
capital in the regulatory net-worth calculation
only once, and the ability to use this accounting
technique expires on December 31, 1985.

One of the more widely publicized and contro-
versial regulatory changes by the FHLBB was a
revision in the accounting treatment of capital
gains and losses on the sale of assets. Generally
accepted accounting principles, and previous
FHLBB regulations, require that the full amount
of a capital gain or loss be realized in the
accounting period in which it occurs. In Septem-
ber 1981, however, the FHLBB began to allow
savings and loan associations to amortize all
gains and losses from the sale of assets over a
period equal to the remaining term of that asset.
The regulatory change sought to encourage insti-
tutions to restructure their asset portfolios by
disposing of older, low-yielding mortgages and
replacing them with instruments bearing current
market rates. Because this accounting treatment
does not meet generally accepted accounting
principles, it cannot be used by institutions in
their certified financial statements.

Another change approved by the FHLBB re-
lates to the accounting treatment of mergers
between savings and loan associations. Fre-
quently in merger cases, intangible assets, in-
cluding ‘‘goodwill,’’ are purchased by the acquir-
ing institution, and, like other fixed assets, they
must be depreciated over time. Previously, the
regulations stated that goodwill must be fully
depreciated in no more than ten years. However,
in September 1981, the FHLBB. changed its
regulations to incorporate the forty-year maxi-
mum allowed by generally accepted accounting
principles. This esoteric change lies at the heart
of one of the more controversial aspects of the
recent situation: the use of ‘‘purchase account-

ing’’ in mergers of thrift institutions, which re-
sults in higher reported earnings in the years
immediately after a merger.

Purchase Accounting

The purchase of assets is one of two generally
accepted methods of accounting for mergers
between business enterprises; the other is the
pooling of interests. Specific criteria have been
developed for determining which method should
be employed by management. The pooling-of-
interests method should be used when the enter-
prises involved in a merger combine their re-
sources and inherently share the risks and
rewards of the resulting firm. The purchase-of-
assets method should be used when one of the
enterprises clearly dominates and acquires the
risks and rewards of the other.

When purchase accounting is employed, two
important adjustments are made to the balance
sheets of the merging institutions before they are
combined. First, the assets and liabilities of the
acquired firm are reappraised at their fair market
value—that is, they are marked to market. Sec-
ond, goodwill is recorded as an asset. Goodwill is
defined as the purchase price of the acquired
institution less net worth after assets and liabil-
ities have been marked to market.

The adjustments made to the balance sheets
will be reflected in the combined income state-
ment of the surviving institution in subsequent
years. Although the assets of the acquired insti-
tution are now recorded at market values, they
will be redeemed (or repaid) at the original book
value. This difference between the market value
and the book value of acquired assets must be
accumulated over time and reported as income.
It is generally believed that the goodwill pur-
chased by the acquiring firm will diminish over
time. Accordingly, goodwill should be gradually
depreciated. Thus a second adjustment to the
income statement will be the amortization of
goodwill, recorded as an expense.

If the difference between the market value and
the book value of assets is accumulated over a
relatively short period (say, five to ten years) and
the goodwill is amortized over a longer period
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(say, thirty to forty years), the reported earnings
of the merged institution initially will be higher
than they would have been in the absence of a
merger. This boost to reported earnings is tem-
porary, of course, lasting only until the discount
on the assets is fully accreted. After this point,
the only adjustment to the income statement is
the amortization of goodwill, which will tend to
depress reported earnings. The boost to earnings
in the early years after a merger is strictly the
result of accounting adjustments that alter the
timing of income and expenses. The higher earn-
ings do not reflect a basic strengthening in the
institution.

After the change by the FHLBB in the regula-
tions governing the amortization of goodwill and
the widespread application of purchase account-
ing by thrift institutions, developments unfolded
on two fronts. First, industry representatives
attempted to obtain authorization from either the
Congress or the regulators to employ purchase-
accounting techniques even when no merger was
involved. These ‘‘fresh start’’ accounting pro-
posals were presented as no-cost solutions to the
industry’s problem. Both the FHLBB and the
FDIC have issued proposals concerning these
new accounting techniques for savings and loans
and mutual savings banks, but the only change
authorized thus far has been the use of appraised
equity capital by savings and loan associations.
Certain states—New Jersey, Pennsylvania, and
Michigan—were more sympathetic to this ac-
counting approach and have allowed state-char-
tered institutions to use mark-to-market account-
ing in their financial reports.

In contrast, the Financial Accounting Stan-
dards Board, which establishes generally accept-
ed accounting principles, has acted to limit the
gain in earnings associated with the application
of purchase accounting to mergers of thrift insti-
tutions. Concerned that purchase accounting
does not reflect the true condition of the merged
associations, the Financial Accounting Stan-
dards Board is expected to rule soon that the
period over which goodwill can be amortized
cannot exceed the period over which the dis-
count on assets is accreted to income. With this
ruling in place, the application of purchase ac-
counting to most mergers of thrift institutions
will not enhance earnings and the major account-

ing ‘‘solution’’ used in the thrift industry will be
eliminated.

Phoenix Mergers

An accounting solution to the problems of the
thrift industry that combines purchase account-
ing and income capital certificates is the ‘‘phoe-
nix”’ merger (named for the mythical bird that
rose from its own ashes). Under this plan, two or
more weak institutions are combined with the
financial assistance of the FSLIC. The insurance
agency will purchase income capital certificates
from the new institution, thus raising the level of
net worth, and the benefits to earnings associat-
ed with purchase accounting will prevent the
erosion of net worth in the years immediately
after the merger. The hope of the FSLIC is that,
over the period that purchase accounting keeps
earnings positive, lower interest rates and a
restructuring of the institution’s operations will
restore its profitability. The FSLIC has used the
phoenix plan only when other cost-effective
mergers were not available; currently, there are
five phoenix institutions. Once the ruling of the
Financial Accounting Standards Board elimi-
nates the benefit to earnings associated with
purchase accounting, the phoenix plan is unlike-
ly to remain a useful alternative.

THE RESTRUCTURING
OF THE THRIFT INDUSTRY

Accounting solutions, by themselves, are not the
permanent answer to the earnings problems of
the thrift industry. Their function is to forestall
immediate supervisory action by the insurance
agencies and to permit institutions to adjust
gradually to a more competitive and volatile
financial environment. Over the long run, many
institutions will be unable to survive and will
have to be merged out of existence, while others
will seek merger partners voluntarily to gain
access to new markets or to broaden the services
they offer. Thus a rapid pace of consolidation can
be expected to continue for several years. In
addition, various regulatory and statutory
changes in recent years have expanded the asset
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and liability powers in an effort to reduce the
volatility of earnings and to allow thrift institu-
tions to retain their customers and to win new
ones. Although the industry has already incorpo-
rated some of these new powers, change proba-
bly will be gradual.

Merger and Consolidation

A general downward trend in the number of
institutions in the thrift industry has been evident
for two decades: there were 6,850 savings and
loan associations and mutual savings banks in
1960 and 5,050 at the end of 1980. During the past
two years this trend has accelerated dramatically:
more than 300 mergers were completed in 1981,
and the total for 1982 could exceed 500 (chart 3).

As might be expected, many of the recent
mergers were supervisory in nature—that is,
directed or negotiated by the Federal Deposit
Insurance Corporation or the Federal Savings
and Loan Insurance Corporation—and several
involved financial assistance. The fundamental
objectives of the agencies are to preserve the
insurance fund and to protect depositors at the
least cost. The first step to these objectives is to
encourage institutions to solve their own prob-
lems through internal restructuring or voluntary
merger. If these methods cannot work, a supervi-
sory merger, perhaps involving financial assist-

3. Mergers of FSLIC-insured savings and loans

Number

1978 1980 1982

Supervisory mergers are those arranged by the FSLIC without
financial assistance.
1982 data are as of September 30.

ance, will be arranged. Financial assistance from
the FSLIC has taken the form of an income
capital certificate, which will minimize outlays in
the current period and will be repaid if the
institution becomes profitable once again. An-
other method of financial assistance that mini-
mizes current outlays is an income guarantee for
some fixed number of years. Under this ap-
proach, the insurance agencies would make con-
tributions to maintain income when an increase
in interest rates reduced the earnings of the
acquired thrift institution; similarly, the insur-
ance agencies would share in any improvement
in earnings brought about by a reduction in
interest rates.

In its effort to conserve the insurance fund, the
FSLIC has turned to nontraditional mergers.
Interstate mergers have been allowed when there
has been no suitable merger partner within a
state or when a bid from an out-of-state institu-
tion has reduced significantly the amount of
required financial assistance. In addition, to re-
duce FSLIC outlays and to attract new capital,
investors from outside the thrift industry have
been encouraged to purchase shares of owner-
ship in institutions being merged out of exis-
tence. Investors other than thrift institutions that
have injected capital into the industry have in-
cluded bank holding companies, a finance com-
pany, a manufacturing firm, and a steel maker.

Controversy has surrounded some of the re-
cent mergers in the thrift industry because inter-
state expansion and interindustry mergers tradi-
tionally have been prohibited either by statute or
by federal regulation. Recent action by the Con-
gress, however, will resolve some of the issues.
With the passage of the Garn-St Germain Depos-
itory Institutions Act, federal regulators were
granted explicit authority to approve both inter-
state' and -interindustry mergers in emergency
situations. Regulators are required to attempt to
merge a weak institution with a similar type of
institution within the same state, but if a suitable
merger partner is not available, they may seek
one among other types of financial institutions or
outside the institution’s home state. This emer-
gency merger authority is in effect for only three
years.

Although supervisory mergers have been oc-
curring at a record rate, most mergers have been
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voluntary. Many of these voluntary mergers are,
in fact, undertaken to avoid the involvement of
the insurance agencies, which might insist on
replacing the management of the acquired insti-
tution. . Another important motivation for the
wave of voluntary mergers is to prepare for the
transition from the traditional methods of doing
business. To reduce the volatility of earnings,
and to adapt to technological advances and new
competitors, thrift institutions must diversify
their activities and develop expertise in new
areas. Few institutions have sufficient financial
or managerial resources to adapt individually,
and thus many are seeking merger partners to
adapt more quickly and to compete more effec-
tively. The Federal Home Loan Bank Board has
attempted to facilitate this merger process by
easing its regulations concerning mergers and
conversions to the stock form of ownership.

Expanded Asset and Liability Powers

Continued progress toward restoration of a more
stable, noninflationary economy will improve the
environment in which thrift institutions, and oth-
er financial intermediaries, operate. But there
will always be unexpected shocks of one sort or
another to the economy, and the key to insulat-
ing the thrift industry from such stresses lies in
broadened asset and liability powers. Diversifi-
cation of assets will permit a closer match with
the term of liabilities and allow the average
return on assets to keep pace with the average
cost of funds. On the liability side, the authority
to issue attractive deposit instruments will assist
thrift institutions in retaining their customer base
and will promote the growth of core deposits.
Through both regulatory changes and congres-
sional action, thrift institutions now have consid-
erable latitude to restructure their balance sheets
and to stabilize their earnings. Because these
new powers will foster major changes in the
traditional operation of a thrift institution, they
probably will be implemented gradually.

Thrift institutions historically have been spe-
cialized mortgage lenders, and regulations now
are in place that will allow them to continue
concentrating on mortgages while reducing their

interest rate risk. In July 1979, all federal savings
and loan associations received regulatory ap-
proval from the Federal Home Loan Bank Board
to write variable-rate mortgages. In April 1980,
the authority of federal savings and loan associa-
tions was expanded further to permit them to
issue renegotiable-rate mortgages. These new
instruments were welcomed by the industry, but
they did not have the potential to solve its
problems because of the rigid constraints on
changes to the contract mortgage rate and be-
cause they did not affect outstanding mortgage
loans.

Not until April 1981, when the industry al-
ready had entered the early stages of its earnings
squeeze, was an unconstrained mortgage instru-
ment authorized. These so-called adjustable
mortgage loans allow thrift institutions, when
writing loan contracts, to select any index for
adjusting the mortgage rate and to alter that rate
as frequently as they wish and by as much as the
index allows. These mortgages can reduce signif-
icantly the amount of interest rate risk assumed
by a depository institution, but their use is likely
to spread only gradually: both consumers and the
secondary mortgage market also must adapt to
them. Currently, about 40 to 45 percent of all
new conventional first mortgages closed by sav-
ings and loan associations have adjustable-rate
features. Mortgage loans outstanding with ad-
justable rates account for only about 6 percent of
total mortgages held by savings and loans (see
table 3).

Another group of regulatory changes by the
FHLBB that are designed to reduce interest rate
risk at savings and loans associations involves
financial futures and options. Even though ad-
justable mortgage loans (and other asset powers
discussed below) can lower the average maturity
of thrift institution assets, the duration of assets
and liabilities still may not match. Thus the
institutions could remain vulnerable to fluctua-
tions in interest rates. In addition, savings and
loan associations are subject to interest rate risk
between the time they commit to issue a mort-
gage and the time that commitment is taken
down. Properly used, the authority to trade in
financial futures and options will allow institu-
tions to fix borrowing or lending rates in the
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future, and thereby reduce any remaining inter-
est rate risk.

Over the past two years, the Congress has
expanded significantly the array of assets and
liabilities that thrift institutions may have in their
portfolios. Under the Depository Institutions
Deregulation and Monetary Control Act of 1980,
for example, thrift institutions nationwide re-
ceived the authority to issue NOW accounts.
This act also expanded the investment authority
of federal savings and loan associations by allow-
ing them to hold commercial paper and corporate
debt securities, by easing the constraints on
consumer lending, and by permitting them to
offer credit card services and to exercise trust
and fiduciary powers. Federal savings and loan
associations also received expanded authority to
invest in service corporations, and mutual sav-
ings banks with a federal charter were authorized
to issue commercial loans and to hold corporate
demand deposits. Finally, this act preempted
state laws that limit allowable interest rates on
certain contracts for first mortgages.

The Economic Recovery and Tax Act of 1981
authorized all depository institutions to issue
from October 1981 through December 1982 a
savings certificate on which the first $1,000 of
interest income ($2,000 for a joint return) was tax
exempt. These ‘‘all savers certificates’ were
designed to limit the interest expenses of thrift
institutions because their interest rate was set
below other market rates. As it turned out, the all
savers certificate program was not of great im-
portance to thrift institutions: the combined in-
flow to savings and loan associations and mutual
savings banks was only about $30 billion, or
about 4 percent of total deposits.

The Garn-St Germain Depository Institutions
Act of 1982 is the most comprehensive piece of
legislation addressing the thrift industry’s prob-
lems. It provides expanded authority for federal
regulators to deal with financially weak institu-
tions, as well as new asset and liability powers
that are designed to remedy the underlying
causes of the earnings squeeze. As already men-
tioned, this act authorizes the federal insurance
agencies to provide capital assistance to finan-
cially weak institutions, permits interindustry
and interstate mergers in emergency situations,

and authorizes: a deposit account competitive
with money market mutual fund shares. It also
allows thrift institutions to hold up to 10 percent
of their assets in commercial loans (and to issue
demand deposits in connection with those loans),
increases the limits on the amount of consumer
loans that a thrift institution may hold, removes
constraints on investing in state and local gov-
ernment securities, and authorizes other catego-
ries of loans.

Moreover, the Garn—St Germain act preempts
state laws that prohibit the enforcement of due-
on-sale clauses in mortgage contracts. These
laws, which are in effect in 12 states, prohibit a
lender from requiring that a mortgage loan be
repaid when the property is sold. The net effect is
to prolong the life of a mortgage on the balance
sheet of a thrift institution and to depress earn-
ings if the loans in question are low yielding. This
preemption is effective immediately on new con-
ventional loans issued by depository institutions,
but state laws may continue to protect existing
loans for three years.

SUMMARY AND CONCLUSIONS

As recently as six months ago, the situation
confronting savings and loan associations and
mutual savings banks was bleak. The high level
of short-term interest rates was generating large
losses at these institutions, and their net-worth
positions were deteriorating rapidly. Mergers in
the first half of this year had accelerated from the
already rapid pace in 1981. Since midyear, how-
ever, the prospects for thrift institutions have
brightened. The lower level of short-term inter-
est rates improved earnings rather quickly, and
the passage of the Garn—-St Germain Depository
Institutions Act will help ensure the survival of
many institutions over the long run.

Although the outlook is now more favorable,
many uncertainties and problems still beset this
industry. For example, a large transfer of low-
cost passbook savings deposits to the new high-
er-yielding accounts might result in negative in-
come for 1983. In addition, the events of the past
three years have left many institutions with very
low levels of net worth and earnings problems
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that will not necessarily disappear with the lower
level of interest rates. Thus the federal insurance
agencies still have many problem cases to re-
solve. Finally, thrift institutions face a period of
adaptation to the new asset and liability powers
that will help foster growth and profitability.
Voluntary mergers probably will be an important
part of this process as institutions combine to
enter new markets and expand the range of
services they offer.

Even after this transition period, thrift institu-
tions may well remain primarily mortgage lend-

ers, but a larger percentage of the loans held in
their portfolios are likely to have variable-rate
features that effectively match the duration of
liabilities. The expanded asset powers of savings
and loan associations and mutual savings banks
will broaden their diversification and. provide
new sources of income. This greater diversity,
combined with adjustable-rate mortgage loans,
should make the revenue of thrift institutions
more responsive to the swings’ in short-term
interest rates and reduce the volatility of their net
income. 0
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Treasury and Federal Reserve Foreign
Exchange Operations: Interim Report

This interim report, covering the period August
through October 1982, is the twentieth of a series
providing information on Treasury and System
Sforeign exchange operations to supplement the
regular series of semiannual reports that are
usually issued each March and September. It
was prepared by Sam Y. Cross, Manager of
Foreign Operations of the System Open Market
Account and Executive Vice President in charge
of the Foreign Group of the Federal Reserve
Bank of New York.

By the end of the August—October period under
review the dollar had risen to record highs, or to
levels not seen in many years, against several
major currencies, strengthening even as U.S.
interest rates dropped sharply and as interest
differentials favoring dollar-denominated assets
narrowed appreciably. Favorable prospects for
the U.S. economy relative to other industrial
countries, apprehension about the international
banking system, and concern about economic
and political conditions abroad resulted in an
increased global preference for dollar-denomi-
nated assets, which pushed dollar exchange rates
sharply higher.

Concern over international credit exposures
and developing financial strains in various mar-
kets around the world were sustaining factors
behind the dollar’s rise throughout the period.
During August, market attention focused on Ger-
many where a large multinational company was
being forced into receivership and on Mexico
where a foreign exchange crisis was unfolding.
During September, concern over the internation-
al financial situation mounted as developments in
Mexico, particularly in light of the unexpected
move to nationalize domestic banks, raised
doubts in the market about the ability and will-
ingness of the government and other public-
sector institutions in that country to meet their
external obligations.

At the same time, the list of countries experi-
encing payments arrears expanded, and there
were well-publicized problems of various com-
mercial banks here and abroad. In this environ-
ment, traders did worry about the relatively large
exposures of U.S. banks to Mexico and other
Latin American countries, and developing pres-
sures on the U.S. banking system were reflected,
to an extent, in a widening of yield spreads
between U.S. government obligations and pri-
vate credit instruments. But, with so much of the
total international credit exposures made up of
dollar-denominated claims, dollar-based institu-
tions were thought to be in a better position than
others to deal with emerging liquidity strains.
Moreover, individual institutions sought to aug-
ment their liquidity positions, especially in dol-
lars, against potential funding and cash-flow
problems and in advance of important statement
dates.

Meanwhile, prospects for economic recovery
remained gloomy, and concerns intensified that
many of the industrialized countries would tend
to rely more on protectionist measures to deal
with high and rising levels of unemployment and
slack business investment at home and would
welcome improvements in international competi-
tiveness in increasingly restricted export mar-
kets. These concerns tended to coalesce in Eu-
rope when several Scandinavian countries
devalued their currencies, at times by more than
private and official observers thought necessary
to regain competitive equilibrium. Market specu-
lation developed that several European govern-
ments would seek to adjust their currencies
downward, involving a realignment of the joint
European Monetary System (EMS) float. Within
that arrangement speculative selling pressures—
largely against the French and Belgian francs,
the Italian lira, and the Danish krone—intensi-
fied around mid-October. But these pressures
tended to moderate late in the period after official
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actions were taken by several countries to raise
domestic interest rates, to adopt domestic aus-
terity measures, or to increase international bor-
rowings. The monetary authorities of the EMS
member states intervened heavily as sellers of
dollars and, to a lesser extent, of currencies
trading at the top of the joint float arrangement.
Nonetheless, the EMS currencies as a group
declined substantially against the dollar.

Other international developments also rein-
forced the demands for dollars. These included
uncertainties over the future political sovereign-
ty of Hong Kong, which reportedly generated
flows of capital to North America, and aggravat-
ed hostilities in the Middle East, which kept alive
fears of disruption of the flow of internationally
traded oil. Certain currencies that had previously
offered clear alternatives to investment in dollar-
denominated assets also came under sometimes
unfavorable exchange market scrutiny, as partic-
ipants focused on unresolved political divisions
over economic, social, and foreign policies in a
number of countries. In Germany, Chancellor
Schmidt’s coalition government coilapsed over
disputes about economic policy. At first, the
prospect of a new government generated expec-
tations that the policy stalemate would be bro-
ken. But soon the market concluded that the new
coalition government might face serious difficul-
ties in winning a majority at upcoming federal
elections next spring and that, in the interim, it
had less room to reorient policies than had first
been hoped. Also, in Japan, Prime Minister
Suzuki unexpectedly announced that he would
not seek reelection, and uncertainty over his
successor clouded the outlook for the course of
Japanese economic policy.

To some extent, developments in the U.S.
current account also continued to support the
dollar, largely because economic activity that
was weaker than expected tended to limit the
deterioration in U.S. trade performance associat-
ed with the eroding price competitiveness of
U.S. exports. Thus, although many forecasters
projected a modest current account deficit in the
third quarter of 1982, few participants anticipat-
ed a major shift from equilibrium in the U.S.
current account until the domestic economy
moved decidedly out of recession. At the same
time, Germany’s current account had slipped
from surplus to near balance, and some analysts,

perceiving structural weaknesses in the German
economy, predicted only limited further im-
provement in Germany’s balance of payments in
the absence of a recovery in world demand and
output. At the same time, earlier optimistic fore-
casts of Japan's current account surplus were
scaled back further.

For these various reasons, the United States
was viewed relatively favorably on economic
and political grounds, and market participants
bid up the value of the dollar. On occasion,
however, the impact of these concerns on the
dollar was offset, as market participants focused
on actual and expected declines in U.S. interest
rates. In late August, for example, a shift in the
outlook for U.S. interest rates occurred. At
midyear Federal Reserve authorities had indicat-
ed that, in view of exceptional economic uncer-
tainty and strong liquidity demands, they would
tolerate monetary expansion at annual rates that
were somewhat higher than those that had been
targeted. Market participants, however, were
skeptical that declines in interest rates would be
sustainable so long as they expected an early
recovery in economic activity.

By late summer, however, evidence suggested
a deepening of the U.S. recession, a weakening
in short-term business credit demands, and a
slowing in money supply growth that brought the
narrow monetary aggregate—M I-—within the an-
nual growth range of 2% to 5% percent. By the
end of August, therefore, short-term U.S. mar-
ket rates had dropped about S percentage points
from the peak levels at the end of June, the
Federal Reserve had reduced its discount rate in
four steps from 12 to 10 percent, and market
participants had gained confidence that these
declines would stick. Also, with inflation abating
and with the Congress passing a tax increase,
bond yields dropped as much as 2 percentage
points in the midst of an unusually strong debt-
market rally, accompanied by record price in-
creases in the stock market. Abroad, interest
rates did not recede nearly so much, although
declines in production and output continued and
unemployment advanced further with a deepen-
ing of the recession in major foreign economies.
As a result, interest differentials favorable to the
dollar narrowed dramatically—for instance, on
three-month Eurodeposits from 7% to 3Vs per-
centage points vis-a-vis the German mark and
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from 9V to 4 percentage points against the Japa-
nese yen—and the dollar moved lower in the
exchange markets.

Early in October the dollar’s strengthening
trend was again temporarily interrupted. After
the Federal Open Market Committee meeting
early that month, it was announced that less
emphasis would be placed in the immediate
future on M1 as an operating target of monetary
policy and that somewhat more rapid growth of
the broader aggregates would also be tolerated in
an environment of extreme economic and finan-
cial uncertainty. As explained by Chairman
Volcker, financial innovation and institutional
change—such as the large volume of all savers
certificates about to mature and the new money
market deposit accounts to be introduced late in
1982—coupled with the still appreciable
strengthening in the desire for liquidity served to
distort M1 as a reliable policy guide. Also, the
rigid pursuit of targets in view of these develop-
ments would have had the practical effect of a
more restrictive policy than intended when the
targets were initially set out. Shortly after these
statements deemphasizing the role of M1, the
Federal Reserve cut the discount rate another 2
percentage point to 9% percent. In the market,
these actions were widely interpreted as a shift
toward greater monetary accommodation by the
U.S. authorities and generated expectations that
declines in U.S. money market and official inter-
est rates, which had stalled during September,
would again resume. Once again the dollar came
on offer in the exchange market.

But, as in August, the dollar’s decline proved
temporary and market psychology toward the
dollar remained positive. Few market partici-
pants regarded the shift in operating procedure
as an abandonment of the fight against inflation.
Moreover, substantial progress had already been
achieved in moving toward greater price stability
in this country, with wage, salary, and price
increases slowing markedly and unit labor costs
even more dramatically. In response, interest
rates in longer-term markets dropped another 1
percentage point in October alone. Yet, com-
pared with other countries, the decline in U.S.
nominal interest rates still lagged behind the
reduction of inflationary pressures, so that real
U.S. interest rates remained high, both absolute-
ly and relative to other countries. Furthermore,

foreign monetary authorities were expected to
take fuller advantage of what by this time ap-
peared to be sustainable declines in U.S. interest
rates to ease credit conditions in their econo-
mies. These expectations were confirmed when
official and market interest rates in major Euro-
pean countries declined considerably in the last
weeks of October.

Under these circumstances, financial markets
were impressed with anecdotal evidence suggest-
ing that foreign investors sought to benefit
from the continuing potential for price apprecia-
tion in U.S. domestic capital markets by invest-
ing in longer-term, dollar-denominated securi-
ties. While foreign purchases of these securities
were apparently financed largely out of existing
dollar-denominated assets, talk of foreign invest-
ment activity nonetheless had a positive psycho-
logical effect on the dollar and may have been
associated with renewed bidding for dollars in
the exchange market.

By the end of October the dollar reached
record highs against several of the continental
currencies, levels not seen in nearly 6 years
against the pound sterling and the Japanese yen,
and a 142-month high against the German mark.
On balance, for the 3-month period under review
the dollar rose 8% percent against the Japanese
yen, 6 percent against the Swiss franc, 5 percent
against the German mark, and 4Y% percent
against the pound sterling. With respect to the
Canadian dollar, however, the dollar declined
about 2 percent. On a trade-weighted basis the
dollar rose 434 percent.

The U.S. authorities intervened on four occa-
sions during the period when the dollar was bid
up sharply to higher levels in unsettled markets.
The Federal Reserve and the U.S. Treasury
intervened early in August and again early in
October to purchase $45.0 million equivalent of
German marks and $57.0 million equivalent of
Japanese yen. The German mark purchases were
split evenly between the Federal Reserve and the
Treasury. Of the total Japanese yen acquired,
$38.5 million equivalent was for the Federal
Reserve and $18.5 million equivalent was for the
U.S. Treasury.

In the August-October period, various short-
term financing arrangements were concluded in
support of Mexico’s efforts to strengthen its
economic and financial position. At the begin-

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



742 Federal Reserve Bulletin (0 December 1982

1. Drawings and repayments by foreign central
banks under reciprocal currency arrangements’

Millions of dollars; drawings or repayments (—)

2. Drawings and repayments by the Bank of Mexico
under special reciprocal currency arrangements!

Millions of dollars; drawings or repayments (—)

Out- August 1 Out- Out- August | Out-
Bank drawing on Federal standing, through standing, Drawings on standing, through standing,
Reserve System July 31, | October 31, | October 31, g July 31, QOctober 31, October 31,
1982 1982 1982 1982 1982 1982
. 700.0 } U.S. Treasury special
Bank of Mexico ........... 700.0 ~700.0 700.0 temporary facility 0 825.0 0
for $1,000 million .. { —825.0 }
1. Data are on value-date basis. . .
Drawings on special
combined credit
Sacility
. Federal Reserve
ning of the period, the Bank of Mexico had ;gggﬂi{ﬁ%ﬂy for 0 { 33?% } 192.5
outstanding a one-day $700 million drawing on its U.S.anlaasufry ss%eocoial '
. - acility for 0 438.8 357.5
swap line under the Federal Reserve’s reciprocal millioy 10T 2970 { 215 }

currency arrangements used to finance a short-
run liquidity need, which was repaid on August
1. Then, with the Mexican authorities proceeding
with the implementation of a previously an-
nounced stabilization program, the Bank of Mex-
ico again drew $700 million under its reciprocal
swap line with the Federal Reserve on August 4,
this time for a period of three months. The
Mexican authorities also arranged a temporary
new $1 billion swap facility with the U.S. Trea-
sury over the August 14-15 weekend, drew $825
million, and then on August 24 repaid the entire
drawing using an advance payment for oil from
the U.S. Department of Energy.

Meanwhile, negotiations among Mexico, the
U.S. Treasury, the Federal Reserve, and major
foreign central banks resulted in a multilateral
package to provide bridge financing to an Inter-
national Monetary Fund (IMF) standby credit.
The credit facility totaling $1.85 billion com-
prised $325 million with the Federal Reserve,
$600 million with the U.S. Treasury, and $925
million with the Bank for International Settle-
ments. During the period under review the Bank
of Mexico drew, for three months, $105 million
and $195 million on the Federal Reserve and
U.S. Treasury swaps respectively, as part of the
first $600 million it took down on the combined
facility. The Mexican authorities also made one
overnight drawing of $250 million on the com-
bined facility, which was repaid. The drawing
comprised $43.8 million on the Federal Reserve,
$81.2 million on the U.S. Treasury, and $125
million on the Bank for International Settle-
ments. Subsequently, the Bank of Mexico also
drew for three months $87.5 million on the
Federal Reserve and $162.5 million on the U.S.
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1. Data are on value-date basis.

Treasury, leaving $1 billion still available on the
entire combined credit facility as of October 31.

In other developments the U.S. Treasury pro-
vided $1.23 billion of short-term financing to
Brazil by arrangements that had been under
discussion since October. This additional short-
term liquidity was made available in conjunction
with economic policies adopted by Brazil at the
October meeting of its National Monetary Coun-
cil. The financing was provided under three swap
facilities. One drawing on the first $500 million
facility was made on October 28 for $350 million.
Other facilities made available in November,
when combined with the above-mentioned $500
million, totaled $1.23 billion and were announced
by President Reagan during his visit to Brazil in
the first week of December. The swap arrange-
ments represent bridging loans to Brazil’s draw-
ings under the Compensatory Financing Facility
of the IMF as well as on its reserve position with
the IMF.

3. Drawings and repayments by the Bank of Brazil
under special reciprocal currency arrangement
with the U.S. Treasury'

Millions of dollars; drawings or repayments (—)

Out- August | Out-
. standing, through standing,
Drawing on July 31, October 31, October 31,
1982 1982 1982
U.S. Treasury special
facility for $500
million ........... 0 350.0 350.0

1. Data are on value-date basis.
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4. U.S. Treasury securities, foreign currency
denominated!

Millions of dollars equivalent; issues or redemptions (—)

Amount of Amount of
commit- ‘?}:’rg(;]usth‘ commit-
Issues ments Octoberg31 ments
July 31, 1982 ’ October 31,
1982 1982
Public series
Germany ....... 2,610.6 —671.2 1,939.4
Switzerland . .. .. 458.5 0 458.5
Total ........... 3,069.1 -671.2 2,397.9

1. Data are on a value-date basis.

On September 1 the U.S. Treasury redeemed
additional securities denominated in German
marks equivalent to $671.2 million. After this
redemption, the Treasury had outstanding
$2,397.9 million equivalent of foreign currency
notes, public series, which had been issued in the
German and Swiss markets with the cooperation
of the respective authorities in connection with
the dollar-support program of November 1978.
Of the notes outstanding as of October 31, 1982,
a total of $1,939.4 million equivalent was denom-
inated in German marks and $458.5 million
equivalent was denominated in Swiss francs.

In the three-month period from August
through October, the Federal Reserve had no
profits or losses on its foreign currency transac-

5. Net profits or losses (—) on U.S. Treasury and
Federal Reserve current foreign exchange
operations

Millions of dollars

U.S. Treasury
) Federal
Period Reserve fxchange Seneral
Stabilization account
Fund

August 1 through October
31,1982, ...t 0 -.6 30.6

Valuation profits and
losses on outstanding
assets and liabilities as

of October 31, 1982 .... -771.9

~1,472.9 619.3

1. Data are on a value-date basis.

tions. The Exchange Stabilization Fund (ESF)
lost $0.6 million in connection with sales of
foreign currency to the Treasury general ac-
count, which the Treasury used to finance inter-
est and principal payments on foreign currency-
denominated securities. The Treasury general
account gained $30.6 million on the redemption
of German mark-denominated securities. As of
October 31, 1982, valuation losses on outstand-
ing balances were $777.9 million for the Federal
Reserve and $1,472.9 million for the ESF. The
Treasury general account had valuation gains of
$619.3 million related to outstanding issues of
securities denominated in foreign currencies. O
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Industrial Production

Released for publication December 15 In market groupings, output of consumer

goods contracted 0.5 percent in November, re-
Industrial production declined an estimated 0.4  flecting a reduction in auto and light truck assem-
percent in November. Cutbacks in output were  blies as well as declines in nondurable consumer
concentrated in motor vehicles, metals, and a goods, such as food and fuel. The reduced auto
number of business equipment industries. At assembly rate of 4.5 million units per year helped
135.6 percent of the 1967 average, the total index  contract automobile inventories. Production of
for November was 11.9 percent below its recent business equipment declined 0.5 percent, as con-

peak in July 1981. tinued sharp reductions in the output of manufac-
1967=100 1967=100
- — - 1
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All series are seasonally adjusted and are plotted on a ratio scale. Auto sales and stocks include imports. Latest figures: November.
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1967 = 100 Percentage change from preceding month Percentage
) e — change,
Grouping 1982 1982 Nov. 1981
— _ —_— to Nov.
Oct.r Nov.¢ July L Aug. Sept. l Oct. Nov. 1982
Major market groupings
Total industrial production .. ...... 136.2 135.6 1 -.3 -.8 -.8 -4 -7.3
Products, total ................... 139.4 138.9 4 -4 -1.0 -9 -4 ~-5.8
Final products ................. 138.6 138.1 3 -9 -1.0 -.9 —.4 -6.2
Consumer goods ............. 142.3 141.6 7 -1.2 -.6 -7 -.5 -1.7
Durable ................... 127.0 126.0 2.0 -3.2 -1.2 -33 -.8 -2.9
Nondurable................ 148.3 147.8 2 -3 -3 .1 -3 ~1.3
Business equipment .......... i 146.9 146.1 ~1.1 -6 ~2.4 -2.2 ~.5 —18.4
Defense and space ........... o 111.2 112.1 1.8 .0 .0 1.6 8 6.5
Intermediate products .......... 142.1 141.8 6 1.3 -.9 -9 -2 —4.6
Construction supplies......... 124.2 124.1 8 2.4 -13 -1.0 —.1 ~4.6
Materials ............ ... 131.2 130.4 -4 -2 -.5 -.8 -.6 -9.8
Major industry groupings
Manufacturing ................... 135.6 134.9 3 -.1 -7 -1.1 -.5 -7.0
Durable ....................... 121.3 120.3 3 -8 ~1.2 -1.7 -.8 -10.5
Nondurable. . . 156.3 156.0 3 8 .0 -4 -2 -2.7
Mining ........ . 116.6 116.2 8 -2.7 -1.6 1.4 -3 -18.9
Utilities . ...oovveinev i 168.2 167.2 0 .5 -.5 4 -.6 -1.0

p Preliminary. ¢ Estimated.

turing, power, and transit equipment were offset
in part by a rise in oil and gas well drilling
following ten months of steep decline in this
activity, Production of construction supplies
edged downward in November, and business
supplies declined further.

Production of materials was reduced 0.6 per-
cent—about the average rate of decline during
the three preceding months. Output of durable
materials decreased sharply, reflecting continued
cutbacks in the production of metals, particularly
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NoTe. Indexes are seasonally adjusted.

steel, and in the output of parts for consumer
durables and for equipment. Production of non-
durable materials was unchanged, and output of
energy materials declined.

In industry groupings, output of manufacturing
declined 0.5 percent in November, reflecting a
cutback of 0.8 percent in the production of
durables and a decline of 0.2 percent in nondura-
bles. Output of mining and production of utili-
ties were reduced 0.3 and 0.6 percent respective-
ly.
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Statements to Congress

Statement by Paul A. Volcker, Chairman, Board
of Governors of the Federal ‘Reserve System,
before the Joint Economic Committee of the
U.S. Congress, November 24, 1982.

I appreciate this opportunity to discuss with you
the current stance of monetary policy and some
problems for the future. Before responding to
certain questions directed to me about monetary
policy in your letters of October 18 and Novem-
ber 17, Mr. Chairman, I should first emphasize
that the basic thrust and goals of our policy are
unchanged since I testified before the Congress
on July 20. The precise means by which we move
toward our goals must take account of all the
stream of evidence we have on the behavior of
(and distortions in) the various monetary aggre-
gates, the economy, prices, interest rates, and
the like. But we remain convinced that lasting
recovery and growth must be sought in a frame-
work of continuing progress toward price stabil-
ity—and that the process of money and credit
creation must remain appropriately restrained if
we are to deal effectively with inflationary dan-
gers.

For that reason, we must continue to set forth
targets for growth in money and credit and to
judge the provision of bank reserves—our most
important operating instrument—in the light of
the trend in the growth of these aggregates. This
process necessarily involves continuing judg-
ments about just what growth in those magni-
tudes is appropriate in the short and longer run,
matters affected by institutional change as well
as by more fundamental economic factors.

As you are aware, the current job of develop-
ing and implementing monetary policy has been
complicated by regulatory decisions as well as by
recent developments in the economy and in our
financial markets. We have as a consequence (1)
made some technical modification in our operat-
ing procedures to cope with obvious distortions

in some of the monetary data, particularly M1,
and (2) accommodated growth in the various
monetary aggregates at rates somewhat above
the targeted ranges. The first of those decisions
was essentially technical. The latter decision is
entirely consistent with the view I expressed in
testifying before the Banking Committees in July
that the Federal Open Market Committee would
tolerate ‘‘growth somewhat above the targeted
ranges . . . for a time in circumstances in which
it appeared that precautionary or liquidity moti-
vations, during a period of economic uncertainty
and turbulence, were leading to stronger than
anticipated demands for money.”’

Unfortunately, the difficulties and complex-
ities of the economic world in which we live do
not permit us the luxury of describing policy in
terms of a simple, unchanging numerical rule.
For instance, the economic significance of any
particular statistic we label ‘‘money’’ can change
over time—partly because the statistical defini-
tion of money is itself arbitrary and the compo-
nents of the money supply have differing degrees
of use as a medium of exchange and liquidity.
That fact doesn’t make much difference in a
relatively stable economic, financial, and institu-
tional environment, but at times of rapid change
like the present, it can matter a great deal.

We also have to take account of varying lags—
never known with precision—between actions
today and their consequences later. We have to
try to disentangle the temporary and cyclical
from more persistent trends in relationships
among different measures of money and inflation
and economic activity. And we have to evaluate
the significance of developments abroad as well
as at home, as reflected in trade accounts and the
exchange rate, and of strains in the financial
structure itself.

As this suggests, the economic environment in
which we set policy—or policy itself—cannot be
condensed into a simple, one-dimensional state-
ment. Perhaps the essence of the problem and
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our approach can be better captured by a few
*‘yes—but’’ phrases.

Yes, we have broken the inflationary momen-
tum—but continuing vigilance and effort will be
essential to continue progress toward price sta-
bility. As you know, the broad price indexes this
year have been running at about half or less of
the peak levels reached two or three years ago.
As part of this disinflationary process, growth in
worker compensation in rominal terms has de-
clined to the area of 6 to 7 percent—but that
slower growth in nominal income has been con-
sistent with higher real wages as inflation has
moderated.

Price and cost trends in particular sectors of
the economy are mixed—reflecting in part lags in
the process of disinflation, the effects of long
wage contracts, international and exchange rate
developments, and the immediate effects of re-
cession on some prices—most particularly com-
modities. But there seems to me strong reason to
believe that the progress toward price stability
can be maintained—albeit at a slower rate—as
the economy recovers. For a time, unemploy-
ment and excess capacity should restrain costs
and prices and, of more lasting significance,
productivity growth should improve from the
poor performance of most recent years. Taken
together, restraint on nominal wage increases
and productivity growth should moderate the
increase in unit labor costs, which account for
about two-thirds of all costs. Real incomes can
rise as inflation slows, paving the way for further
progress toward stability.

To be sure, as the economy grows, some
factors holding down prices over the past year or
two will dissipate or be reversed. But large new
‘“‘price shocks™ in the energy or food areas
appear unlikely in the foreseeable future, sug-
gesting that a declining trend in the rise of unit
labor costs should be the most fundamental
factor defining the price trend.

That analysis would not hold, however, if
excessive growth in money and credit over time
came again to feed first the expectation, and then
the reality, of renewed inflation. Too much has
been ‘‘invested’’ in turning the inflationary mo-
mentum to lose sight of the necessity of carrying
through. There are clear implications, as [ will

elaborate in a moment, for fiscal as well as
monetary policy.

Yes, exceptional demands for liquidity can rea-
sonably be accommodated in a period of reces-
sion, high unemployment, and excess capacity—
but guidelines for restrained money and credit
growth remain relevant to insure against re-
newed inflation. A variety of specific and general
evidence strongly suggests that the desire to hold
cash and other highly liquid assets, relative to
income, has increased this year. Much of the
more rapid increase in M1 has been in interest-
bearing, negotiable order of withdrawal (NOW)
accounts, which did not exist a few years ago,
but which provide the basic elements of a sav-
ings, as well as a transaction, account. With
market interest rates falling, those accounts have
been relatively more attractive on interest rate
grounds alone, and they are a convenient means
of storing liquidity at a time of economic and
financial uncertainty. At the same time, the
broader aggregates appear to reflect some of the
same liquidity motivations, as well as the stron-
ger savings growth in the wake of the tax cut.
Most broadly, we can now observe, over a
period of more than a year, a distinct decline in
“‘velocity,”’ that is, the relationship between the

- gross national product and the monetary aggre-

gates. The velocity decline for M1, which is
likely to amount to about 3 percent from the
fourth quarter of 1981 to the fourth quarter of
1982, stands in sharp contrast to the average
yearly rise in velocity of 3 to 4 percent over the
past decade; it will be the first significant decline
in velocity in about 30 years. The velocities of
M2 and M3—which had been relatively trendless
earlier—have also declined significantly. While
some tendency toward slower velocity is not
unusual in the midst of recession, the magnitude
and persistence of the movement in 1982 are
indicative of a pronounced tendency to hold
more liquid assets relative to current income.
Without some accommodation of that prefer-
ence, monetary policy at the present time would
be substantially more restraining in its effect on
the economy than intended when the targets for
the various aggregates were originally set out
carlier this year.

At the same time, policy must take into ac-
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count the probability that the demands for liquid-
ity will, in whole or in major part, prove tempo-
rary, and that an excessive rise in money or other
liquid assets could feed inflationary forces later.
Elements of judgment are inevitably involved in
sorting out these considerations—judgments
resting on analysis of the economy, interest
rates, and other factors. But broad guidelines for
assessing the appropriate growth on the basis of
historical experience will surely remain relevant
and appropriate.

In that connection, I must note the implica-
tions of the future federal budgetary position. To
put the point briefly, the prospect of huge, con-
tinuing budgetary deficits, even as the economy
recovers, carries with it the threat of either
excessive creation of liquidity and inflation in
future years, or a ‘‘crowding out’ of other
borrowers as monetary growth is restrained in
the face of the Treasury financing needs, or a
combination of both. The problems flowing from
the future deficits are simply not amenable to
solution by monetary policy. Moreover, the con-
cern engendered in the marketplace works in the
direction of higher interest rates today than
would otherwise be the case, contrary to the
needs of recovery. I know something of how
difficult it is to achieve further budgetary sav-
ings, but I must emphasize again how important
it is to see the deficit reduced as the economy
recovers. Those looming deficits in fact are a
major hazard in sustaining recovery.

Yes, lower interest rates are critically important
in supporting the economy and encouraging re-
covery—but we also want to be able to maintain
lower interest rates over time. Since early sum-
mer, short-term interest rates have generally
declined 5 to 6 percentage points, and mortgage
and most other long-term rates have dropped 3 to
4 percentage points. While consumer loan rates
administered by banks and other financial insti-
tutions have lagged, they are also now moving
lower. There are clear signs of a rise in home
sales and building in response to these interest
rate declines, and other sectors of the economy
are benefiting as well.

We have also had experience in recent years of
sharp increases in interest rates curtailing eco-
nomic activity at times when recovery was in-

complete and unemployment high. Sudden large
fluctuations in interest rates contribute to other
economic and financial distortions as well. And
no doubt the fact that many interest rates remain
historically high, relative to the current rate of
inflation, reflects continuing skepticism over
prospects for carrying through the fight on infla-
tion.

In this situation, the Federal Reserve has
welcomed the declines in interest rates both
because of the support they offer economic activ-
ity and because they seem to reflect a sense that
the inflationary trend has changed. However, we
do not believe that progress toward lower inter-
est rates should—or for long in practice can—be
“forced’” at the expense of excessive credit and
money creation. To attempt to do so would
simply risk the revival of inflationary forces;
renewed expectations of inflation would soon be
reflected in the longer-term credit markets, dam-
aging prospects for the long-lasting expansion we
all want.

Turning to your explicit questions, Mr. Chair-
man, against this general background, I believe
most policymaking officials in the Federal Re-
serve share the general view that economic re-
covery will be evident throughout 1983, but at a
moderate rate of speed—probably slower than
during previous post-recession years. Unambig-
uous evidence that the recovery is already under
way is still absent, although encouraging signs
are evident in some rise in housing, in the
improved liquidity and wealth and reduced debt
positions of consumers, and in surveys reporting
that attitudes and orders may be stabilizing or
improving. The federal deficit, while fraught with
danger for the future, is of course providing
massive support for incomes at present.

What is crucially important—oparticularly in
the light of the experience of recent years—is
that we set the stage for an expansion that can be
sustained over a long period, bringing with it
strong gains in productivity and investment and
lasting improvement in employment. I have al-
ready emphasized the importance of progress
toward price stability to that outlook, and the
evidence that, with disciplined monetary and
fiscal policies, we can sustain that progress.

So far as the specific questions about mone-
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tary policy in your October 18 letter are con-
cerned, we have not, as you know, set any new
monetary targets for 1982. Current trends do
indicate that the various Ms will end the year
above the upper end of the target ranges, proba-
bly 2 to 1 percent for M2 and M3 and more for
M1 given the current distortions. Bank credit will
be close to the midpoint of its range. As 1
indicated at the start, the ‘‘overshoots,”” in the
context of today’s economic and financial condi-
tions, are consistent with the approach stated in
my July testimony.

No decision has been taken to change the
tentative targets for 1983. That matter will, of
course, be under intensive scrutiny over the next
two months, and the targets will be announced in
February.

For the time being we are placing much less
emphasis than usual on M1. That decision was
precipitated in early October entirely by the
likelihood that the data would be grossly distort-
ed in that month by the maturity of a large
volume of all-savers certificates, part of the
proceeds of which might be expected to, at least
temporarily, be placed in checking accounts in-
cluded in M1,

In about three weeks, the introduction of a
new ceiling-less account at financial institu-
tions—highly liquid and carrying significant
transaction capabilities—is likely to distort fur-
ther the M1 data. Judging by comments at the
last meeting of the Depository Institutions
Deregulation Committee, that account could rap-
idly be followed by a decision to approve a
ceiling-less account with full transaction capabil-
ities. These new accounts could have a large, but
quite unpredictable, influence on M1 for a num-
ber of months ahead as funds are reallocated
among various accounts. Moreover, the intro-
duction of market-rate transaction accounts will
very likely result in a different relationship and
trend of M1 relative to GNP over time. Increas-
ing confidence in the stability of prices and a
trend toward lower market interest rates might
also affect the desire to hold money over time.

Obviously, some judgments on those matters
will be necessary in setting a target for Ml in
1983 and in deciding upon the degree of weight to
be attached to changes in M1 in our operations.
Those problems should appropriately be de-

scribed as ‘“‘technical’’ rather than ‘‘policy”’ in
the sense that we will need to continue to be
concerned with the rate of growth over time of
the monetary aggregates, including transaction
balances.

The decisions taken in early October do point
to greater emphasis on M2 (and M3) in planning
the operational reserve path during this transi-
tional period. The link between reserves and M2
is looser and more uncertain than in the case of
M1, in large part because reserve requirements
on accounts included in M2, apart from transac-
tion balances, are very low or nonexistent.
(Transaction balances are about 17 percent of
M2.) Therefore once a reserve path is set, devi-
ations of M2 from a targeted growth range may
not, more or less automatically, be reflected in
substantial changes in pressures on bank reserve
positions or in money markets as is the case with
MI. Consequently, ‘“‘discretionary’’ judgments
may be necessary more frequently in altering a
reserve path than when the reserve path is fo-
cused more heavily on MI1. In that technical
sense, the operational approach has necessarily
been modified.

In sum, the broad framework of monetary
targeting has been retained, but greater emphasis
is for the time being placed on the broader
aggregates. The specific operating technique that
had been closely related to M1 has, by force of
circumstances, been conformed to that empha-
sis. Obviously, entirely apart from questions of
economic doctrine and contending approaches to
monetary control, so long as M1 is subjected to
strong institutional distortions, our techniques
must be adapted to take account of that fact.

An alternative operating approach suggested
by some of supplying and withdrawing reserves
with the intent of achieving a particular interest
rate target would suffer from several fundamen-
tal defects:!

1. That was not, as sometimes mistakenly thought, the
operating approach used before October 1979. Then, reserves
were provided with the aim of achieving and maintaining a
particular federal funds rate thought to be consistent with
targets for the monetary aggregates. The federal funds rate
was a means to achieving a monetary target and in principle
was to be handled flexibly. In practice, among other difficul-
ties, there appeared to be a reluctance to permit rates to vary
rapidly enough to maintain control of the aggregates.
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1. The body of theory or practice does not
provide a sufficiently clear basis for relating the
level of a particular interest rate to our ultimate
objectives of growth and price stability.

2. The implication that the Federal Reserve
could in fact achieve and maintain a particular
level of relevant interest rates in a changing
economic and financial environment is not war-
ranted.

3. The very concept and measurement of a
‘‘real’ interest rate, as called for in some propos-
als, is a matter of substantial ambiguity.

4. As a practical matter, attempts to target and
fix interest rates would make more rigid and tend
to politicize the entire process of monetary poli-
cy.

5. In current circumstances, with huge budget
deficits looming, a requirement that the Federal
Reserve set explicit interest rate targets is bound
to be interpreted as inflationary, and the rekin-
dling of inflationary expectations will work
against our objective.

I realize the several legislative proposals ad-
dressed to targeting interest rates would, on their
face, seem to call for interest rates as only one of
several targets. But interest rates would certainly
be the most obvious and sensitive target, and
those targets would be difficult to change. Other
evidence for a need to ‘‘tighten” or ‘‘ease”
would be subordinated, if not ignored.

As we approach the target-setting process for
1983, our objectives will—indeed as required by
law—continue to be quantified in terms of
growth in relevant money and credit aggregates.
We will have to decide how much weight to place
on M1 and other aggregates during a transitional
period, assuming new accounts continue to dis-
tort the data. In reaching and implementing those
decisions, the members of the FOMC necessarily
rely upon their own analysis of the current and
prospective course of business activity; the inter-
relationships among the aggregates, economic
activity, and interest rates; and the implications
of monetary growth for inflation. In other words,
the process is not a simple mechanical one, and it
seems to me capable of incorporating—within a
general framework of monetary discipline—the
elements of needed flexibility. We will also, as
part of that process, review whether technical
adjustments in procedures for establishing and

changing the reserve paths are appropriate. 1 will
be reporting our conclusions to the Congress in
February.

Mr. Chairman, you have suggested that our
monetary targets might reasonably be specified
as a single number, with a range above and
below. At times we have debated within the
FOMC the wisdom of such an approach (or
setting forth a single target number without a
range). My own feeling has been, and remains,
that a single number, with or without a range,
would convey a specious sense of precision, with
the result of greater pressure to meet a more or
less arbitrary number to maintain ‘‘credibility,”
even if developments during the year tend to
indicate some element of flexibility is appropriate
in pursuit of the targets.

To me, our present practice of setting forth a
range is preferable. When appropriate, we can
and should suggest the probability of being in the
upper or lower portion of the range, or suggest
what conditions could evolve in which something
other than the midpoints (or even an over- or
undershoot) would be appropriate. That ap-
proach seems to me to provide more informa-
tion—and more realism—than a single number
and is broadly consistent with present practice.

For similar reasons, I believe we need to
measure and target a variety of aggregates be-
cause, in a swiftly changing economic environ-
ment, any single target can be misleading. In that
connection, I believe an indication of total credit
flows broadly consistent with the monetary tar-
gets could be helpful. As you know, we now
provide such estimates for bank credit alone.

Given the limits of forecasting and analysis,
and the volatility of the data, I would question
the usefulness of further sectoral estimates. Even
with respect to total credit flows, there is consid-
erable looseness in relationships to economic
activity for periods as long as a year—and still
more for shorter periods. The theoretical frame-
work relating credit flows to other variables such
as the GNP or inflation is less fully developed
than in the case of monetary aggregates, and
credit flows are less directly amenable to control.
The enormous flows across international borders
pose large conceptual and statistical problems.
Our credit data are typically less complete and
up-to-date than monetary data.
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However, so long as those difficulties and
limitations are recognized—and some of them
are relevant with respect to the monetary aggre-
gates as well—I share the view that analysis of
credit flows can contribute to policy formulation.
To assist in that process, 1 will propose to the
Open Market Committee that estimates of the
expected behavior of a broad credit aggregate be
set forth alongside the monetary targets in our
next report.

I do strongly resist the idea of the Federal
Reserve as an institution forecasting interest
rates. No institution or individual is capable of
judging accurately the myriad of forces working
on market interest rates over time. Expectational
elements play a strong role—fundamentally ex-
pectations about the course of economic activity
and inflation but also, in the short run, expecta-
tions of Federal Reserve action. We could not
escape the fact that a central bank forecast of
interest rates would be itself a market factor. To
some degree, therefore, in looking to interest
rates and other market developments for infor-
mation bearing on our policy decisions, we
would be looking into a mirror. Moreover, the
temptation would always be present to breech
the thin line between a forecast and a desire or
policy intention, with the result that operational
policy decisions could be distorted.

While it seems to me inappropriate for a cen-
tral bank to forecast interest rates regularly,
analysis of key factors influencing credit condi-
tions and prices can be helpful at times. On
occasion, we have provided such analysis in the
past. My concern about the outlook for fiscal
policy is rooted in major part in such analysis
because the direction of impact on interest rates
seems to be unambiguous. 1 have also, on a
number of occasions, indicated that the recent
and even current level of interest rates appears
extraordinarily high, provided, as I believe, we
continue to make progress on the inflation front.
Perhaps, in our semiannual reporting, we can
more explicitly call attention to major factors
likely to influence short- or long-term interest
rates and the significance for various sectors of
the economy. But I do not believe interest rate
forecasting would be desirable or long sustain-
able, and would in fact be damaging to the policy
process.

Finally, Mr. Chairman, you have requested a
‘‘single composite forecast’” of the major eco-
nomic variables by FOMC members. As you are
well aware, our present practice is to set forth a
range of forecasts of individual FOMC members
of the nominal and real GNP, prices, and unem-
ployment. The fact is we have no single ‘‘Federal
Reserve’’ forecast, and there is no mechanism,
within a Committee or Board structure, to force
agreement on such a forecast by individual mem-
bers bringing different views, typically backed by
separate staff analysis, to the table. A simple
average-—possibly supported by no one—seems
to me artificial. The process of attempting to
force a censensus would certainly dilute the
product.

I would put the point positively. A range of
forecasts by individual FOMC members more
accurately conveys the range of uncertainty and
contingencies that must surround any forecast.
The seeming neatness and coherence of a single
forecast too often obscures the reality that a
variety of outcomes is possible; the very essence
of the policy problem is to assess risks and
probabilities—what can go wrong as well as what
can go right. A point forecast would likely be
treated more reverently than it would deserve,
and could even distort policy judgments in mis-
guided efforts to ‘‘hit’’ a forecast.

I can understand your concern that a range of
forecasts may be misleading if strongly influ-
enced by ‘‘outlying’’ opinions rather than reflect-
ing a more even dispersion of views. For that
reason, I would be glad to explore with the Open
Market Committee a procedure by which we
indicated the ‘‘central tendency’ of members’
views—assuming such a central tendency ex-
ists—as well as indicating the range of opinions.
Conversely, if the forecasts were evenly distrib-
uted within the range, we could so indicate. I
believe that approach would meet the objectives
you seek in a realistic and helpful manner.

In concluding this already long testimony, let
me say that we share the common goals of
achieving, in the words of the Employment Act
of 1946 and the Humphrey-Hawkins Act of 1978,
‘“‘Maximum employment, production, and pur-
chasing power”” and ‘‘full employment . . . (and)
reasonable price stability.”” Those objectives
have eluded us for too many years. We meet
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again today in particularly difficult circum-
stances, and there is a sense of frustration and
uncertainty among many.

But I also happen to believe we have come a
long way toward laying the base for economic
growth and stability: economic recovery should
characterize 1983, and that recovery can mark
the beginning of a long period of stable growth.

Obviously there are obstacles—interest rates
are still too high; inflation is down but not out;
there are strains in our financial system; we face
budget deficits that are far too high; we are
tempted to turn inward or backward for quick
solutions that ultimately cannot work. But it is
also plainly within our capacity to deal with
those threats—provided only that we have a
strong base of understanding among us, that we
resolve to act when action is necessary, and that

we have the patience and wisdom to refrain from
actions that can only be destructive.

You are leaving the Congress after 28 years,
Mr. Chairman. Through that time, you have
consistently provided constructive leadership to
the effort to raise the level of economic discus-
sion in general—and of the dialogue between the
Congress and the Federal Reserve in particular, I
happen to believe strongly in the independence
that the Congress has provided the Federal Re-
serve through the years—but also in the need for
close and continuing communication with the
Congress and the administration. I presume that
this is the last time I will appear before you
personally in this forum, but the dialogue will
continue to benefit from your efforts, your initia-
tive, and your sense of commitment in more
ways than you may realize, |

Statement by J. Charles Partee, Member, Board
of Governors of the Federal Reserve System,
before the Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, December 10, 1982.

I am happy to appear before this committee to
discuss the Federal Reserve’s involvement with
the Penn Square Bank. Let me state at the outset
that the Federal Reserve’s involvement was lim-
ited to its role as a lender of last resort and
regulator of Penn Square Bank’s parent bank
holding company and to a general concern over
the impact of bank failures on the orderly opera-
tion of the nation’s financial system.

As a lender of last resort, the Federal Reserve
provides essential credit to depository institu-
tions for the purpose of providing temporary
liquidity in times of need. The lending function of
the Federal Reserve is conducted through the
District Federal Reserve Banks, which operate
under broad guidelines established by the Board
in Washington. In the case of Penn Square Bank,
the Federal Reserve Bank of Kansas City was
the lending bank. The President of the Kansas
City Reserve Bank has appeared before a con-
gressional committee to explain the Reserve
Bank’s loans to Penn Square Bank in detail, and
his testimony is a matter of public record. Brief-
ly, the relevant facts are as follows.

On June 30, Penn Square Bank requested, and
was granted, a $20 million loan from the Federal
Reserve Bank of Kansas City. This loan was
supported by a pledge of $26.3 million of Penn
Square Bank’s customer notes. The loan was
repaid the next day. Friday, July 2, the bank
again borrowed, this time in the amount of $5.7
million that was collateralized by $39.4 million of
Penn Square Bank's customer notes.

Over the weekend of the Fourth of July, the
Federal Reserve Bank was notified by the Comp-
troller of the Currency that the Penn Square
Bank’s current loan losses and potential loan
losses arising from irregularities in loan docu-
mentation and in other business practices would
extinguish the bank’s capital funds. The Comp-
troller also informed the Federal Reserve that the
Penn Square Bank would be unable to meet the
demands of its depositors and creditors from
private funding sources. In response to the
Comptroller’s evaluation of the bank’s asset
portfolio, its capital position, and the dissipation
of its private funding sources, the Federal Re-
serve Bank notified the Comptroller of the Cur-
rency of its intention not to extend credit to the
bank under these circumstances. Subsequently,
the Comptroller declared the bank insolvent, and
it was closed on July 6. The Federal Deposit
Insurance Corporation, as receiver, paid the $5.7
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million loan owing to the Federal Reserve Bank
of Kansas City, which released the collateral to
the receiver.

The Federal Reserve also functioned as the
regulator of the bank’s parent company, First
Penn Corporation. The condition of First Penn
Corporation was essentially reflective of the con-
dition of the bank because the parent company
was a “‘shell’” principally serving as a vehicle to
hold the stock of the bank. As is the case when
the holding company owns a national bank, the
Reserve Bank relied on the findings of the Comp-
troller with respect to the bank’s condition. The
Federal Reserve Bank of Kansas City inspected
the First Penn Corporation on two occasions
between the beginning of 1981 and the time the
bank failed in July 1982. There was no evidence
that any of the activities of the holding company
contributed to or were in any way responsible for
the difficulties of the Penn Square Bank. Indeed,
virtually all of the parent company’s assets were
represented by deposits with, investments in, or
loans purchased from the Penn Square Bank.

In the context of the Board’s concern over the
effect of the failure of Penn Square Bank in the
markets generally, the Federal Reserve explored
possible alternatives to liquidation of the bank.
Given the circumstances and the short period of
time available to arrange an alternative solution,
however, it became clear on Monday, July 5,
that the bank was destined for liquidation.

Before the closing, the Federal Reserve was
notified that the Penn Square Bank had a sub-
stantial amount of uninsured deposits from finan-
cial institutions. Under the receivership, the un-

insured depositors were to be given ‘‘receiver’s
certificates” in amounts equal to the uninsured
portion of their respective deposits. In response
to the potential liquidity needs of these financial
institutions, the Federal Reserve announced that
the receiver’s certificates would be acceptable as
collateral for advances at the Federal Reserve
discount window. Since the failure of the Penn
Square Bank, the Federal Reserve has received
only a limited number of discount window bor-
rowing requests from these institutions. As of
today, there are no loans outstanding that are
secured by receiver’s certificates.

The Federal Reserve has also reviewed the
Penn Square episode to determine the capacity
of existing bank laws and regulations to handle a
similar situation should it occur in the future. In
our judgment, current banking statutes and regu-
lations and the supervisory tools available to
federal bank regulators are adequate at present
to oversee the safety and soundness of our
nation’s banking system. We would point out,
once again, that the failure of Penn Square
resulted from an extreme emphasis on growth at
the expense of sound lending and funding prac-
tices, and in the absence of proper management
oversight and controls. The extremely unsound
banking practices that caused the failure of the
Penn Square Bank represent an isolated instance
and are not characteristic or typical of most
commercial banks or depository institutions gen-
erally. Indeed, the evidence we have continues
strongly to indicate that the overwhelming ma-
jority of banks are being operated in a sound and
prudent manner. O
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Announcements

CHANGE IN DISCOUNT RATE

The Federal Reserve Board announced a reduc-
tion in the discount rate from 9% to 9 percent,
effective November 22, 1982. The discount rate
is the interest rate that is charged for borrowings
from the District Federal Reserve Banks.

The further half-point reduction in the dis-
count rate, which is broadly consistent with the
prevailing pattern of market rates, was taken
against the background of continued progress
toward greater price stability and indications of
continued sluggishness in business activity and
relatively strong demands for liquidity.

The Board acted on requests from the direc-
tors of the Federal Reserve Banks of Boston,
New York, Philadelphia, Richmond, Atlanta,
Chicago, St. Louis, Minneapolis, Kansas City,
and San Francisco. Subsequently, the Board
approved similar requests from the directors of
the Federal Reserve Bank of Dallas, effective
November 23, and the Federal Reserve Bank of
Cleveland, effective November 26, 1982.

ACH SERVICE: REVISED FEE SCHEDULE

The Federal Reserve Board has announced a
revised fee schedule for its automated clearing-
house service and also changes in the Federal
Reserve’s procedures for administering clearing
balances.!

ACH Service Fee Schedule

The Monetary Control Act of 1980 requires that
the Federal Reserve establish fee schedules for
its ACH service and for other Federal Reserve
services, according to pricing principles estab-

1. Anautomated clearinghouse (ACH) is a computer facili-
ty for sorting and settling electronically originated payments,
instead of payments originated by checks.

lished by the Board. The Board began charging
for ACH services, based on pricing principles
published earlier, in August 1981. In adopting the
1981 fee schedule for ACH services, the Board
recognized that ACH service was in the process
of development and had not yet reached a mature
level. In recognition of this fact, the Board
established 1981 fees on the basis of what it
regarded as a mature volume of ACH items,
expected to be achieved in about five years, with
the objective of promoting the continuing devel-
opment of the ACH service in the public interest.
The Board said it would review its ACH pricing
policy annuaily.

In reviewing its ACH pricing policy in April
1982, the Board decided it was appropriate to
continue providing a measure of such encourage-
ment. However, to provide the private sector
with information as to when full cost-recovery
pricing would begin, the Board decided on a
schedule that calls for increasing ACH fees by 20
percent annually, permitting ACH fees to be set
in 1985 to recover 100 percent of the costs
incurred in providing commercial ACH services.
The Board has therefore adopted the following
schedule, which will be in effect in 1983, de-
signed to recover 40 percent of the current costs
of providing ACH services.

Fee schedule cents

Day-cycle cost
Intra-ACH

Debits originated ....... ... ... 2.0

Credits TECEIVEd . ..ot e ettt et ey 4.0
New York intra-ACH

Debits originated ...... ... ... . 1.0

Credits received ... ooi i e 2.0
Inter-ACH

Debits originated ........ ... i e 35

Credits received .. .. ... e 5.5
New York inter-ACH

Debits originated .......... . i e 2.5

Credits received . ........... .o 3.5

Night-cycle surcharge
Intra- and inter-ACH

Debits originated ............ ... 5.0
New York intra- and inter-ACH
Debits originated .. ... ..ottt 5.0
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The basic structure of the new ACH fee sched-
ule is the same as the current fee schedule. But
the new schedule also recognizes that benefits
accrue to receivers of credits arising from re-
duced costs and from improved availability of
funds that are not realized by originators of
daytime debits. Consequently, the fees for re-
ceivers of ACH credits will be higher, in general,
than for originators of ACH debits.

Clearing Balance Procedures

To improve the flexibility of Reserve Banks in
meeting the needs of institutions holding clearing
balances with the Federal Reserve, the Board
approved two changes in procedures governing
the establishment and maintenance of clearing
balances. Clearing balances are balances main-
tained with the Federal Reserve by a depository
institution for settling fund transfers cleared
through the Federal Reserve. These balances
earn credits that institutions may use to pay for
Federal Reserve services. The changes, to be
effective January 27, 1983, or as soon thereafter
as possible, are as follows:

1. To permit any depository institution desir-
ing a clearing balance to have one. Current
procedures vary widely among Reserve Banks,
with some Banks allowing clearing balances only
for institutions that have zero or small reserve
balances and other Banks allowing clearing bal-
ances for some larger banks as well.

2. For pure clearing balance and mixed ac-
counts, to revise the current carryover limit of 2
percent of the required clearing balance plus
required reserves by providing penalty-free
bands on either side of the total required balance
equal to the greater of $25,000 or 2 percent of the
required clearing balance. Any institution hold-
ing a balance within these bands would receive
earnings credits on the actual clearing balance
held and would not incur penalties for defi-
ciences. The lower bound of the penalty-free
band would be truncated at the point at which the
total maintained balance equals the required re-
serve balance. Thus, an institution could not use
the penalty-free band on its clearing balance to
lower its effective reserve requirement. Carry-
over would be allowed for amounts outside the
penalty-free bands but within current carryover

limits. Institutions with only a reserve balance
would remain under current carryover rules.

The Board’s clearing balance policy that these
changes amend was published in the BULLETIN,
vol. 67 (March 1981), pp. 247-52.

CONSUMER ADVISORY COUNCIL:
NEW MEMBERS

The Federal Reserve Board has named 13 new
members to its Consumer Advisory Council to
replace members whose terms are expiring, and
has designated a new Council Chairman and Vice
Chairman.

Ms. Susan Pierson De Witt was named Chair-
man to succeed Mrs. Charlotte H. Scott. Ms. De
Witt is Assistant Attorney General and Chief of
the Consumer Protection Division for the State
of Illinois.

Mr. William J. O’Connor, Jr., a partner in a
law firm in Buffalo, New York, succeeds Dr.
Margaret Reilly-Petrone as Vice Chairman.

The Council advises the Board in the field of
consumer financial protection laws and other
consumer-related matters. Its members come
from all parts of the country and include a broad
representation of consumer and financial indus-
try interests. The Council meets several times a
year in sessions open to the public.

The 13 new members named for 3-year terms
are as follows:

James G. Boyle, Austin, Texas, is a consumer law
specialist and a director of the Texas Consumer Asso-
ciation. Mr. Boyle formerly served as director of
governmental relations for the Consumer Federation
of America in Washington, D.C.; was on the board of
directors of the National Consumer Law Center in
Boston; founded the National Coalition for Consumer
Education; and cofounded the Consumer Law Section
of the State Bar of Texas.

Thomas L. Clark, Jr., White Plains, New York,
Deputy Superintendent of Banks, New York State
Banking Department since 1976, is in charge of the
Consumer Affairs Division, which supervises state-
chartered and licensed financial institutions. Mr. Clark
is a member of the Governor’s Interagency Task Force
on Small Business and the Governor’s Minority Busi-
ness Executive Committee.

Jean A. Crockett, Philadelphia, Pennsylvania, Pro-
fessor of Finance at the Wharton School of Finance of
the University of Pennsylvania, has been at Wharton
since 1955. She is the author of numerous publications
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on interest rates, cénsumption, savings, and invest-
ment. Dr. Crockett is chairman of the board of direc-
tors of the Federal Reserve Bank of Philadelphia, and
previously served on the Federal Reserve Board’s
Truth in Lending Advisory Committee. She is also on
the board of directors of the American Finance Asso-
ciation and the National Bureau of Economic Re-
search.

Richard F. Halliburton, Kansas City, Missouri,
Deputy Director of Legal Aid of Western Missouri,
acts as a statewide consumer law resource to legal
services attorneys, and has litigated a variety of con-
sumer issues in both state and federal courts. Mr.
Halliburton has discussed consumer law issues on
local radio and television shows, and has lectured
before consumer and community groups and classes.
He has also engaged in a number of consumer educa-
tion activities.

Charles C. Holt, Austin, Texas, Professor at the
Management Department of the University of Texas,
has served from 1977 until recently as the director of
the University’s Bureau of Business Research. Dr.
Holt was formerly principal research associate at the
Urban Institute in Washington, D.C., and before that
chaired the Social Systems Research Institute at the
University of Wisconsin. He was also professor of
economics at the University of Texas, at the London
School of Economics, and at the Graduate School of
Industrial Administration, Carnegie Institute of Tech-
nology.

Kenneth V. Larkin, San Francisco, California, Ex-
ecutive Vice President of the Bank of America, has
been with the bank for 37 years. From 1967 to the
present, Mr. Larkin served as director of marketing
and has been in charge of installment credit and credit
card activities within the bank. He is currently senior
consultant to the bank on global retail banking and on
the boards of directors of VISA U.S.A., VISA Inter-
national, Finance America Corporation, the California
Bankers Association, and the Student Loan Marketing
Association.

Timothy D. Marrinan, Minneapolis, Minnesota, As-
sistant Vice President and L.egal Counsel of First Bank
System, is responsible for First Bank System’s com-
pliance with the consumer financial protection regula-
tions. He is faculty adviser for the American Bankers
Association Graduate Compliance School and former
dean of its National Compliance School. Mr. Marrinan
is also a frequent lecturer at the University of Colora-
do’s Graduate School of Banking and at the Herbert
Prochnow Graduate School of Banking at the Univer-
sity of Wisconsin. He has authored several articles on
issues facing the financial industry and is a member of
the Consumer Bankers Association Lawyers Commit-
tee and of the American Bar Association’s Committee
on Consumer Financial Services.

Elva Quijano, San Antonio, Texas, Vice President
and Executive Professional Officer of the Republic
Bank of San Antonio, had formerly served as Execu-
tive Vice President of Plaza Bank, N.A. With more
than 25 years of banking experience, Ms. Quijano is an

active member of the American Institute of Banking,
the National Association of Bank Women, and the
National Bankers Association. In 1980, she served on
the task force of women in business at the White
House Conference on Small Business.

Janet M. Scacciotti, Providence, Rhode Island,
President and Chief Executive Officer of Guild Loan
and Investment Company, a consumer financial serv-
ices company and a subsidiary of Old Stone Corpora-
tion, has been primarily involved in developing and
implementing new consumer savings products. Ms.
Scacciotti also serves as a director of the Rhode Island
Share and Deposit Indemnity Corporation, which in-
sures credit union, loan and investment company, and
bank deposits.

Glenda G. Sloane, Washington, D.C., Director of
Housing and Community Development, Center for
National Policy Review at Catholic University School
of Law, monitors fair housing laws to ensure equal
access to housing and housing finance for minorities
and women through participation in the regulatory and
legislative processes and in litigation. Mrs. Sloane
serves as chairwoman of the Housing Task Force of
the Leadership Conference on Civil Rights and as a
board member of the National Low-Income Housing
Coalition. She formerly served on the U.S. Depart-
ment of Housing and Urban Development’s Task
Force on Housing Costs and on the board of directors
of the National Housing Council.

Henry J. Sommer, Philadelphia, Pennsylvania, Su-
pervising Attorney with Community Legal Services,
Inc., has held legal services positions since 1974, and
now serves as lead counsel on a variety of federal and
state consumer cases. Mr. Sommer is also involved in
a wide range of teaching, consulting, and community
activities, and he has recently authored a practice
manual for the handling of consumer bankruptcy
cases. Mr. Sommer is an associate member of the
National Bankruptcy Conference and belongs to the
National Lawyers Guild and the National Organiza-
tion of Legal Services Workers.

Winnie F. Taylor, Gainesville, Florida, joined the
faculty of the Holland Law Center at the University of
Florida in 1979. As an associate professor, she teaches
contracts, consumer law, and other subjects in the
consumer—commercial law areas. Since 1978, she has
served as a consultant to credit unions in identifying
and seeking resolution to consumer regulatory compli-
ance problems. Professor Taylor has lectured on the
Equal Credit Opportunity Act nationally, and has
appeared on radio and television regarding the resolu-
tion of credit discrimination problems. Her previous
experience includes two years as a law fellow at the
University of Wisconsin School of Law and private
practice in Rochester, New York, where she handled
corporate and consumer-related matters.

Michael M. Van Buskirk, Columbus, Ohio, Commu-
nity Development Officer of Banc One Corporation
since 1979, directs numerous community redevelop-
ment initiatives for the holding company and affiliated
banks and coordinates compliance with consumer and
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community regulations. From 1974 to 1979, Mr. Van
Buskirk served as administrative assistant to Con-
gressman Chalmers Wylie and was involved in the
development of many of the consumer banking laws
enacted during that period. He chairs the Financial
Institutions Committee of the Governor’s Task Force
on Small Business Financial Incentives; the Ohio
Advisory Committee on Community Education; the
Columbus-Franklin County PIC (private sector repre-
sentatives who administer federal manpower training
programs); and the Federal Legislative Committee of
the Ohio Bankers Association.

REGULATION D: AMENDMENTS

The Federal Reserve Board on November 17,
1982, revised a temporary amendment to Regula-
tion D (Reserve Requirements of Depository
Institutions) adopted October 5 that made certain
time deposits subject to the reserve requirements
that apply to transaction accounts. The amend-
ment affected time deposits linked to a line of
credit on which checks or similar third-party
transfers may be drawn.

The amendment exempted such time deposit
arrangements established before October 35,
1982, but provided that if such a grandfathered
deposit is extended, or matures and is renewed,
the funds will become subject to the reserve
requirements that apply to transaction accounts.

The Board has determined to expand the
grandfather provisions of the amendment by
exempting from the definition of transaction ac-
count such time deposits that mature and auto-
matically renew on or before December 31, 1982.
This action was taken to avoid adversely affect-
ing, pending final Board action, some institutions
that have been unable to exercise options to
terminate such arrangements.

The expansion will provide institutions time to
decide whether to terminate these arrangements
and to notify depositors of any such decisions. It
will also cllow institutions to offer, as an alterna-
tive to these arrangements, the new money mar-
ket deposit approved, effective December 14, by
the Depository Institutions Deregulation Com-
mittee (DIDC).

The Federal Reserve Board has also amended
Regulation D to coordinate the end of the phase-
in of reserve requirements for member banks
under the Monetary Control Act with the start of

contemporaneous reserve accounting on Febru-
ary 2, 1984. Member banks, and certain other
institutions that are required to maintain reserves
in the same way as member banks, are phasing
down to the generally lower reserve require-
ments of the Monetary Control Act that were
previously scheduled to end March 1, 1984.

REGULATIONS D AND (: AMENDMENTS

The Federal Reserve Board has amended its
Regulation D (Reserve Requirements of Deposi-
tory Institutions) and Regulation Q (Interest on
Deposits) to implement recently enacted legisla-
tion affecting reserve requirements and the avail-
ability of negotiable order of withdrawal (NOW)
accounts.

The Garn-St Germain Depository Institutions
Act of 1982 provides that the first $2 million of
reservable liabilities in depository institutions
are to be subject to a zero percent reserve
requirement; that depository institutions are to
be authorized to issue a new type of account,
designated a money market depository account
(MMDA), to be competitive with money market
mutual funds; and that governmental units are
eligible to maintain NOW accounts.

To conform its regulations to the requirements
of the Garn-St Germain Act affecting reserve
requirements, the Board revised Regulation D as
follows:

1. Effective with the reserve computation pe-
riod beginning December 9, 1982, and with the
reserve maintenance period beginning December
23, the first $2.1 million in deposits subject to
reserve requirements at depository institutions
are subject to a zero percent reserve require-
ment. The exemption amount of $2.1 million
takes into account the growth in deposits for the
one-year period ending June 30, 1982, as re-
quired by the act.

This change will completely exempt some
24,600 institutions, including about 18,400 insti-
tutions with total deposits of less than $2 million
that have previously been exempted from re-
serve requirements by Board order, or that have
no reservable liabilities.

Institutions that are now reporting their re-
serve liabilities to the Federal Reserve should
continue to report until further notice, even if
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they are exempt from holding reserves under this
provision of the act.

2. With respect to the new money market
deposit account authorized by the Garn-St Ger-
main Act, the Depository Institutions Deregula-
tion Committee (DIDC) has authorized deposi-
tory institutions to issue an MMDA with the
following principal features: an account available
to all depositors, including businesses; no regula-
tory interest rate ceiling so long as a balance of
$2,500 is maintained; up to six automatic or
preauthorized transfers monthly, up to three of
which can be by draft; and no restriction on
withdrawals made in person, by messenger, or
by mail.

The DIDC also authorized—but said it would
reconsider at its December 6 meeting—unlimited
telephone transfers by the account holder from
an MMDA to other accounts of the depositor at
the same institution.

The act and its legislative history provide that
the MMDA account is not to be subject to
transaction account reserve requirements (gen-
erally, 12 percent) even though up to six third-
party transfers, including up to three by draft,
are permitted. The Board established for such
accounts the same reserve requirements that
apply to savings accounts: a (0 percent require-
ment for personal MMDAs and a 3 percent
requirement for nonpersonal MMDAs.

For MMDASs established with telephone trans-
fer privileges beyond the six authorized trans-
fers, the transaction account reserve require-
ment of 12 percent will apply.

The reserve percentages are those that will
apply when the current phasing-in of new reserve
requirements under the Monetary Control Act is
completed. Member banks are phasing down to
the new requirements on a 3%-year schedule to
end in February 1984. Nonmember institutions
are phasing up to the reserve requirements of the
Monetary Control Act over a period ending in
September 1987.

The Board also amended its Regulation Q to
authorize member banks to permit governmental
units—not previously eligible—to place deposits
in NOW accounts. This action, which was taken
to conform Regulation Q to provisions of the
Garn-St Germain Act, was effective October 15,
1982. Entities eligible to maintain NOW accounts
as a result of this action include the federal

government, state governments, county and mu-
nicipal governments and their political subdivi-
sions, the District of Columbia, the Common-
wealth of Puerto Rico, American Samoa, Guam,
and any territory or possession of the United
States and their political subdivisions.

Finally, under the terms of the Monetary Con-
trol Act of 1980, the Board increased from $26
million to $26.3 million the amount of transaction
account deposits subject to a reserve require-
ment ratio of 3 percent. The Monetary Control
Act requires that this low reserve tranche be
recalculated yearly based on the change in total
transaction accounts at all depository institutions
determined as of June 30.

PROPOSED ACTION

The Federal Reserve Board has invited public
comment on an application by Hongkong and
Shanghai Banking Corporation, together with
three other banking organizations, to establish an
office in New York City to provide certain ser-
vices in connection with foreign exchange opera-
tions. The Board has requested comment by
December 17, 1982.

NEW PAMPHLET

The Board of Governors has published a new
pamphlet, ‘‘Processing Bank Holding Company
and Merger Applications.”” Designed as a com-
pact reference, the pamphlet assists an applicant
banker in preparing and filing an application to
merge two banks or to form a bank holding
company, explains the application processing
steps, and outlines the relevant factors the Sys-
tem must consider in every application. The
pamphlet is available free of charge from Publi-
cations Services, Board of Governors of the
Federal Reserve System, Washington, D.C.
20551.

REGULATION T: AMENDMENT
The Federal Reserve Board has amended Regu-

lation T (Securities Credit by Brokers and Deal-
ers) to specify the characteristics of private mort-
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gage passthrough securities that may be used as
collateral for margin credit, effective January 17,
1983.

The amendment added a provision to the defi-
nition of an over-the-counter (OTC) margin
bond, on which broker and dealers may extend
good faith credit. The final rule requires (1) an
original issue (rather than an outstanding princi-
pal amount at the time credit is extended) of
$25,000,000 that may be sold in a separate series;
(2) current filings with the Securities and Ex-
change Commission; and (3) a reasonable basis
for belief by the selling broker that the servicing
agent is passing through the mortgage interest
and principal payments and meeting other mate-
rial terms of the offering.

SYSTEM MEMBERSHIP:
ADMISSION OF STATE BANKS

The following banks were admitted to member-
ship in the Federal Reserve System during the
period November 11 through December 10, 1982:

Arizona
Tempe ................... Rio Salado Bank
Florida
Sunrise ........ First State Bank of Broward
Montana
Livingston ............... Montana Bank of
Livingston
Virginia
Floyd ................... Blue Ridge Bank
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Meeting Held on October 5, 1982
Domestic Policy Directive

The information reviewed at this
meeting suggested that real GNP had
changed little in the third quarter,
following an increase at an annual
rate of about 2 percent in the second
quarter. Average prices, as mea-
sured by the fixed-weight price in-
dex for gross domestic business
product, were continuing to rise
more slowly than in 1981.

The nominal value of retail sales
fell nearly 1 percent in August, ac-
cording to the advance report, re-
turning to the sharply reduced June
level. Sales declines were particular-
ly marked at automotive outlets and
at general merchandise, apparel, and
furniture and appliance stores. Sales
of new domestic automobiles in-
creased slightly in August to an an-
nual rate of 5.3 million units; sales
rose further to an annual rate of 6
million units in the first 20 days of
September, apparently in response
to purchase incentives offered by
manufacturers in an effort to reduce
excess stocks of 1982 models.

After having changed little in July,
the index of jindustrial production
declined 0.5 percent in August to a
level about 1 percent below its sec-
ond-quarter average and more than
10 percent below its prerecession
level in July 1981. Production of
consumer goods fell in August, fol-
lowing a sizable advance over the
preceding four months, and output
of business equipment continued to
drop at a rapid rate. Output of de-
fense and space equipment expand-
ed further. Limited information cur-
rently available for September was
generally indicative of some further
decline in production.

http://fraser.stlouisfed.org/
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Nonfarm payroll employment fell
further in August, mainly reflecting
sizable job losses in the manufac-
turing and trade sectors. In contrast
to the payroll data, the survey of
households indicated an increase in
employment, and the unemployment
rate was unchanged at 9.8 percent.
But initial claims for unemployment
insurance rose to a new high in mid-
September, suggesting further dete-
rioration in the labor markets.

The Department of Commerce
survey of business spending plans
taken in late July and August sug-
gested that businesses had again re-
duced their spending plans for 1982.
The survey results indicated that
current-dollar expenditures for plant
and equipment would rise only ¥ of
a percent in 1982, compared with an
estimated 2% percent in the May
survey and 7Ya percent in the Febru-
ary survey. Actual expansion in 1981
was about 8% percent.

Private housing starts fell in Au-
gust to an annual rate of 1.0 million
units, reversing much of the substan-
tial increase in July. While starts in
August were above the average in
the second quarter, they remained
quite low by historical standards.
Sales of existing homes declined 5
percent in August to the lowest
monthly pace since 1970, while sales
of new homes continued at the slug-
gish pace of recent months.

The producer price index for fin-
ished goods rose 0.6 percent in Au-
gust, the same as in July. The con-
sumer price index rose only 0.3
percent in August; food prices de-
clined for the second consecutive
month and energy prices leveled off
after increasing sharply over the pre-
ceding three months. So far this year
the producer price index and the
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consumer price index had risen at
annual rates of about 3% percent and
5 percent respectively. In recent
months the advance in the index of
average hourly earnings had re-
mained considerably less rapid than
during 1981.

In foreign exchange markets the
trade-weighted value of the dollar
had risen about 5 percent over the
period since the last FOMC meeting.
The dollar’s strength reflected in
part a continuing concern in the mar-
ket about economic and financial
difficulties abroad and also some
firming of U.S. interest rates relative
to foreign rates after a considerable
drop earlier. The U.S. foreign trade
deficit rose sharply in August, re-
flecting primarily a substantial re-
bound in nonpetroleum imports. The
deficit on average in July and August
was at a rate well above that for the
first half of the year, mainly because
of increased imports of oil.

At its meeting on August 24, the
Committee had agreed to continue
seeking behavior of reserve aggre-
gates consistent with growth of Ml
and M2 from June to September at
annual rates of about 5 percent and
about 9 percent respectively. It had
also agreed that somewhat more rap-
id growth in the monetary aggregates
would be acceptable depending upon
evidence that economic and finan-
cial uncertainties were leading to ex-
ceptional liquidity demands and
changes in holdings of financial as-
sets. The intermeeting range for the
federal funds rate, which provides a
mechanism for initiating further con-
sultations of the Committee, was set
at 7 to 11 percent.

Following three months of weak-
ness, M1 grew at an annual rate of
about 10%: percent in August and
appeared to have grown more rapid-
ly in September. Much of the
strength of M1 was accounted for by
rapid growth in other checkable de-
posits, but demand deposits also ex-
panded in both months, after con-
tracting on average since early in the
year. The expansion in checkable
deposits may have reflected in part
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the early impact on take-home pay
of the tax cut as well as unusual
liquidity demands in the face of
continued economic uncertainties.
Moreover, the lower level of short-
term market interest rates had re-
duced the carnings disadvantage of
keeping funds in checkable ac-
counts. Growth in M2 accelerated to
an annual rate of about 14%4 percent
in August, but was estimated to have
slowed substantially in September as
expansion in its nontransaction com-
ponent decelerated markedly.

Total credit outstanding at U.S.
commercial banks grew at an annual
rate of about 62 percent in August,
the same as in July but well below
the pace in the first half of the year.
Partial data for September suggested
that growth slowed somewhat de-
spite a pickup in growth of business
loans from the sharply reduced Au-
gust pace; a significant part of the
strengthening in business loans ap-
peared to have been associated with
merger activity. Other short-term
borrowing by nonfinancial busi-
nesses generally was weak: the vol-
ume of commercial paper outstand-
ing edged down in August and
dropped further in September. How-
ever, the weakness in short-term
borrowing was largely offset by in-
creased long-term financing in the
bond market.

Total reserves expanded quite
rapidly in September, after having
grown relatively little on average
over the preceding several months.
A little less than half of the Septem-
ber growth in total reserves was sup-
plied by nonborrowed reserves, and
adjustment borrowing (including
seasonal borrowing) by depository
institutions increased from an aver-
age of about $420 million in August
to about $815 million in September.

Most short-term market interest
rates rose somewhat on balance over
the intermeeting interval. Rates had
declined substantially over the pre-
ceding two months, and decreases
were particularly marked around the
time of the August 24 meeting of the
Committee, when expectations of
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continued declines in short-term
market rates were strong. Effective
August 27, the Federal Reserve dis-
count rate was reduced from 10% to
10 percent. Subsequently federal
funds traded at rates somewhat
above the discount rate, as com-
pared with a trading level of around
9 percent in the last statement week
of August, and rates on private
short-term instruments also rose by
about 1 to 2 percentage points from
their late August lows. At the same
time, rates on Treasury bills moved
up only slightly, partly reflecting the
increased preference for quality on
the part of investors. The well-publi-
cized problems in recent months of a
few banks here and abroad, the
acute external financing difficulties
of Mexico, and emerging financing
problems in other developing coun-
tries led to a more cautious atmo-
sphere in private credit markets and
a widening of yield spreads between
U.S. government securities and
some private credit instruments.
Bond yields continued to decline
over the intermeeting period, falling
Y4 to ¥a percentage point. Average
rates on new commitments for fixed-
rate conventional home mortgage
loans declined about 1 percentage
point.

The staff projections presented at
this meeting suggested that real GNP
would grow moderately in the
course of 1983, but that any recov-
ery in economic activity in the
months just ahead was likely to be
quite limited. The projections for the
year ahead also suggested that un-
employment would remain at a high
level. The rise in prices, as measured
by the fixed-weight price index for
gross domestic business product,
was expected to slow gradually from
arate in the third quarter of 1982 that
was estimated to be somewhat high-
er than that in the first half of the
year.

In the Committee’s discussion of
the economic situation and policy, it
was generally agreed that growth in
real GNP over the next year at about
the relatively restrained pace pro-
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jected by the staff was a reasonable
expectation. Expansion in output at
a somewhat faster pace might occur,
if consumer and business confidence
in the outlook improved during the
next few