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MONETARY, CREDIT, AND FISCAL POLICIES

FRIDAY, SEPTEMBER 23, 1949

UNITED STATES SENATE, .
SuBcoMMITTEE ON MONETARY, CREDIT, AND Fiscarn Poricies

oF THE JoinT CoMMITTEE ON THE Economic REPORT,
Washington, D. C.

The subcommittee met, pursuant to call, at 10:35 a. m., in the
caucus room, Senate Office Building, Senator Paul H. Douglas (chair-
man of the subcommittee) presiding. :

Present: Senators Douglas (presiding), and Flanders; Representa
tives Patman and Buchanan. :

Also present: Senators John J. Sparkman and Arthur V. Watkins
and Dr. Grover W. Ensley, associate staff director; Mr. John Lehman,
clerk; and Dr. Lester V. Chandler. economist to the subcommittee,

Senator Dougras. Gentlemen, I wonder if we might come to order.

Mr. Sonne, Mr. Leland and Mr. Smithies, please come forward.

Among the functions of the Joint Committee on the Economic
Report, which was created under the Employment Act of 1946, are
those of making a continuing study of matters relating to the Eco-
nomic Report, and of studying means of coordinating programs in
order to further the policy of the act.

In line with these responsibilities of the committee, the Congress,

in May of this year, passed Senate Concurrent Resolution 26, author-
izing and directing the joint committee to make full and complete
studies of four very important subjects: First, the problem of invest-
ment; second, the problem of the effectiveness and coordination of
‘monetary, credit, and fiscal policies in dealing with general economic
-policy; third, the problem of low-income families in relation to eco-
.nomic instability; fourth, the problem of unemployment trends and
their significance in current economic analysis.

Senator O’Mahoney, the chairman of the joint committee, has
appointed four subcommittees to make these studies.

This subcommittee, dealing with the second subject, namely,
monetary, credit and fiscal policies, includes, in addition to its chair-
man, Senator Flanders and Representatives Wright Patman, Frank
Buchanan, and Jesse P. Wolcott.

We have, of course, invited all members of the full Committee on
the Economic Report to attend the hearings, and we are very pleased
to have Senator Sparkman and Senator Watkins with us this morning

I think it would be difficult to overestimate the importance of

.these closely related policies. We have very little chance of achieving
the purposes of the Employment Act, namely to achieve maximum
production, maximum employment, and maximum purchasing power,
if we cannot maintain an appropriate and relatively stable flow of
money and credit, and if our taxing, spending, and debt-management
policies do not make for stability rather than instability.

1



2 MONETARY, CREDIT, AND FISCAL POLICIES

It is our duty, therefore, to find out what types of monetary,
credit, and fiscal policies are capable of contributing most to the
purposes of the Employment Act, to appraise their effectiveness for
these purposes, to see whether or not they have in the past been
appropriately coordinated with .each other and with other economic
policies, and to discover what changes, if any, would be both feasible
and desirable.

One of the major problems that we face is that of the Government'’s
revenue, expenditure, and debt-management policies. Fifty years
ago, when the annual Federal budget was only half a billion, and the
national debt was less than a billion, the Government’s fiscal policy
had little effect on the over-all behavior of the economy.

. Now, with the Federal budget at about $40,000,000,000, and the
national debt at more than $250,000,000,000, our policies relative to
.taxes, Government spendings, and debt management are a powerful
{orce, capable of promoting either stability or instability.

1t 1s for this reason that we are glad to receive today two reports on
fiscal policy which have been drawn up and unanimously approved
by a group of 14 of the Nation’s leading economists. :

I am very happy to find such a degree of unanimity among the
_economic brethren, because we are all aware of the wisecrack that was
once uttered, that if you laid all the economists in the country end to
end they would not reach a conclusion.

There is another variant of that wisecrack, that if you were to lay

-all the economists in the country end to end, it would be a good thing.

[Laughter.]

But we are very happy indeed to welcome this group which is
presenting these reports.

The conference which produced these two reports was sponsored by
the National Planning Association, at the request of Senator Flanders
and myself; and I understand that the reports are to be formally
transmitted to the subcommittee by Mr. H. Christian Sonne, chairman
of the board of trustees of the National Planning Association.

STATEMENT OF DR. SIMEON E. LELAND, PROFESSOR OF ECO-
NOMICS, AND DEAN OF THE COLLEGE OF LIBERAL ARTS, NORTH-
WESTERN UNIVERSITY ; ACCOMPANIED BY H. CHRISTIAN SONNE,
CHAIRMAN OF THE BOARD OF TRUSTEES, NATIONAL PLAN-
NING ASSOCIATION, AND DR. ARTHUR SMITHIES, PROFESSOR
OF ECONOMICS, HARVARD UNIVERSITY

Mr. Sonne. I am H. Christian Sonne, chairman of the board of
trustees of the National Planning Association, 800 Twenty-first
Street NW., Washington, D. C. '

Senator Douglas, and members of the committee, the National
Planning Association has for several years been interested in fiscal
and monetary policy, because we realize it is an important part of the
problem of stabilizing our economy, and of achieving full employment.

We were, therefore, very glad to comply with the request of Senator
Douglas and Senator Flanders to arrange for a meeting of prominent
-economists, with a view toward seeing whether there was an area of
agreement on fiscal policy.
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We made a condition that when it came to the invitations to the
Conference of Economists, the responsibility should rest with the
National Planning Association. We had special reasons for doing so.
Just as Senator Douglas explained, citizens are a little skeptical about
all these differences of opinion among economists, and sometimes they
wonder whether there is really such a thing as economic science.

The answer is, in part, that the economic profession has a difficulty
in that it is a social science, and economists have to gage human be-

“havior, which very often can upset the best calculations.

Another difficulty is that the social sciences are faced with problems
~very similar to those which were faced by the medical profession some
generations ago. I refer to “quack” doctors. Many people, today,
call themselves economists who are not qualified to so s0, but we know
‘that it takes much longer for the economic health of a strong country
‘to show visible signs of mistreatment by inexperienced doctors than
it does for the human body to collapse. Consequently, I am afraid
that the economic profession will still work for some time- under a
Jhandicap. This was our reason for carefully picking the participants
invited to the conference. :

We invited economists from the point of view of their geographic
distribution. We selected economists from the point of view of their
economic and human philosophy, representing all shades of economic
opinion. We invited economists who are recognized for their ability
and their standing in the community. ‘

We did not succeed in getting together all the economists whom we
invited. But we so nearly succeeded that I think it is fair to say that
even if the additional three or four who were invited had been able to
attend, the final result would be practically the same as that which we
now present to you.

We decided to confine ourselves in this conference to fiscal policy,
because we felt that if we were going to take in monetary and credit
policy, the problems would become too complicated for one meeting
of only 3 days.

Now, since I am about to transmit these statements on fiscal policy
to you, I should like, without going into detail, to make it clear that
the members of the conference unanimously approve of the so-called
anticycle budget. That means that we recognize that there are cer-
‘tain phases in bad times when a deficit in the budget is not only
permissible, but helpful. :

I think the economists would approve my saying that they do not
mean that a deficit is justified at all times and in all countries. For
instance, if the permission to have a deficit in any one year should
result in reckless spending, or in squandering the Nation’s fortune,
it might be a lesser evil to demand an annual yearly budget.

You may compare this condition to that of & doctor who knows that
he can shorten the pain and the illness of his patient by giving him

sertain drugs. But, if the patient’s character is too weak, the doctor
‘may fear that even if the patient is cured he may go on taking drugs
and become a dope fiend. It may be a lesser evil for the doctor to
insist on the patient’s recovering in a slower and more painful way.

So, an economist may well favor deficits occasionally in a well-
managed democracy but not necessarily favor the same policy in a
country that is run by an administration, let us say, of the type of a
Chiang Kai-Shek.
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It follows that there is no inconsistency whatsoever in citizens being
in favor of an occasional unbalanced budget today in the United
States, even though a decade or two ago they believed in a balanced
budget. There is no change of position in agreeing today that occa-
sionally we may have an unbalanced budget. It is a recognition of
the fact that the United States has so developed in the last few
decades that now occasionally an unbalanced budget is justified.

Just one word, in conclusion, on fiscal policy in general: No.
measures under this heading can have their full effect on the economy
unless they are understood by the citizens as a whole. If leaders of
agriculture, business, and labor do not understand the measures of
government and do not cooperate with them, they can, through lack
of confidence, undo many times what these measures try to accomplish.
Hence, it is important that the country, as a whole, understand this.
That is why we in the National Planning Association appreciate that
the Congress, through the Joint Economic Committee, has taken up
the subject of fiscal policy for very serious study. :

The committee will, unquestionably, as the hearings go on, apprise
the country of the details of fiscal policy.

We in the National Planning Association have for years tried in
an educational way to carry such knowledge to the people, and we
shall continue to do so. When requested, we are at all times ready
to cooperate to the fullest extent with the Congress.

Dr. Simeon E. Leland was chairman of the Princeton conference
when the two statements were drafted and unanimously adopted.
Both are signed by university economists and myself. It is my
%easure to transmit these reports to the subcommittee, and to ask

r. Leland to present them to you.

Senator Doucras. Thank you very much, Mr. Sonne.

You speak of the conference being held under the auspices of the
National Planning Association. I wonder if you would state briefly
for the record what the National Planning Association is, who its
principal officers are, and so forth.

Mr. SoNNE. The National Planning Association is a nonprofit,
nonpolitical organization, which was formed some 15 years ago—in
1934—for the purpose of planning for democracy.

Those were the days when planning was not quite understood.
Some thought it directed toward “totalitarian, planned economies.”
We have tried to emphasize that American citizens must plan to avoid
a planned economy.

We came to the conclusion that we should alwags try to find the
main area of agreement, and that no measures could, in the long run,
be recommended unless they were approved by agriculture, business,
labor, and the professions. We therefore have operated through
standing committees—agriculture, business, labor, and international
policy committees—on which outstanding leaders serve. Whenever
the National Planning Association comes out with a joint statement,
there is a guaranty to the Nation that the recommendations do not
favor one selfish interest or special group, because it is underwritten
and approved by agriculture, business, and labor.

Senator Douaras. I wonder if you would give the names of some
of the principal officers and members of the board of trustees of your
-agsociation.
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Mr. Sonne. I should have given that. From labor we have
people like Marion H. Hedges and Clinton S. Golden; from agri-
culture we have Donald R. Murphy, Prof. Theodore W. Schultz, and
Allan B. Kline. ’

Senator Dovcras. Mr. Kline is president of the American Farm
Bureau Federation?

Mr. Sonne. That is right. .

Senator DoucLas. You may continue, Mr. Sonne.

Mr. SonNe. We have among businessmen people like William L.
Batt of SKF, Beardsley Ruml, and Fowler M¢Cormick,

Senator Doveras. Mr. McCormick—the president of the Inter-
national Harvester?

Mr. SonnE. That is right. Then you have a few who represent
agriculture, business, and labor. I can go over the list. There is
Laird Bell of Chicago——

Senator DouGLas. Member of one of the leading Chicago law
firms, chairman of the board of directors of the Weyerhauser Co.

Mr. SonNE. And there is Harry Bullis, chairman of the board, of
General Mills.

Then, we have Robert Heller, whose report on Strengthening the
Congress, you may remember, had effect on the reorganization of
Congress.

Then there is Luther Gulick, who is an authority on Government
organization.

Then, we have Philip Murray, of the CIO.

Among our agricultural people is James G. Patton.

Senator Douaras. President of the National Farmers’ Union.

Mr. Sonne. Then we have Clarence Pickett of the American
Friends Service Committee and Wayne Taylor, who now happens to
be with Paul Hoffman in ECA.

I think I have given you a list representing all shades of opinion.

Senator Dougras. Thank you very much.

Dr. Leland, we are very happy to welcome you. You are going to
present both of these reports?

Dr. LELanD. Yes.

Senator DouarLas. I would suggest that Dr. Leland be permitted
to complete both reports before we start questioning him, so that we
may get the recommendations as a whole into the record before we
start on piecemeal questioning.

Dr. Levanp. On behalf of the group of economists who prepared
these reports, I should like to say that we were greatly appreciative
of the invitation that came to us from Senator Douglas and Senator
Flanders. We were glad to attempt to work up statements on eco-
nomic policy that would make some contribution to economic stability
and that would be of service to the committee and to the Congress
generally. The reports deal only with fiscal policy; they do not cover
everything that Congress might do to contribute to economic stability.

The reports are as follows: :

FEDERAL ExPENDITURE AND REVENUE PoLicy For EconoMIic STABILITY
INTRODUCTION

Although our economic system accords a dominant role to private enterprise,
Government expenditures and receipts have now reached a scale that make them
crucially important factors in our national welfare. In 1949, with a gross national
production of $250,000,000,000, the Federal Government is spending more than
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$40,000,000,000, while Federal, State, and local governments together are spending
around $60 000 000 000.

" Government programs of this size make it more than ever desirable that every
dollar of Government expenditures be used. as efficiently as possible. We are
not rich enough to aﬁ’ord waste of resources by government any more than by
anyone else.:

It is equally important that the expenditure and’ revenue programs of govern-
ment, in their formulation and execution, be consistent with the progress and
stabxhty of the private economy. The fiscal policy of the Government must
make useful positive contributions to the maintenance of high levels of employ-
ment and income—the goals declared in the Employment Act of 1946 to be a
national objective.

Government affects business through both sxdes of its budget.. Payments to
Government employees, bondholders, veterans, the -aged, and.the neédy all con-
stitute income that can be used to buy consumptxon goods from business; Govern-
ment procurement.affords a direct market for business. - On the other side of the
budget, taxes capture funds that consumers might have spent or that business
firms might have invested in improved facilities. Taken by themselves, tax
collections tend to shrink the market of private business, contract employment,
and lower prices; just as, taken by themselves, Government expendltures tend
to expand the market for busmes increase employment or raise prices.

It is not only the size of revenue and expenditure that counts; their composition
must also be considered in any appraisal of the effects of Government policy.
The economic effects of a billion dollars collected in the form of income taxes
will be different from those of a billion dollars collected in excise taxes. Spending
to build roads may stimulate private investment in automobiles, trucks, and
garages; there are other forms of expenditure that may have adverse effects on
private investment. Rationally or irrationally, Government spending and taxing
glav greatly affect the climate within which families and businesses make thelr

ecisions.

THE PRINCIPLE OF AN ANNUALLY BALANCED BUDGE’I‘

The traditional goal of fiscal policy was to secure a balanced budget in every
single year. But that objective has now proved impracticable and, besides, has
serious disadvantages in principle. There is not even a clear or unique concept
of “‘budget’’ to which the requirement of balance could be applied. For instance,
in the regular budget, bookkeeping transfers to the social security trust account
are classified as expendltures As a result of this, that budget may show a deficit
at a time when the cash budget shows an excess of receipts over outgo. DBut even
the cash budget may not be adequate to portray the effects of fiscal policy; taxes
may have their impact when tax liabilities are incurred rather than when payment
is made; purchasés may have their impact when contracts are entered into rather
than when disbursements are made. However, where a single budget concept is
used in economic analysis bearing on stabilization policy we prefer the cash
budget to any available alternative. -

Compared to the full span of the business cycle, a year is a short period of time.
To insist upon a balance in every single year is certainly undesirable and to attain
it is probably impossible. To attempt to raise tax rates every time there is a
decrease in national income will only result in’ dlscouraglng private consumption -
and investment at 4 time when these are most in.need of expansion; on the other
hand, to try to eliminate a tax surplus by cutting tax rates or expandmg Govern-,
ment activities would serve to increase inflationary pressures at a time when
they are already acute.

If the budget were balanced in good years as well as bad, there would have to
be either big fluctuations in expendlture programs or severe ‘and perverse changes
in tax rates. To vary expenditures in this manner would disrupt the essential
services provided by government. Applied to military expenditures, it would
mean a large defense program in boom years and a small defense program in depres-
sion years. This is both ineffective and wasteful. Government would be in-
creasing its employment of resources ‘when they were scarce and cutting down on
their use when they were abundant. This, of course, would aggravate the fluc-
tuations in private business.

THE PROBLEM OF CONTROLLING GOVERNMENT EXPENDITURES

Annual budget balancing is, thus, both difficult in practice and unsound in
principle. But one great merit it does have: It provides a yardstick by which
legls]ators and the people can scrutinize each activity of government testing it
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both for efficiency of operation and for its worthwhileness in terms of cost. Every
Government program undertaken has to be paid for in a clear and unequivocal
sense. The legislature and the Executive are required to justify additional taxes
equal to the cost of any new program. This is a principle every citizen can
understand. If dropping the principle of annual budget-balancing were to mean
dropping all restraints to unwise and inefficient expenditure, grave damage would
be done to our economic and political system.

Were expenditures divorced entirely from the need for taxation, political
opposition to extension of the Government’s expenditure programs would largely
disappear. The scale on which the public sector absorbs resources would grow
beyond what was really desired by the people as a whole; sooner or later the
country would find itself in a state of chronic inflation. Such inflation is a
sign of weak government and comes from eagerness to spend without a willingness
to tax. Accordingly, other general principles, other habits of thought and of
-action must be set forward to insure the standards of judgment and the self-
discipline of Government’s activities and to do better what the principle of annual
budget policy attempted—though imperfectly—to accomplish. )

Experience shows that business activity has its ups and downs. There is thus
a strong case for countercyclical fiscal action—surpluses in good times and
deficits in bad. If we do not adopt such a policy deliberately we are likely to be
forced into an imperfect version of it through the pressure of events. One of the
major questions for the future is how such a policy can be administered with the
restraint and efficiency that is supposed to be achieved through the balanced
budget rule. If a flexible policy is to win acceptance, it must not be used as an
excuse to introduce expenditure or tax programs that cannot be justified on their
merits. Boondoggling should have no place in a rational fiscal program.

We doubt whether it would be possible, or even desirable, to rely exclusively on
fiscal action to offset fluctuations in private business. That course could easily
involve changes of impractical magnitudes in taxes and expenditures; it would
mean placing excessive reliance on one measure for achieving economic stability
and growth; it would involve problems in forecasting beyond the reach of present
knowledge and techniques.

_We can, however, reasonably expect that the budget be formulated in the light
of economic judgment available that takes full acount of the actual course of
events and should contribute to economic stability rather than aggravate insta-
bility. In view of uncertainties, part of the planning process should be prepara-
tion for quick adaptation of fiscal operation to changing circumstances. Certain
automatic devices for bringing remedial forces quickly into play are in a stage
where they deserve consideration.

GUIDES TO FISCAL POLICY IN NORMAL TIMES

When the economy is prosperous and stable and there is no clear-cut reason to
expect a change in any particular direction, the objective of policy should be to
adapt the budget to changes in the Government’s requirements but to leave its
economic impact on total employment and purchasing power unchanged. This
could be approximately achieved if newly planned increases or decreases in ex-
penditures were to be matched with corresponding changes in planned tax receipts.
The net expansionary or contractionary effect of the budget would then remain
roughly the same. Thus, in conditions of continued prosperity, a modified version
of the balanced-budget rule could be used as a guide: Taxes should grow or shrink
corresponding to desired changes in expenditures. Thus, proposed increases in
expenditures would be exposed to the traditional test of whether they are worth
their cost in terms of taxes.

However, if recent events and the outlook for the near future pointed, on
balance, toward unemployment and deflation in the private sector of the economy,
then budgetary changes should be made in the direction of producing a moderately
expansionary effect. New Government expenditure programs should still be
considered on their raerits, but the additional taxation that in prosperous times
would accompany them should now be deferred. Taxes that are deferred in these
circumstances should be put into effect as soon as that can be done without
impeding recovery. There should be no delay in making the tax reductions
warranted by any reductions in Government expenditures; and if expenditure
requirements are expected to decline in the future, anticipatory tax reductions
could be enacted. .

On the other hand, if the weight of the evidence appeared to be on the in-
flationary side, the opposite policy should be followed. The rule that increased
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exlgenditures should be accompanied by increased tax yields should be rigidly
followed. Tax reductions that would normally be in order should be deferred;
and tax increases should anticipate expected increases in expenditures.

GUIDING PRINCIPLES IN TIME OF ACUTE RECESSION OR BOOM

Where there is a definite expectation, justified by events, of serious recession
or inflation, more strenuous fiscal measures would be called for, and the policies
described above should be supplemented by emergency fiscal action.

In the event of severe recession, it is not only politically necessary, but eco-
pomiecally desirable to provide additional employment projects that can be
started and ended quickly. Temporary tax relief should be given in order to
stimulate private spending and employment. Other incentives for private
investment, such as guaranties, should be considered. There can be no social or
economic justification for allowing mass unemployment to persist for extended
periods at & time when there is abundant need for roads, schools, hospitals, and
other useful objects of public expenditures. However, we recognize that there are
difficult questions of extent and timing connected with any such program. An
overambitious Government program may impede the course of recovery in the
private sectors of the economy by dislocating resources and delaying needed price
adjustments. On the other hand, a program that was overcautious could need-
lessly fail to advance recovery by not stimulating the demand for the products of
private industry. Much skill and judgment are required to move from depression
to stable prosperity. We must not rely on the private economy, unaided by
Government action, to perform that task. The Government must not shirk the
responsibility placed on it by the Employment Act, and fiscal policy is one of
the most promising instruments it possesses.

On any occasion when serious inflation is in prospect, emergency measures
would be needed to curtail expenditures and increase taxation. Wartime and
postwar experience provides convincing evidence that the political obstacles to
a fiscal policy adequate to combat inflation are so great that there is little prac-
tical danger of going too far. The survival of a relatively free and stable price
system depends heavily on our willingness to fight inflation by fiscal methods.

A policy that helps to maintain stable prosperity will be no more likely in
practice to result in an upward trend in the national debt than one that does
pot. The course of events may in fact be such that stabilization requires steady
reduction in the debt. Budgeting surpluses to fight inflation will provide for
the reduction of the public debt in a helpful rather than a painful fashion. Sur-
pluses are not feasible in times of depression. They are desirable where the pri-
vate economy is strong enough for the Government to.tax more than it spends
without causing unemployment. The private economy is not likely to possess this
strength if Government policies aggravate rather than offset business fluctuations.

ADDITIONAL POSSIBILITIES FOR A FLEXIBLE FISCAL POLICY

While we consider these guides for budget policy essential to & stabilization
program, the annual budget cannot, in the nature of things, be based on precise
forecasts; nor can it be expected to compensate for sudden and short-run fluctua-
tions in business that occur within the period of its operation. Even though the
budget can and should be amended in the light of changing circumstances, the
legislative process is necessarily too cumbersome to make delicately timed adjust-
ments in fiscal policy. Therefore, we consider whether further flexibility ean be
achieved by two devices which may be called “automatic flexibility”” and “formula
flexibility.”

“Automatic flexibility”’ means a tax system such that revenue under a given
set of tax rates will fall sharply if unemployment develops, and rise sharply in
the opposite case of inflation; and expenditure programs under which increased
outlays arise from increased unemployment.

“Formula flexibility”’ means a system under which preannounced tax cuts and
upward revisions of spending programs will come into force if unemployment
exceeds a certain figure or production falls below a certain level, and preannounced
changes in the opposite direction if price indexes rise at more than a certain speed.

‘AUTOMATIC FLEXIBILITY

~ Automatic flexibility is exemplified by the unemployment compensation
system. If unemployment increases, employers’ contributions at once decline,
while the unemployed begin almost immediately to draw more in benefits. Thus
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the Government finds itself automatically taking less money out of the public’s
pockets and putting more in.

There are now many such flexible elements in Federal taxes and revenues, and
they have greatly increased in importance with the growth of the budget. Besides
the unemployment compensation system, there is, for example, substantial
automatic flexibility in personal- and corporate-income taxes.

Automatic flexibility can slow down and perhaps halt a decline of activity or a
rise of prices; it can give time for restorative forces to come into play, but it will
not, by itself, pull activity back to a full-employment level or restore prices to a
pre-inflation level.

We feel strongly that the existing automatic flexibility makes an important
contribution to economic stability, which should not be frittered away, as it
would be, for instance, by rigid application of the annual-balanced-budget rule.
But we do not believe it prudent for policy to regard automatic flexibility as more
than a first line of defense; more must be done to cope with serious economic
fluctuations.

FORMULA FLEXIBILITY

The enactment by Congress of rules under which tax rates, and perhaps of
rules under which expenditure programs, will shift in certain contingencies speci-
fied in advance is a possibility that deserves further exploration. For example,
the period during which unemployed workers can draw unemployment compensa~-
tion might be extended according to a flexible schedule based on the volume of
unemployment. The withholding rate under the personal-income tax for any
calendar quarter might rise by a stated amount above a standard rate whenever,
say, the index of retail prices has increased by over a certain amount in the pre-
ceding 6 months. The withholding rate might be lowered whenever standard
indexes of production and employment drop below stated levels or trends.

The question of formula flexibility shades off into the question of granting to the
Executive wider discretionary authority than it now possesses to initiate changes
in the timing or extent of the fiscal program. This raises difficult issues of political
principle and administration responsibility. We can here do no more than call
attention to them.

. CONCLUSION

In this statement we have confined ourselves to fiscal policy of the Federal
Government. But, while essential, that is only one element in a stabilization
policy. The policies of State and local governments can make useful contribu-~
tions within their more limited spheres. Monetary and credit policies including
debt management must play an active role in their own right and must be properly
coordinated with fiscal policy. All necessary measures must be taken to preserve
and stimulate competition.  Supported by such measures, Federal fiscal policy
- offers the best prospect of achieving sustained prosperity within the framework
of our existing economic system.

Senator Doueras. Mr. Leland, perhaps I should ask one question
before you go on.

Is this statement approved by a group of economists who represent
a rather wide range of opinion?

Dr. Levanp. That is correct. As a matter of fact, when the con-
ference first started, I had no hope that the assembled group would be
more likely to reach a unanimous conclusion than all the economists
you mentioned in your opening wisecrack about economists. The
shades of opinion were really quite variant.

This second statement is an attempt to apply the principles which
we first formulated to the economic situation now prevailing or which
is on the horizon.

This statement, too, was unanimously agreed upon by the entire
group: ~

FISCAL POLICY IN THE NEAR FUTURE
At present, September 1949, the economy exhibits no clearly discernible’
swing—either toward a resumption of inflation or toward increasing unemploy-
ment—which would call for a major change in tax rates or expenditures. If any
substantial change were made, it might accentuate an inflationary or deflationary
movement in 1950 instead of countering it.
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" Past decisions on taxes and commitments on expenditures have resulted in a
current deficit in the cash budget. We regard those decisions as unfortunate, in
particular the decision in 1948 to reduce taxes; it would have been the course of
sound policy to have revenues esceeding or, at the least, equaling expenditures at
the present level of business activity. The latter, if lower than levels of a year
ago, is still high and a modest cash surplus at the present time would probably be
consistent with stability. But it is one thing to deplore past mistakes and
another to correct them on short notice. It would be unwise to increase taxes at
this time. Such action might in itself be unduly deflationary. There is a possi-
bility that the step might soon have to be reversed to counter a business downturn.
While we do not doubt that there are expenditures that can and should be re-
duced—and we do not regard those of any agency or department as sacred—this
reduction must be part of a constant and continuing effort. Economy efforts
cannot be turned on and off at will.

Although no major change in fiscal program is indicated for the immediate
future, the country should have positive assurance that the Government will be.
prepared to act promptly either if prices should display a sharp and continuous
upward swing, or if unemployment should increase substantially. Congress should
plan akexd and announce the actions to be taken in either contingency. It should
cnact praliminary legislation to be effective when needed.

Congress should act in case of a decline in activity involving a genuine increase
in unemployment of more than 1,500,000 persons above present levels. This
would mean total unemployment of about 5,000,000 according to present methods
of computation. The extent, combination, and sequence of its actions should
depend upon the severity of the recession. .

. The appropriate steps include, first, the repeal of the special wartime excise
taxes. These taxes were enacted for various special reasons during the war and
are not appropriate to peacetime. . A second step is the temporary abatement of
the lower-bracket rates or a temporary increase in the exemptions of the personal
income tax. This should be done according to prearranged legislation to become
effective when economic activity declines to a specific level. The revenues from
other taxes would be allowed to decline, without a change in rates, as business
aclt{i vity fell off. If these actions were insufficient, additional measures should be
taken. :

The period of unemployment benefits might be temporarily lengthened, with
appropriate provisions for Federal reinsurance of the emergency risks. The plan
to do this should be arranged and announced in advance so that workers could
count on this protection. By this measure, the.system of unemployment com-
pensation would be made adaptable to its differing role in times of prosperity and
in times of depression.

Public works might be expanded. The Congress should already have arranged
for a stand-by shelf of planned and ready-to-start projects, including Federal
assistance for State and municipal projects. We approve the principle, expressed
in pending legislation, of a shelf of public works. We recommend the prompt en-
actment of legislation to this end. On the shelf would be only projects that are
economically desirable, and that can be started promptly when the need for ad-
ditional governmental spending arises, and completed or stopped promptly when’
this is no longer needed. Examples of projects of this nature are: Road con-
struction, residential housing, and construction and rehabilitation of public
buildings. .

Should there be a resumption of inflation, marked by a persistent upward surge
of prices in general, Congress should be prepared to take effective counteraction.
In this case increase of lower-bracket rates or lowering of exemptions in the per-
sonal income tax would be in order. Repeal of the wartime excise taxes might
appropriately be postponed. If these taxes were already repealed, or their re-
peal were deemed necessary for reasons of equity, they should be replaced by
equivalent sources of revenue. Finally, such inflation would be an occasion for
strong measures to reduce public expenditures. To cite specific examples, the
starts of civil public works of all categories should be held to the practical mini-
mum. The test should be whether there is serious economic loss from delay.
Military construction should also be closely measured against the urgent present
needs of the armed forces. Large farm benefits, either through support prices or
in the guise of soil conservation payments, should not be tolerated at a time when,
in any case, farm income is likely to be high.
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TAX REFORM

A time like the present when no emergency exists should not be allowed to go
by without consideration of fundamental tax reform. This has two sorts of
relation to stabilization policy: (1) Adjustment of the tax structure so as to
make private business more nearly self-stabilizing—for instance, by providing
more complete averaging of losses and gains. (2) Planning tax measures whose
impact will be stimulating or depressing so that they can go into effect at times
when short-term policy calls for additional stimulants or depressants. For
example, if we are to move toward integration of corporate and individual income
taxes in a way which would reduce revenue, the effective date would appropri-
ately come in depression. i : '

It is now, and doubtless always will be, impossible to forecast more than a
year in advance the revenue-expenditure policies best suited to varying economic
conditions. It is our final recommendation that Congress be prepared both now
and in the future to make prompt alterations in the policies adopted for any
fiscal year. It must be recognized that this will involve important changes in
the organization and procedures of Congress for fiscal management, '

Senator Dovaeras. Thank you very much, Dr. Leland.

Dr. Lenanp. Thank you, Senator Douglas.

Senator Doucras. I wonder if for the sake of completeness, you
would put into the record the names of the economists who have
signed these reports. ,

"Dr. LEvanp. I will be glad to do that. . ,

Dr. Howard R. Bowen, dean of the college of commerce, University
of Ilinois. , T '

Dr. Howard S. Ellis, professor of economics of the University of
California, and now president of the American Economic Association.

Dr. J. Kenneth Galbraith, department of economics, Harvard .
University. ‘ S
.- Dr. James. K.  Hall, professor of economics,. University of Wash-
ington, Seattle. . ,

Dr. Albert G. Hart, professor of economics, faculty of political
science of Columbia University. _

Dr. Clarence Heer, professor of economics, University of North
Carolina. ‘

Dr. E. A. Kincaid, professor of finance, University of Virginia.

Dr. Simeon E. Leland, professor of economics and dean of the
college of liberal arts, Northwestern University. :

Dr. Paul A. Samuelson, professor of economics, Massachusetts
Institute of Technology. :

Dr. Lawrence H. Seltzer, professor of economics and sociology,
Wayne University, Detroit. .
Dr. Arthur Smithies, professor of economics, Harvard University.

Dr. Tipton R. Snavely, professor of economics, Ubiversity of
Virginia. ' .

Mr. H. Christian Sonne, chairman of the board of trustees, National
Planning Association.

Dr. Jacob Viner, professor of economics, Princeton University, and
the past president of the American Economic Association.

- Dr. Donald H. Wallace, professor of economics, school of public
and international affairs, Princeton University.

I might say that the document was sent to both Professor Ellis
and Prof. Sumner Slichter, Thomas Lamont professor of Harvard
University—the president and a past president of the American

. 1 Since the original release,of these two reports they have been submitted to the National
Planning Association labor and agriculture committees, which unanimously approved them
“in principle, but not necessarily in detail.”
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Economic Association. The document on policy was signed by both
Ellis and Slichter. Slichter did not sign the document on advice
with respect to the near future, but Ellis did.

Senator Doucras. Mr. Leland, do you mind if I address a few
questions to you and I understand Dr. Smithies is here with you, so
that you can parcel out the questions between you as you wish.
I wonder if you would state for the sake of the record why you approve
of the deficit financing in periods of depression.

Dr. Leuanp. We have tried to make those statements in the
document, and I think that any statement that we might make in
words or pbrases that are not those of the document had better be
taken as our own personal opinions

Senator Doucras. I understand that.

Dr. LeLanp (continuing). And not standing for the opinions of
our colleagies, who are not here to speak for themselves. So much
of the statement is a matter of personal wording that I would hate
to speak for any of them.

My own position is that whether we will it or not, every dollar of
money taken in taxes, or every dollar of money spent, or ‘dollar
borrowed, has some effect upon the economy, so that irrespective of
whether we intend to have a surplus or intend to have a deficit in
any particular period, the action of the Government will have an
important effect in determining, or helping determine, the volume of
income flow and the volume of production; that unless the policies are
conceived in advance, and are determined so as to direct those flows
in proper directions, results which are neither desired nor anticipated
may oceur. :

If, then, you are interested in a government that has volumes of
expenditures of the size that we now have, where they represent
something like 20 to 25 percent of the total spending or the total of
the purchasing power flows in the economy, it is desirable that the
effects of those operations be the kind that are needed to help maximize
human well-being and economic welfare, so that when private business
is unable to provide all the employment, or produce on its own all
the goods that are desired, and there remains substantial numbers of
unemployed, it is desirable to have the Government, through its
taxing and spending policies, influence the total volume of production
and employment.

You cannot let the task fall completely to the private sector of the
economy at a time when unemployment is growing, and the result is
that a deficit which will finance that employment 1s desirable in the
interest of maximizing economic welfare.

. Mr. Smithies can undoubtedly give you a shorter statement as to
why we would prefer that very policy.

Dr. Smrraies. I can give a shorter statement, but I do not think it
will be a better one, Mr. Chairman.

I would like to say two things: First, it seems to me that experience
in the past has demonstrated that it is impractical to avoid a deficit in
times of depression. Both the Hoover administration in the 1930,
and the Roosevelt administration in its early months, made strenuous
efforts to balance the budget, and found that it was quite impractical.
. The second point is that it is desirable not to have a balanced budget
in times of depression because it*is important that the Government
generate more purchasing power by spending money than it contracts
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purchasing power by taking money away in the form of taxes. At a
time when economic resources are unused, we do not see any justi-
fication for leaving them unused for extended periods of time when the
Government could put them to work.

Dr. LELaxD. Mr. Sonne might have a statement of his own on that.

Senator DouGLas. Mr. Sonne, would you like to comment?

Mr. Sonne. I would say that there is, first, the question of why
this ;)roblem arises. Why can we not have a stable economy all the
time?

It is interesting to contemplate that if you had a country with ideal
laws, antitrust laws, stable prices, and so forth, for a certain period,
it could not remain like that because of increased productivity.

Man, by using his ingenuity, learns to do things better and better
in a shorter time as each year goes by. So there would invariably
come a period when prices would begin to fall, and then human
nature would dictate that citizens abstain from buying because they
think prices would fall further. Then you would find that they
would save, would not spend; the result is unemployment. There
would be a further drop in prices until the developments rectified
themselves.

Now, what should we do in such circumstances? It seems to me
clear that when a large group of citizens withhold their savings for
a period of years, and then suddenly, when they think it is all over
and begin to buy, let us say, motorcars, that you cannot expect the
motorcar factory to keep pace with this sudden demand. After 5
years of no business the manufacturer would not be able to produce
suddenly all the cars the public wants.

Consequently, it seems that the Government ought, during such a
period, to see to it that enough purchasing power is distributed
amongst those who will consume to keep the economy going—in this
case 8 motorcar factory. There is nothing unsound in it as long as
the Government pumps into the economy no more than what private
individuals have saved. The Government would be able to get back
its expenditures when people again were willing to spend their past
savings.

I can put it in another way, as a farmer—which I happen to be
originally. A farmer will hire 100 men to work pretty hard when
he sows and when he harvests. Then in the old days when the winter
came there was a period where there was little to do. He would not
throw the workers out. He would say, “Boys, I will feed you and
will use the winter months to paint the barn and get our machinery
in shape, but instead of working 50 or 60 hours a week, like we did
in the summer, we can all work less.”

Now, he can afford to spend the money to keep the barn in shape
and keep those boys employed even if, perhaps, they are not fully
employed, because he knows that very soon there will be another
spring and another crop.

Now, this can be compared to the cycles in depressions and booms.
If we have a depression, it is equivalent to the winter. We should
fix the barn, and that means we should build roads and Government,
buildings.

The farmer can do this normally because he knows exactly when
the crop is coming, but the unfortunate thing with private industry
is that when it comes to booms and depressions, businessmen do not

99076—50——2
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know with the same certainty when the depression will be over.
Hence, the Government, in some form, must take a hand in it.

Senator DoucLas. I noticed that in dealing with depressions, you
favor a double-barreled program. On the one hand, you favor de-
creasing tax rates or eliminating certain taxes, and also, on the other
hand, expanding governmental expenditures.

Did you reach any rough agreement as to the relative emphasis to
be given to each of these? :

Dr. Leraxp. I do not think we had any agreement, or even at-
tempted to get an agreement, as to the magnitudes of one or the other.

Senator DoucLas. There are certain groups who feel that the sole
method of dealing with a depression is an expansion in governmental
expenditures, while on the other hand, there are others who say that
the sole way of dealing with a depression is by a curtailment of taxes.
You apparently advocate both, and I wonder if you could give advice
to hard-pressed legislators as to the relative importance to be given
to each of these. ‘

Dr. Smithies, do'you have anything to say oun this topic?

Dr. Surraies. I do not think any formula would meet the needs

of the case, Mr. Chairman. I think decisions must rest on a broad
economic judgment of what is required.
" Reductions of taxes will leave more money in-the hands of the tax-
payers, and will stimulate spending by them on the goods produced
for private -consumption or investment ; whereas Government ex-
penditures, for instance, on public works and projects, will benefit
the community through the results of the projects. I think the
correct policy depends very heavily on the economic judgment as
to what the community really needs.

If it needs more dams and roads, then it may be appropriate to stress
expenditures.

If it is the judgment, say, of your committee that we are relatively
well supplied with public works, it would be more appropriate, I
think, to lay stress on tax reduction, and allowing private consumers
to get the benefits of the recovery policy.

Senator Douveras. It is sometimes said, however, that while a re-
duction of tax rates, particularly in the upper income brackets, would
release purchasing power to potential consumers, this purchasing
- power would not be fully utilized because of the fact of hoarding, and
that therefore reductions, let us say, of 5 billions in taxes would not
reflect themselves in 5 billions of expansion in private purchasing
power; whereas, in public expenditures, each dollar that is spent, in
the main, going to lower-income groups, would result in a higher rate
of expenditure by those receiving the amounts.

Dr. Smrraies. I think this is a difficult question which must be the
subject of further statistical research. I know it used to be the
commonly held belief that reductions in high-bracket income taxes
would not stimulate more spending; I think more recent research into
consumer expenditures has thrown some doubt on that conclusion
and has more or less tended toward a conclusion that reductions of all
taxes might help. This, I might emphasize, certainly was not dis-
cussed in our committee, and it is a highly controversial matter.

Senator Doucras. All the budgetary studies that I have seen seem
to indicate that as income increases the increase in the rate of savings
is greater than the rate of increase in income; so that the income
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elasticity of savings is greater than unity. If the savings are not
translated into investments, as is frequently the case during a depres-
sion, then would not that mean that the reductions in taxes would not
be as effective as an increase in expenditures?

Dr. Smrraies. I think you would have to draw a distinction be-
tween what people do on the average out of their incomes and what
they do when their incomes increase or decrease. Undoubtedly high-
income people save more than low-income people. That is an unques-
tioned fact, but from that it does not necessarily follow that a high-
income person would spend less of an addition to his income than a
low-income person. A high-income receiver might save, on the aver-
age, 50 percent of his income because of, say, life insurance commit-
ments and other savings commitments, but if he got an additional
thousand dollars, he might spend almost 100 percent of that addition.

A low-income person might be spending a hundred percent of what
he already had and might spend a hundred percent of any addition to
his income. But, as I say, I do not want to commit myself on that
point; I want to keep an open mind on it.

Senator Doucras. The advocates of ‘deficit spending are sometimes
accused of proposing policies that lead to a secular rise of Government

-taxes and spendings. It is said that they favor an increase of spend-
ings during depression, but when prosperity and boom come around
they favor a rise of taxes and no decrease of expenditures. The
result is therefore said to be a continuous expansion in Federal expend-
itures, with the compensatory device of added expenditures being used
in periods of depression, but with no tapering off of expenditures in
periods of prosperity, and instead merely added taxes at that period.
Then, when the next depression comes, that is sometimes used as a
jumping-off place for added expenditures, so that in the long run you
get a tremendously accelerated secular trend in expenditures which
eats into the private economy.

I wondered if any of you wanted to make statements on that

question.
" Dr. LeLanp. I certainly do. I want to call your attention to the
fact that the entire group of economists was agreed that a cyclical
fiscal policy requires attention to both sides of the Federal taxing and
spending program in each phase of the cycle. But when it came to a
depression, we not only advocated increases of expenditure where
necessary to increase employment and production, but likewise
decreases in tax rates. :

And conversely, in periods of prosperity, we advocated not merely
increased taxation, but decreased expenditures, with some hard words
in here, as hard as we could get in, to the effect that we did not think
that the ideals in this respect had yet been achieved.

Senator Doucras. Well, I am delighted to have that statement,
because I think that point has not been sufficiently stressed by the
advocates of a compensatory fiscal policy in the past.

Dr. LELanp. And I think one other thing ought to be added to that:
If you are going to have a compensatory fiscal policy, all of the other
policies of the Government should, if they are to have the greatest
impact upon the economy, be consistent with it, and that means that
you have a countercyclical policy not merely with respect to taxes and
expenditures but also with respect to money and credit policies, with
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respect to administration, with respect also, let us say, to regulation of
certain other activities.

Senator FLanpers. Mr. Chairman, may I ask a question just at
this point?

Senator Doucras. Yes.

Senator FLaNDERs. Would you say that it would be good policy for-
the Treasury to'start or continue a heavy E bond campaign during
a period of depression?

Dr. LeLanp. I do not think the E bond campaign in a period of
depression makes any sense whatever. I would say likewise I am not
too much sold on it in a period of prosperity.

I would much prefer compulsory saving at that time to a voluntary
effort—I would prefer compulsory saving to voluntary saving. But
whatever the policy is, it ought to be consistent. To try to increase
savings in a depression when the desideratum is increased spending, is
wholly inconsistent, Senator. :

Mr. SonNE. May I add, Senator Flanders, that this is more in the
area of monetary policy.

Senator FLanpers. That was not within the framework of reference
which would——

Mr. SonnE. I believe all economists would entirely agree with -
Mr. Leland. v

Senator FLaNDERs (continuing). Be under which you worked.
I realize that.

Mr. Sonne. I would just like to say that although economists did
not put down any particular rule about the order in which events or
these measures should be taken, there was one very definite thing on
which they all agreed—automatic flexibility. If you do not increase
the tax rates as things get worse, you get automatically a deficit.
As they say in the report, they regard that as “more than a first line
of defense,” meaning that knowing that this automatic thing was
working, there shoufd be a breathing spell within which Congress
could decide which of all these other steps ought to be taken, with
due regard, as Dr. Smithies said, to what the country needs. There
was unanimous agreement on that.

Senator Doucras. Now, we have briefly gone over the recom-
mendations for cases of depression and for cases of boom.

What would. you advocate in the intermediate periods which can,
I suppose, be designated as recessions or mild prosperity?

Dr. Leranp, Well, at that point, the group tried to formulate a
statement that no major changes should take place They did say
two things: On the taxation side, that such a period was an ideal time
in which things that ought to be done that did not have material
fiscal impact ought to be undertaken. It is an appropriate period
for improving the tax system for its own sake.

Similarly, 1t is also a period when efficiency and improvements in
efficiency might well be emphasized, although the committee was
agreed that any time, irrespective of the cycle, was an appropriate
time for such activities. But when there was no perceptible trend,
then the action should be such as would not make any material impact
upon the economy, either in the direction of producing conditions
which might tend to have an expansionary effect or, conversely,
those which would tend to have a deflationarv effect.
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Senator Doucras. It is very difficult to pick out the dividing lines,
but we have to make decisions here in the midst of circumstances;
:and I think what puzzles a great many of us is this: When does a
recession become a depression? When does mild prosperity become
- boom? It is all well and good to lay down these general rules, but
:are there any specific guides that you can set up as to that?

Dr. SmiTHIES. Couﬁill I touch on that, Mr. Chairman?

Senator DoucgLas. Yes.

Dr. Smrraies. That, of course, is the essential and difficult problem
from the point of view of the Congress and we struggled with that in
.our statement, and we have three possible cases.

The first one is:

When the economy is prosperous and stable and there is no clear-cut reason to
.expect a change in any particular direction, the objective of policy should be to
adapt the budget to changes in the Government’s requirements but to leave its

.economic impact on total employment and purchasing power unchanged. This -
.could be approximately achieved—

.and we underline the word ‘“approximately”’—

if newly planned increases or decreases in expenditures were to be matched with
.corresponding changes in planned tax receipts. N

Our group did not go into the question of procedures in the Con-
gress, but if I might give a personal view on that, it seems to me that
the practical way in which such a rule could be implemented would
be essentially through the operation of your committee.

I imagine your committee, in its hearings, would make a judgment
on the economic situation. If it found that there was no clear-cut
reason to expect a change we would recommend that you suggest
to the financial committees of the Congress that if they increase
expenditures they should enact corresponding increases in taxation.

Senator Douaras. Well, we held such hearings in February, and
certain very reputable economists appeared before us and testified
that the danger was acute inflation, and that we should take steps
to reduce inflation by a high-tax policy, and various other methods.

Now, within a period of 2 months, those prophecies were clearly not
borne out by facts, and exactly the opposite happened.

Mr. SonnE. I think you will find, Senator Douglas, that in the
second document we give a certain guidance there. We, first of all,
say, “At present”’—which was last week end—“the economy exhibits
‘no clearly discerniblé swing.” And then we say that Congress should
act in case of a declining activity involving a genuine increase in
unemployment of more than a million and a half.

Senator Douaras. A total of 5 million.

Mr. SonnE. Meaning, as a guide, 5 million.

Senator Doucras. I was very much interested in that figure of
5 million, because it so happens that it was the rough benchmark
which I have used in my mind. It comes to about 10 percent of the
nonagricultural working force, or about 8 percent of the total agri-
cultural and nonagricultural working force.

Mr. Patman. Mr. Chairman, may I ask a question here?

Senator DoucLas. Please do, and do not let me monopolize the
questioning.

Mr. Patman. That is all right.
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Early in your statement on Fiscal Policy in the Near Future you
say, “The country should have positive assurance that the Govern-
ment will be prepared to act promptly either if prices should display a
sharp and continuous upward swing, or if unemployment should
increase substantially.” :

Now, you place No. 1 there, the upward swing, and the No. 2,
unemployment. Do you consider that there is danger of inflation at
this time more than unemployment?

Dr. Levranp. You are asking me my personal opinion?

Mr. Parvan. Well, you explained a moment ago that any opinion
you expressed would be a personal opinion. _ ¥

Dr. LELanDp. Yes.

Well, I do not see any marked signs that prices are likely to move
sharply upward or that we are in danger of much in the way of infla-
tion at this juncture, or that it is to be a likely event in the months
immediately ahead of us. You understand that is my own personal
opinion. "

Mr. Parman. But, do you believe that there is more danger of an
inflationary condition than there is a deflationary condition?

Dr. LeLanp. Well, that depends, I think, in part upon the general
effect of the demands for increased wages, and the continued high cost,
high unit cost levels, with respect to labor. My own general feeling,
is that if conditions are not much different than they are now, the
general drift is down, with some pick-up in the volume of business
activity this fall. '

Mr. Patman. I would like to know if these other two gentlemen
would like to express their views on that subject, too. )

Mr. Sonng. I would like to just answer your question hers. You
mentioned that we said first, upswing, and then, unemployment.

Mr. Parman. Yes.

Mr. Sox~E. I would like to confine myself to the document. Where
we stated that there was no clearly discernible swing I think we felt
that Congress should be ready to act, in the case of either alternative,
either an upward swing or downward swing. We suggested that a
downward swing be judged by the number of unemployed people,
whereas with regard to the upward swing, we suggested using price
indices as a guide for.

Mr. PatmMan. Now, the second question, would you mind com-
menting on it? Are we more in danger of deflation or inflation?

Mr. Sonng. There you ask for a personal opinion, and I may say
that we were careful to put in the statement, ‘“‘September 1949.”
I would have preferred having the date fixed as that of the last week
end, because no sooner was this statement made, than sterling went
1gown.‘oo $2.80, and it is difficult to know what the repercussion would

e.

Mr. Patman. You are not expecting any repercussions in this coun-
try to amount to that, bad repercussions?

Mr. Sonne. Repercussions about sterling?

Mr. Patman. Yes.

Mr. Sonns. That remains to be seen. You see, the answer is
that when it comes to prices we, in this country, may well know that,
this had to be, but the people who determine the price of a number of
commodities, such as burlap, coffee, cocoa, are not the Americans,
but the people who sit in Africa, India, and South America. The
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question is, What repercussions will the drop of the pound sterling
have on these business decisions and outlook? Whether we wanted it
or not, commodity prices in certain instances have dropped materially.
- It is very likely that there will be only a short period until we will
know the outcome, but I would have said, with more confidence last
week than this week, that there is no discernible trend.

Mr. Patman. No discernible trend?

Mr. Soxng. Either up or down, we said last week.

Mr. Patman. Either way?

Mr. Sonve. Either way.

Today, if I sat in Congress, I would say “Let us be a little more
prepared on the downward side than the upward side because the
chances are that if there is a change, it will be downward.”

_-Mr. PatmaN. You think that is more likely than upward?

Mr. SonNE. Yes; but I say both are within the realm of possibility.

Mr. Parman. I would like to have this gentleman’s opinion with
respect to that. , _

Dr. Smrrris. I would agree with that possibility. I agree there is
a possibility of further inflation, and there are further possibilities of
recession. I believe that the possibilities of recession rather outweigh
the possibilities of further inflation.

Incidentally, I do not happen to agree with Mr. Sonne on the effects
of the depreciation of the pound, but to go into that would lead us too
far afield today.

However, I do feel that the possibilities of depression do not sif-
ficiently outweigh the possibilities of expansion and prosperity to
warrant any emergency action or any change in policy at the present
time. But I fully agree with this report that advance preparation
should be made.

Could I just revert for a moment to your initial question, because
I think this illustrates the basic difficulty?

We have gone at great pains in this document to stress the inability
of people to forecast, and we know that some of us, as economists,
have frequently been wrong. Nevertheless, someone has the task of
preparing a budget at this time of the year to take effect over the
following fiscal year. All we can say here is that it has to be prepared
on the basis of the best economic judgment available, and I imagine
it is one of the functions of your committee to take what economists
say to you with the necessary grains of salt. Something has to be
done, and we cannot hope that those forecasts or that judgment will
always be correct. That is why we say that the judgment that is
applied to the annual budget this time of the year to take effect the
following fiscal year has to be supplemented by preparations for these
emergency and extraordinary measures that may have to be taken
during the year.

Mr. PatMan. Just one other suggestion that I want to make here,
to be more practical and to be more specific: Do you not think this
$2,800,000,000 paid to veterans the early part of the year, commencing
in December, will have a tremendous effect on our economy? 4

Dr. Smitaiss. I believe it will have a strong stimulating effect.

Mr. PatmMan. Concerning the payments being made to World
War I veterans, I have not seen any mention of it in the newspapers.

Dr. Smiraies. The veterans’ bonus in 1936 did have a powerful
-stimulus.
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Mr. PaTman. And that was only less than one-half, about 40
percent.

Dr. SmrratEs. Payment of the dividend enters into our judgment
on this matter. That is one of the expansionary factors that offset
the possible deflationary factors. ‘

Mr. Patman. There is another factor that I have never seen dis-
cussed in the newspapers or the radio. There are between four and
five hundred thousand veterans of World War I who kept their policies,
and who have been receiving an enormous increase in their spending
power. One veteran had two $5,000 policies, and he received $225 on
one and $120 on the other, $345 on those two policies, and that has
gone on all over the country recently. I have not seen that in the
newspapers. That is bound to be an enormous amount of money,
and the $2,800,000,000 is bound to have an influence on our economy.
I believe you agree with that? :

Dr. SmrrH1ES. Yes. :

Mr. Bucaanan. Mr. Chairman, relative to military expenditures
in the budget for fiscal ’50, was there any agreement or climate of
opipiog so far as that subject is concerned as to present Government
policy? A

Dr. LELanp. We did not discuss what you do with the present
military budget or what you should do with it, but everyone was
certainly agreed that military expenditures are no more sacred than
any other expenditures, and one of the places to look for economy at
all times is in the military budget.

There is an adage, you know, thatif you want either to cut expendi-
tures or to operate upon revenues, you have to look where the money
is. You do not find money either where it is not possessed or it is not
being spent, and there was agreement that those budgets and those
requests should be looked at in the light of the policies indicated with
the necessary qualification, of course, that the defense and the inter-
national position of the country has to be considered.

Senator FLanpers. Mr. Chairman, I would like to ask Dr. Leland
whether the net result of this document would indicate, perhaps, a
long-term reduction in the national debt rather than a long-term
increase in it or a long-term balance.

Dr. LeLano. Well, I think—and this is purely a personal opinion—
that the document itself would indicate over the long run some
decrease in the public debt. It implies, of course, that there will be
expansion in the public debt during periods of depression, and at
times when there are budgetary deficits. But, conversely, it implies
although it does not say so definitely and specifically, that this is a
part of the field of fiscal policy that needs to be more comprehensively
covered by a specific inquiry into the money and credit policy, but [
think that the implication of the recommendation for a surplus is to
the effect that those surpluses would in the end be used to finance
reductions in the national debt.

Senator FLanpers. Perhaps, it is outside the task to which you
set yourself to answer this question, but I will ask this also: Do you
feel that there is anything in the secular decrease in the debt that is
a worthy objective in itself?

Dr. Leranp. To state now whether or not I think that debt pay-
ment, irrespective of the cycle is worth doing?
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Senator FLanpers. No; I am talking about a secular decrease.
Is that a worthy objective, and does it have a determining effect on
these policies?

Dr. Leranp. If that means a reduction of the debt in good times,
and its expansion in poor times, I think you will find that there is
some disagreement of opinion among the economists as to the way it
ought to be handled.

he general statement is to the effect that you run deficits in de-
pressions, and you retire the deficits during booms.

My private opinion is that if you take that as the policy, the pay-
ment of the debt in the boom contributes to the boom, and adds to
the inflation.

My feeling is that prosperous periods are the times to impose
taxes for the purpose of debt retirement, and that the money collected
for that purpose should be sterilized and kept out of the monetary
system, and that during the depression and the beginning of the
. depression, is the time to pay the debt, and that this policy will
lessen the total amount that necessarily must be borrowed. So that
it really means the imposition of high taxes in boom times, the sterili-
zation of the funds collected during the boom, and then the initial
repayment of the funds, and the payment of the debts to the holders
of the debt during the depression.

Senator FLanDERS. Is this sterilization which you are talking about
to be accomplished by preference retiring of bank indebtedness rather
than privately held indebtedness, or are there other means?

Dr. LisLanp. That is one way. The other way, of course, would
simply be to sterilize the fund and put it in an independent treasury,
which is not connected with the banking system. You could ship
that down to Fort Knox, along with the gold.

Senator FLanpERs. You could ship paper as well as gold.

Dr. Leranp. You might, yes, that is right. [Laughter.]

You asked for another possibility—understand, I am not recom-
mending that; I just added that to the sum total of things that might
be done—but the action on the bank-held debt is the most hopeful
way of meeting that situation.

Senator FLanDpERs. You regard the principles of your report as
following the Keynesian theory of economics?

. Dr. Smyraies. I would like to add a word about what Dr. Leland

has said about the national debt. I think there we are entirely in the
field of personal opinion. Our group certainly did not consider what
the course of the national debt would be in the future, and I would
not like to give the impression that we are trying to provide anyone
with an easy way to reduce the national debt.

Tt seems to me that the future course of the national debt will be
determined by events. It will not be determined by the budgetary
policies followed by the Government. If we have more depressions
in the future than we have booms, I think we will inevitably have an
increase in the national debt. If we have more periods of inflation
in the private economy than periods of depression, we shall have
retirement of the national debt. But it seems to me it is quite 1m-
possible to forecast what the course of the national debt will be in the
future.

We do feel, as we say in this document, that we feel reasonably
confident that the policy we recommend here will not result in' any
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greater increase in the national debt than any other policy that might
be adopted.

We believe that if you adopt a prosperity policy, you may in fact
have periods of prosperity in which you can retire the debt, whereas,
if you do not do it, you may have periods of chronic depression where
you will inevitably have large deficits.

Senator FLanpERrs. What you are saying is if the purposes set up
in the statute by which the joint committee was set up are success-
fully effected, then the national debt will be reduced.

Dr. Levanp. Over a period of time.

Senator FLaNDERs. Over the long time. In other words, if we are
successful, on the whole, in maintaining high employment and pro-
duction, then probably the national debt might conceivably diniinish
cyclically—not cyclically, I mean secularly.

Dr. Smrtrigs. I think it has to be put rather carefully. It seems
to me that you can say that, if the inherent strength of the private
part of the economy is sufficiently great, the Government may be
able to afford to tax more than it spends without impeding prosperity.
But that is a different thing from saying that the policies of the
Employment Act, if they are carried out, will result in debt retire-
ment, because you may, in fact, need deficits to attain the objectives
of the act.

Senator FLANDERs. Yes.

Dr. Levanp. I want to add to that point. I want it to be perfectly
clear to all those present that in replying to that question I was reply-
ing for myself alone, and, secondly, I would reply to part of the ques-
tion that was asked with respect to the cyclical aspect and not to the
secular aspect that you put to Mr. Smithies, because there I happen
to believe in the necessity for the secular long-term reduction in debt,
and Mr. Sonne i

Senator FLaNDERs. I was going to say that Mr. Sonne looks to me,
Mr. Chairman, as if he might have an idea in his mind, and T would
like to ask him to make an observation. .

Mr. Son~e. I felt that I would like to report what I think was the
consensus—although not necessarily a hundred percent. I think it
is fair to say that the majority of economists at the meeting do not
like debt for debt’s sake.

Dr. Surrries. I do not think any economist likes it for its own sake.

Mr. SonnEe. If for no other reason than that interest charges would
come back in taxes.

Now, they say it is impossible, as Dr. Smithies says, to engage over
the years in a discussion as to whether there are going to be long
periods of recession or good times, but it is conceivable that at the
end of, let us say, a 30-year period, under this policy our debt will be
reduced. It is also conceivable that it will be larger. If it is enlarged,
it will be regarded as a lesser evil than to have unemployment and
bad times.

They also go so far as to say that if it is enlarged through the exer-
cise of this policy, it would also have been enlarged as a result of the
old-fashioned idea of balancing the budget, because we simply would
not be able to do it. :

I think that is a pretty fair statement, as I say, but I think most of
them expressed the hope that over the years it will be reduced, although
they do not necessarily think that it will happen.
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"Dr. SMrrHIES. Yes. : :

. Senator FLanpers. I started to ask another question, and that was
-as to whether the ideas in the report followed the, what we have come
.to consider as, Keynesian philosophy in economics.

Dr. Leranp. I would like to say on that score that I do not think
that Mr. Keynes is entitled to credit for the belief that the budgets
of governments ought to be cyclically unbalanced. I think he is
.entitled to considerable credit, along with other people, for having
argued that way, and seen the consequences of it, but most of Mr.
Keynes’ contributions to economics fall in the field of monetary,
banking, and employment policy rather than particularly with re-
spect to the fiscal operations of the Government. -

It happens that in this particular case they coincide, and the
reasons are harmonious, but the general belief in unbalancing budgets,
I think, was prevalent before Mr. Keynes wrote his first book upon
this topic, and many others have pointed to the intimate connection
Dbetween the public and the private economy and the role that the
.Government plays in influencing the effect of business activity. So,
it is both in the tradition of the Keynes’ doctrine, and it is completely
apart and outside of it. ’

Senator Franpers. Dr. Smithies, I have had the general impres-
sion that Keynesian ideas were rampant in the institution of which
you are a part. Do you want to give your comments on that?
[Laughter.]

Dr. Smrraies. We are inhabited by all shades of opinion. I
would like to say that I deplore the practice of labeling people as
Keynesians or anti-Keynesians. However, certain fiscal ideas have
been labeled “Keynesian,” and I think this document is undoubtedly
indebted to those ideas, but it does stress an aspect of the matter that
has been insufficiently stressed in the literature—the necessity of
keeping adequate control over the size of Government expenditures.
That leads me back to one of the questions that Senator Douglas put
before, whether the kind of a policy we suggest leads to high expendi-
tures in depression times and high taxes in boom times.

For all that has been said in this so-called Keynesian literature,
that problem, so far as I know, has never been adequately dealt with.
We believe the essential budgetary principles must be maintained if
we are ever going to get rational consideration of fiscal policy. I
think, therefore, our report differs from what is usually labeled—
perhaps wrongly, as Mr. Leland says—as Keynesian, by stressing
that point. ‘

Senator Franpers. Of course, that leads up to the practical question
of how we are going to put the principles mentioned into operation
here in a politically minded Congress. Have you any suggestions
to make on that?

Dr. SmitHIES. It seems to me, as I said earlier, that it depends
very heavily on the success of your committee. I do not think
there is any magic, from what I know of the Congress, in reorganizing
the Congress because, whatever the organization adopted, most
Members of Congress are chiefly concerned with particular programs
of government. In my opinion, it is necessary to get an economic
point of view superimposed on the consideration of the particular
programs, and I think every economist who feels the way we do
welcomes very heartily the Employment Act, the establishment of
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this committee and the establishment of the legislative budget under
‘the Legislative Reorganization Act. I feel that the ideas we express
here can only be brought into play by a sort of educational process
which, I am very happy to see, your committee is making strenuous
efforts to carry out.

Senator FLanpers. You also spoke of examples of projects which
could be started and stopped, mcreased or diminished, and you
mentioned residential housing. I think one of our achievements has
been in introducing the idea of flexibility into the public housing plan.

Dr. Levanop. That is right.

Senator FLanpERrs. And that is a definite step in the direction of
your report.

I note in the report, before the subheading of “Tax reform,” your
statement with regard to large farm benefits. There, of course, you
strike a field in which there is intense political thinking at the present
time, and it is an example of the difficulty that Congress has in
coming to an economic conclusion in the face of strong political forces.

I do not think it would be proper for me to ask you how we are
going to handle that political problem, but I think we will have to
recognize that it is there.

Dr. Levanp. I think it would be equally inappropriate, Senator, if
we gave you advice. We faced that problem squarely. We recognize
that this is a document on economic policy, prepared for a branch of
the Government that is our most important political instrumentality.

We are familiar with the difficulties that face Congress at any
‘phase of the cycle.

For mstance, in the depression, I think there is ample evidence to
indicate that during the last depression Congress did not spend
enough; just as during the period of prosperity recently passed, they
did not tax sufficiently, and we are familiar with the difficulties which
face the Congressmen in increasing taxes, which are notoriously un-
popular at any time; and similarly decreasing a spending program
‘which may equally be unpopular at another time, so there is no
counsel of perfection to be given here at all.

We are mindful of the problem, but unless the consequences are
clearly realized, we will never get to a point where we can get move-
ments, at least in the right direction.

Senator FLanpers. Mr. Chairman, I have finished the questions
I wanted to ask. I just want to comment that it seems to me that
these two documents are extremely valuable. I do not know when
we have had anything since the committee has been in active service
that is more simple or more clear or more useful than these documents
that have been presented to us this morning.

Senator Dougras. Congressman Buchanan?

Mr. BucaanaN. Mr. Chairman, I believe that since the document
is so warm at the present time, it should be brought to the attention
of the entire membership of the Congress, and I would like to
request that you, as the chairman of the subcommittee, see to it
that it is incorporated in the record, if you will, and if it meets with
the wishes and comments of the other members of the subcommittee.

Senator Doucras. Do you have questions?

Mr. Bucaanan. No questions.
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Senator Doucras. I must apologize to both Congressmen Buchanan
and Patman for taking up so much of the time.

Mr. Parman. That is expected of the chairman.

You mentioned blocking off of a part of the national debt a while
ago and you suggested that we could just put it down in Kentucky
where we have gold, and it might be a good thing and get it out
of the way. Could you not do the same thing by having the Federal
Reserve banks buy up a part of the national debt, especially that
which is owned by the different local banks, that is so inflationary,
and freeze it, not put it in circulation? :

Dr. Leranp. Certainly, if other measures were taken to prevent
the Federal Reserve funds from adding to excess bank reserves.

Mr. Parman. That would be the same thing.

Dr. Leranp. Yes.

Mr. SonNE. And save some interest, by the way.

Dr. Levanp. Oh, yes. Those are possibilities that a group con-
sidering money and credit policies ought to consider.

Mr. Patman. This gentleman here, being a farmer himself and
having given a great deal of thought and study to the different farm
pians, I wonder if he has come to any conclusion on the Brannan
plan?

Mr. Sonne. I would be happy to discuss that question with you
. unofficially, because it is slightly outside the sphere of this bearing.

Mr. Parman. I will not insist on it.

That is all, Mr. Chairman.

Mr. Son~E. I am very much interested.

Senator Doucras. I was puzzled by Congressman Patman’s
question and your reply. Suppose the Federal Reserve, with a sur-
plus, were to buy Government bonds held by member banks in the
open market. Would that not give to the member banks a credit
deposit with the Federal Reserve System which could also operate
as an inflationary device, and that, therefore, it would not be de-
flationary?

Mr. ParmaN. Which could be easily corrected by raising the reserve
of the banks.

Senator Douaras. Dr. Leland, do you want to make any com-
ments?

Dr. Leranp. I think the question of whether it is deflationary or
inflationary is determined by the sources of funds that are used to
retire the debts. It is the taxes that are imposed that get the money
that are deflationary, whereas, the very fact of retirement, as you
point out, may put money into the hands of the banking system
unless accompanied by changes in the reserve ratio and voluntary
abstinence in the use of those funds. Youcannotgetacomplete answer
without tracing through all of the effects, first, from where the money
comes; then, second, the effects of what it is used for, and how the
purchasing power either is withheld or goes back into the total
economy. 'The mere payment may simply restore the purchasing

ower at a different spot and may offset all the good that is accom-
plished by the taxes imposed.

Senator DoucLas. Well, as we move on into money and credit
policy, I see that we will have some ticklish problems there.

Congressman Patman, do you have any questions?

Mr. Patman. No questions.
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Senator DougLas. Congressman Buchanan?

Mr. Bucaanan. No questions. :

Mr. PaTman. Remember, I am not criticizing you for taking the
time that you did. Your questions were very constructive.

Senator Doucras. I have a guilty feeling of taking more time than-
I should have, and I want to apologize ’

Mr. PatMan. No apology is needed. :

Senator Doueras. All right, gentlemen. Thank you very much.
+ (Whereupon, at 12:30:p. m., the subcommittee adjourned, subject’
to the call of the Chair.) :
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WEDNESDAY, NOVEMBER 16, 1949

CoxNgress oF THE UNITED STATES,
SuBcoMMITTEE ON MONETARY, CREDIT, AND F1scaL PoLiciEs,
Jont CommrrTeE oN THE Ecoxonmic Reporr,
_ Washington, D. C.

The subcommittee met, pursuant to notice, at 10 a. m., in the caucus
room, Senate Office Building, Senator Paul H. Douglas (chairman of
the subcommittee) presiding.

Present: Senators Douglas (chairman of the subcommittee) and
Flanders; Representatives Buchanan and Wolcott.

Also present: Dr. Grover W. Ensley, acting staff director, and Dr.
Lester V. Chandler, economist to the subcommittee.

Senator Doucras. Ladies and gentlemen, as the Subcommittee on
Monetary, Credit, and Fiscal Policies reopens its hearings, we are
happy to have as our first witness, Mr. Alfred H. Williams, president
of the Federal Reserve Bank, Philadelphia. '

Mr. Williams, I believe you have brought along an associate, who
may assist you with certain technical questions. I wonder if you want
to identify him at this time for the record.

Mr. Winrrams. He is Mr. Karl R. Bopp, vice president, Federal
Reserve Bank, Philadelphia. A

Senator Doueras. I assume you will, yourself, want to answer ques-
tions relating to the fiscal policies of your bank and the Federal Re-
serve System as a whole, but I hope you will not hesitate to refer any
questions to Mr. Bopp if you care to do so.

Senate Concurrent Resolution No. 26, which authorized the estab-
lishment of this subcommittee, directed us to make “a thorough and
complete study and investigation of the effectiveness and the coor-
dination of the monetary, credit, and fiscal policies in dealing with
general economic policy.”

This is obviously a very broad subject, and in your written state-
ment to the subcommittee, which I have here, you have already dealt
with many aspects of it. I think perhaps it would be best this morn-
ing if we started off with having your own judgment as to what are
the most important and urgent problems in the field, so that we may
narrow the range of consideration at the beginning of our hearings.

STATEMENT OF ALFRED H. WILLIAMS, PRESIDENT, ACCOMPANIED
BY KARL R. BOPP, VICE PRESIDENT, FEDERAL RESERVE BANK,
PHILADELPHIA, PA,

Mr. Wmriams. Mr. Chairman, perhaps I should at the outset make
the point that I am speaking as president of the Federal Reserve Bank
of Philadelphia and not as a representative of the President’s Con-

27
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ference of the System or of the Board of Governors. You have the
record of replies to your questionnaire which indicates the general
point of view. That record was created by appointing a’committee
of economists from the 12 banks, who met and discussed the questions
and formulated replies. Individual deviations from those replies,
either in the way of supplement or disagreement, are in the record.

I think it might be helpful in this initial hearing to discuss the
broad aspects of the problem of coordination and effectiveness of mone-
tary and fiscal debt-management policies. I am glad to do this, be-
cause it seems to me that the area under consideration by the sub-
committee is an extremely vital area, a very important one. It is
especially important to the System, because we are under a legislative
mandate to use the techniques attached to monetary policy to bring
about improved economic stability in the public interest.

I would like to make the general point that in my judgment the
problems of economic instabi%ity are becoming increasingly difficult,
and that the basic ground swells may well be inflationary. As 1
reflect and digest developments, it seems to me that in considerable
measure these stem from a zeal for social justice. There are many
observers who think of this as arising only in the United States. In
my judgment, it is world-wide.

Roughly, there are 65 sovereign powers on the planet, and I think
a survey of these would indicate that the zeal is at work in almost
every one of these groups. I suspect that at some future time, when
a historian sits down to record the developments, he will think of this
as the period in which the Zeitgeist, the spirit of the age, is one of
getting a greater amount of what we may term social justice.

In the United States, that is taking the form of conscious efforts
on the part of the state to achieve a larger measure of equity in every
specific situation where trouble appears. It would be presumptuous
for me to go into this in any detail. I take it that the experience of
the members of the committee in specific provinces that fall within
their assignments would furnish us all the material we need.

Senator Doucras. May I interject for a moment?

Mr. WirLiams. Surely.

Senator Doueras. Do I take it that you are somewhat afraid that
the expenditures on so-called welfare purposes will result in unbal-
ancing the budget and, therefore, exert a steady inflationary pressure
on the economy ?

Mr. WirLiams. I think that is a fair statement of my feeling.

Senator Doucras. Of course, about 78 percent of the Federal budget
goes for either preparation against a future war or payments incurred
as a result of past wars or nearly 33 to 34 billion dollars of the total of
43 to 44 billion dollars that will be spent for the current fiscal year ; and
I wondered if you would not add to this feature that you have men-
tioned the fact that the world is in a state of uncertainty and that high
military preparations are being made, and that these exert an even
greater inflationary pressure than the so-called welfare measures.

The specific welfare measure appropriations by the Federal Gov-
ernment amount to only about 2.2 billion dollars out of the total of 44
to 45 billion dollars in the budget.

Mr. WiLLiams. I quite agree, and these expenditures are highly in-
flationary because they are in essence wasteful, except as they produce
real or fancied security.
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Senator Doucras. Will you proceed? I merely wanted to correct
the record a bit so that the so-called welfare state would not be charged
with responsibility for unbalancing the budget.

Mr. WmLiaxms. There are other aspects that will tend to produce
economic instability, and I think, as I proceed, they will be brought out
and result finally in 2 more balanced picture than I give when develop-
ing this first point, Chairman Douglas.

hat we have is an attempt to give to each aggrieved part of the
economy, to each claimant, a cure. We look at agriculture, at vet-
erans’ affairs, at housing, at local depressed areas. My native birth-
place, a town in Pennsylvania, is added to the list as of this past week.

The danger is that we give to each and assume there shall be no
losers. This, of course, is impossible unless we can expand output
with each gift, and this in turn soon comes to an end because of the
impossibility of indefinite expansion. The Germans have an adage
that trees do not grow to the sky.

We tend to shore up the weak points as they appear rather than
view the development of weakness as a process by which resources are
redistributed.

I turn for a moment and contemplate the small-business scene.
Without taking the position that more of these claimants de.
serve all possible aid, I think of the philosophizing of a Danish
economist, who says, “Thank God for the bankruptcies.” By that he
was thinking of the bankruptcy as a process by which individual en-
terprises are sloughed off and resources are redistributed. This is not
to say that we should not make every effort to see that, for example, a
depressed area is given some aid ; but we should raise the question as
to whether we ought not to make an orderly transition from the type
of economy that exists there to something that is more balanced and
will not continue the difficulties that are occupying our current, interest.

This zeal for social justice reflects itself also in the form of our ef-
forts to obtain full employment with ever-rising wage rates. The
postwar record is one of successive demands and pretty much of suc-
cessive acquiescence.

A second force that is likely to make our economy more unstable
is the changed character of economic action. :

It seems to me that economic movements are more pronounced ; they
are more powerful; they are more unpredictable. Decisions are no
longer made by large numbers of participants in the economic process
where you get the operation of the law of large numbers.

I referred a moment ago to the 65 sovereign powers. All of them
are now entering into the actions of the market place. One gets by
reason of state action—and for other reasons, too, of course—gyra-
tions in all forms of economic activity. For example, before us at
the moment is the price of coffee.

Now, these are in some cases unpredictable because they grow out of
- political influences and not the give-and-take of the buyer and seller
in an open market place. I am not saying we ought to return to the
days of so-called free competition. I am discussing what seem to me
to be realities at the moment in the light of achieving economic stabil-
ity. This will bring us ultimately to the question of what we can do
via fiscal policy, in the management of the public debt, and through
the operations of the Federal Reserve System.

99076—50——3
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I would cite as a second illustration of the changed character of ’
economic action what is happening in the field of collective bargaining.
At the outset I would make the point that I am not against collective
bargaining and that what I am about to say ought not to be construed
as antiunion, ‘

We have had a development in the labor movement which is of the
utmost significance from the standpoint of wage rates, pensions, et
cetera. I enter this field, Mr. Chairman, with some diffidence because
of your own professional interest and competence in the area; but,
as I read it, we had up to 1934 a relatively slow growth of trade-
unions. At that time there were 8,000,000 members. If one looks at
the composition of the unions, we find for the most part they were
the elite of the labor movement. The A. F. of L. and the brother-
hoods dominated the situation. The general public was not conscious
of the results of their collective-bargaining efforts.

But suddenly there came forth in 1934 and continued to grow a
democratization of the labor movement. We brought in not only the
craftsmen, the men with technical skills, but went down into the ranks
of labor and organized those. Today we have not 3,000,000 members
of trade-unions but 16,200,000.

Now, these new members differ from those that peopled these smaller
unions. They have zeal for social justice. They set up demands;
and, because they are unskilled for the most part, or have highly
specialized skills, and for other reasons, we have the development of
industry-wide bargaining. So, as a result of contractual negotiations,
we have wage rates that cut right across an industry. If, as a result
of strong bargaining, a leader in one industry achieves a wage increase,
perforce the leader in every other industry must get it, too. He must
bring the bacon home to his men. You have here a force that is very
pervasive. One contract permeates until it soon influences an entire
industry, and that industry influences the others. If a mistake is
made in the initial contract, it is transmitted to others and becomes
a major mistake for the whole economy.

There is a witticism concerning Nazi Germany to the effect that it
was so well organized that it could make only major mistakes. In a
sense, that conveys something of the thing I am trying to put across
at the moment.

Another aspect of these major factors making for economic insta-
bility is the fact that this country has been catapulted into a position
of world leadership by virtue of a long chain of events that need not
be analyzed here.

It seems to me that this position of world leadership and responsi-
bilities which are attached to it reinforce the drive to see that we shall
not fail, because of the consequences of any untoward domestic action
on us in the international scene. This tends to make us less flexible,
le?s willing to suffer defeat on one front because we fear it may go to
others. ’

T am leading to the conclusion, Mr. Chairman, that we must redouble
our efforts to achieve stability and to achieve it under conditions of
high levels of employment and production and at reasonably stable
prices. This in the minds of able students is the only way in which in
the long run, you are going to be able to achieve social justice.

The problems are not only complex; they are on the increase. The
stakes are larger.



i MONETARY, CREDIT, AND FISCAL POLICIES 31

The question is, How do you achieve this stability ? Broadly speak-
ing, there are two ways in which it can be achieved. One is by a series
of specific controls, and the other is by attempting to get some general
influences that will be impartial, that will be impersonal, that will be
pervasive.

To select the former route is to begin to go down a road where one
control leads to another. I suspect that the British Labor Government
finds itself in a position where it cannot very well go back and, there-
fore, is going on, perhaps very reluctantly.

I think we have to be very careful about that. I think the period
that we are now in is one in which we aie going to make some basic
choices. T shall attempt to tie this in to the attitudes that exist now
within the field of banking and within the field of bank administra-
tion. I refer again to the fact that the area you are exploring here is
in my judgment a very important one.

I take it you are interested in our judgment as to the inherent ef-
fectiveness of work in this area of general controls. What is our judg-
ment as to the way we are organized and some of the results that we
are failing to achieve because of lack of organization? Are the tools
that are at our disposal ones that needed to be added to or
resharpened ?

I stop to say at this point that my own choice is for general instru-
ments of control and influence. They can be few in number if they
are well chosen.

Senator DoueLas. May I interject a question there %

Mr. Winrtams. Yes, of course.

Senator Doucras. Itakeit what you are saying that if we could have
a sound monetary, credit, and fiscal policy, reasonable stability of
prices, but with prevention of depressions, then if that can be effected
through monetary, credit, and fiscal policies, you would prefer to use
that; and that specific controls over given areas, such as an industry,
and so forth, should be discarded or abated and that you would trust
Anstead to the forces of competition in fixing individual prices within
the framework of the general stabilized price system is that right?

Mr. Wirriams, The question is an extremely difficult one to answer,
Mr. Chairman. In agriculture the Government has a bull by the tail.
In agriculture we have 614 million business enterprises—I call the
modern farm a business enterprise—subject to unusually un-
stabilizing factors. I would not go so far as to say we ought to begin
now and by a process of orderly liquidation over a period of years get
out of agriculture completely, but I think we ought to ask ourselves
the questions: To what extent can we get out of agriculture? How
rapidly can we accomplish this reduction in commitment? What are
the ways in which we can bring this about? It ought not to be a
separate approach to a problem which ramifies out in all directions
and which has essential unity.

Senator Doucras. The presumption, however, should be in favor of
a general solution rather than a series of specific measures?

Mr. Woriams. Quite so, and the presumption should be that every-
onf,. who is affected by a general policy ought to be informed about that
policy.

Senator Fraxpers. May I ask a question ?

Sehator DoucLas. Yes.
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Senator Frawpers. Mr. Williams, does what you are saying also
apply to credit control itself? Do you feel that credit control by the
Government through the Federal Reserve System or by any other
means should be general rather than applied to specific areas of busi-
ness operation ?

Mr. Wirzianms. I would go into specific credit areas with the great-
est reluctance. We will come to that question later.

Senator Franpers. Thank you. :

Mr. Wizrians. This background focuses attention upon the role
of the Congress, of the Treasury, and of the Federal Reserve System
in this drama, if I may use the term, the social drama that I am at-
tempting here to sketch.

I consider first the role of the Congress in the fiscal policy. Here
again I may be presumptuous in bringing up the question. I do so
only because it is such an essential part of it.

The role of fiscal policy in economic stability is one that in broad
outline is easily handled by students of the subject under the general
term of compensatory fiscal policy.

The Government achieves economic balance by putting funds in and
taking them out of the spending stream. Question is raised as to how
frequently you must be in balance. There are several schools of
thought with respect to it. Do you attempt to achieve it annually ?
Do you attempt to achieve it over a longer period of time? Theo-
retically, the scholars say you achieve it over a longer period than a
year. These economic recessions and swells do not occur according
to the calendar.

When you turn to compensatory fiscal policy, in practice, you step
out of the closet into the world of men who are sensitive to political
values—and I do not use that invidiously. I mean Congressmen are
locally elected, and I may say reelected or rejected ; and that influences
their actions.

In 1948 we had tax cuts, which increased the money available for

_spending by $5,000,000,000. There were probably many considera-
tions which led to the action, but the chances are that not many of them
centered around—Ilet me put it this way : there were some that did not
center around the question of achieving economic balance. I am not
saying this critically, because there are a great many limitations to
the effectiveness of the role that Congress can play in this question
of achieving economic balance, and I hope if I am in error here that
you will set me right. '

To be successful, there must be some fairly accurate predictions,
sometimes far in advance, because the economic effects of congressional
action may be delayed for a considerable time. Fiscal policy as carried
out by Congress is not a flexible tool. You cannot change tax and ex-
penditure policies quickly.

Also, as important as anything, when the decisions are made, fre-
quently the aggregates are not in view. By focusing attention on one
aspect, particularly if a person is politically motivated, you get a total
result which you would not accept if you-knew in advance that it was
coming. You do not get the discipline that frequently arises in other
fields of action, notably business, where the penalties are pretty direct
and pretty immediate and pretty close at hand.
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I think that the most we can hope for in the consideration of what
Congress can do in this whole area—that is, fiscal policy—is that it will
not seriously aggravate the problem. That is a pretty mild statement.

At the same time, the effects of fiscal policies are large and growing.
For example, during the twenties Federal and governmental expendi-
tures were in the magnitude of $5,000,000,000, compared to a gross na-
tional product of $90,000,000,000. Today we have $40,000,000,000 of
governmental expenditures and gross national product of $250,000,-
000,000.

Now, the Government can waste resources just as readily as can the
individual citizen or the business enterprise. I think it would be help-
ful if we were constantly reminding ourselves that the responsibilities
that are set forth broadly in the Employment Act of 1946 contain im-
plied responsibilities for Congress as well as for the Treasury Depart-
ment or the Federal Reserve System. It involves the art as well as the
economics of government and, I think, deserves the fullest possible
attention.

That brings me to a consideration of Treasury and the Federal
Reserve System responsibilities and relations. The Treasury, of
course, aside from advising the Congress'in tax matters, has certain
operating responsibilities that we can pass by—collecting tax revenues,
making éovernment disbursements, managing the operating balance.
The last of these, that is to say, building up or drawing down the
operating balance for regular payments to meet maturing issues, and
so forth, does gear in pretty closely to the work that we do.

The major field, however, is management of the public debt. This
involves Treasury decisions as to refunding, as to maturities, as to
marketable and nonmarketable issues, and importantly as to price.

These operations are closely geared into the Federal Reserve’s re-
sponsibilities and opportunities.

We turn to the Federal Reserve System for a moment. Here the
basic responsibility is one of adjusting the money supply to the flow
of goods and services. The most important manner in which we in-
fluence this situation is the way we work in changing the amount, avail-
ability, and cost of actual reserves, and the level of reserve require-
ments. We have three tools in our kit. The first is discount rates.
Initially, it was the most important instrument when banks were
acquiring reserves by discounting. It is now less important because
reserves are influenced through open-market operations, although I
think we can underestimate the influence of the discount rate because of
the psychological aspects of this tool.

Open-market operations are a tool of major importance at the
present time in the matter under consideration, because through our
purchases of securities we supply additional reserves, and by our sale
of securities we reduce reserves.

Senator Dotcras. Mr. Williams, I wonder if you would state for the
record of what open-market operations consist.

Mr. WiLians. I will ask Mr. Bopp to answer that question.

Mr. Borp. They consist, Chairman Douglas, of the purchase by the
Open-Market Committee of the Federal Reserve System for the ac-
count of the Federal Reserve banks’ Government securities of such
maturities and at such prices, and so on, as may be determined by the
Open-Market Committee ; and, correspondingly, sales of securities in
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the open market. An adjunct to sales involves the redemption of
. securities as they mature on the part of the Treasury.

Senator Dougras. When the Federal Reserve System purchases the
Government securities from banks, what are the banks given in return ?

Mr. Borp. The Open-Market Committee deals with a list of Govern-
ment security dealers, so that typically a bank would operate through a
dealer. The purchase would be made by payment of a check drawn
on the Federal Reserve bank itself, which would be given to the seller
of the Government securities.

This seller in turn would deposit that check in his bank, and his
bank would send it up to the Federal Reserve bank and get credit for
it on the books of the Federal Reserve bank in the form of an increase
in its deposit account. The deposit account of a member bank is also
its reserve account. The result of the purchase of the security by the
Open-Market Committee is an increase in the private deposit account
of the seller of the security at his local bank; and that bank in turn
would have an increase not only in its deposits but a corresponding
increase in its reserve account at the Federal Reserve bank. A sale
would have the opposite effect. '

Senator Doucras. A Federal Reserve bank creates a credit with
which it purchases Government bonds?

Mr. Bopr. That is correct, and that credit initially is in the form
of a deposit in the Federal Reserve bank.

Senator Doucras. What proportion of the earnings of the Federal
Reserve System come from this type of credit operation?

Mr. Borp. Virtually all. There are a few small types of other
earnings, but virtually all come from ownership of Government
securities.

Senator Doucras. Is this a type of transaction which was not origi-
nally contemplated when the Federal Reserve System was set up ?

Mr. Bopp. I think that is probably a fair statement of it, Chairman
Douglas. Initially the Federal Reserve System was considered rather
a more passive institution. It was assumed that with an increase in
the general level of economic activity there would be an increase in
what at the time was called and still is called eligible commercial paper
_arising out of the increased activity. If a businessman needed addi-
tional credit, he would take that paper to his bank for discount to
secure a deposit for it. If the bank in turn needed funds, it would
take that paper to the Federal Reserve bank for discount.

The Federal Reserve would pay for that paper by an increase in the
deposit account of the bank. However, at the time it was also felt—
and this is trying to recollect the history of the time or the reading
of the history—that there might be times when the Federal Reserve
System would have inadequate earnings, and when business might
be depressed, and, therefore, the System should have some authority to
put funds into the market of its own violition.

Therefore, it was given authority to deal in the open market in
Government securities and certain specified other securities, but initi-
ally it was not considered a basic instrument of policy. It became so
in the 1920’s.

I think it is, therefore, a correct statement to say that the ultimate
development of open-market policy was not contemplated by the
framers of the Federal Reserve Act.
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-~ Mr. Wiirrams. Would you comment on the matter of initiative on
the part of the bank, on the one hand, and of the System on the other?
.- Mr. Bopp. In the case of open-market operations the System is
enabled to take the intiative to put funds into the market or to take
them out. In the case of discounting, the initiative is on the part of
the prospective borrower. If, however, the System, as during the war
and postwar periods, establishes a price in the market at which it
will deal in Government securities, then the initiative may be taken by
the market rather than by the Federal Reserve System so far as
amount is concerned.

Senator Franpers: May I ask a question ?

Senator Doucras. Yes. - :

Senator Franpers. Mr. Bopp spoke of the open-market operations
as affecting the available bank reserves. I would like to inquire
whether in 1ts actual operation the purpose of open-market operations
is directed toward increasing or decreasing bank reserves, or is it
directed toward maintaining the price level of the bonds themselves?
" Mr. Boep. During the war period and for a considerable period
after the war, as I mentioned, the Federal Reserve System established
the yield structure on Government securities and bought or sold se-
curities so as to maintain that yield structure. The effect on reserves
was incidental to that. ) '

However, with the announcement by the Open Market Committee
in June of this year, it was stated that in the future the Open Market
Committee will be concerned with the general level of economic activ-
ity, which I would interpret to mean that it would be more concerned
with the level of reserves than it had been hitherto.

Senator FLaxprgs. Does that mean that as a result it will be paying
less attention to the maintenance of an interest rate, which I presume
means the maintenance of price because the earning rate is dependent
on the price—that it would be less concerned with that in the future
than it has been in the past?

Mr. Bope. The exact interpretation is one I cannot personally give,
It is a matter of the individuals who have prepared the statement.
However, I think one can get some impression as to the meaning of
it by following the Federal Reserve holdings of Government securities.

If one looks at the holdings of the United States Government bonds,
for example—these are the long-term securities held by the Federal
Reserve System—the volume remains unchanged week after week.
There were a few very small changes and one large change which
happened to come at the time of the maturity of a bond issue. That
would mean, it seems to me, that the Federal Reserve open market
committee was not in the market in the long-term issues. That is evi-
denced also by significant changes in the prices of long-term issues
since the statement was issued.

Senator Franpers. Has the history of yields of Government se-
curities and the market prices on which those yields are based actually
shown more flexibility since that decision was arrived at than was
the case before?

‘Mr. Bore. With respect to long terms, I am quite sure that is the
case. I will have to check with the chart book.
. Senator Franpers. Specifically, are there any issues which have
been allowed to go below par?
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Mr. Borp. No; with the release of reserves and this policy state-
ment, the pressures all were in the other direction, and prices have
gone up very significantly, which means that yields have gone down.
When I express the judgment that the variations in yield on long
terms have been significant since that time, I meant not an increase
in yields, but a decrease in yields of a significant amount. My hunch
would be a quarter of a percent in yields.

Senator Franpers. The effect of that policy has not been detri-
mental so far to the policy, if you want to call it policy, of main-
tai?in%g the price of Government securities, but has been the reverse
so far? ‘

Mr. Borr. Well, I should say that it is evidence that there is no
ceiling at the present time.

Senator FLanpers. But the floor is still there?

Mr. Bore. AsIsay, that is a question that

Mr. Witriams. We are floating in the air and have not explored
the floor yet.

Senator Franpers. What will happen when you hit the floor if
reserve requirements should indicate that prices should go below
the floor? :

Mr. Witrtams. I think that question will come up again later,
Mzr. Flanders.

Senator Fraxpers. All right.

Senator Doucras. Now, you have mentioned two weapons that
the System has—the rediscount rate and the open market operations.

Mr. WinLiams. Reserve requirements being the third.

Senator Doveras. Yes.

Mr. WrLriams, Just one more point to supplement what Mr. Bopp
has said about the operations of the Open Market Committee. This
is a force in the money market that has great leverage. By that I
mean that if used with deftness, with psychological astuteness, it
can work results that are far beyond the magnitudes here involved.
One in effect sits there shooting with a rifle and not with a shotgun,
and you have the entire market revealed before you. You come to
know it, and the task of managing the account, which is one of great
importance, is in my judgment one that has been superbly carried
out, if one goes back especially to the postwar period.

Senator Dovcras. I wonder if either of you would briefly sketch
for the record the effect upon the general supply of credit when the
System sells securities in the open market.

Mr. Wiriiams. I think you have traced in more detail the effect
of the System buying, Mr. Bopp.

Mr. Bore. The sale of securities would require payment by the pur-
chaser of the security to the Federal Reserve bank for that security.
In making this payment, the Federal Reserve bank in turn would
collect the check for payment from the bank whose customer had

urchased the security, and that would result in a reduction in this
Eank’s deposit account, which is its reserve account at the Federal
Reserve bank, and also a reduction in this bank’s deposit account
with its customer; so that you would have initially a reduction in
both reserves of all member banks of the Federal Reserve System and
a corresponding reduction of the accounts of private customers in
their commercial banks. '
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Senator Doucras. And hence a reduction in the potential lending
capacity of member banks? '

Mr. Borr. Yes, sir; unless offset by excess reserves. If it did not
have excess reserves, it would be short of reserves and could force a
retraction through the banking System.

Mr. WiLiaas. This brings me back to the topic of relations between
the Treasury and the Federal Reserve System. I think Mr. Bopp’s
explanation and the connotations of it indicate that the task of the
Treasury in managing the public debt and its working balance and
the task of the Federal Reserve System in using its monetary authority
to achieve stability are very closely meshed.

Mr. Worcorr. May I ask a question ¢

Senator DoucLas. Yes, of course.

Mr. Worcorr. What Mr. Bopp said a moment ago just registered
with me. You made a statement that if the bank sells out its re-
serves, in answer to a question asked by Senator Douglas, that it
decreased the amount of money which was available for loaning by
the bank.

Is it the practice to reduce reserves sometimes to make available
more money for loaning—private loaning?

Mr. Bopp. To reduce reserve requirements?

Mr. Worcorr. Reserves. If thev are above the requirements, there
is a tendency to liquidate their reserves?

Mr. Borp. Provided they have excess reserves. they will use that
for lending purposes. If, however, the Federal Reserve System has
sold securities, that will initially reduce the reserves of the bank whose
customer bought the securities. That bank will then have less reserves
available for lending, purchasing securities, or whatever purpose it has.

Not only that, if it began the process without excess reserves it
would then be short of reserves because the reduction in reserves is as
great as the reduction in deposits. It is required by law to keep only
a percentage of reserves against deposits, and it would then have to
restore the deficiency of reserves by the sale of some assets.

Mr. WoLcorr. When there is a movement on the part of a great
many banks to liquidate a great many excess reserves, then is it the
function of the Federal Reserve, if they have flexibility enough in
their reserve requirements, to increase the reserve requirements to stop
that practice?

Mr. Boep. I should say it is contingent on whether, in the judgment
of the Reserve authorities, an expansion should take place. If so, they
would encourage it. I am thinking of the thirties, when banks had
large volumes of excess reserves and when the Federal Reserve System
was interested in having expansion. If banks had expanded, that
would have been to the good.

On the other hand, if this process is going on at a time of inflationary
pressure when the desire is to restrict, then you would have the ques-
tion of whether to restrict by sales of securities or by changing
requirements.

Mr. Worcort. Previous to the Banking Act of 1935 the Open Mar-
ket Committee functioned in more or less an advisory capacity. They
were given power in the Banking Act of 1935; they did not have the
power to initiate purchases and sales previous to that.

Mr. Bope. I should say it was a voluntary arrangement prior to
that, and any individual Reserve bank could refuse to participate in
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the open-market operations which the committee itself had recom-
mended for the System as a whole.

If, however, the committee felt that a specified volume of securities
should be bought or sold and a particular Reserve bank should have
refused to participate, they might have distributed that amount among
the other banks.

However, so far as T know, no bank refused, in fact, to participate
in them. But your question concerned the power of the System itself.
It had the power. However, by law it was lodged in the individual
banks who collectively had an open market committee to advise with
respect to and to engage in open-market operations subject to the rules
and regulations of the Board of Governors, but the individual bank
had the power not to go along if it desired.

Senator Doucr.as. And now ?

Mr. Bore. And now it is a System operation and no individual Fed-
eral Reserve bank may refuse to go along.

Senator Doueras. And the amounts which each bank must take or
must sell are specified by the Open Market Committee ?

Mr. Bopp. Actually it is a single account for the entire System, and
the actual ownership of the securities by the individual Reserve bank
is distributed from time to time.

As to the exact formula, T confess you have every right to expect
me to know that. Ihaveknown it for as long as a half hour after read-
ing it, but for the long run T have considered the burden on my memory
to be greater than the value of the information. I can, however, supply
you with it.

Senator Doueras. We will ask someone to make it a matter of
record.

(The formula referred to above is as follows:)

FORMULA FOR ALLOCATION OF SECURITIES IN THE SYSTEM OPEN MARKET ACCOUNT

Securities in the System open market account are allocated by the Federal Open
Market Committee among the individual Federal Reserve banks on the basis of
their expense and dividend requirements. The formula is based on estimates
for the year of each Federal Reserve bank’s expenses, dividends, and earnings
from sources other than securities in the System open market account. Ratios
of the estimates for each Federal Reserve bank to those for the 12 Federal
Reserve banks combined are then computed and securities in the System open
market accounts are allocated on the basis of these ratios.

Adjustments may be made in the allocations from time to time if the reserve
position of a particular Federal Reserve bank indicates that an adjustment is -
desirable or if the allocations on the basis of the original estimates are no
longer appropriate.

Mr. Worcorr. In that connection, perhaps affiliated with the subject
with respect to rediscount rates, previous to the Banking Act of 1935
Federal Reserve banks could initiate increases in rediscount rates, but
they would not become effective without approval of the Federal Re-
serve Board, and now the Federal Reserve Board may initiate in-
creases or decreases in rediscount rates.

Mr. Borr. That particular provision, Congressman Wolcott, has
had an interesting history. As I gather it, the provisions in the initial
draft of the Federal Reserve Act contained a provision that the Fed-
eral Reserve banks shall establish from time to time rates of redis-
count, subject to review by the Federal Reserve Board.
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* At some time during the process of héarings and subsequent reports
this wording was changed to read, “Subject to the review and deter-
mination by the Federal Reserve Board.” :

Now, it 1s a question as to what those words mean. In my own
judgment, and I can be in error, I think the Congress intended to be
somewhat vague, and time would tell. * You would see how the thing
worked out.

~The Attorney General was asked, and it is my recollection it was in

1919, as to a judicial interpretation of these words. He said that
going through the legislative history it is clear that the words “and
determine” were added, and since they were added, attention was
specifically called to them and they meant something. If they meant
something, they meant something other than “review” and, therefore,
it meant that the Board had the power to determine rates. He inter-
preted the words to mean that, if necessary, the Board could initiate
a change in the rate, and it did prior to the Banking Act of 1935 in the
case of the Federal Reserve Bank of Chicago. I think the year was
1927. :

So the Board did, as a matter of fact, prior to the Banking Act of -
1985 initiate and require the Federal Reserve bank to change a rate
which the bank did not want to change. Senator Douglas may remem-
ber that Chicago incident.

Mr. Wirrrams. Ireturn now to the question of relationships between
the Treasury and the System, starting with the war period. The
prime consideration from the standpomnt of the Treasury and the
System was to win the war; and management of the debt and the
changing policies with respect to reserve requirements and open mar-
ket operations were in the light of this prime consideration of achiev-
ing military victory.

Looking at the econemy as a whole, I take it that to the extent we
were interested in stability we relied pretty much on direct controls.

The system’s task during the war was to facilitate the operations of
the Treasury. The Treasury had a number of important decisions
to make. One of them had to do with the interest rate pattern, and
there I would rather rely on Mr. Bopp’s memory than my own as to
what happened during the thirties to bring us up to the point of en-
trance into the war with a plethora of funds and low interest rates.
The general point is that we froze the interest rate structure into a
pattern beginning at three-eighths of 1 percent and énding at 214 per-
cent.

I think it may be interesting for the record to outline what had
transpired during the thirties which had resulted in this situation.

Mr. Bore. Although this is not the ultimate beginning of it, one
may begin with the change in the price of gold on the part of the
United States from $20.67 to $35 an ounce. At any rate, following
that we had very large importations of gold into the United States,
and a very great plethora of funds and the absence of a demand for
funds to any considerable extent.

Banks having these large excess funds and no very great demand
for credit desired to keep their funds in short-term assets; and as a
consequence, one had a superabundance of funds, particularly short-
term funds. At one time the United States Treasury was able to bor-
row 90-day money at a zero rate of interest, and for some peculiar
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tax provisions in the city of Chicago, on rare occasions, at a negative
rate of interest.

However, in part because bankers and others felt that these rates
were excessively low and that it was merely a matter of time until
they would rise, investors were unwilling to commit themselves at
the long-term rate then prevailing.

In a period in which anticipations are for a rise In interest rates,
one gets a rate structure with short-term rates below long-term rates.
Incidentally, we have had other periods in which people have antici-
pated declines in interest rates and when the short-term rate has been
above the long-term rate. :

Because of the plethora of funds and institutional habits with re-
spect to investments and anticipation of ultimate increases in rates,
we had a rate structure and a period of depression and lack of de-
mand in which the short-term rates were very low relative to the long-
term rates, with all rates being low relatively on a historical basis.

Those circumstances, however, are quite different from the circum-
stances into which we were going once the war broke out.

Mr. Wintianms. In an attempt to avoid the mistakes of World War 1,
when there was a reluctance on the part of some to participate in war
loans in view of the fact that the next loan might carry a more favor-
able rate, we froze the structure, and it became known that we had
frozen the structure. ,

There were, I think, relatively good results from the operation of
the Treasury and Federal Reserve System during the war period.

Roughly, we raised 40 percent of the needed funds by taxation.
This could have been higher, but I think Canada’s record was 43 per-
cent or thereabouts. It was slightly above. Great Britain, where the
capacity to endure taxes, is, I think, pretty highly developed, did not
do a much better job. :

We got good results from our distribution of the 60 percent we
borrowed ; the distribution of that among the nonbank market was 35
percent of the total, roughly.

The position of the banks—I think they all understood it—was
they were to be the residual buyers of anything and they were to pro-
vide the funds we could not obtain by taxation and borrowing from
the rest of the economy. They came forward and took 25 percent,
and it would be my judgment that that is a pretty good result. Karl,
is that your opinion?

Mr. Borrp. Yes.

Senator Doucras. T wonder if you would describe the process by
which the individual banks subscribed to this 25 percent, or I believe
somewhere around $70,000,000,000.

Mr. Winriams. Karl, will you do that?

Mr. Bore. In order to facilitate the sale of securities banks were
permitted to open what is technically called a war-loan account,
which is a deposit account in the bank to the credit of the Treasury.
There were some changes during the period, but the general process
was that a bank could pay for its securities to the Treasury by simply
giving it credit in the war-loan account, which meant that initially
the bank picture would be an increase in its holdings of the Govern-
ment securities and an increase in the Treasury’s deposit at that bank.
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Senator DoucrLas. Then it was a private creation of purchasing
power made available to the Government through the creation of de-
posits, and the Government drew checks upon these accounts?

Mr. Bopp. That is correct. ) )

Senator Doucras. And, therefore, the money supply, if you include
checks as a portion of money, was inflated ?

Mr. Boep. Yes.

Senator Doueras. This portion was not financed out of the current
savings or current taxes.

Mr. Bope. That is correct.

Senator Doucras. But through a creation of monetary purchasing
power, which had an inflationary effect.

Mr. Bopr. Yes.

Senator Doucras. And which in turn you tried to restrain by
specific controls.

Mzr. Bore. That is correct.

Mr. WrLrrams. The next period was the postwar period.

Mr. Worcorr. Just a minute. In connection with those accounts,
purchases by the banks—or sales, rather, by the banks—which the
money got into that account, were deflationary. Is that right, and
would that offset the inflationary tendencies incident to the creation of
this account?

I mean by that that when a bond was sold by a bank, sold to an indi-
vidual, that came out of that individual’s earnings or savings, it was
a bond which could not be monetized—payment of that bond into this
account—and the Treasury would draft on that account for what the
individual had put into the account.

We were told when the drives were on that to avoid inflation we
should get as many as possible of the E bonds and other savings bonds
out to the people and encourage them to hold them as an influence
against inflation.

- Mr. Borp. Thatis quite correct. Asindividuals bought Government

securities, they would pay for them with a draft on their own deposit
accounts; and you then would have a shift from that purchaser’s
account to the war loan account of the Treasury. That resulted in
neither an increase nor a decrease in the total money supply. The
banks in these war loan drives were selling Government securities out
of their own holdings, but they were selling fresh issues which the
Treasury brought out.

Mr. Worcorr. Would it reduce the pressures which would otherwise
be on prices?

Mr. Bore. Quite right.

Mr. Worcorr. Which is a reflection of the depression of the value of
the dollar by making that much less money available, creating a de-
mand for consumer goods.

Mr. Borp. Roughly 60 percent of the total cost of the war was met
by borrowing. Of that 60 percent, roughly 60 percent again or 35 or
36 percent of the total was purchases of securities by nonbank investors,
but the other 25 percent was purchases by banks, so that you had the
two processes going on at the same time; and yet over the war period
banks expanded their Government security holdings by the 25 percent
of the total volume issued.

Senator Doueras. Their deposits went up correspondingly, too.

Mr. Borp. That is correct.
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Senator Franpers. When you say individual purchasers, you in-
clude also corporate purchasers?

Mr. Boep. All nonbank purchasers.

Senator Fraxpers. Insurance companies, business firms, and so on?

Mr. Bopp. Yes; all nonbank purchasers.

Mr. Wirianms. Every effort was made to induce nonbank buyers to
acquire in order to thus channel off the purchasing power that other-
wise would be reflected on a diminished supply of goods. We were
seeking to curb these inflationary pressures in this manner and relying
also on direct controls to help take the pressure off by means of alloca-
tion and rationing. We had a period here of 4 or 5 years when mone-
tary and debt management considerations were focused on a military
objective. Now, since then we have had a period of 4 years, and the
question comes up as to what our objectives have been during this
period. If I were asked to describe this in one phrase, I would say it
was to make an orderly transition from war to peace. -

Now, I call your attention to the fact that at the height of the war
the Government was spending a billion dollars every 4 days, and for
the most part was spending it for destruction.

If we may revert to the war period—as an incident to war finance,
a great deal of purchasing power was built up. But the psychology of
the situation after the war was such that we forgot about that purchas-
ing power-and focused our attention on what would happen when the
Government ceased to spend $90,000,000,000 a year. This was the
underlying psychology of it. -

Péople said that the Federal Government, the principal buyer of the
goods of manufacturing and mining, is going to step out of the market

- and we will get a collapse of Government spending to $30,000,000,000
a year, and that is going to bring on depression. There was a sur-.
prising amount of agreement among professional students of the situa-
tion that we were not going to be able to get through this transition
without severe depression, and estimates of unemployment went from
8 to 10 to.12'million—I do not know if any got above that, Senator
Douglas. _ ' : 4

Senator Doucras. I believe there was only one man who made a
forecast that there would not be a depression. :

Senator Franpers. Who'was he?

Senator Dovcras. Mr. Woytinsky in the Social Security Board.

Senator Fraxpgrs. Also a group that goes under the name of the
Committee for Economic Development. T

Senator DoucLas. All right, there were two. o

Mr. Wiiriams. There certainly was the possibility’ of depression.
It was in the picture. S :
- Senator Franporrs. It was entirely possible.

Mr. Winriams. Yes, Well, it didn’t materialize.

Senator Franpers. Will you tell us why it didn’t? _
* Mr. WiLniams. Well, T will make an effort, Senator Flanders.
. Tt didn’t materialize primarily for two reasons, in my judgment.
One was that we had, beginning with the home, empty linen closets,
empty pantry shelves—someone said that we got guns and butter both
during the war, but there wasn’t much butter. There was a lot of soft
goods which make it appear that total personal consumption didn’t
greatly diminish. But this is one of these deceptive totals. To make
it significant you have to take it apart and see what composes it. When
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you take it apart you see there an unsatisfying craving for a lot of
goods, durable consumer goods. And when you go back beyond that,
to the department store, the storerooms had to be filled. When you go
beyond that, back to the wholesaler, the storerooms had to be filled.
And, beyond these, to the manufactiirer, warehouses and storage yards
had to be filled. Throughout the 4-year period as a whole, Senator
Flanders, there were some unusual demands set up for filling the pipe
lines and refurbishing the plant of our economic system.

Shortly after the cessation of hostilities we set about preparing for
war. We were not only preparing but assisting some of our allies.
In referring to preparing for war, I include all of the economic efforts
of maintaining a front against the Russians in western Europe.

Senator Doueras. It is an exercise in semantics but I would prefer
to say that we were preparing against war rather than preparing for
war. .

Mr. Winntams. Yes; I accept the amendment.

Senator Fraxpers. Didn’t you also have a good money supply?

- Mr. Winniams. Well, yes. There existed the capacity to take the
goods and the desire to take them. i

Senator Doucras. There was a tremendous accumulation of pur-
chasing power, built up in the form of these bank reserves, credits,
savings accounts of individuals, Government bonds, and so forth, so
that there was a tremendous latent purchasing power, there; isn’t that
true?

Mr. Wrnniams. That is right. -

Senator Dovcras. And that, combined with the desire, created an
effective demand?

Mr. Wirriams. Yes; I think your thumbnail description there con-
tains the broad details. In addition, there was'a psychological ele-
ment that I think needs to be taken into consideration. I will refer
to this later in a discussion of our policy with respect to use of the
open-market instrument as a mechanism. :

If you look back at the period, this expected depression—if I car
use a John L. Lewis phrase—reared its ugly head every spring, almost.
Karl, your memory is better than mine. Sketch this potential set-
back, the series of set-backs that appear in this period.

Mr. Bopp. We had one in 1946, just after the war. We had an-
other in the spring of 1947, in the spring of 1948, and in the spring of
1949. It seems to be an annual affair. Tt is a matter that I think
merits some study. I must confess that I haven’t studied it. It hap-
pens also that the Federal budget, even though balanced over a given
calendar year, will have a very large surplus of cash receipts in the
first half and then a deficit in the second half of the year. Whether
this periodic spring recession which we have had is related to that
or not I am not altogether sure. It merits inquiry, I should think.

I must confess I felt the inflationary forces would be much stronger.
Unless, however, one is awfully dogmatic, and is sure he is right with
respect to the future, he is influenced by such periodic recessions.
Every spring there would be a gradual decline and one would say,
perhaps we had better take another look. We did have this little
uncertainty throughout.

Mr. Wirranms. That result, as you look back over the period, worked
in our favor. What was potentially a situation which could have
developed into runawayinflation, just as it could have developed a
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depression, turned out to be a period of action, where, by fits and starts,
we have come through, in my judgment, with remarkably good results.
There are others who disagree. But, Mr. Bopp and I would have you
look at the chart on commodity prices.

It would be unfortunate if there would be lack of confidence because
of a lack of understanding of what transpired during this period.
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Mr. Boep. During the war period, as President Williams has men-
tioned, we had inflation which was, in a sense, suppressed via direct
controls. These controls were removed in the summer of 1946. Im-
mediately you had a very strong upsurge in prices.
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It seems to me that much, if not indeed all of that was merely bring-
ing to the surface what had hitherto been held under the blanket of
direct controls. Much of that initial post war rise in prices was, in a
sense, bringing to the surface what you really had. )

If one takes that initial upsurge in prices to the spring of 1947 as
merely bringing out the hidden inflation, we find the wholesale price
level, relative to 1926, at roughly 150. Subsequent to that the highest
point reached was, roughly, 170. So you have 20 points, or 12 to 15
percent, which, it seems to me, is the general order of magnitude we
are talking about at being subject to more restrictive credit action.
Since then we have had the subsequent decline to roughly 154 at the
present time.

Mr. Wizniams. I would say then, Senator Flanders, that we came
through this period ini a manner such as to avoid depression, avoid
runaway inflation, avoid undue harm to international relations, and
without undue disturbance to the internal economy, and with a public
debt that was not dislodged, although it had the possibilities of dis-
lodgment.

Now, there is a result, I think, to which the system contributed by
means of its powers, and they were modest powers; remarkably good
over-all results have been achieved. '

We did it by a close intermeshing of the Treasury and the System.
Some students will raise the question as to why the support, to the
extent that it was given to the Government bond market, was not
withdrawn and why we did not allow these forces to have free reign
so as to determine, in the market, what the price of money should be.

Now, my friends ask me that question. Well, I serve only inter-
mittently, as do the other presidents under the plan of rotation on the
Open Market Committee. I say that as I look back at it, and realize
what the responsibilities were, that I think if I were to relive that
period, I wouldn’t do anything substantially different, especially now
that I have knowledge of what the results have been.

There were a great many debates on the part of all of us who were
in the System as to what we should do and what we should not do;
debates between each other and internal personal debates. I was con-
scious of the fact that we had a volume of public debt that had in-
creased very greatly, that we had a tense international situation, that
we had difficulties of labor adjustment in bringing into a wage struc-
ture the realities of power. Someone said that a labor arbitrator is
one who unctuously gives to the lion the lion’s share. Well, the lion
here was demanding a lot. There is no question that we were closely
intermeshed. I wouldn’t want to debate the question as to who led
the parade, but we were going down the road together here.

Let us now turn our backs on this wartime period and the four post-
war years, and ask the $64 question : Where do we go from here? That
is the question.

Mr. Worcorr. Mr. Williams, how much of the thinking, or has the
thinking of the men in your position, been influenced by the fact
that we are in a de facto war, and possibly because of our defense ef-
forts—our economy being affected by it as much as it would be during
a war—we must approach our problems with about the same spirit as
we approached them during the war. How much has that influenced
your thinking?

99076—50——4
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Have I made myself clear? In other words, we are spending a good
many billions of dollars for defense, as we were spending a good
many billions of dollars during the war for defense. How much
has your thinking on economic matters been influenced by the fact
that the Government has got to make these continuing expenditures
over a period of years—to make these tremendously large expenditures
for the defense effort?

Mr. WrLiams. I might answer the question in this manner, Con-
gressman Wolcott, that two considerations weigh heavily in my own
personal thinking. One is that this is a period of potential war, as you
have just said. 'The other is that, undoubtedly, it is a period of great
social struggle. There ave at work within the American social fabric
forces that will produce results that I think we are not in a position
to predict. There is going on here a social struggle which can take
a variety of forms. I think that is all right. That is what life is..
We get about what we want. We are trying to work out what we want.
It doesn’t do to rail against the New Deal or the square deal. Our task
is to find out what the problems are and to take an intelligent position
and try to use our personal influence there.

Now, it is those two forces that are influencing my judgment with
respect to what we ought to be doing. I am trying not to use any of
my personal predilections in the decisions that I make with respect to
the operation of the Federal Reserve System.

; Have I answered you? What you have said is a very important
actor.

Mr. Worcort. It does have influence on your thinking ?

Mr. Wivtiams. Very definitely. A

Mr. Worcorr. Apparently we are going to have the problems with
us for some time to come,

Mr. Wirrrams. Yes.

. Mr. Worcorr. Would it be possible to divorce that from our money ?
For instance, previous to some date in the thirties, you had a certain
amount of commercial paper. We amended the law to make that no
longer necessary. So at the present time, with the exception of 25
percent of the gold which is put up, all of the rest of it can be put up
in debt, Government bonds. That seems, to many people, to so wed
debt to our money as to create instability in the value of the American
dollar. Unfortunately as the debt increases and decreases there is
such an affiliation between the national debt and the money that fluctu-
ations in debt cause fluctuations in the value of the currency. Isthers
some way to offset that by, perhaps, segregating—or what term do you
use—quarantining—a certain amount of debt, so that it could not be
monetized, and by that remove the threat of these constant fluctuations,
incident to fluctuations in debt? '

" Mr. Winniams. Well, Congressman, there are many rational plans
that can be devised and have been devised. The difficulty with them
is that they are designed to affect adversely our private banking sys-
tem, our commercial banking system, on the score that the banks reap
where they haven’t sown.

. T have a great reluctance here to give any aid or comfort to consid-
eration of these plans because of my conviction that American free
enterprise owes a great deal of its strength to the presence in the struc-
ture of 14,000 banks ; and, when I look at the return on invested capital
in banking and compare it with the returns from other fields, I say
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the evidence that banks are reaping where they haven’t sown doesn’t
appear in what is either distributed as dividends or added to capital
accounts.

Now, if T may stop and digress for a moment. What I say later
may be interpreted—improperly interpreted—as being critical of com-
mercial banking. I want here to put in a plug for commercial bank-
ing because of the service that it renders. We have in American
business a condition whereby there wells up from underneath every
year a lot of Joe Dokeses who have unusual capacities to go into busi-
ness and rub one dollar against another and produce a third. Now,
we have got to preserve that. We all benefit by the presence of these
people. A great many of them go by the boards. I don’t know how
many cousins have been put in the grocery business and their failure
accepted philosophically by the family providing the funds. The
family relatives say: “Well, we guess Joe isn’t a good groceryman.”
But a lot of these fellows are good grocerymen and we need them.
How does banking fit into this picture? It works in this way.

We have in these 14,000 institutions a group of loan officers who
every day are making thousands of judgments as to whether they
ought to put the bank’s credit into business ventures. To the extent
that these banks are close to the local scene and flexible in their policies,
they are picking the people who have managerial talent and are back-
ing them. So you have a screening process at work which brings
to the fore these people with talent. There is a social service which
banking contributes. I think it ought to be recognized. I mention
it to get it in the record.

Senator Doucras. Might I return to a line of questioning which
Congressman Wolcott started. It is this: The banks have enormous
quantities of Government bonds in their portfolios; and, as I un-
derstand it, if the banks present these bonds to the Federal Reserve
System, the System must accept them and give them credit in the
form of reserves?

Mr. Winrtams. That is right.

Senator DoucLas. Noi, in view of these enormous amounts of bonds
held by the banks, doesn’t that take away from the Federal Reserve
System the power of controlling inflation, because banks can present
the bonds, have the accounts credited as reserves, and then can expand
their loans to other sectors of business correspondingly ; so that doesn’t
this weaken the amount of control which the System can exercise
over the total loan funds.of the country?

. Mr. WiLiams. That is true. The extent or the effect will turn

entirely on the price at which we are willing to accept the bonds, Sen-
ator Douglas, which is leading directly into the question of the support
of the Government bond market, I take it.

I can answer it in this way—and this brings me, incidentally, to the
next fundamental point that I want to present: I think that from
here out, or at some reasonably near time, we, as a system, ought to
be in a position to use fully any of the tools that are necessary on our
part to stem the inflationary forces if they develop, and I said at the
outset I expect them to develop. Therefore, I think that we are right
up against the alternative of whether we are going to regain the use,
the flexible use, of the tools at our disposal, which means essentially
open-market operation in both directions, buying and selling, as con-
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trasted with a policy of fixed interest rates, where we supply funds
in boom times and withdraw them in depression times.

Now, I have indicated before the advantage of use of a general tool.
I think that the sharpening of our tools, the regaining of their use, is
important. I don’t mean to imply that they haven’t been used. Per-
haps my phrasing is in error. The fuller use of the tools than we
have made is entirely compatible with freedom, with the attainment
of freedom.

One of the great instruments among the general instruments to
which I refer is this device of open-market operations. That has im-
plications for the commercial banks, implications for the Treasury,
and implications for the System. If circumstances call for the use of
reserve requirements, there must not be a feeling on the part of any
bank that this is an 1mproper control. We have weathered the four
difficult years. If the circumstances call for a flexible interest-rate
structure, there ought not to be any grave doubts about the stability
of the credit of the United States Government.

This calls for an understanding of monetary policy on the part of
commercial banks and a willingness to accept changes in policy. I
think, if we are to obtain that willingness, it calls for a degree of skill
In maintaining and creating good banking relations that will bring
that acceptance.

Senator Doucras. Might I ask, Mr. Williams, what relationship
these statements that you began with would have to the support pro-
gram of the Reserve System and of the Treasury? '

Mr. Wirntams. I think they are directly related, Mr. Chairman.

Senator Doucras. I wondered if you would itemize them and if you
would state specifically what they are.

Mr. Witriams, ‘Well, for the Treasury the implications are that
we ought to continue to work together closely. Here are two agencies
that had a close degree of cooperation during the war period and the
postwar period. I think relations were never more satisfactory than
they are at the moment, but the mere size of the debt and the mere
size of the fiscal operations of the Government are such as to call at
all times for study of their implications for general economic stability.
An overriding consideration ought not to be low cost of servicing the
debt. Uncle Sam is spending $40,000,000,000 and the cost of servic-
ing is about $6,000,000,000, roughly. In other words, we have $34,000,-
000,000 which is being paid for other things.

Both of these agencies, as indicated at the outset and in our reply to
questionnaire, are really under the mandate of the Employment Act,
and I think it would not be out of order to get specific reference to that -
fact in legislation.

Senator Fraxpers. May I inquire if what you are saying is that you
can conceive of conditions in the not distant future in which you think
the desirable action would be one which would raise the interest rate
to the Government?

Mr. WiLtiams. Yes.

Senator Doucras. How would you do that?

Mr. WiLriams. Well, one way would be via open-market operations.
I am assuming now that conditions would arise which would indicate
that we ought not to be supplying funds to the market at the initia-
tive of the market so as to build up already developed inflationary
tendencies. :
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Senator Doueras. Would you describe in some detail the changes
in open-market procedures which would be necessary if this policy
were to be carried out? - .

Mr. Winiams. That would depend entirely on the circumstances
that arose. I take it that it would not be a step from support to non-
support. I indicated at the outset that open-market operations are
very subtle; they have to be handled very deftly. You use your lever-
age in ways that vary greatly according to specific circumstances. We
have a large number of onlookers and participants in the Government-
bond market who are seeking to understand.

Senator DoueLas. Suppose we were to get out of the recession and
.move into a period of full employment, and then prices started to move
upward, so that we would be in danger of inflation. Have you thought
about what changes, if any, you believe should be made in the open-
market operation?

Mr. Wiiriams. Well, I think we ought to be siphoning funds out of
the market. '

Senator Douceras. And how would you do that, by selling
Governments?

Mr. WirLiams. By selling.

Senator Fraxpers. That might reduce the price of Governments
and thereby increase the yield and also increase the interest which the
Treasury will be forced to pay on any new issues.

Mr. WirLians. That is right. And I realize, of course, we are en-
tering a period of refundings, in which the volume of refundings are
very large, but it is a question of relative costs. .

Discuss the matter of relative costs for a moment, Karl.

Mr. Bopp. You have the present interest charge on the Government
debt——

Senator Doucras. May I follow up this point ?

Mr. Bopp. Yes.

Senator DoucLas. Suppose you do sell Governments to the banks
and the banks have more Governments. Under your present provi-
sions the banks can then come back and voluntarily present the Gov-
ernment bonds and you have to accept them. Are you proposing now
that the Reserve System should not have to accept them ?

Mr. WiLiams. From the standpoint of the commercial bank, it has
a choice as to where it employs its funds. Isit going to invest its funds
in Governments, or is it going to employ its funds in the extension of
credit.? During the postwar period we exerted a considerable snub-
bing influence by the management of the short end of the maturity
structure ; namely, bills and certificates. It may well be that we can
operate this account in such a way as to lure banks away from the
extension of credit during the inflationary trends in business. We
have, also, of course, the tool of reserve requirements.

Senator Doucras. I know: That is always in the background.

Mr. WiLLiams. Yes.

Senator Doucras. But I was primarily interested in the movement
in the open-market operations.

b l\ir. WoLiass. It 1s a case of alternative choices on the part of the
anks.

Senator DoucLas. I want to follow up this line of questioning that
Congressman Wolcott started some minutes ago, as to whether you
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think it should continue to be an obligation of the System upon the
Tequest of the banks to accept Government bonds and credit that to
the reserve accounts of the member banks, thus creating a much greater
potential loan capacity, and whether you can have an effective system
of control, in your judgment a total system of control, if these powers
still remain for the member banks? :

Mr. WirLiams. Well, it is a question, of course, of using your tools
in combination, and it is a question of the price you set on the Gov-
ernments that are outstanding. We have been pegging the price thus
far. A departure from a policy of a fixed price structure is going to
bring about an adjustment of market values, and it may well be that
banks would prefer to remain in Governments rather than to enter into
the field of commercial credit extension. :

Senator Franpers. May I ask a question? Supposing that it seemed
desirable some time before long to allow bond prices to go down and
interest rates to go up. That affects our responsibilities here in Con-
gress in the way of searching for a balanced budget. I don’t want to
say that we are searching with full earnestness and determination.
But it is always an ideal that is fluttering around us. Do you see
anything in its effect on general business conditions, in which such
a policy, appropriately applied at an appropriate time, might have
the effect of increasing national income so that it wouldn’t have a
harmful effect in the long run on the Government income? In other
words, that the increased cost of servicing the debt would, by any
means, be counterbalanced by the increased return from taxation, or
would it be a net loss ?

Mr. Bope. There is another aspect to the problem, because the Gov-
ernment is interested, so far as its budget is concerned, in total expendi-
tures, one item of which is the interest cost on the debt. Suppose we
take $5,000,000,000 as the interest cost at present. An increase of
20 percent in that is $1,000,000,000. If, through that increase in the
interest charge of $1,000,000,000 you prevent prices from rising, the
Government may profit because it is buying 35 or 40 billion dollars’
worth of goods and services. A 3-percent increase in prices of the
goods and services purchased by the Government would cost the
Government as much as a 25-percent increase in the total interest cost
to the Government. So far as the Government budget is concerned,
it is the total that really interests Congress.

Senator Franpers. I am glad that point has been brought out. I
would like to follow that up with one further question.

How direct is the influence of the money supply on prices? I raise
that question because, as T remember, during the thirties, we increased
the debt to some extent, the free money supply along toward $15,000,-
000,000, and its effect on prices was not very great. . )

I wondered if you feel that there is a direct and usable relationship
between the money supply and the prices.

Mr. Wrrrtams. Mr. Bopp has handed me a page that I had copied
out of Dr. Goldenweiser’s book on Monetary Management——

Senator FLaxpers. May I just make an inquiry of the staff? I was
told that when he was furnished with this questionnaire he sent in
his book. I don’t know whether that is significant or not.



MONETARY, CREDIT, AND FISCAL POLICIES 51

Mr. Wirianms. It is a book that has some delicious gems in 1t,
Senator Flanders. Here is one which Mr. Bopp, with a twinkle in
his eye, passed along. He is discussing money. [Reading ]

In certain respects money, one of the most concrefe of economic entities, is
nothing but a state of mind. It means something entirely different to different
people, depending on their state of mind. To the miser it is an end in itself.
To the spendthrift it is a means of enjoying the process of spending, and to
the thrifty, industrious citizen, it is a means of obtaining the necessaries of
life and of providing for emergencies and old age. The same amount of money
represents plenty for some and penury for others, peace of mind for one group
and worry for others. Nor is this entirely a matter of living standards. It
differs in its significance for persons with roughly identical standards and
economic responsibilities. .

There are people who always have enough money and some to spare, almost
independently of the size of their income, provided it is not below an irreducible
minimuin necessary for the maintenance of decent standards. There are others
who are always short of money regardless of the size of their income. The @if-
ference between the two is not entirely in the magnitude of their wants nor in
the degree of their competitive vanity or of appreciation of finer and more costly
‘things. It isin the whole gamut of almost imperceptible minutiae, in habits about
gratuities, in preferences about diet, in responsiveness to others’ needs, in sensi-
‘tiveness about criticism, in aptitude for arithmetic, in willingness to take pains,
in relative appraisals of the cost of effort, in relative knack for knowing the ropes,
in relative degrees of affection for money itself—in a word, in differences more
closely associated with the mind than with the pocketbook.

In discussing the economic role of money, the cardinal fact that the forces
which affect its functions are not all concrete or easily definable, but are to a
considerable degree intangible and psychological, needs to be recognized. Itisa
negation of the economic man and a recognition of men with different natures,
habits, and states of mind. Itis a caution signal for the rash generalizer.

Senator Fraxpers. Is there a general average statistical economic
man ?

Mr. WitLiams. Well, we find, Senator Flanders, that bankers who
are professionals in the field of money, are motivated in many of the
ways that are mentioned here, and that they are psychologically
affected. It is difficult, Chairman Douglas, to point out the extent to
which uncertainty with respect to the maintenance of par on Govern-
ment bonds would influence the actions of commercial bankers in the
extension of credit. We stand ready takers and sellers, and it may
well be that a continuance of this—whereby in periods of business
upsurges we are providing funds, and in periods of business recessions
we are acting in an opposite way—will render ineffective this impor-
tant tool that has been placed at the disposal of the System to use in
this field to help to reduce economic instability.

So that my general philosophy here is that we are in this period of
the rise of governmental action and we have to be careful because
ambition will overleap itself and fall on the other side.

Senator Doucras. I don’t want to push you too far, but I just want
to follow out these questions that I have been attempting to ask.

To what degree are the open-market powers of the System in the
period of inflation really effective as long as the banks can then take
back to the System the bonds which the System has sold to them and
get reserves?

Mr, Wrnriass. That is a matter of their attitude toward disposing
or holding the bonds and that in turn is geared into the price.

Senator FLaxpers. If you sold them to them low enough they mightr
keep them?
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Mr. Borp. Yes. That is, I think the banks and others could be dis-
couraged from selling by the price they will receive when they do sell.
Hence they prefer to hold on rather than sell at the lower price; and
hence the System is not asked to buy because of the low price which
it offers for those securities, o

(With the permission of the committee, Mr. Williams subsequently
inserted the following amplification of the discussion of a flexible
-open-market policy :)

The purpose of a flexible open-market policy involving flexible, but not erratie,
interest rates would be to promote economic stability by influencing the flow of
expenditures through adjustments in the volume, availability, and cost of re-
serves. The relationship between reserves and the flow of expenditures is not
rigid or invariable. For this reason it is not possible to give a precise blueprint
for the day-to-day administration of a flexible open-market policy. It is possible,
however, to give some implications of such a policy.

Fundamentally, it implies the possibility of movement of both directions—that
is, more restrictive as well as less restrictive—as circumstances warrant. This
means that there would not be inflexible support at any specified level of prices.
It does not, however, mean that the Government securities market would be
.abandoned to its own fate. Indeed, unanimity does not exist as to the meaning
of a “free” market in such securities under existing conditions. Of the $17,000,-
000,000 of Government securities owned by the Federal Reserve banks, $10,000,-
000,000 mature within a year; some mature every week. Does a free market
mean that maturing issues will be replaced with other issues or that they will
be redeemed? If they are to be replaced, with what other issues? If they are
to be redeemed, what will happen to the money market from which $10,000,000,000
is withdrawn by the central bank in a year? And what is “natural” about
having the rate of withdrawal determined by the particular maturities of issues
acquired previously?

Consideration of the maturities of issues in the System account reveals also
that the System need not, as is sometimes supposed, sell long-term bonds to
withdraw funds from the market. It can do so by not replacing some of its
maturing issues. It can reduce reserves also by sales of short-term issues.

The day-to-day operations of the open-market account are influenced not
only by the securities in the portfolio but also by market forces whose strength
varies a great deal. For example, if investors sell securities because of panic
or fear, the appropriate action may be for the System to purchase in order to
allay that fear. On the other hand, if owners are selling in order to invest or
lend elsewhere, the appropriate action may be to permit yields—long term,
short term, or both—to rise and correspondingly to allow prices of securities
to fall.

The System is interested in the volume of reserves not as an end in itself
but as a means of influencing the flow of expenditures to promote economiec
stability. In my judgment, the most important way in which the System can
make its contribution to stability is through operations in an orderly and flexible
but neither a rigid nor a completely free market for Government securities.

Mr. Worcort. May I ask what might be a foolish question. When a
member bank puts up its bonds as collateral for a Federal Reserve note,
the gitle of the bond is not transferred to the Federal Reserve bank,
is it? ‘

Mr. Bopp. I am sorry. The Federal Reserve banks put up the col-
lateral for Federal Reserve notes which are issued to them by the
Federal Reserve agents. The bonds that are put up by the Federal
Reserve banks may have been bought from banks or from individuals
through open-market operations, namely, through Government securi-
ties dealers in the first instance.

Mr. Worcortr. Who gets the interest on the bonds which are pledged ?
. Mr. Bope. They are owned by the Federal Reserve bank and the
Federal Reserve bank gets the interest. ’
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Mr. Worcort. So the interest is theirs. I was wondering what in-
fluence a higher yield on Government bonds would have on their
pledging the bonds for currency issues.

Mr., ]§OPP. I think the way the matter operates, Congressman Wol-
cott, is that the Federal Reserve bank takes its own Government securi-
ties, and if the commercial banks need Federal Reserve notes, they
draw down part of their deposit account at the Federal Reserve bank,
but they do not specifically send up Government securities to pay for
the Federal Reserve notes which they want.

Mr. Worcort. It is taken out of the reserves deposited with the
Federal Reserve?

Mr. Boep. That is correct. The commercial banks have nothing to
do with this collateral reserve requirement. On the general relation-
ship between debt and money, first, it has been historically true, ever
since the goldsmiths became bankers, that debt has been related to
money, although for a long period of time it was primarily private
debt. What has happened is that now it is primarily public debt, but
the intimate relationship between the debt and money 1s the essence of
all banking.

Mr. Worcorr. That is the point I bring out. The old goldsmiths
determined that there was a certain safe margin, the issuance of cer-
tificates against the gold which was in their keeping, and it kept in-
creasing and increasing until the time that the Government came in
and took over. We are confronted, apparently, with the same situa-
tion today, with respect to Government debt. It seems to me that we
have got, somewhere along the line, to get better control, better con-
trol of the volume of public debt which can be monetized. Now, as I
understand it, the objective of this committee is to find out the causes
of our dips and booms, and then recommend to the legislative com-
mittees ways and means of preventing them. AsI get it you have three
weapons, which we will consider orthodox weapons: the manipulation
of the rediscount rates, manipulation of reserve requirements, and the
open-market operations.

Now, am I correct in the statement that when you increase the re-
discount rate, and when the interest rate, or the yleld rate on Govern-
ment bonds is increased, there is a tendency on the part of the banks
to pass that on to the commercial borrowers, and does not that influence
the demand by commercial borrowers for credit ? :

Mr. Bopp. Yes, as well as

Mr. Worcorr. Isn’t that the orthodox way of controlling volume
- and velocity of credit?

Senator Doucras. I don’t want to answer the question of my col-
league, but is it not true that rediscounting has virtually ceased, and
that the amount of paper which the member banks present to the
Reserve banks and the System, is infinitesimal?

Mr. Bopp. Yes.

. }:\Ir. Wmriams. That is the psychological tool which I referred to
efore.

Mr. Borp. On September 28 of this year the total amount of dis-
counts and advances of all Federal Reserve banks combined was $300,-
000,000; at the same time the total United States Government secur-
ities held by the Federal Reserve System was $17,852,000,000. So that
the order of magnitude is 3 out of 178.
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Mr. Wririams. I think, Congressman Wolcott, it is also difficult to
generalize as to the effect of interest costs on the actions of business-
men, because a prospective profit may mean that the difference in
the cost, with a rise of the interest rate, would not deter them from
going ahead with their ventures.

Mr. Worcorr. Last spring we were told, when we had hearings on
corporate profits and earnings, that there were very few stock and
bond issues by corporations. How are the people getting their credit:
if they don’t get it from banks?

Mr, Wrriams. I think the amount put out varies from time to
time

Mr. Worcorr. Put out by whom? The banks?

Mr. WiLriams. No, no; I am thinking of the amount of funds from
the sale of stocks and bonds, that are issued, by investment bankers’
fields, in anticipation :

Mr. Worcorr. Let me clarify my own thinking on this. I don’t
think I am clear on this matter now.

The banks, if they are not rediscounting, where are they get-
ting the money to make the commercial loans, and other loans, anything
that they are loaning on? Are they getting it out of earnings?
© Mr. WiLrzams. You have the figures there, Karl, of the increase.

Mr. Boer. The loans of commercial banks, as a whole—just one
moment, till T find the figures.
~ I'have a chart of commercial loans at member banks in leading cities.
I shall give you just three dates. Interpolating from the data here—at
the beginning of 1948, they were of the general order of magnitude of
$15,000,000,000. They fell by the middle of the year to, roughly,
$14,000,000,000; and then rose to just under $16,000,000,000; and at
the present time are about $13,500,000,000. So you have had a reduc-
tion of something like 214 or 3 billion dollars in the total loans ex-
tended by member banks 1n leading cities, which roughly reflects what
has been going on.

So there has not been an increase in bank loans in the last year.

"~ Mr. Worcorr. The peak was $17,000,000,000?

Mr. Bore. For member banks, in the leading cities, roughly $16,-
000,000,000.

Mr. Worcorr. That was due to industrial expansion, perhaps, which
has leveled off somewhat?

Mr. Borp. Yes.

Senator Doueras. Mr. Bopp, the real answer that the banks have
such large reserves in the Reserve banks is that they do not need
to resort to the System for rediscounting of commercial paper, that
they have built up these reserves by gold imports, which have gone
through their hands into the System, and into the Treasury. Isn’t
that the answer?

Mr. Borp. Yes. '

Senator Doucras. And also by the sale of securities?

Mr. Boer. Yes.

" Senator Doucras. To the banks?

Mr. Bopp. Yes; quite right.

Mr. Worcort. It is to be noted that I coupled the manipulation of
rediscount notes with the increases in yields on Government bonds.
Now, I assume that, because of the large holdings of Government
bonds by the banks, if the new issues provided for a larger or higher
interest rate, and we do not make provisions for retroactively taking
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care of the present holdings, that there would be a tendency on the
. part O'ef the banks to liquidate their present holdings in favor of new
1ssues? .

Mr. Bore. Yes.

Mr. Worcorr. Which brings me down to this point, the point which
T started out to put forward: What is going to happen to all of this
when we have to retire the savings bonds, the E bonds, and so forth,
when we have to refund those, what is going to happen then to our
bond market, and this situation generally, when we have to pay off?

Mr. Bore. The first part, Congressman Wolcott, is technical, and I
will take that, if you don’t mind, and then the other is more a policy
matter.
~ With respect to the willingness of anyone to hold onto currently
outstanding issues, I think you are quite correct in saying they would
like to dispose of them, except that for someone to dispose, someone
€lse must acquire, and the other person will not offer a price on the old
outstanding issue except one that is commensurate with the yield on
the new issue.

Mr. Worcorr. But the Open Market Committee will peg it. Won’t
they maintain them in some manner ?

Mr. Bore. I misinterpreted the question. I thought you started out
by saying, what if the Federal Reserve System, the Open Market
Committee, permits an increase in yield on Government securities,
which means they do not buy them at the former existing prices, but
at lower prices. .

Mr. Worcorr. That would be the way you would take care of the
outstanding issues, by pegging at a price comparable to the price of
the new bonds.

Mzr. Bopr. If prices on outstanding issues were pegged at the old
level, you would not have the increase in the interest rate or yield that
you have mentioned.

Mr. Worcorr. You can increase the yield rate by pegging them at a
lower price. ‘

Mr. Borr. Buying at a lower price, not necessarily pegging.

Mr. Wrtiams. Increase the yield to the extent that it would be in
line with the new issue.

Mr. Worcorr. That is right.

Mr. Wirrians. Of course we have a structure here that is

Mr. Worcorr. All of which brings me to this point, that, apparently,
where we are increasing constantly the reserves of the banks, so that
the banks don’t even have to rediscount to the Federal Reserve, to get
enough credit with which to make their commercial loans, that being
the case, as the banks increase the size of their Government portfolios,
don’t we increase the threat to the stability of our money proportion-
ately as those bonds which are held by the banks might be monetized ¢
What can we do to remove that influence, which I might say will be
aggravated when we have to refund the E bonds that are outstanding ?

Mr. Witriams. We have a price mechanism here that has been 1n
existence, and what I am inferring is that we now ought to get it out
and use it.

Senator DoueLas. Are you proposing that you would successively
lower the support price on bonds, thus increasing the yields, and
therefore making it more palatable for the banks to hold the Govern-
ment bonds which will be sold to them?
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Mr. Wirriams. No. I am proposing that we inject an element of
uncertainty into the structure here, in such a way as to give rise to-
decisions, alternative choices.

Mr. Worcorr. You don’t need anzr new congressional authority to-
manipulate rediscount rates, do you?

Mr. Winuiams. No.

Mr. Worcorr. You don’t need any new authority in the Open Mar-
ket Committee to peg the price of Governments. That is a practice
among the System ?

Mr. Worrams. That is correct.

Senator Franpers. Or to unpeg them ?

Mr. Wirriams. No.

Mr. Worcorr. Nor to unpeg them.

Now, we had some discussion this last year in respect to whether
you had sufficient authority to manipulate reserve requirements in
such manner as to reduce the demand for money or prevent the
monetization. Have you any recommendations to make in that
respect?

I might say that it has been the practice before congressional coni-
mittees to make the first witness the “goat,” so if you don’t care tr
answer now, you don’t have to.

Mr. Winrzams. Well, of course, I said at the outset that I do not
speak for the System. I take it we will have no hesitancy in coming'
back if we think that additional authority is needed. The discussions.
which ensued last May when we asked for renewal of the supple-
mental grant of 4 percent are clearly in mind. Subsequent develop-
ments were such as to indicate they were not needed. It is a matter
of judgment as to what is in prospect, and developments have been
such as to bring about a decrease, a cession of upward pressures.

Mr. Worcorr. Do you think it would be helpful to the stability of
our economy to give the Federal Reserve the authority to raise reserve
requirements, we will say up to 10 percent, making them so flexible-
that the Federal Reserve Board could, within its discretion, use them
up to that limit? :

What I have in mind is this: Wouldn’t the fact that the Federal
Reserve has the authority to go up to 10 percent cause a great deal of
uncertainty which would or might offset all stabilizing influences?

Mr. Wirrrams. That raises the question of our relationships with
the banks and the banking system, which is the last topic that I have
to present, and which is an important one, and stems right back to
this matter of understanding.

Senator Doucras. Before you proceed to that—Mr. Buchanan.

Mr. BucsanaN. Would you care to itemize the specific congres-
sional directives to those responsible for policy in the coordination
of fiscal-debt management and monetary policy ?

Mr. Wiriams. I think it ought not to be in terms of specific direc-
tives. 'What I was proposing was a recognition on the part of Con-
gress that management of the public debt is meshed into the operation
of the Federal Reserve System, having to do with general credit and
monetary policy, so that the two in combination might work with a
view to achieving stability. I think it would be regrettable if we
get into an attitude that we have a mechanical mechanism that can
accomplish results, and then say, thank God, we are organized and
can dismiss that question from mind. The situation would be even
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more regrettable if we have that feeling on the part of one group and
a feeling on the part of another group—such as I fear is growing
among bankers—that here is just another governmental regulatory
body, and a plague on their house. When you get into that position
you find too much being expected of the System on the one hand and
a resentment for whatever is being done by the System on the other
hand. It places you in an impossiﬁle position.

We have a thoroughgoing job of public relations on our hands
with respect to the whole commercial banking structure. That is
what I was referring to a while ago when I gave a plug for com-
mercial banking, when I said that my later testimony might be con-
strued as critical.

Senator Fraxpers. I don’t know whether this is what Mr. Buchanan
had in mind, but do you have any legislative, any restrictions of law
on your rates of rediscount? You can set them what you please, can
you?

Mr. WinLiams. Yes.

Senator Franpers. Do you have any legal restrictions on your open-
market operations?

Mr. Bopp. There is one technical qualification with respect to re-
discount rates. Section 10 (b) of the Federal Reserve Act, which
authorizes the Reserve banks to extend credit to member banks on non-
eligible assets, does require that the rate charged by the Federal Re-
serve bank for such advances be a half a percent higher than the highest
discount rate. It is a curious circumstance in which the System has
complete discretion with respect to the general level of rates, and with
respect to the interrelations of rates, except for this particular rate
which must be related to one other particular rate.

Senator DoucLas. But that is a minor thing?

Mr. Borre. Yes.

Senator Fraxpers. So you have no legislative restrictions, prac-
tically speaking, on the rediscount rates, you have no legislative restric-
tions, practically speaking, on the open-market operation, but you do
have legislative restrictions on the reserve?

Mr. Borp. Yes. .

Mr. Worcorr. May I ask one other question. I was leading up to
this. Tam trying to find out how much of the debt could be monetized
under present authority. I guess perhaps the best way of determining
that is to determine how much of the Government debt holdings by
Federal Reserve banks is in a position where it could be pledged and
that would be approximately three-quarters of the potential, of the
possible volume, would it not?

Mr. Boer. The restriction on Federal Reserve bank acquisition of
assets is written in reverse, namely, it is a requirement that the liability
on note and deposit accounts be backed by a minimum of 25 percent
of gold holdings. So the total liability on these accounts may be equal
to four times the gold holdings. Since the liabilities are offset by cor-
responding earning assets they could be roughly four times our gold
holdings. If I remember correctly, our present gold holdings are
about $25,000,000,000 which means we could have liabilities in the
order of $100,000,000,000 and earning assets of $75,000,000,000.

Mr. Worcort. That would be Federal Reserve notes. That is for
the Federal Reserve banks.

Mr. Bopp. That is the Federal Reserve alone. However, if the com-
mercial banks and the public, in their discretion as to the kind of



58 MONETARY, CREDIT, AND FISCAL POLICIES

liabilities they wanted, chose to have all of this increase in the form
of deposits of Federal Reserve banks, the total for the entire banking
system would be much larger. Deposits at the Federal Reserve banks
are the reserves of member banks, which in turn enable them to increase
their purchases of Government securities. The order of magnitude
of the additional reserves would be: $75,000,000,000 of earning assets
minus $17,000,000,000, which we now have, or $58,000,000,000. If the
average member bank reserve requirement is 20 percent, we multiply
that by five and get 240 to 250 billion dollars. So the total for the
banking system, including the Federal Reserve, is about $300,000,-
000,000. In terms of legislative power it is, I should say, well adequate.

Mr. Worcorr. May we sum it up this way, and would this be a fair
statement, that under existing authority it is theoretically possible to
raise the volume of our money to—what would you say?

Mzr. Bopp. 400 or 500 billion dollars.

Senator FLanpers. May I ask a frivolous question at this point, and
when I say “frivolous” I mean “frivolous”: What would happen if
every debt in the United States, private business and Government,
were by some magic paid up, what would happen to money ¢

Mr. Wruiams. We would begin to acquire additional debt.. The
sharp pencil boys would get it from the rest of us. ,

I have discussed the relationship of the System, on the one hand,
with the Treasury. I would like to turn now and consider relation-
ships with the banking system as a whole.

Senator Doucras.” Will you discuss their reserve requirements, Mr.
Williams, in this connection ?

Mr. WiLLiams. Yes. '

Senator Doueras. It is now 12:20 p. m. I wonder if you would
return at 2 o’clock, and we will ask the witness who was to appear at
2 o’clock to postpone his appearance until later in the afternoon.

Mr., Wirtiams. Yes.

Senator Doueras. Thank you very much.

(Whereupon, at 12:20 p. m., a recess was taken until 2 p. m., of
the same day.)

AFTERNOON SESSTON

Senator Doueras. Mr. Williams, you had not completed your state-
ment this morning, and I take it you had about come to some definite
recommendations. We would be very happy to have you proceed
now, if you would. .

STATEMENT OF ALFRED WILLIAMS, PRESIDENT, AND KARL BOFPP,
VICE PRESIDENT, FEDERAL RESERVE BANK, PHILADELPHIA—
Resumed

Mr, Witriams. I want to talk, if I may, about System relationships
with banks. T include this in the presentation because it seems to me
to be a problem of first-rate magnitude and affects the atmosphere
in which we work. I find—and I think some of the other Federal
Reserve Bank presidents do—that bankers are restive; they are skepti-
cal; they are querulous; their morale is low. Some feel aggrieved;
feel that they are singled out unduly for attention in this matter of
regulation and control.

When one explores the question as to why this should be, the answer
divides itself into the attitudes of member banks and of nonmember
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banks. I think to the extent that it exists among member banks it
arises from the upping of reserve requirements last year under infla-
tionary conditions.

Senator Doucras. Would you state for the record the increase in
the reserves which was put into effect last year and during this year?

Mr. Borr. This is the record for 1948 and 1949: On February 27,
1948, reserve requirements of central reserve city banks were increased
from 20 to 22 percent; on June 11 they were increased to 24 percent;
then on September 16 the reserve requirements for county banks against
net demand deposits were increased from 14 to 16 percent, and on time
deposits for the same group of banks from 6 to 714 percent. Effective
September 24, the reserve requirements against demand deposits were
increased from 24 to 26 percent for central reserve city banks and from
20 to 22 percent on reserve city banks, and at the same time the require-
ments against time deposits tor both groups were increased from 6 to
714 percent. On May 3, 1949, the reserve requirements for country
banks were reduced by 1 percent on demand deposits and by 14 percent
on time deposits. On May 5 there was a reduction from 26 to 24 per-
cent against demand deposits for central reserve city banks and from
29 to 21 percent on reserve city banks, and a reduction of 14 percent
against time deposits at those two classes of banks.

On June 30 there was a further reduction at reserve city banks
from 21 to 20 percent against demand deposits and from 7 to 6
percent on time deposits.

On July 1 there was a reduction of 1 percent against both time and
demand deposits of country banks; on August 1, a further decrease of
1 percent on country banks against net demand deposits only. Then
a series of changes, a half percent at a time, followed through in
August at these various banks.

‘We could insert the full table in the record, if you want.

Senator DoucLas. We would appreciate it if you would.

(The table referred to above is as follows:)

MEMBERIBANK RESERVE REQUIREMENTS

[Percent of deposits]

Net demand deposits t

Time de-
: posits (all
Effective date of change Central te-| pocorve Country »memb(er
Se{);%ﬁls"y city banks | banks banks)
6
........ Vit
1714
27
37
16
26

t Demand deposits subject to reserve requirements, i. e., total demand deposits minus cash items in
process of collection and demand balances due from domestic banks (also minus war loan and series E bond
accounts during the period Apr. 13, 1943-June 30, 1947, and ali U. 8. Government demand accounts Apr.
24, 1917-Aug. 13, 1935).

2 Requirement became effective at country banks. 3

3 Requirement became effective at central reserve and reserve city banks.



60 MONETARY, CREDIT, AND FISCAL POLICIES

Senator Doueras. Do I understand, Mr. Williams, that member
banks feel these reserve requirements are too high?

Mr. WinLiams. Resistance to the increase, I think, grew out of two
reactions on the part of the member banks.

(1) A feeling that the timing was not good and not completely
understanding what the conditions of business were that brought about
the increases; and

(2) The problem of competitive relationship. Frequently we think.
of this in terms of the low percentage of deposits in nonmember banks
and say that this is a relatively minor matter, and is a low price for
the freedom that State banks enjoy for having the right to come in the
System or stay out of the System and, therefore, we ought not to
disturb it.

Senator Doucras. I had some figures prepared on this by the mem-
bers of the staff. They show that, as of June of this year, of the 14,149
commercial banks, 4,987 were national banks and a little less than 2,000
were State banks inside the System, or a total of around 6,900 banks
inside the System, or about 49 percent.

But the deposits which these banks held amounted to 85 percent of
the total deposits in the country. I wondered if there is not a suffi-
cient body to the dog to be able to wag the tail.

Mr. Wiiriams. Competitively, the placement of a nonmember bank
in a local sitnation can be such as to work a disproportionate influence.
TFurthermore, quite apart from whatever advantages, real and fancied,
there are to nonmembership, you have a psychological factor. If,
when he is restive, the question of increase in requirements comes up,
the member bank begins to raise

Senator DoucLas. Are you saying this: That among the 2,000 State
banks, which, by their own choice are members of the Federal Reserve
System, but which may have the power, as I understand it, to withdraw
from the System at any moment, that there are rumblings that some of
them may get out of the System, at least?

Mr. WirLiams. There is talk. T think there is more talk than actual
intention. In our own district two banks have raised the question, two
banks of considerable size. In one instance the banker came down
and went over in some detail the advantages in dollars and cents of
getting out, and talked with us at some length about that.

Senator Dovcras. I wonder if you would be willing to make a con-
sidered statement on the relative advantages and disadvantages to a
gtate bank as to whether or not it will voluntarily join or stay in the
System.

Mr. WiLLiams. May I have the privilege of working that out and
inserting it in the record ?

Senator Doucras. T wonder if we could develop some of it by ques-
tions. What is the situation on clearance? Do nonmember banks
have their checks cleared through the Federal Reserve System?

Mr. WirLiams. Generally speaking, the nonmember bank is operat-
'ingé via a correspondent city bank; there are some exceptions.

enator Doucras. Their checks are cleared through their corre-
spondent, which is a member of the System, you mean, rather than
directly ?
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Mr. Wmurianms. That is right ; and the correspondent in turn may be
using our facilities, doing some of the work himself and not doing
other portions of it.

Senator Doucras. Will the State banks have the privilege of clearing
directly through the System ? .

Mr. Weiaxs. Only to a very limited extent.

Senator DoucLas. But, when they operate through a corresponding
bank, is any service charge made to the State bank not a member of the
System for having its checks cleared by the System %

Mr. WiLriams. No.

Senator Doucras. So that service is given to them free, although it
costs the Government naturally something to provide it. That is
not an advantage, then, for their joining the System, since they can get
the service without cost through a correspondent bank which is a
member.

Mr. Wimiriams. That is right. There is also a question as to rela-
tive efficiency of the two systems. Always we are attempting to im-
prove our service and speed up delivery, but I would not want to
1mply that we always do a better job than correspondent banks, because
that does not necessarily follow.

Senator Doucras. But, if correspondent banks clear through the
System, then they extend those privileges by that fact.

Mr. Wirriams. The clearances are direct on the part of the corres-
pondent bank, where they have relationships with other correspon-
dent banks, and one cannot generalize about that situation.

Senator Doucras. Have you ever tabulated the laws and regula-
tions which apply to national banks and to State banks that are
members of the Federal Reserve System but which do not apply to
State banks not members of the System?

Mr. WiLriams. Our vice president in charge of bank examinations
has. I would not feel competent to testify offhand.

Senator Doucras. I have had a list prepared, which comes to 30
items, which are restrictions upon members of the System which are
not restrictions upon nonmembers of the System.

Mr. Witriams. They exist; there is no question.

Senator Doucras. They are limitations on total loans to one bor-
rower, regulations governing purchase of investment securities, pro-
hibition against purchasing stocks, prohibition against engaging in
underwriting of investment securities and stocks, restrictions on loans
to executive officers, restrictions on dealings with directors, restric-
tions on interlocking directorates or other interlocking relations with
other banks and with securities companies, prohibition against banks
having less than 5 or more than 25 directors, provision authorizing
supervisory authority to remove officers and directors for continued
violations of law or continued unsafe and unsound practices, prohibi-
tion against affiliation with securities companies, restriction on hold-
ing-company affiliates, restriction on bank stock representing stocks
of other corporations, limitations on loans to affiliates, requirements
of reports of affiliates and publication thereof, requirements for exam-
ination of affiliates, limitations on investment in bank premises,
minimum capital requirements, minimum capital requirements for

99076—50——35
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branches, prohibitions against loaning on or purchasing own stock,
restrictions on withdrawal of capital and payment of unearned divi-
dends.

- If this list is correct, there are a large number of restrictions which
are imposed upon members designed to safeguard the integrity of the
deposits which are not imposed on nonmembers.

Mr. WiLriams. Yes.

‘Senator Doucras. And, therefore, nonmembers in the absence of
stringent State regulations are in general able to get many of the ad~
vantages of the Federal Reserve System but without subjecting them-
selves to these limitations ; is that correct?

Mr. WiLiams. Yes.

Senator Doucras. And would you develop the question of reserves,
namely, comparative reserves?

Mr. WiLriams. These vary widely from State to State, but I think’
it undoubtedly is an accurate generalization to say that our require-
ments are higher than the State requirements. One can illustrate that
in the statements that nonmember banks make to our field men when
we approach them. I could have Mr. Bopp give you a few of those.

Senator Doucras. I wish you would.

Mr. Borp. These relate primarily, Mr. Chairman, to the objections
which nonmembers had to the question of the increase in reserve re-
quirements in the year 1948.

Senator DoucLas. Which nonmembers had ?

Mr. Borr. Excuse me—which members had because the higher re-
quirements were not applicable to nonmembers. o

First, “opposed to any increase unless applicable to all banks”; sec-
ond, “feels the increase in reserves very unfair to member banks”;
third, “if a member bank’s reserves are increased further, this State
bank member’s board of directors will undoubtedly consider withdraw-
ing from the System.”

Those are comments which our field men get; whether the bank
would actually withdraw, of course, is not demonstrated.

Continuing, “administration was wrong in not subjecting nonmem-
bers to the same reserve requirements as members”; “unfair, should
apply to nonmembers”; “opposed to giving Board more power in this
direction” ; “officer agrees with Federal Reserve policy curtailing credit
but recommended withdrawal of their State bank from the Federal
Reserve System because of the increased reserve requirements.”

These are illustrative comments which we have received, which our
field men have received from member banks with respect to the dif-
ference in requirements.

Senator Doueras. In connection with another matter, Senator Flan-
ders and I had a comparative study made on State reserve require-
ments, and I should like to have that put in the record at this time.
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(The study referred to above is as follows:)

State reserve requirements for commercial banks and - trust companies, July
1, 1949*
SECTION A—REQUIREMENTS FOR SO-CALLED “COUNTRY BANKS,” I. E. BANKS

NOT DESIGNATED OR APPROVED AS RESERVE DEPOSITARIES, NOT LOCATED
IN CENTRAL RESERVE QR RESERVE CITIES, ETC. ]

Composition of reserve | Composition of reserve
Required reserves required on demand required on time de-
deposits . posits
Uniform| Different re- . ; Securi- 5 Securi-
require- | quirements on— blg{;lrllgas ties, bal- b];:aj;}rllgs ties, bal:
ments ith de. | ances with de. | _8nces
State on de- Vault | FI0 42| with de- | Vault | Withde- | wigh do.
mand : cash | POSIAIY) hocitary] cash | P ¥1 positary
Time banks banks
and |Demand N or vault | Panks, or vault | panks,
time |deposits A h | or vault h. |or vault
deposits| | Posits cas cash cas cash ?
Perceélgeg{ﬁggposms Peroegg[;)ofs?tgmand Percent of time deposits
15.0 0 0 4.0 [
10.0 0 2.5 7.5 1)
15.0 0 0 15.0 [14
8.0 0 1.0 0 4.0
12.0 Q) 43.0 12.0 *)
9.0 201 0 0 0
14.0 0 0 6.0 0
520.0 0 0 56.0 0
0 20,01 0 0 20.0
15.0 0 0 [\] 5.0
10.0 501 0 10.0 5.0
Illinois (no statutory re-
serve requirements)..|-.. . f____ .o b |
Indiana 12.5 31 0 12.5 0 0 3.0 0
Towa_____ 7.0 31 105 5.95 0 .45 2.55 0
Kansas . __ 12.5 51 0 12.5 0 0 5.0 0
Rentucky.. ... _|.__._.__. 7.0 3 2.33 4.67 0 1.0 2.0 0
Louisiana__.._.____.____{.________ 20.0 0] 0 20.0 0 0 0 0
Maine. .. .| 14.0 6| 4.67 9.33 0 2.0 4.0 0
Maryland .. ___ [N O 15.0 61 0 15.0 0 0 0 6.0
Massachusetts___.._..__|_________ 15.0 0 30 6.0 60! 0 [ 0
Michigan.. 0 12.0 0 0 0 12.0°
Minnesota. 0 12.0 0 0 50 0
Mississippi. 0 15.0 0 (1} 7.0 0
Missouri. 3.0 12.0 0 3.0 0 0
Montana_ 0 10.0 0 0 10.0 0
Nebraska. 0 12.0 3.0 0 4.0 1
Nevada_ ... ____...____| 150 | __|.____. 1] 15.0 0 0 15.0 0
New Hampshire_ 0 15.0 0 0 1} 5.0
New Jersey.._ 3.0 12.0 0 .6 2.4 0
New Mexico.. I I 0 12.0 0 0 12.0 0
New York._.. 6] 0 14.0 0 0 6.0 0
North Carolina 50 15.0 0 0 5.0 0
North Dakota 51 0 10.0 0 0 5.0 [}
hio.._. 10| 0 15.0 0 o 4.0 6.0
Oklahoma_.______..____|._____... 5] 0 15.0 0 0 5.0 1]

*In most cases the percentage requirements shown are prescribed in the State law itsell. ‘Where the law
empowers banking authorities to change reserve requirements, the percentages shown are those which were
actually in effect on July 1, 1049. The data in this table are based on Provisions of State Laws Relating to
Bank Reservesas of December 31, 1944, published by the Board of Governors of the Federal Reserve System,
and on changes in State reserve requirements reported to the Board since that time; the data have not been
checked with the State banking authorities.

! The reserve requirements shown in the “Time deposits’ column for Arizona, California, Connecticut,
Massachusetts, Nebraska, Rhode Island, Utah and Wyoming apply only to deposits in the savings de-
partments of commercial banks and trust companies. Other time deposits are subject to higher require~
ments, but inspection of State banking department annual reports indicates that such deposits in California®
Connecticut, Massachusetts, and Rhode Island State commercial banks and trust companies are relatively
small in comparison with deposits in their savings departments.

? Securities cligible as reserves are United States Government obligations and, in some instances, State
and munricipal obligations.

3 There is a 50-percent requirement for banks in places with less than 1,500 population, with capital of
$10.000 or more but less than $25,000.

* The required 3 percent vault cash reserve may be held *“in cash and/or obligations of the United States.”

8 Vault cash may not he counted as part of the required reserve.

¢ For trust companies the reserve requirements are 25 percent of demand and 10 percent of time deposits,.
but there are only four trust companies (with little or no deposits) in the State.

7 There is a 10-percent requirement on *‘secured savings deposits.”
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State reserve requirement for commercial banks and trust companies, July
1, 1949 (Section A)—Continued

Composition of reserve | Composition of reserve
TRequired reserves required on demand required on time de-
deposits posits
Uniform| Different re- o Securi- : Securi-
require- | quirements on— bliﬁ}ﬁ%is ties, bal- t}:‘;igher ties, bal-
ments | | ith do.| ances L hges| ances
State on de- Vault | WIBAe | with de- | Vault | FEc8oF ) with de-
mand : cash | P Y| positary| cash | ROSHBIV] positary
N Time banks banks
and- |[Demand| "o, or vault | Panks, or vault | PADkS,
time |deposits its 1 Lo | or vault n | oF vault
deposits Doslts cas cash ? cas cash ?
Percent of deposits Percent of demand i :
specified deposits Percent of time deposits
Oregon._._......- 15.0 851 0 15.0 0 0 5.0 0
Pennsylvania.. 14.0 6 0 8.4 56| 0 3.6 2.4
Rhoge Island. . 15.0 0| 60 9.0 0 0 0 0
South Carolina. . 7.0 31 0 7.0 0 0 3.0 0
South Dakota._......oo| 175 [cocococfacnannat 0 7.0 1.5 0 7.0 10,5
Tennessee. - . 10.0 31 0 10.0 0 0 3.0 0
Texas_... ?15.0 51 0 15.0 0 0 5.0 0
Utah..__ 15.0 51 1.8 13.12 0 1.25 3.75 0
Vermont_ 20.0 710 8.0 120 0 2.8 4.2
Virginia. oo feiaan 10.0 3|1 0 10.0 0 0 3.0 0
Washington_._____.____.] 150§ ..o 0 15.0 0 0 15.0 0
West Virginia_ oo |occao--- 10.0 5| 2.0 8.0 0 1.0 4.0 1}
Wiseonsin._ .......—coc—-| 12,0 joo_L|aceean- 0 8.0 40| O 8.0 4,0
Wyoming. - cccoamoou]omnaanann 20.0 0] 0 20.0 0 0 10.0 0

1The reserve requirements shown in the “Time deposits” column for Arizona, California,
Connecticut, Massachusetts, Nebraska, Rhode Island, Utah, and Wyoming apply only to
deposits in the savings departments of commercial banks and trust companies. Other time
deposits are subject to higher requirements, but inspection of State banking department
annual reports indicates that such deposits in California, Connecticut, Massachusetts, and
Rhode Island State commercial banks and trust companies are relatively small in com-
parison with deposits in their savings departments.

2 Securities eligible as reserves are United States Government obligations and, in some
instanues, State and municipal obligations. 3

8 There is a 10-percent requirement on time deposits in poninsured banks, but there was only one such
bank on July 1, 1949, and it had no deposits.

% There is & 20-percent requirement for banks with capital stock of less than $25,000.
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State reserve requirement for commercial banks and trust companies, July
1, 1949 (Bection A)—Continued

SECTION B—REQUIREMENTS FOR BANKS DESIGNATED OR APPROVED AS RESERVE
- DEPOQOSITARIES, ETC.**

. Composition of reserve | Composition of reserve
Required reserves required on demand required on time de-
deposits posits
Uniform| Different re- : Securi- 5 Securi-
require- | quirements on— b};i;g%’;s ties, bal- bFéllzt;lrllgs ties, hal
ments ith de. | 2nces with de-] ances
State on de- Vault W(l)';itaﬁv with de- | Vault | 7 408 | with de-
mand : cash | P Y| positary| cash | ROSM8IV] pocitary
Time banks banks
and |Demand; 3. or vault | banks. or vault | Panks,
time |deposits its 1 h o | or vault h | or vault
deposits posits cas cash ? cas cash 2
3 erce;l;ogifﬁggposxts Percegiezlgstiiémﬂnd Percent of time deposits
P . 2.0 10{ 6.67 13.33 2.5 7.5 0
I 20 Jecmmeeeameeean 8.0 12.0 0 8.0 12.0 0
California, _banks in
places with popula-
tion of—
100,000 or more__ .. |-eoeona-. 18.0 5139.0 9.0 0 1.0 0 4.0
50,000 to 160,000- 15.0 5(37.5 7.5 0 1.0 0 4.0
20.0 61440 16.0 Q] 1.2 4.8 (O]
10.0 3 1.5 8.5 0 .45 2. 55 0
12.5 510 12,5 0 0 5.0 1]
10.0 3| 3.33 6.67 0 1.0 2.0 0
20.0 0| 4.0 8.0 8.0 0 ] 0
Minnesota . 15.0 5( 0 15.0 0 0 5.0 0
Mississippi- 25.0 0] 0 25.0 0 ] 10.0 0
Missouri.. oo 18.0 3] 7.0 11.0 [ 3.0 0 0
Montana_._ 15 [ocfemeeeea 0 15.0 0. 0 15.0 0
Nebraska. oo 20.0 500 16.0 4.0 0 4.0 1.0
Nevada_ .. _....... ) ¥ J PR ORI 0 15.0 0 0 15.0 0
New York:
Manhattan Bor-
ough. .. .. feeaea_ 4.0 71 0 24.0 0 0 7.0 0
Brooklyn, Bronsx, .
and Buffalo..._... .- 20.0 71 0 20.0 0 0 7.0 0
Oklahoma.____ - 18.0 51 0 18.0 0 0 5.0 0
Utah_ e 20.0 51 2.5 17.5 0 1.25 3.75 0
‘Wiseonsin_ . _______..__. N PR S, 0 13.33 6.67| 0 13.33 6.67

*In most cases the percentage requirements shown are prescribed in the State law itself. Where the law
empowers banking authorities to change reserve requirements, the percentages shown are those which were
actually in effect on July 1, 1949. The data in this table are based on Provisions of State Laws Relating to
Bank Reserves as of December 31, 1944, published by the Board of Governors of the Federal Reserve System
and on changes in State reserve requirements reporfed to the Board since that time; the data have not been
checked with the State banking authorities.

**In States not listed in this section or in this footnote, the reserve requirements shown in section A are
applicable to all State commercial banks and trust companies. The requirements shown in this section
apply to banks designated or approved as Reserve depositaries, banks in central Reserve or Reserve cities,
banks in specified cities, and banks in cities with specified population, as follows: Arizona—the requirernent
applies to banks in places with population of 50,000 or more. Arkansas—the 20-percent requirement applies
to banks designated as Reserve agents. California—the requirements for banks in places with population
of 50,000 to 100,000 apply also to Reserve depositaries in places with population under 50,000. Colorado—
the requirements apply to banks designated as Reserve agents. Iowa—the requirements apply to banksin
Reserve cities (designated as such under the Federal Reserve Act). Kansas—a 20-percent Reserve is re-
quired against demand deposits due to banks; the 12.5-percent requirement applies to other demand de-
posits. Kentucky—the 10-percent requirement on demand deposits applies to banks in Reserve cities. There
18 & 13-percent requirement against demand deposits for central Reserve city banks, but there is no central
Reserve city in the State. Massachusetts—the requirement applies to trust companics doing business in
Boston and less than 3 miles from the State House. Minnesota—the requirements apply to banks in Re-
serve citics (designated as such under the Federal Reserve Act). Mississippi—the requnirements apply to
banks in places with population over 50,000. Missouri—the requirements apply to banks in places with
population of 200,000 or more. Montana—the requirement. applies to banks approved as Reserve deposi-
taries. Nebraska—the requirements apply to banks in cities with population of 25,000 or more. Nevada—
a 25-percent Reserve is required against deposits due to banks: the 15-percent requirement applies to other
demand deposits. Oklahoma—the requirements apply to approved depositaries. Utah—the requirements
apply to banks in places with population of 70,000 or more. W isconsin—the requirement applies to banks
designated as Reserve depositaries.

1 The reserve requirements shown in the ‘* Time deposits’ column for Arizona, California, Massachusctts,
Nebrasks, and Utah apply only to deposits in tbe savings departments of commercial banks and trust com-
panies. Other time deposits are subject to higher requirements, but inspection of State banking department.
annual reports indicates that such deposits in California and Massachuseits State commercial banks and
trust companies are relatively small in comparison with deposits in their savings departments.

* Securities eligible as reserves are United States Government obligations and, in some instances, State
and municipal obligations,

3 The‘‘vault cash” requirements (9 percent for cities with population over 100,000 and 7.5 percent for cities
with population of 50,000 to 100,000) apply only to reserve depositaries in such cities; for other banks in such
cities the vault cash requirement is 6 percent, and the balance of the required reserve may be held with
depositary banks.

4 The required vault cash reserve may be held “in cash and/or obligations of the United States."”
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Basic statutory requirements, actual requirements on July 1, 1949, and minimum
and mazimum reserve requirements for State commercial banks and trust
companies in States in which banking authorities are empowered to change
reserve requirements ’

Percent of demand deposits Percent of time deposits
State . M
Mini- | Maxi- . Mini- axi-
Basic | Actual | o | mam | Basie |Actual) oo [ om
Alabamat ___ e o e 1 4 1 5
Arkansas28_________________________ i5 15 15 FR 15 15 15 FR
Connecticut 4._. 12 15 12 (%) 0 0 0 1]
Delaware. ... oo ... 7 14| FR FR 3 6| FR FR
District of Columbia....______._..._ FR 20| FR FR FR 6| FR FR
Kentucky:
Reserve citiess..___.___.________ 10 10 10 20 3 3 3 6
7 7 7 14 3 3 3 6
15 4 . 0. 6 0| FR
15 15 15 | FR 30 3 & 3 FR 6
20 20 *) (%) 0 0 0 0
. El 15 15 O] O] 0 0 0 [
Michigan?__._________._. 12 12 12 24 12 12 12 24
New Hampshire.. _ 15 15 *) FR 5 5 85 85
New Jersey...__.. - 15 15 15 30 3 3 3 6
New Mexico2. . oo oo .. 12 12 12 15 12 12 12 15
New York:
Manhattan Borough ____________ 13 24 13 | FR 26 0 6 0 [0}
Brooklyn, Bronx, and Buffalo. .. 10 20 10 | FR 20 0 6 0 Q]
Elsewhere___..._..__...._._ - 7 14 7| FR 14 0 6 0 O]
10 10 10 20 5 5 5 10
15 15 ® ) 10 10 ®) ®
15 15 12 30 5 5 4 10
15 14 ) 30 7.5 6 ) 15
Large cities 10 ___________________ 20 20 20 40 -5 5 5 10
Elsewhere. _ 15 15 15 30 5 5 5 10
Vermont. ... 15 20 9 30 3 7 2 8

FR—This sumbol standing alone signifies that the State law provides that the basic, maximum, and/or
minimum shall be the same as prescribed by Federal authorities for member banks; where the symbol
appears with a percentage, the requirement prescribed by State authorities may not exceed either that
percentage or the corresponding requirement applicable to member banks.

a 1 T};ES Provision for changes in reserve requirements by the State banking board applies only to time
eposits.

2 In Arkansas, Michigan, and New Mexico, identical requirements apply to demand and time deposits.
Howgzer, in Michigan the entire reserve on time deposits may consist of United States Government
securities.

‘2 Neijther these percentages nor the suthority to change requirements extends to banks designated as
reserve agents,

4 In Connecticut a 7 percent requirement is applicable to time deposits in the commercial department,
:and in Massachusetts the demand deposit requirement applies to certain time deposits in the commercial
department. This table, however, shows zero requirements against time deposits, because the deposits
-édn,sav_itrslgs departments (of departmental banks) comprise all but a relatively small portion of their time

eposits,

8 None specified.

6 The State law prescribes higher requirements for banks in central reserve cities, but there are no such
cities in the State. .

7 Applies to banks in Boston and within 3 miles of the State House.

8 The range of reserve requirements on time deposits in the commercial department is from zero (appar-
ently) to the Federal Reserve maximum, but the reserve requirement on deposits in savings departments
of commercial banks is the same as fixed for savings banks, namely, 5 percent.

¢ Neither these percentages nor the authority to change requirements extends to noninsured banks, but
there was only 1 such bank on July 1, 1949, and it had no deposits.

10 Banks in cities with a population of 50,000 or more,

Senator Doucras. In brief these tables show a general requirement
‘somewhere around 15 percent, although in most cases this could be in
the form of deposits in correspondent banks as well as vault cash, but
there were certain States which fell even markedly below this standard.
My own State of Illinois has no statutory reserve requirements.
Kansas has 1214 percent, Kentucky has 7 percent, California has 12
percent, Minnesota has 12 percent, South Carolina has 7 percent, Ten-
nessee has 10 percent, Washington has 10 percent, West Virginia has
10 percent.
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So that you think the conclusion is that in general the reserve re-
<quirements are lower under the State system for State banks not mem-
bers of the System than in banks which are members of the System?
-~ Mr. Wiurams. That is right.

Senator Dougras. And that a considerable portion of this can be in
the form of mutual deposits—A in B and Bin A ?

Mr. Wrriams. I think it is fair to say that there are-competitive

disadvantages from the standpoint of reserve requirements in mem-
‘bership in the System. These are offset in other ways.
. Senator DoucLas. Now, has this fact that the State banks can
always get out of the Federal Reserve System ever operated to deter
the System from raising reserve requirements? Is it a factor which
1s present in your considerations?

Mr. Wrrrianms. I confess the statement in the report submitted for
-the record, which said that the Board might be reluctant to take action
because of the effect of the action on membership, escaped me. Per-
sonally, I doubt very much whether that is a factor in the determina-
tion of Board policy. I.think that is an overstatement. That would
be my judgment. We are living with the problem in other ways than
-attempting to solve it by not acting. Do I make myself clear?

Senator Doucras. Yes. '

Mr. Wirrianms. I would doubt whether that was an important factor
in the determination of Reserve policy, hesitancy to act because of the
fear of withdrawals. :

We have had one withdrawal—that is, not associated with consolida-
tion or merger—in 10 years. I checked on the matter for the third
district just before I left.

But that does not indicate that it does not have its effect through
the generation of a state of mind, because there is undoubtedly a
spirit of restiveness. I think it is apparent. I think you would
share that feeling, Mr. Bopp. .

. Mr. Bopr. Yes, sir. :

- Mr. Wirrtams. Both of us get into the field very frequently be-
cause of the policy of the bank of going out some 30 times a year
to meet with bankers in our district in small groups. Each of these
bankers brings a director with 'him. We have a round-table discus:
sion for a period of 2 hours before dinner and a period of an hour
after dinner in an attempt to bring to the bankers and their directors—
and, incidentally, we brihg nonmembers in on this discussion—in line
with our general approach that one way to solve the problem is through
education and the increase of understanding.

In the course of those discussions we get the feeling that the Fed-
eral Reserve is constantly in their minds. We get the feeling that
there is activity on the part of State organizations. I think there is
undoubtedly a wish to build a defense or to stem-a tide that may
at any time start legislation. ) '
~ From the standpoint of public relations, it is an unhealthy situa-
tion. It raises a question as to how you solve it. I have pondered
the question of legislation. ’ ‘ ,

- "You have before you a proposal from the chairman. I admire
the chairman’s efforts in attempting to divorce this problem of mone-
tary policy operating through reserve requirements from the question
of the dual banking system, which always serves as a battle cry. He
-attempts to do that by stating that we are interested in having some
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influence on bank policy and on national policy via your bank through
your reserve requirements, and he puts forward a plan which, as you
know, would compel all to come in, but I am firmly

Senator DoucLas. Just a minute. I do not think Mr. McCabe’s
Eroposal is to have all banks come into the Federal Reserve System,

ut to rather require a uniform reserve requirement.

Mr. Winiams. I was using the term “banking system” in a differ-
-ent sense ; and, of course, he gives analternative.

Senator Doucras. His proposal is for uniform reserve requirements
for commercial banks the country over, whether or not members of
the System.

Mr. Wittrams. That is right; T did not make my statement clear.
I do not think that an approach of that sort would be an acceptable
one to the nonmember banks. From my contact with bankers, I con-
clude that they are thoroughly aroused, Mr. Chairman, on this ques-
tion of the long arm of the Central Government reaching out and
coming in to the State banking system; and I think there is little
likelihood that one would be able to get Mr. McCabe’s proposal into
action.

T took the same position before the Senate Banking and Currency
Committee last May, where, as you will recall, there was attached to
the application for renewal of the supplementary reserve requirement
this condition of applying it to nonmember banks.

The president of a State bankers association told me within 3 months
that in his judgment the dual banking system in the United States
was not a classification which separated national banks from banks
that received their charters from States, but it was a classification of
banks into member banks and nonmember banks.

Senator Douceras. But the State banks always have the option of
withdrawing. : .

. Mr. WiLiams. Surely.

Senator Doucras. So that makes the differentiation applicable, and
-also the rules concerning the types of loans which can be made are dif-
ferent, so that there are very real differences on those points.

Mr. Winuiams. That is right, but I am citing this to indicate his
attitude of mind as to what the crucial problems were. The crucial
problem in his mind was one of avoiding compulsion to get into the
Federal Reserve System.

Now, from our standpoint that poses a major problem of bank rela-
tions. If a large number of banks out in the country feel that way
about us, then we have an important problem on our hands as to how
to dissipate that attitude of mind, because in my 10 years experience
with the Federal Reserve System, I have no inclination to work in
any other way than in behalf of banking, both State and national.

To have others judge your actions as being something inimical to
their interests is disturbing. So that I assume you cannot approach
the problem via coercive means because you will not get the bill, if you
attempt to approach it that way. It has been suggested that we ap-
proach it via the route of self-discipline.

If I recall correctly, the retiring president of the American Bank-
ers’ Association in San Francisco has raised the question of State banks
and their forcible inclusion in the system. He takes the position that
although they are 50 percent in number of all banks in the United
States, they. have only 15 percent of the deposits and, therefore, they
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are unimportant. He would rely on self-discipline. I reject the self-
discipline approach just as I reject compulsory legislation. T reject
self-discipline, because it does not work because of competitive forces.
It cannot very well work because of competitive forces. )

I turn then to still another approach, and that is one of increasing
an understanding of the function of the System, and the way it oper-
ates—and not only increasing the understanding but increasing the
participation of the bankers in making decisions through the process
of consultation and explanation in why we are doing what we are
going. In that way will be stepped up the voluntary entrance into the

ystem. :

Now, that may be a long procedure but I prefer to follow it. Should.

it fail, then I am for the use of compulsory methods, maybe along
the lines that the chairman devised. It is an important problem and
ought to be thoroughly studied and a plan worked out only after
study by both private banks and the central bank together. A thor-
ough explanation of the problem is needed; because we are now sus-
pect. Wehear in the field directly and indirectly that the System wants
“Power for the sake of power.” We get evidence on every hand of
a lack of understanding as to what the function of reserves is and as to
how they operate.

Senator Douceras. In your educational conference do you ever quote

from article 1, section 8, of the Federal Constitution, which gives to
Congress the power “to coin money, regulate the value thereof”—and
the verb “coin” has long since been broadened to include not merely
metallic coins and also printing paper money, but the general regula-
tion of the money supply, and if there is anything clearer than that
power I do not know what it is, do you?

Mr. WiLiams. No. I state the matter a little differently. I say
to bankers we have 314 million business enterprises in the United
States. Only 14,000 are banks. Now, banks are peculiar in this ca-
pacity to create and extinguish credit. From the days of the founding
of government, you have been subject to controls. Do not assume at
a time when the whole drift is toward totalitarianism that you are
going to swim in the opposite direction. Your important problem is:
if you do not like the system, devise a better one. If you think we
ought to change it, come in and help us change it. But if you do
not understand the way in which reserve requirements operate, it is
high time-you begin to understand this function, because you have
a very valuable task to perform in the operation of the economy and
you cannot perform it by assuming that you are just like the fellow
making sealing wax or shoes. You are a different breed of cat. I
would add that in addition to understanding it is a matter of confi-
dence. That may give you, Senator Douglas, something of the spirit
of the way in which I am approaching the problem. At the same time,
I repeat with equal vigor what I said earlier in the testimony here
today. I say, let banking live. We need it for the reasons that I
outlined earlier in my testimony.

I assume that the task of achieving understanding and confidence
is one not only on the part of the Federal Reserve Governors and the
12 Reserve banks, but of banking leadership throughout the com-
mercial banks.

I had the same feeling when I listened to Mr. Sproul make his speech
in San Francisco and heard Mr. Woollen’s reply, which, of course,
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was a very brief one, and listened to the conversations afterward in
the lobbies of the hotels. It is disturbing to one who is a well-wisher
of banking and who believes in general controls rather than a series
of specific controls. N

" Senator Doucras. Are you saying this: that you are somewhat
afraid that if an inflationary movement should start or in the opinion
of the Federal Reserve System it should start and that the Federal
Reserve’ System in order to check this increased its reserve require-
ments, that it would meet with terrific opposition or with great op-
position from the banks inside the System and would be subject to com-
petition from the banks that are outside the System ? B

Mr. Winiams. And could result in withdrawals from the System.

Senator Doucras. And you know, of course, that the bill which
passed the House of Representatives and was reported out by the
Senate committee—namely, making possible conversions of National
banks into State banks—has not yet been passed? ;

Mr. Wirianms. I think it is highly unfortunate for the State bank-
ing departments and State banking commissioners to view with alarm
any change from State banks to National banks, any change from non-
membership to membership. I do not think they should look at this in
terms of proprietary interest. '

"Mr. Worcorr. This is opposite.

Senator Doucras. This 1s from National to State.

Mr. Wiriiams. Yes. _

Senator Doucras. Which was fostered by the State banking com-
missioners. )

Mr. Witriams. Perhaps I ought to amplify my statement and say
some look with satisfaction upon a transfer from the National system
to the State system. e

Senator Doucras. I do not want to involve you in an argument, but
the head of the State banking commission in Pennsylvania has been
most active in spearheading this drive of conversion from National
banks to State banks on the same basis that State banks can now con-
vert to national banks and in trying to repeal the section of the
McFadden Act which prohibits such conversions. '

Mr. Wirizams. My problem has been made more difficult by what is
going on in the States. There are complexities from a State stand-
point because of the acquisition of branches by some of the larger
- banks; so the problem is tied in to the unit banking system. There is,
however, no doubt that my problems have been made more difficult as
a result of the development to which you just referred.

Senator Doueras. Then you see dangers in the so-called dual bank-
ing system or 49 systems of banking? ,

Mr. WitLiams. No, I would not want to disturb the right of a State
to charter banks. I would not want to disturb the right of a State
banking department to set up standards, even though those standards
would be competitively lower. I do look with alarm on any attempt
to prevent banks from getting into the System on a voluntary basis
and voluntarily subjecting themselves. The problem also has geo-
graphic aspects. In one district 70 percent of the banks are nonmem-
bers. You get a segregation because of that geographical distribu-
tion, and in a time of crisis that might have effect.
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We ought not to be impeded in our attempt to influence monetary
policy by lack of understanding or unwillingness to submit themselves
to the discipline of it.

I assume some of the responsibilities myself. As an operator of
the Philadelphia bank I indicate to banks why they ought to subject
themselves to the discipline of Reserve requirements. In the course
of a discussion in one of these field meetings at which the Secretary
of Banking was present, I said to him that the best way that I know
for State banks to retain the privilege of staying out of the System is
for them to make it clear by their actions that they are not profiting by
being out of the System and not subjecting themselves to our restraints
because the more people who are subjected to restraints the more might
be the advantages of persons who are not subjected to it. '

But I would explore and live with the problem in a sincere effort
to solve it by other than coercive means before I went to coercive
means; but, failing to solve it, I certainly would stand firmly for
compulsory Reserve requirements. '

Senator Doucras. How long would you carry on this educational
process? )

Mr. Witriams. I cannot answer that. We have not made within
the System, it seems to me, a sufficiently vigorous, intelligent, and con-
certed effort to go after the problem.

Senator Doucras. Have you put up to the nonmember banks the
fact that the System indirectly gives them greater stability because
in a period of crisis though you do not have to take their bonds or
commercial paper, they can go to a correspondent bank which is a
member, and if the correspondent bank accepts, then the correspondent.
bank can present the bonds or paper to you and that, therefore, indi-~
rectly you add a great element of stability to the nonmember banks;
is that true?

Mr. WoLtams. Yes. We have pounded on the subject and will
continue to do so; I have heard Mr. Bopp, whose skilled exposition
you heard this morning, explain that all very clearly.

Senator Doveras. Have you had any success to date?

Mr. Wrnrtams. There is no doubt that we are making progress.

Senator Doucras. Are there a number of nonmember banks in
your district who have become member banks?

Mr, WrirLiams. We have accessions.

Mr. Bopp. State banks that have come into membership: In 1942,
one; 1943, three; 1944, three; 1945, two; 1946, four. ' :

Mr. WrLiams. We already have a pretty high proportion.

Mr. Bore. No accessions in either 1947 or 1948.

Mr. Wmnianms. There are cases we are now working on, but it is a
case by case approach. It is slow work.

Mr. Worcorr. Would it be objectionable at this point if I were to
reminisce a little bit with respect to history of this question as I
_ remember 1t.% )

Senator Doueras. Go ahead.

Mr. Worcorr. In 1935 a bill was introduced, which later became the
Banking Act of 1935, which provided that all banks must become
members of the Federal Reserve System in order to participate in the
Federal Deposit Insurance Corporation.

It would have resulted in the creation of a highly centralized bank-
ing system. There would have been no dual banking system. There
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would have been no State banks as such, because, of course, no State
bank, which was not a member, not having its deposits insured, could
prevail against a competing bank which did have its deposits insured.

The same bill, as it was originally introduced, provided that the
President would be empowered to remove all members of the Federal
Reserve Board at will. About that time the NRA was crumbling,
the Supreme Court later found it unconstitutional, and the charge
was made that if the original bill was passed, that the Federal Gov-
ernment through the Federal Reserve Board, which- was to be politi-
calized under the bill, could write into the loan agreements all of the
provisions of any of the codes, which had been in existence or might
be entered into, which were formerly known as NRA codes.

Of course, that contemplated that no bank would withdraw from
the Federal Reserve System when once it got .

Well, we succeeded and, of course, it also follows that if the Federal
Government got control over the lifeblood of the American economy,
which is credit, that they could successfully manage the entire economy.
American agriculture and industry and labor and business cannot
function without credit. :

We compromised on this bill by providing that the President could
remove the chairman of the Board of Governors of the Federal Reserve
Board but not the other members. We provided also, as I recall it, a
9-year period in which the banks would come into the Federal Reserve
System. Otherwise, they would not have their deposits insured.

At that time, as I recall it, we did give the Open Market Committee
these initiatory powers we have discussed here. Now, at about that
time the Federal Government, I assume through the Comptroller’s
Office or the Federal Reserve, went to some, and perbaps most, of the
State banking commissioners and told them that if their legislatures
would provide for a conversion from State banks to Federal banks,
they would recommend to the Federal Congress that it do likewise in
respect to authorizing conversion from national banks to State banks.

The Federal Congress would provide for the reconversion or the
conversion, rather, of national banks to State banks.

Now, this question that we are discussing here today is to me as old
as that. It goes back to 1935. The bill which was passed in 1948
authorizing the conversion of national banks to State banks, passed
almost unanimously by the House, died in the Senate, and the one
passed this year similarly was in consequence of the implied promises
made by the Federal Government to the States in respect to the con-
version of national banks into State banks.

T thought it might be interesting at this point to review some of the
history of this question, and it is from memory only. I may not be
correct in all my details, but in principle and substance the statement
is correct.

So we apparently have with us then the only question remaining as
to whether you think there can be any greater degree of economic -
stability if all of the banks become through force or otherwise mem-
bers of the Federal Reserve System.

Mr. Witriams. I think our effectiveness would be increased.

Mr. Worcorr. Your control would be increased.

Mr. Wirniams. And, therefore, effectiveness.

Mr. Worcorr. Whether your effectiveness would be increased would
have to be proven in practice. Ithasnot been proved yet.
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Mr. Wirians. That is right, and I merely expressed a judgment,
and I quite agree that you could not debate that very profitably. .

Mr. Worcorr. If I'may follow up with one other question. Chair-
man Douglas read from the Constitution with respect to the power
of Congress to coin money and regulate the value thereof, concerning
which we get letters almost daily, and they provoke a discussion of a
very interesting question.

The contention has been made that the Congress, notwithstanding
general thinking that it does not coin money and regulate the value
thereof, does by the delegation of authority to the Federal Reserve.

Now, the Constitution also provides that the Congress shall provide
for the national welfare, and we are constantly enacting legislation
in that respect. The Congress is not an administrative body. It can
delegate the administration of its functions to departments of the Gov-
ernment, or independent departments which it sets up. I may be wrong
in this, but it always seemed to me that in keeping with the practice
and the authority which the Congress has to delegate the administra-
tion of its functions, the Congress has delegated to the Federal Reserve
System the authority within certain fairly well-defined limitations
and in accordance. with certain well-defined standards to coin money
and regulate the value of it.

Senator DoucLas. T am glad to have this statement by my very able
colleague, but I think the question is whether Congress has also pro-
vided the Federal Reserve System with powers adequate to carry out
this purpose. '

Mr. Worcorr. I was going to suggest that it seems to me to be per-
haps the only question before us, as to whether we have set up suffi-
cient standards or created such definite limitations that they can
execute the function of Congressin that respect.

Mr. Winriams. I was attempting, Mr. Chairman

Mr. Worcorr. It would be interesting if you have suggestions as to
what the Congress should do in carrying out that function by way
of legislation to more clearly define the Federal Reserve Board’s au-
thority, delegated to it from the Congress, to coin money and regulate
the value thereof.

Mr. Wirrams. Well, it is something to which we should give con-
sideration. There are other ways of influencing the behavior of both
member banks and nonmember banks by the conference methods of
the sort we are experimenting with. I hesitate to build up psychologi-
cal bars. I am trying to tear them down rather than constantly erect
new ones and have the charge hurled at us, “Power for the sake of
power. .

. Senator Doucras. In good Philadelphia fashion, you are attempting
to follow the methods of peaceful persuasion.

Mr. Worcort. I forgot an important chapter in this history of this
subject. In 1939 a bill—I think the number was H. R. 6940—was
reported out of the House Banking and Currency Committee which,
in effect, would have compelled all savings banks to convert to Federal
savings and loan associations or go out of business.

That bill was §>assed by the House in a modified form with all of
these objectionable features taken out of it the latter part, as I recall
it, of that year, or possibly the following year, and never was consid-
ered by the Senate.
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But at least two attempts have been made to centralize the control
of banking and the credit which emanates from banking in the Federal
‘Government without any restrictions whatsoever.

Mr. Wintiaus. Mr. Chairman, that concludes my presentation.

Senator Doueras. I would like to ask another question, if I may.

In your written statement to our subcommittee and also in the state-
ments which were made by most of the other presidents of the Reserve
banks you proposed that control, as I remember it, of member-bank
reserve requirements and also approval of rediscount rates should be
shifted from the Board of Governors to the Federal Open Market
Committee.

Mr. WiLLiams. Yes.

Senator Doucras. I can see why you would feel that all these powers
should be in the same hands in order to get concentrated and unified
policy, but why do you favor concentrating them in the hands of the
Open Market Committee rather than in the Board of Governors of the
Reserve System ? '

Mr. Wiretams. Well, concentration, of course, in the Board of Gov-
ernors would call for a transfer of the open-market operation from
‘the committee to the Board ; but we have a Federal system. We are
attempting in all possible ways to bring about a representation from
the field, and I know it is a subject that is close to the heart of Chair-
man McCabe. The representation of the Board on the committee
which would handle these three instruments of banking would still not
disturb the locus of control, but would give to the committee the first-
hand experience of all of us in operating our institutions; we are out
in the field constantly. : : '

Senator Doucras. As I understand it, the Open Market Committee
is also composed of seven members of the Board of Governors plus
five chosen from the presidents of the Federal Reserve banks, and
these are generally, as I infer from your statement this morning,
elected in some degree of rotation. ' ) ' '

Mr. Wiriams. Except one; he is the president of the New York
bank, where the presence of the bank in the principal money market
of the country gives him permanent representation. The manager
of the account is located in his bank, and there is a close liaison. But
we undoubtedly can and do bring to the deliberations of the Board
here in Washington a knowledge of the attitudes and values and of
problems. DR

Senator Doucras. So this proposal of yours would further feder-
alize the System by giving the member banks a larger share in these
larger policy determinations. . C
- Mr. Wiriams. That is right, and T think ought not to be construed
as a move that would result in greatly increased influence by commer-
cial banks bécause of the presence of Reserve bank presidents on that
committee. S

Senator Doueras. One further question. This morning you spoke
of the need for very close coordination between policies of the Federal
Reserve Board and policies of the Treasury. Do you consider the
present methods of coordination satisfactory or would you suggest
changes for this purpose? ’

Mr, Witiams. Chairman Douglas, my experience as an adminis-
trator causes me to rely increasingly on my capacity to work with my
fellow men rather than on administrative set-ups.
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I will go along 100 percent with the dictum of-some wise man who
said, “You have power with people, not power over them.” We func-
tion with a minimum of administrative procedure in my institution. 1
think it would be unfortunate if we had an arrangement which would
call the Secretary of the Treasury over to the Federal Reserve Board
for a meeting where there was a lot of administrative minutiae passing
through the mill. .

I think there is an opportunity for close liaison. They are both in
the same city, the buildings are near to each other, they have the tele-
phone at their elbows, they are meeting in other organizational
meetings. »

Senator Doueras. I may remind you, but you are of course aware
that the Army and Navy are together in close physical proximity to
each other, and the immediate effect did not seem to be such as to make
them dwell together in complete peace and concord.

Mr. WiLrians. What I meant when I said we have power with peo-
ple is that power is derived through understanding. I take it that the
great gap that exists between the Army and the Navy is due to a fail-
ure to solve what are essentially technical problems as to which arm of
the service should be dominant and the relative importance of the two.

When we concern ourselves with questions of status, with who are
the chief fiscal monetary officers of the Federal Government, we are
getting away from the realities of life. We ought to demean ourselves
before problems and say, “What must we do to solve them ?”

- Senator Doucras. Now, if all men were as self-abdicating as you
seem to be, there would probably be no problem, but we are dealing
with imperfect human nature—all too imperfect.

Mr. Winrrams. I did not say that unctuously.

Senator Doucras. I did not regard your statement that way.

Mr. Wrrrams. I do not believe a change is necessary. I think the
problem can be solved in other ways. You could bring them together,
and the problem would not be solved. You could keep them apart and
it would be solved. There are other approaches to.the problem. I
am giving you, of course, a strictly personal attitude toward it. Those
are the questions in the questionnaire that did not interest me a great
deal, Chairman Douglas.

Senator Doucras. Congressman Buchanan?

Mr. Bucuavan. No questions.

Senator Doucras. Thank you very much, Mr. Williams and Mr.
Bopp.

BII;. WirrLianms. Thank you very much, indeed. We were very glad
to be here. .

Senator Doucras. Is Mr. Robertson here? We are glad to welcome
you.

STATEMENT OF J. L. ROBERTSON, DEPUTY COMPTROLLER
OF THE CURRENCY

Mr. Robertson, we understand you are the First Deputy Comptroller
of the Currency. . .

Mr. RoeerTson. Yes. _ ,

Senator Doucras. You seem to have a good Scotch name and are,
therefore, présumably competent to handle our public moneys.

Do you want to make a prepared statement ?
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Mr. RoBerTsoN. Just a very short one.

Senator DoucLas. You may proceed.

Mr. RoserrsoN. I would merely like to say that we who represent
the Office of the Comptroller of the Currency are glad to have this
opportunity to make whatever contribution we can to the work of
this committee in its study of the effectiveness and coordination of
the monetary, credit, and fiscal policies of the Federal Government.

In common with administrative agencies generally, we necessarily
perform our funections in constant and close contact with the details
of our job. Although we make every effort to relate our operations
to broad underlying principles, it is not always possible to achieve the
degree of detachment necessary for effective continuous examination
of those principles in the light of constantly changing conditions.

This committee, on the other hand, can make a general survey of
this important field free from such a handicap. Its members are in
a position, by asking basic questions regarding matters of broad policy
and procedure, to open up lines of thought leading to major improve-
ments. '

Our organization is composed of a closely knit group of people who
confine their efforts to supervision and regulation of the national bank-
ing system. Perhaps unwisely, our Office does not maintain a public-
relations staff, information service, or even a congressional liaison
representative, to keep the general public and Congress informed of
our activities, accomplishments, and purposes.

Senator Doucras. May I interject to say that is a unique distine-
tion and one which is to your credit, and I hope that it has reflected
corresponding economies in your operating budget.

Mr. Rogerrson. We think 1t has, sir. Furthermore, we are so busy
with the actual job of supervising banks that we probably do not sit
down often enough to think about the fundamental problems with
which-this committee is concerned. Even if we did, our thinking
might very well be narrow and prejudiced. For all these reasons, we
welcome a thorough and thoughtful study of our work in its broadest
aspects.

The questions submitted to us center about the manner in which
our bureau performs its duties regarding the structure and operation
of the national banking system, and the degree of coordination of the
work of all Federal bank supervisory agencies. Asyou have seen from
our answers to the questionnaire, our guiding principle is the pres-
ervation of the national banking system which can and does perform
its full share in furnishing the Nation with every proper banking
service and convenience, including the supplying of credit adequate to
meet all legitimate demands. We believe that in view of the nature
of our work, we can make our greatest contribution to economic sta- .
bility and progress through the maintenance of an independent bank-
ing system composed of sound individual banks, guided by principles
of public service as well as business profit.

1 shall be very glad to try to answer any questions relating to the
work of our Office, and the principles in accordance with which we
seek to conduct our activities. ' .

Senator Doucras. I wonder if I might ask some questions to begin
with dealing with the chartering policy. :

Mr. RoserrsoN. Yes. '
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Senator Doucras. In the statement Mr. Delano submitted to our
subcommittee some time ago he pointed out that in determining
whether or not to act favorably on an application for a national-bank
charter the Comptroller’s office took into consideration at least five
principal sets of factors: :

First, the general character and experience of the organizers and
of the proposed officers of the new bank.

Second, the adequacy of existing banking facilities and need for
further banking capital. :

Third, the outlook for the growth and development of the town
or city in which the bank is to be located.

Fourth, methods of banking practices of the existing bank or banks,
the interest rates which they charge customers, and character of the
service which these quasi public institutions are rendering to their
communities. :

Fifth, the reasonable prospects for success of a new bank if efficiently
managed.

It is also indicated that in recent years a fairly large percentage of
the applicants have been denied national bank charters, ranging from
13 percent, I think, in 1 year to a high of 41 percent in 1947.

Now, I wondered if you could tell us the answers to a series of
questions that I should like to ask. I would like to ask, in the first
place, about the policies of the State bank chartering authorities and
of your relationships with them, because if the banks fail to get charters
from you, they sometimes go over to the State banking authorities.

Mr. RosertsoN. That is true.

Senator DouaLas. Is there any uniformity among the chartering
policies of the various State authorities or is there variety ?

Mr. Rosertsox. There is variety, but I would say from personal
knowledge of the individuals, most of the individuals, who are passing
upon State charters in behalf of the States themselves, that they are
being very conservative in the granting of new charters. They are not
granting charters unless they are satisfied that there is a need for ad-
ditional banking facilities in the community. I do not think there is
a single State supervisor that I know of today who is running wild
in the granting of State charters. :

Senator DouerLas. Do the State authorities apply the same kind of
tests which your office applies? :

Mr. RoperTson. That I cannot tell you.

Senator Doucras. In general, are the States more or less liberal in
granting charters for new banks than the comptroller?
~ My, Rosertsox. I could not give a good answer on that, Mr. Chair-
man. My impression is that it will vary with various States. I doubt
if there is any State which is as conservative as we are in the granting
of new charters.

- Senator DoucLas. No State as conservative?

Mr. Rosertsox. More conservative.

Senator Doucras. Therefore, some States are less conservative?

Mr. Rosertson. I would say that is true.

Senator DoucLas. And, therefore, there are some States which are
more liberal? ' .

Mr. Ropertsox. I think that is true, but I would have to qualify my
answer ‘because there are instances where a State bank could be

99076—50——6
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chartered with a smaller capital than a national bank, and that might
make the difference.

Senator DoucLas. I will come to that. Do you have any information
as'to the number of cases where you have turned down an application
for a national bank charter where the organizers have subsequently
been able to get a charter from their State banking authorities?

Mr. Roeertson. I do not have that information available, and I
doubt if it would be in the office, because once we turn it down we are
through with it and never follow through. -

Senator Doucras. Do you know of cases where the States have
turned down proposed banks for State charters where you have
later given the same group a national bank charter?

Mr. RoeerTsoN. I know of no such case. That does not mean there
are not some.

Senator Douaras. Do you have any agreements, written or explicit,
between your office and State banking authorities offices concerning
chartering policies?

Mr. RoeerrsoxN. Nojthereisno written agreement. We try to work
out understandings with individuals whereby we notify them when we
get an application for a charter, so they know it is there and they can
give us the benefit of their views so we can consider them in passing
upon the charter, and we do likewise.

. Senator Doueras. With how many States do you have such under-
standings?

Mr. Roperrson. I would have to guess, but I would say with ap-
proximately two-thirds, I would guess, we do have such understand-
ings. Asnew supervisors come into the field, there are instances where
we have not yet arrived at a new understanding.

_Senator Doucras. Would you be willing to indicate some of the
States in which you do not have such understandings?

Mr. RorerTsoN. Noj; because I would be guessing at them. T would
be very glad to give you that.

Senator Dovcras. Then this is all in the heads of the comptroller
and yourself as to what States have informal agreements with you?

Mr. Roeertson. I would be very glad to give you some of the States
where we do have very good working arrangements, if that would help.

Senator Doueras. Do you find the Federal Reserve System or FDIC
or any other agency interested also in the question of the chartering of
national banks?

Mr. Roserrson. Definitely, they are interested in such chartering.
FDIC, of course, must pass upon the chartering of State banks if it
is going to be an insured bank and, therefore, they are very definitely
interested. Of course, the Federal Reserve is interested, too, to the
extent of seeing whether the bank as it comes into the System is going
to be a sound institution, and they are advised immediately.

, fSenat?lor Dovucras. Does the Federal Reserve bank have the right
of veto!?

Mr. Rosertson. No: it does not.

Senator Doueras. You take their opinion as advisory only?

Mr. RosertsoN. That is all. Our responsibility is complete insofar
-as the chartering of national banks is concerned.

Senator DougLas. Are there any instances whére they have advised

against chartering a national bank where you have gone ahead ?
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Mr. RoeerTson. Yes. Where one or the other would be opposed;
yes. We feel we must rely upon our own findings. If upon study of
those findings we think the people who are applying for that bank are
the kind who will operate a sound institution and there is a need for
new banking facilities in that community we grant it irrespective of
-whether someone has been opposed to it. We weigh carefully the
recommendation which they make.

Senator DoucLas. Would you speak now about the capital require-
ments for the national banks, versus capital requirements for the State
banks. ‘What is your minimum figure of capitalization?

Mr. RopertsonN. It is $50,000 in places where there are less than
6,000 people. Then it goes up to $100,000. This is common capital;
the surplus has to be 20 percent of that. It goes up to $200,000 in
places of over 50,000 population. We think those capital require-
mments are not too harsh. We would not like to see them reduced
today. '

Se};lator Dovucras. Have you ever made a comparative study of
the capital requirements of the various States?

Mr. RoBerTsoN. Somewhere along the line we have; yes.
ber seeing it but I haven’t looked at it in some time.

Senator Doueras. Would you submit that for the record?

Mr. RoeertsoN. I would be glad to do so.

'(The material above requested is as follows:)

MONETARY, CREDIT, AND FISCAL POLICIES

I remem-

Minimum capital requirements for banks and trust companies (Séptemzber 1948)

Jurisdiction citation Banks Trust company

12 U. 8. C., secs. 51 and | Up to 6,000 population....___ Not below State requirements.
248.

From 6,000 to 50,000 .. -
Over 50,000 .o ______
20 percent surplus.
Alabama, secs. 78 and | Upt63,000. ... _.__..__ 25,000 | Up to 5,000 population.__.____ $25, 000

189. From 3,000 to 6,000__ ~ 50,000 | From 5,000 to 30,000 ________ 75,
From 6,000 to 50,000. 100,000 | Over 30,000 ____.___.__.__ 100,
Over 50,000 ____ 200,000 | Bank may do a trust business.
Up to 5,000-_.___ 25,000 | Bank may do trust business.

Arizona, sees. 51-202, 51-
513. From 5,000 to 15,
From 15,000 to 50,0
Over §0,000_..____. -
No bank may be req to
have over $2,000,000 capital

but there is no authority to
make any such require-
ment.

Arkansas, secs. 825 and | Upt02,500. ... ... _.__ 25,000 | County population:’

. 858, From 2,500 to 6,000. . 50, 000 Uptod0,000._.___________ 50, 000
From 6,000 to 50,000 100, 000 From 40,000 to 50,000...._. 75, 000

. Over 50,060 .-____ 200, 000 Over 50,00

.California, secs. 23, 82, | Up t010,000... ... 50,000 | Up to 100,000..._._____

and 90, . From 10,000 to 50,000._ 100,000 | From 100,000 to 200,000

From 50,000 to 200,000 - 200,000 | Trust company plus bank:
Over 200,000 _________.__ 300, Upto 10,000 __________ 150, 000
25 percent surplus may be re- From 10,000 to 50,000 ...._ 200, 060

‘Colorado, secs. 3 and 109.

quired.

Upto4,000...______.________
From 4,000 to 50,000
Over 50,000
10 percent surplus,

From 50,000 to 200,000 __._ 400, 000

Over 200,000

25 percent surplus may be
required.

—
=3

p
From 500 to 2,500.
From 2,500 to 15,000
From 15,C00 to 50,000

CEELEEE
8888888

o

150,000 and over_____
Apparently only th
category .is operative.
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Minimum capital requirements for banks and trust companies (September

1948)—Continued

Jurisdiction citation

Trust company

Connecticut, see. 3875_ __

Delaware, sec. 2382__....

Florida, sec. 652.06.-- .-

Georgia, sec. 13-901....__
Idaho, sec. 25-201; 25-206_

Tlinois, secs. 10.05; 10.11__

Indiana, sec. 18-412..____
Towa, sec. 528.1..........

Kansas, secs. 14, 77__....

Kentucky, secs. 287.070;
287.080.

Louisiana, sec. 568.....__

Maine, secs. 96, 98______.

M&ryland, secs. 29 and

Massachusetts, ch. 172,
sec. 18.

Michigan, secs. 40, 207.._

Banks
Bank and trust company:
Upto 50000 ... $100, 000
Over 50000 .. _...... 200, 000
100 percent surplus.
Upto3000... . . ... 50, 000
From 3.000 to 100,000 _______ 100, 000
Over100.000.. ... ______________ 200, 000
Upt03,000.. oo 25, 000
Wlith permission of eomptrol-
er.
Over 3,000 50, 000
Up to 7,500.. —e-- 25,000
Over 7,500.__ ---- 50,000
Up to 3.000.. —eno 25,000
From 3,000 to 6,000_ ---- 50,000
Over6,000._.__ooo_..___ 100, 000
10 percent surplus.
Upto2,500. oo 25, 000
From 2,500 to 10.000 - 50,000
From 10,000 to 50,00 100. 000
Over 50,000 ______.. 200, 000
10 percent surplus ans
cent operating fund re-
quired.
Upto3,000. - coeemmnmeoo 25, 000
From 3,000 to 6,000.. 50, 000
From 6,000 to 75,000. 100, 000
Over 75,000__._ 200, 000
Up to 3,000.___ 10, 000
From 3,000 to 6,000._ 25, 000
From 6,000 to 15,000 50, 000
Over 15,000__ ________ 100, 000
Third class citvup to 2,000 .. 25,000

Sec%nd class city from 2 000 to

Flersoto glass city from 3 000 to 50,000

Over 75,000 from 6,000 to 75,000
10,00

,000.

From 10,000 to 50,000.--
Over 50,000
20 percent surplus and 5 per-

cent uhdivided profits
Up to 7,500 ._..-
From 7,500 to 25,
From 25,000 to 100,000- -.
Over 100,000__.._____________
20 percent surplus.
Up to 3,000

200, 000

50 percent surplus.
Up to 15,000
From 15,000 to 50,000. .

20 percent surplus.

" Bank and trust company:

Not over 6,000___________. 50, 000
From 6,000 to 50,000_ 100, 000
Over 50,000._ 200, 000
Up to 2,500 _____ 25, 000
From 2,500 to 6,000__ 50, 000
From 6,000 to 30 000___ 100, 000
From 100 000 to 300 000 _ 200, 000
300,000 and over............ 300, 000

20 percent surplus.

Commissioner may increase or
decrease based on condition
of assets and adequate capi-
tal structure.

Up to 50.000.
From 50,000 to 150,000.
Over 150,000_ ..o _____

$200,000 minimum.

Bank and trust company mini- 109, 000-
mum,

Upto6,000. . _________ -

Over6,000. ... .. 100, 600

Up to100,000-.cccooveeoaoo
Over 100,000._.

Same.

Same.

100,000 and over.

Trust company plus bank
double the requirements.

Same.
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Minimum capital requirements for banks and trust companies (September

1948)—Continued

Jurisdiction citation

Banks

Trust company

Minnesota, secs. 48.02,
48.36.

Mississippi, sec. 5159.. .

Missouri, secs. 7944, 7949
and 8018.

Montana, see. 6014.12____

Nebraska, secs. 8-119,
8-205.

Nevada, secs. 1and 8___.

New Hampshire, ch. 313,
secs. 21 and 25.

New Jersey, draft sec. 4..

New Mexico, sees. 50~
501; 50-214.
New York, sec. 90 ...

North Carolina, secs.
53-2, 53-39, and 53-159.

North Dakota, secs.

6-0203; 6-0503

Ohio, secs. 710-37. ...

Oklahoma, sec. 68.......

From 6,000 to
Over 10,000__
Up to 1,000
From 1,000 to
From 5,000 to 10 000 ___
From 10 000 to 50 000

Qver 50,000____
Up to 2,000_.__
From 2,000 to 4,000 ... 30, 000
Over4,000._____ ... 50,
10 percent surplus.
Upto 1,000 o eieaae 10,000
From 1 000 02,000 ... .- 25,000
From 2, 1000 t0 5,000_ . _.—___- 35,000
From 5,000 to 25,000 __________ 50, 000
From 25,000 to 100,000_.._. .- 100, 000
Over 100,000 . ... 200, 000
Mlmmum surplus, $2,500.
$50,000 minimum capital and
$10,000 minimum surplus.

Bank plus trust company:

Upto4,000. .o __..cuen 25, 000

20 percent surplus.

No bank may have a capx—
tal exceeding $500,00
Upto10,000. . o comeanaan
From 10,000 to 50,000._ - 100,000
From 50,000 to 108,000
From 100,000 to 200,000. - R
Over 200000 .ooaooeao 500, 000

20 percent surplus.
If the bank serves outlying
areas the minimum capital

requirement may be. in-
creased.
$25,000.
20 percent surplus.
Up to 2,000 25,000
From 2 '000 to 30,000_ a—-
Over 30 000 ~~ 100,000
Up to 3,000_... .- 25,000
From 3,000 to 1 30,000
From 10,000 to 25 000 - 50,000
Over 25,000 _.__... 100, 000
50 percent surplus.
Upto5000 - coemmaaanen 15,000
From 5 000 to 10,000. 20, 000
Over 10 (111, . 25,
20 peroent surplus.
Upto5000 oo ommmmaaaaes 35, 000
From5000t025000_ -. 50,000
Over 25,000 ................... 100, 000
20 percent surplus.
Upto,000.. . coomamemaeen 10, 000
From 1.000 to 2,000.. 15,000
From 2,000 to 6,000. - , 000

10 pereent surplus.

Bank plus trust company:
Up to 25,000
From 25, 1000 to 100,000 -
From 100,000 to 200,000

Over 200,000 ...............

Banks
powers.

Either for trust company or
trust company and bank:

Up to 10,000__._
From 10 000 to

Ove
$100, 000 to $]0 000 000.

Upto10.000. .. ooomennee
From 10,000 to 50,000 .. __...
Grom 50 000 to 100,000 .-
Over 100,000 __________________

Same.

Same.

Minimum capital......---.—-

$100,000.

Tp to 30,000
From 30,000 to 100,000

Over 250.000.

Bank may do a trust business.

$100,000 minimum.

$100,000 minimum.
Trust company plus bank,

Minimum capital required for

both.
Same.

may exercise trust

100, 000
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Minimum capital requirements for banks and trust companies (September
1948)——Cont1nued

Jurisdiction citation Banks Trust company

Oregon, secs. 40~403___.._ Upto3,000. ... ... $25,000 | Upt03,000....___________...._ $50, 000
From 3, 1000 to ,000 50,000 | Over 3,000 ... _... 100, 000
From25000 t050000 --
Over 50,000 ... _______..___. 200, 00C
If the bank is at least 2 miles
from the main post office,
then the minimum require-
ment does not exceed
$50,000.
Pennsylvania, secs. 401; | Up 10 6, 6,000, ... ...
403. From 6, 000 to 50,000

Over 50,000 ... ocoom oo 50,000 A
50 percent surplus. 50 percent surplus.
Rhode Island........_.__ None.
South Carolina, secs. | Up t05,000.____________.___.__ $25,000 minimum.
7833; 7834; 7838; 7831. From 5 000 to 20,000
Over 20 000 oo

25 percent surplus.
Capltal must be adequate for
DIC membership.
I 5 000 or less population, only
1 bank may be chartered
under above provisions.
No dividend may be paid
and no branch may be es-
tablished until capital in-
creased to amount shown
below.

South Dakota, sees. | Upto 1,500..______ Upt06,000. ccceeae ... 50, 000
6-0303; 6-0305. From 1,500 to 2,500. . Over 6,000 cccooo ... 100, 0600
From 2,500 to 5,000
Over 5,000 oo -ccoomeae o
10 percent surplus.
Tennessee, secs. 6019, | Upt0 1,000 .. . ... $100,000.
5936. From 1, 000 £0 2,500 ... 20 percent surplus.

From 2,500 to 5,000 ._._.
From 5,000 to 20,000..__.
From 20,000 to 50,000. ...
Over 50,000 -.._oooco_ ..
Texas, ch. 3, art. 3_____. Upto5,000... _oeoeooeo . 25,000 | $50,000.

--- 100, 000
Maly requxre 25 percent sur-

plus.
Utah, sees. 7-3-10, 7-4-2_| Up to 5,000..: Cities other than first class.... 25,000
From 5, '000 t0 25,000..__. First class eities. .............. 100, 000
From 25,000 to 50 000....
Over 50.000.-. -coceoo oo
Surplus 25 percent.
Vermont, sec. 6650... ... Bank plus trust company:
$50,000 capital. .
Virginia, secs. 4149 (16), | $50,000 plus $5.000 every 10,000 $50,000 minimum,

4149 (67). populanon above 25,000,
Washington, sec. 3226....[ Up to 5,000 Upto25000._______._.__._____
: From 5, 1000 to 25,000 From 25,000 to 100,000. -
From 25,000 t0 100,000. Over 100,000 oo

$100,000,

2ZBan

Over 100,000.....
West Virginia, art. 4, | Up to3.000_._
sec. 4. From 3,000 to 6,000.

EIETY

The capital necessary for

Wi 1scousm secs. 221.01 | Up t0 5,000.......
national bank in that locality.

and 2 From 5.000 t6 20.000-_

[
L
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‘Wyorping, secs. 53-105...{ From 4,000 to 6,000. Same.
. Over 6,000.___.... -
10 percent surplus.
Undivided profits amount
for expenses of first 90 days
{sum fixed by Commissioner).

S8R

—

. S}(lanaztor Doueras. In general are the State requirements lower or
igher?
r. RoeerTson. In general they are lower.
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Senator Dovcras. Do I remember your saying that in localities of
under 6,000 population your minimum capital requirement is $60,000,
$50,000 of capital plus $10,000 of surplus?

Mr. RoeerTson. Yes.

Senator Doucras. Might not that figure be excessive in small locali-
ties? :

Mr. Roperrson. We think not. We think that today, with the vol-
* ume of deposits which even a small bank has (a million-dollar bank
10 years ago may be today a $5,000,000 bank, or more, and $500,000
bank 10 years ago may be today $2,500,000, or may be $3,000,000),
$60,000 is the minimum with which a group of people should begin in
starting off a new banking enterprise. .

Senator Doucras. But there are small communities and trading
centers which need the services of a bank, say a trading center of less
than agthousand people; would that bank have to have $60,000 of
capital?

Mr. Rosertson. That is right. We think it should. There are many
banks in communities of that size today which are national banks, and
they operate profitably.

Senator Doucras. Is it the size absolute of the capital and surplus
which is the protection or is it the ratio of capital and surplus to
deposits?

Mr. RoperTson. Neither would be correct. It is really the type of
management you have in the bank.

Senator Doucras. Do I understand you to say you do not think you
could get effective management on a smaller capitalization?

Mr.gROBERTSON. No; I merely wanted to eliminate the question of
management in passing upon your question. It is the amount of capi-
tal funds you have in the institution in relation to the volume and
the kind of business which that bank is conducting which determines
the adequacy of the capital structure of an institution.

Senator Doucras. Isn’t it quite possible that communities, say, of
500, 600, or 750 people could operate a bank with a capital, operate a
bank that had a capital of $25,000, plus $5,000 surplus, or $30,000, and
had deposits for somewhere around $300,000; might not that be the
most efficient size of bank for such a small community, and by imposing
your requirements do you not shut off access to the national banking
system in these small farm-trading centers?

Mr. Rosertson. My answer would be that I think you will find very
few communities where there are banks with only three or four hun-
dred thousand of deposits. Secondly, there was a time when the
amount of required capital for a national bank in this size community
was $25,000. After considerable study, Congress concluded that that
was too low and raised the minimum to $50,000. We have seen nothing
which would cause us to think the Congress was not wise in raising
that minimum.

Senator Doucras. Sometimes Congress makes mistakes.

_ Mr. Rosertsox. Oh, yes; definitely, but we haven’t seen any indi-
cations which would warrant us in saying that Congress did make
a mistake in that instance. We would not like to see the minimum
capital requirement for national banks reduced at this time.

Senator Doueras. Couldn’t you make another classification, instead
of lumping all communities under 6,000? I would agree that, with
a community of 6,000, you should have $50,000 capital, plus $10,000
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surplus; but I don’t know that it follows at all that with communities
under 1,200, or under 1,500, you should have that amount, and there are
hundreds and perhaps thousands of such communities scattered over
the country. Aren’t you therefore depriving these communities of the
advantages of the national banking system by this requirement?
Wouldn’t it be better to have a separate classification; say, banks in
communities of from 1,200 to 6,000, 2 minimum capital as at present,
but for the banks in communities of less than 1,200 or X population,
whatever the figure is, it could go down to $25,000% .

Mr. Rosertson. The proposition, I think, would be worthy of
study, Senator, but I would offhand have very serious doubts about
it, because, if you get. a class as small as the one you have in mind,
it is almost impossible to get satisfactory officers for that bank, because
the earnings are so small today, on the volume of deposits which
you speak of, as to make it very difficult to even get enough to pay
a good officer’s salary.

Senator Doucras. Aren’t you saying that this community shouldn’t
have a bank at all?

Mr. Rosertson. It may be that it cannot support a bank. If it
cannot, it shouldn’t have a unit bank.

Senator Doucras. Then, what would you say about the fact that in
most of these cases, where they can’t raise the $60,000, that they go to
their State, and that the State, with lower capital requirements, will
proceed to charter? Now, a State bank is a bank as well as a national
bank. Ifyou think this bank would be unsafe with a national charter,
do you have any greater assurance that it would be safe with a State
charter ?

Mr. RoserTson. Not in the least, but I would have to take the
responsibility for the safety of that bank if it was not able to make
enough to hire an efficient man to run it.

Senator DoucrLas. In other words, you would like to see the State
banks come up to your minimum figure ?

Mzy. RoBerrsoN. Definitely so.

Senator Doucras. Rather than your going down to this?

Mr. RoBerTsoN. Definitely.

Senator Doucras. You would depend on branch banking then in
these communities to provide checking facilities, and so forth?

Myr. RosertsoN. There are many instances where branch banking
is the real solution today to meet the needs of people-in these very
small communities which cannot support an independent bank.

Senator Doucras. You would prefer to have the national banks
with branches in outlying trading centers, I suppose not too far
removed, than to have separate State banks?

Mzr. RoeertsoN. Or national banks.

Senator Doueras. Or national banks.

Mr. RoperrsoN, Either. Definitely so. That doesn’t mean that
we favor branch banking over independent banking. I am saying
that there are communities which are too small to support an inde-
pendent banking institution. In those cases, branch banking is the
solution.

Senator Doucras. While on the subject of branch banking, what
rules do you now observe in the case of State banks with branches
which might become national banks?
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Mr. RosertsoN. They may bring into the System, of course, any
branches which were in existence in 1927. Beyond that, they must get
new branch authorizations. If they cannot have them under the State
law, they cannot have them under the national. So, if a State bank was
operating in a State which permitted branch banking, and it has
branches, and it wants to convert, we would consider the entire
branch set-up in determining whether to-permit conversion.

Senator Doueras. May I ask this, whether the Bank of California
has ever been admitted to the national banking system ?

Mr. Roserrsox. The Bank of California, national association?

Senator Doucras. Pardon me. The Bank of America ?

Mr. Rosertsox. The Bank of America is a national bank.

Senator Douceras. With all its branches?

Mr. RoeerTson. Definitely so.

Senator DoucrLas. When was that admitted?

Mr. RoeerrsoN. The Bank of America was—I would have to guess
here and I would like to furnish the exact figures on that—but the
Bank of America became a national association more than 20 years ago.

Senator Doucras. What happened to its branches?

Mr. RoserTsoN. It has branches.

Senator Doucras. I know, but has it added no further branches
since 1927¢ .

Mr. RoeerrsoN. It has added many branches since 1927.

Senator Doucras. What power do you have on national banks es-
tablishing new branches?

Mr. Roserrson. Branches cannot be established by -a national bank
‘without our consent.

Senator Doucras. Then you have the veto power on the extension
of branches by national banks?

Mr. Rosrrrson. Very definitely so.

Senator DoucLas. What are the standards that you follow in exer-
cising this veto power?

Mr, Rosertson. Before a national bank can have a branch it must
get our consent. It puts in an application for a branch in a given
community. We make an investigation through our field force of the
needs of that community for additional banking facilities. If the
needs are there, if the bank is in a position, both capitalwise, manage-
mentwise, and assetwise, to operate additional facilities, an additional
branch, then we grant the branch. We try to act on a basis which will
provide adequate banking facilities for the people safely; we try to
avoid competition through branches. That is, if there are two banks
in a given area, and both are competing through excessive application
for branches, we try to cut that off by restricting expansion branch-
wise. But in a place where there is g definite need for banking facili-
ties, and there isn’t an independent bank there, or there is no one who
is going to put in an independent bank in this particular community,
so far as we can ascertain, and the people want a banking facility, we
grant the branch, keeping in mind always the need for preyenting a
monopoly or undue control over the banking facilities in a given area.

Mr. Worcorr. Don’t you also always conform to State law?

Mr. RoeerTtsox. Yes.

Senator Doucras. Suppose you had a potential group which wanted
to organize a national bank in a community which conformed to all of
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‘your standards, and at the same time a bank which wanted to establish
a branch there—to which would you give the preference?

Mr. Roeerrson. Whether the proposed organizers wanted to have
a national bank or a State bank, we would give preference to the inde-
pendent bank over the branch, even if it were a State bank and not a
national bank.

Senator Doucras. Have you been worried at all about the extent of
branch banking in the Pacific Coast States and in Nevada?

Mr. RoerrsoN. It is a matter to which we have given careful con-
sideration, and I would say we are concerned.

Senator Doucras. Do you feel that the degree of concentration in
California, Oregon, Nevada, Idaho, and Utah has gone pretty far?

Mr. Roeerrson. I think it has gone very far.

Senator Doucras. Do you think it has gone too far?

Mr. Ropertson. If I could limit that to States, I would say that
there is a point beyond which further branch expansion by given
institutions in California would not be in the public interest.

Senator Doucras. What percentage of the bank deposits in Cali-
fornia are held by the Bank of America?

Mr. Rosertson. I would want to check on my figures, Mr. Chair-
man, but I think very close to 50 percent; it may be one way or the
; other. . : ’

Senator DoucLas. In Nevada?

Mr. RoperTsoN. Almost 70 percent in Nevada. That is a very un-
usual situation. ’

Senator Doueras. There are only five banks then, I believe.

Mr. RoserrsoN. Very, very few banks. Of course, in that particular
situation, the State itself asked the bank to come in and set up banking
facilities back in the days of the bank crisis.

Senator Dougras. Branch banking has progressed in Oregon, too?

Mr. RoBerTsoN. Very much, but you have a different situation there,
because you have separate branch systems which are sufficiently large
to provide competitive banking. Competition, in my opinion, is the
best safeguard in the whole banking field.

Senator Doucras. How many competitors do you have to have?

Mr. Roeertson. Enough to afford competition.

Senator Doucr.as. How many? How many do you have to have to
get competition ?

Mr. RoeerTson. You have to have at least two to get competition.

Senator Doucras. Naturally. Canada has two major banks, with
branches all over Canada. Would you say that they had competition

Mr. Worcorr. I think it is five.

Senator Doucras. Is it five?

Mr. Worcort. Yes. .

Senator DoucLas. But some of those are minor banks. T mean those
two ;najor banks dominate, in Canada, the banking system ; isn’t that
true?

Mr. RoeerrsoN. I wouldn’t answer that without being more sure
than I am.

Senator Doucras. Would you think that two sets of banks would
really provide competition ? '

Mr. Rosertson. I think it would be very undesirable to have all the
banking in any State controlled by two organizations. I would much
prefer to have many banks and thus afford better competition, the
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kind which provides freedom to go to many sources instead of just one
of two sources for credit or any other banking service. I am not in
favor of permitting just two competitors in any given area. I merely
sSay that the situation in Oregon 1s different from that in some of the
States.

Senator DoucLas. How many chains—that is not the precise
term——

Mr. Rosertson. Branch organizations.

o Senator DoucLas (continuing). Branch organizations are there in
Oregon? - '

M%‘ RoeerTsoN. In Oregon there are two large ones but many inde-
‘pendent banks. -

Senator Doucras. What percentage of the total banking deposits in
Oregon are held by these two?

Mr. RorertsoN. By the two?

Senator DoucLas. Yes. _

Mr. Roserrson. I wouldn’t undertake to answer that but would
undertake to furnish that information. C

Senator Doucras. Will you, please.

Mr. RoBErTsON. Yes.

Senator Doucras. What is the situation in Idaho and in Utah?

Mr. Roeerrson. It is a much lower percentage. There again I
would like to furnish the figures, Mr. Chairman. It is around 30
percent,

(The information above requested is as follows:)

Percentage of banking offices and deposits held by largest mational banks in
Western States, June 30, 1949

Bank's
Number gi-‘gggg percent Total de- Ba“k’i
of bank- g of all : positsin | Pereen
by ing f Deposits of all
ing offices banking all banks d its
offices | : offices in State | 96ROt
in State in State in State
Thousands | Thousands
Arizona: Largest national bank.______ 29 59 49,2 $217, 864 $413, 089 52.7
California:
Largest national hank_...._______ 521 1,118 46.6 | 5,321,607 § 12,615 823 42.2
2d largest national bank__ 128 1,118 1.5 1,539,129 | 12,615,823 12.2
3d largest national bank_ _ 26 1,118 2.3 445,289 1 12, 615,823 3.5
4th largest national bank_._..__..__ 35 1,118 3.1 317,117 | 12,615,823 2.5
Total. o e ccamameees 710 1,118 63.51 7,623,142 | 12,615,823 60. 4
Idaho: .
Largest national bank ____________ 23 26 24.0 127, 886 407, 249 31.4
24 largest national bank .- 18 96 18.7 109,073 407, 249 26.8
Total. ... 41 96 42.7 2386, 959 407,249 58.2
Nevada: Largest national bank...___. 12 25 48.0 105, 268 154, 303 68.2
Oregon:
Largest national bank___..__.____ 39 162 24.1 505,592 | 1,222,008 41.4
2d largest national bank._._.__.__. 45 162 27.8 458,206 | 1,222,008 37.5
Total. oo 84 162 51.9 963,798 | 1,222,008 78.9
Utah:- Largest national bank__________ 15 77 19.5 120, 687 525, 515 23.0
‘Washington:
Largest national bank 45 246 18.3 589,616 | 1,826,796 32.3
2d largest national bank 30 246 12.2 328,411 | 1,826,796 18.0
3d largest national bank. 17 246 6.9 97,968 | 1,826,796 5.3
Total. e e ccccaees 92 246 37.4 1,015,995 | 1,826, 796 55.6
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Senator Doucras. Are there any other States besides California,
Nevada, Idaho, and Oregon where branch banking has been carried
to such extremes? '

Mr. Roeerrson. None except Arizona.

Senator Doucras. And the chain banking——

Mr. RoserrsoN. Chain banking is a little different thing. The
largest chain banks—there are only two in the country which amount
to anything in the way of size; one is in Florida, and one is in Min-
nesota and the surrounding States there. The holding-company bank
system is a different proposition. You are not referring to that as
chain banking?

Senator Doucras. I was coming to that. What about holding-
company banking ?

Mr. Roserrson. It is generally spread over larger areas. They
go into different States. Your principal holding-company operations
in this country are Transamerica, which operates in California as
well as in Oregon, Washington, Nevada, and Arizona; and you have
the First Bank Stock Corp. in Minneapolis and the Northwest Ban-
corporation in Minneapolis; they are the two large ones there. There
are not more than a dozen substantial bank holding-company set-ups
in this country.

Senator Doucras. What has happened to these very strong holding-
company groups of banks in the State of Michigan?

Mr. Worcorr. There is one very large one. The Michigan Na-
tional has offices in five and possibly six cities. That is the only one
that T know of.

Mr. Rogertson. It is a branch organization and is one that I would
consider small in relation to the systems I have referred to, which
have 60 or 70 banking offices.

Senator Doucras. Do I understand then that the holding-company
type of organization in banking that flourished in Michigan in the
twenties has disappeared like the snows of yesteryear?

Mr. Worcorr. No. There was the Guardian group, as I recall, about
which you heard so much during the crash, and I was going to say it
was replaced, but I shouldn’t use that word, because there is no affilia-
téon, but there is another organization known as the Michigan National

ank.

Mr. Roeertson. That is a branch organization, Mr. Wolcott, rather
than a holding-company organization.

Mr. Worcorr. I might say the Guardian apparently was not dis-
solved because it wasn’t solvent. The factis that since 1933 the Detroit
banks have paid off more than 100 percent on all of their obligations.
I would suggest in that respect that you might read Mr. Malcolm
Bingley’s book entitled “Detroit, My Own Home Town,” which will
give you the history of the banking crash in. Detroit. It is very
interesting. .

Senator Doueras. The Bank of the United States turned out all
right in New York, too. '

Mr. Worcorr. I don’t know anything about that.

Senator Doucras. Yes.

Mr. Worcorr. There have been bank crashes there, I believe.

Senator Doucras. Mr. Robertson, Mr. McCabe, chairman of the
Board of Governors, Federal Reserve System, has recently suggested
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certain changes in the standards that banks are required to meet in
order to qualify for membership in the Federal Reserve System.
Are you, in general, familiar with them?

Mr. RopErTSoN. In general. ImustconfessthatIdidn’t get a chance
to read all of that pamphlet.

Senator Doucras. I quote from him [reading]:

As a general rule, banks which are eligible for Federal deposit insurance should
not be debarred from membership in the Federal Reserve by arbitrary capital
requirements. The following proposed changes are desirable in and of them-
selves and necessary in order to eliminate unwarranted discrimination against
membership in the Federal Reserve System. -

Instead of the present capital requirements, which relate only to the amount
of capital stock and are based on population, there should be only one specific
capital requirement for admission to membership—a minimum of $50,000 of
paid-up capital stock—with the exception that a bank organized prior to the
enactment of the proposed legisiation might be admitted with paid-up capital of
$25,000. The adequacy of a bank's capital structure should continue to be
included among the factors to be considered by the Board of Governors in passing
upon the application of a State bank for membership.

That is the end of his quotation. They refer to capital require-
ments for State banks which wish to become members of the Federal
Reserve System. Would you like to pass judgment on the question
of whether you think such a change as this would be desirable?

Mr. RoserTsoN. Only to say that I think fundameuntally a decision
on that matter is one which falls within the province of the IFederal
Reserve. They are in better position to judge whether a bank with
that size capital should be eligible for membership. We in the Comp-
troller’s Office say that we don’t object to reduction of capital require-
ments for membership.

Senator Doucras. For the Federal Reserve?

Mr. RoserTsoN. No; we do not. We don’t want to reduce our own.
We don’t think this is the time to do it. If they wish to do so, we have
no objection on that score.

Senator Doucras. Do you think that would have any undesirable
effect on the national banking system ¢

Mr. Rorerrson. I think not at all. .

Senator Doucras. May 1 pass to a series of questions concerning
Federal examination of banks?

Mr. RoeerrsoN. Yes. May I add one comment on the capital re-
quirement for membership. There is in conjunction with that sug-
gestion, I think, Mr. McCabe, a suggestion that the capital for the
establishment of branches by member banks be reduced likewise. We
do object to that proposal. “We say in that respect that State member
banks should be on a parity with national banks. Otherwise, national
banks are apt to leave the System and become member banks so they
can establish a branch system without having as much capital as we
must require under our statute. I must say that I am not in complete
accord with the suggestion made by the Chairman of the Federal
Reserve with respect to capital.

Senator Doucras. Do you think the national banks should have the
power to convert into State banks at will?

Mr. RoBerTsoN. Definitely so.

Senator Doueras. You think they should?

Mr. Rosertson. Definitely so. I think no national bank should be
told it has to stay in the national bank system. Banks are not national
banks because they are obliged to be so but because they have greater
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prestige, because of the quality of supervision, because of the fact that
they have uniform laws throughout the United States. National banks
are not going to leave the System because they are given the privilege
of converting into a State bank. They can now leave the System by
voluntary liquidation. The tax problem has been thrown up. It isn't
serious. You are not going to find banks leaving the national system
because of the conversion privilege. We do not object to it.

- Senator Doucras. Even though the reserve requirements of the
States tend to be lower ? ‘

Mr. RoBerrsoN. Yes. That would have nothing to do with whether
an institution is a National bank or a State member bank. That goes’
to the question of whether reserve requirements are to be extended to
nonmembers. It may become a member bank, in which case the reserve
requirement would be the same. -

* Senator Doucras. If the National bank becomes a State bank, then
it iseoptional upon them to withdraw from the Federal Reserve Sys-
tem ¢ :
_ Mr. Roserrson. That is right. They might even become an unin-
sured bank. That is going a long way. Our immediate problem is
only whether or not they are to be a State bank or a National bank.
But we say that is a matter of choice in the banking set-up today. ,

Senator Douceras. Do you think there is no greater safety to depos-
itors in the National system than in the State system ?

Mr. RoperTson. I wouldn’t say that. I think the quality of our
supervision is very high. I say under a system such as we havé in this
country, a dual banking system, where banks can come in to either-
system at will, they should be privileged to'go out. There shouldn’t
be a one-way street from a State bank into a National bank. They
can convert into a National bank. We say if they can do that cer-
tainly we are in no position to say you can’t go back out the other way.
Furthermore, just from a practical point of view, if you say that
National banks cannot convert, it is only a short period of time until
Eou have every State legislature in the United States saying, “State

anks, you can’t convert,” and if they do that you have a fixed pattern
all down the line. Then it just depends on which way an institution
happens to spring when it enters the banking field, whether it becomes
a State bank or a National bank. That I do not think is healthful.

Senator Doucras. As I understand it, the arrangement which has.
been made is that the Comptroller of the Currency examines the na-
tional banks?

. Mr. Roserrson. National banks exclusively.

Senator Doveras. And the Federal Reserve Board examines the
State banks which are members of the Federal Reserve System ?

Mr. Ropertson. ‘In conjunction with the State bank supervisors and
examiners. :

Senator Doveras. And the FDIC examines State banks which are
insured but not members of the Federal Reserve System ?

Mr. RoeerTson. In conjunction with the State bank supervisors.

Senator Douaras. Do you know anything of the way in which FDIC
:tL_nd ?S,tate banking authorities share the actual task of bank examina-

ion ?

Mr. RoperTsoN. Any statement which T would make would be clear
hearsay, Mr. Chairman. I think you should get more expert advice
on that from the FDIC itself. The coordination is very good. ;
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Senator Doucras. Will you give us a picture of the methods now
used to coordinate the policies of the Comptroller, the FDIC, and the
Federal Reserve in the fields of bank supervision and examination,
. and I think you should subdivide your answer into coordination at the
top levels, at staff levels, and at the various regional offices.

Mr. Rosertsox. I can divide it but if I do, Mr. Chairman, it is going
to be just the same, because at the top level here in Washington,
between the Comptroller, the Board of Directors of FDIC, and the
Board of Governors of the Federal Reserve Board, there is very close
coordination. At the top staff level here in Washington—that is, my-
self and other Deputy Comptrollers, the chief national bank examiner,
the chief examiner for the FDIC, the chief examiner for the Federal
Reserve—there is very close coordination on every major problem.
‘We hold conferences and discuss ways and means of solving problems.
Even going one step further, the assistant chief examiners in our
organization, the assistant chiefs in the Federal Reserve, and assistant
chiefs in the FDIC, are on the telephone every day conferring about
given cases.

Senator Doucras. Do you have uniform rules?

Mr. RoeerTtson. No; not uniform rules in any sense that I can think
of. We do have an understanding between the three agencies on
investment securities, on the appraisal of assets, that is, classifying
them, putting them into substandard, doubtful, or loss, and to that
extent, yes, there are uniform policies, but they are not rules in any
sense of the word. The policies we have are, to a large extent, uniform.

Senator Doucras. When you candle eggs you separate the rotten
eggs from the good eggs, and then you have an intermediate group
of, say, doubtful eggs. Do you have any uniform standards, or when
you hold an asset up, would 1t be pronounced rotten by you and by the
Federal Reserve and by the FDIC, or would some of you say it is a
moderately good asset, for example?

Mr. RoerTsoN. Even within our own force different examiners will
come to different conclusions concerning the credit soundness of any
given asset, and that would certainly be true if you would match up
the examiners of the FDIC, the Federal Reserve, and our Office. It
would be true if you took different examiners within the FDIC and
the Federal Reserve. No two men will judge credits alike. What we
try to do is to instill in them a sense of credit judgment and expect
them to apply it. Each case stands on its own footing.

Senator DouerLas. You have no manuals?

Mr. RoserTsoxn. There isn’t any such thing as a manual which can
be used in determining the credit soundness of a given asset, because,
the factors in every single situation will vary. It is impossible to
have manuals. Certainly we have books of instruction to our exam-
iners; so does the Federal Reserve; so does the FDIC. We have copies
of theirs; they have copies of ours. If you were to compare them,
as a layman, you would think they were pretty uniform, but that 1is
not an answer to your question. It is the man in the field who is
applying those instructions who is the large factor in determining the
credit soundness of any given asset. It 1s impossible to obtain com-
plete uniformity in the examination of a bank.

Senator Dougras. What about loans to new business?

Mr. RosErTson. Loans to new business?

Senator Doucras. Yes.
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Mr. Roperrson. They will be viewed exactly on their merits.

Senator DoucLas. But how can you tell what the merits are?

Mr. RoserTsoN. You can’t have any general rules about loans to new
business. You must look at what the credit factors are in a given .
situation and see whether or not that is the kind of asset in which the
funds of the depositors should be invested.

Senator Doucras. It is sometimes said, and I hope you won’t take
this amiss—it is sometimes said that the national bank examiners are
so tough that a good many banks are afraid to make loans, in appre-
ciable amount, to new business, lest you put them on the carpet.

Mr. RoBertsoN. In some cases I hope that is true; in other cases it is
used as an excuse for not making the loans. I would say that national
bank examiners are, on the average, possessed of a very high degree of
credit judgment, and I am convinced they are exercising it soundly
today.

Senator Doucras. In other words, you give yourself a vote of con-
fidence?

Mr. Roeerrson. I give them a note of confidence ; not myself.

Senator Doucras. I see.

Mr. Robertson, in your written statement, or the statement from your
office, your office opposed a unification of all Federal supervisory ac-
tivities and their concentration in the Federal Reserve. The principal
reason advanced in support of this opposition was that such a move
might lead to a subordination of bank supervision to national credit
policy, to an excessive use of bank supervision as an instrument of
monetary and credit control. This raises several questions. First,
just what is the issue here? What is the essential difference between
the purpose of examinations as seen by your office and the purpose of
examinations as seen by the Federal Reserve System ?

Mr. Roeerrson. I can tell you what the purpose of ours is but T
would prefer that they tell you what the purpose of theirs is.

The purpose of our examination is, we think, to insure the soundness
of each individual bank. We want that bank to be in condition so
that it can meet any eventuality.

Senator Doucras. Do you consider the soundness of the system of
banking as well as the soundness of the individual bank ?

Mr. Roserrson. Definitely. We think the soundness of the system
is dependent upon the soundness of the individual bank.

Senator Doucras. The soundness of the individual bank, conversely,
may depend upon the soundness of the system ?

Mr. Roeertson. It may very well, but I think it works the other
way.

Syenator Doucras. The definition once given of a banker is that he is
a man who loans you an umbrella when the sun is shining and asks for
it back when it begins to rain.

Mr. RoserrsoN. There have been a lot of jests made about bankers,
but I think on the whole they have done a good job of carrying out
their responsibilities in maintaining stability in our economy.

Senator Doucras. You look to the individual bank, not to the total
situation ?

Mr. RoserTsoN. We look to the individual bank as being the deter-
mining factor in the over-all situation at any given time. We don’t
think one can sit up on a pedestal and say, “We think the conditions
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are going this way at a particular time and therefore you have to gear
your supervision to that particular viewpoint,” because the person who
makes the decision may be wrong. But if we can look at each indi-
vidual bank and determine that it is sound, that it is soundly man-
aged, that the standards which it follows in administering the people’s
money, in investing that money, are sound, we can be far more certain
of obtaining—of having, at any time—a sound banking system, than we
can through any other means.

Senator Doucras. Well, were you with the Comptroller during the
period from 1929 to 1933 ?

Mr. RosertsoN. Noj; I joined the office in 1933,

.Senator Doucras. You heard the stories of bank examinations prior
to that time?

Mr. RoeertsoN. I have heard the stories.

Senator Doueras. Is it possible that if the bank examiners had been
somewhat more lenient there would have been fewer bank failures, and,
therefore, the banking system would not have collapsed to the same
degree, and some of the banks referred to by my esteemed colleague
here, if thegr had been treated with greater gentleness, might not have
gone down?

Mr. Roeertson. That is a story that has been circulated to a large
extent and I think it is absolutely false. I think during the period, for
example, between 1930 and 1933, the examiners were tight. They had
to look at loans carefully, because they were made in a down-trend
period, but if they had been lenient the losses which would have been
sustained would have been terrific, because the principal losses to the
banks which were closed in 1933 were on loans made in 1931 and 1932,
at a time when we were being tough, and if we had been lenient the
story would have been entirely different, because there was no one
who knew that period would end at a given time.

Senator Doucras. Would the trend by the examiners be to judge the
worth of an asset by its market value?

Mr. Roserrson. The trend at that time, as I understand it, was to
take into consideration the market value, but that wasn’t the only
criterion.

Senator Doucras. Wasn’t that the predominant consideration ?

Mr. Rogerrson. Noj; I don’t think that is right. That may be true
if you refer to an investment security. It isn’t true as to a loan.

Senator Doucras. I mean, an investment security.

Mr. Rosertsox. I think that is true.

Senator Douaras. How about real estate?

Mr. RoBerTsoN. Well, real estate would fall into an entirely different
category, because you have more than real estate behind any loan:
you can only lend a limited percentage of appraised value. You have
other safeguards behind most real-estate loans. You have the financial
responsibility of the borrower. I don’t think you can put those in the
same category.

Don’t misunderstand. There have been times I think, when bank
supervisors have been wrong. There have been times when, if you
look at it by hindsight, you can see that you put the pressure on when
it should have been taken off, or that you were too lenient.

Senator DoucerLas. You don’t feel, then, that the bank-examining
system was too tough on the national banks during the period from
1929 to 1933 %

99076—50——7
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" Mr. Roeerrson. I do not.

Senator Doueras. Do you think it was too lenient?

* Mr. Roeertsoxn., No.
" Senator, Doucras. You think it was just right?

Mr. Roserrson. If I had been the one making every decision they
wouldn’t have been the same, but far be it from me to say, even by
hindsight, that they were wrong in what they did.

Senator Doucras. Does judgment of assets by market value force
the liquidation of assets in a depression period and discourage the
granting of new credits?

Mr. Roeerrson. There may have been instances where it did; there
may be instances where-it did not. I don’t think you can generalize.
You have to take each individual case.

Senator Doucras. You can always swamp us on individual cases,
because we never know the individual cases. A civil servant can
always do that. He can always stop a congressional committee by
saying everything must be judged on the individual case. But we are
trying to find general rules. Excuse the vehemence of my statement
but this is typically what a skilled Government official .gives to a
congressional committee. '

Mr. Rosertson. I think it is-a correct reply.

Senator Doucras. Well, it is a very baflling one. It is a reply ad-
mirably calculated to retain control in the hands of administrative
officials and deny to Congress the power of making any general rules.

Mr. RoperTsox. What we want to do is to help you in the job you are
trying to do of determining what the general rule should be, Senator.

Senator Doueras. That is what I am groping for, very painfully,
and I find only a statement that the bank examiners, in individual
instances, are using their best judgment, and that no general rule can
be drawn. o ‘

Mr. Roserrson. If you can find a general rule, Senator, we will be
delighted. :

Senator DoucLas. I would like to have you help us.

Mr. Roeerrson. I would like to help you.

Senator Doucras. Fine. What would you say on this question of
market value of assets then: Should you judge assets according to
what the security will sell for at the moment in the market ?

Mr . Rosertsox. Not exclusively, but that should be one of the
factors.

Senator Doveras. How much weight would you give to it?,

Mr. Roeertsoxn. I couldn’t figure a percentage weight on it. Any
investment security, Senator, has behind it the same credit factors
which any loan has, and we say that every banker should know as
much about the credit factors involved in an investment security as he
does in a loan, because all it is is a “stranger loan” he is lending money
to a foreign corporation, that is, a corporation not doing business in
his home town, ordinarily. He should only buy an investment secu-
rity if he would be willing to lend to that borrower the same amount
of money, and he should know just as much about it in one instance
as in the other instance. One looks at the credit factors in determin-
ing whether or not despositors’ funds should be invested in it. The
market value should be considered but it should only be looked at in
consideration with all other credit factors. :
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Senator DoueLas. Now, I take it that you do not want the Federal
Reserve System to take over the examination of national banke?

Mr. Roeertson. I think it would be unwise. That is a matter
though for Congress to decide. o

Senator Doucras. I am sure that your decision on this point is not
swayed, though it may be, since you are human, it may be influenced
by the fact that you are now making examinations yourself, but what
considerations would you bring forward to tell us why the Federal
Reserve System should not do it 2. A

Mr. Roeerrson. I will be glad to tell you why I think it should
remain, not necessarily in our office, but it should remain in an office
which is not concerned with over-all credit control.

Supervision, as I view it, and I can be wrong, should look to the
individual soundness of each individual bank, and that goes to the
assets in that bank, the kind of management it has, and so forth. The
supervision should not be controlled by anyone who is trying pri-
marily to provide general economic stability. There are certain
measures which should be used in that respect: Rediscount rates, re-
serve requirements, and many others. But supervision is not one of
those. Supervision should be completely independent, with no con-
flicting motive, no conflicting duties. It shouldn’t be used as' a
means of carrying out what is a Government economic policy of the
moment, whatever administration is in power. Tt should be inde-
pendent, so that when anyone wants to see what the true condition
of the banks is at any given moment, the facts are there. - ’

Now, the Federal Reserve has, you see, access to all of our reports
of examination. We are an independent agency in the sense that we
have no conflicting duties; just supervision of banks. They can see
what the status of each bank is. I think that is a much sounder basis
to operate on than it would be if the examinations were being made by
one whose princigal duty is not the safeguarding of the soundness of
that individual bank, but is providing the atmosphere for stable
economic conditions.

Senator Doucras. Let’s take a bank that has a widely distributed .
set of investments and, therefore, has not shown undue favoritism to-
ward plunging in one set of businesses, but has a pretty well distributed
set, of risks, and during a depression all of them go down. You have
said that you do not take market value as the sole test. I take it that it
Is a pretty strong test. Suppose you apply that test and you find a
bank in a very difticult position. You give warning to the bank. The
bank therefore will, let us say, in order to be safe, at least not make
loans which it might otherwise make. The effect of your examination
therefore will be to exercise a constricting influence on credit, just
because you have these conditions as of the moment. But it is also a
law of Iife that just as things which go up must come down, so in the
past things that have gone down come up, that is, on the general
average. 'I'herefore have not banks been restricted in expansion of
credit and, therefore, recovery impeded by a tendency to take present
conditions almost exclusively into account and not have suflicient faith
in the future?

Mr. Roserrsox. It depends on how far you carry that. Certainly I
think you-have to take into consideration the economic conditions.
You just can’t have supervision standing out here in a vacuum. You
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must have supervision geared to economic conditions because that goes
into the credit soundness of any given asset.

Suppose you had a depression which extended over, say, a 10-year
period. Would you permit a bank to continue investing depositors’
funds in risk assets, assets which held -a high degree of risk, if the
market value of the security portfolio was such that the loss would
wipe out everything the depositors had if it continued going down?
If so, how long would you permit it to carry those investments? .. That
is a pretty difficult decision. It depends largely on whether the bank is
in a position to carry the securities to their maturity. -

Senator Doucras. Coming to that, the danger of the depositors los-
ing has certainly been reduced very much by the Federal Deposit In-
surance Corporation law? . Lo : .

Mr. Ropertson. Oh, yes. = . . .

Mr. Worcorr. But the depositors lose when the Federal Govern-

ment has to come in and make good.on the losses, don’t they, because
most-depositors are taxpayers. It is just a transfer of the obligation
for the loss from the depositors to the Federal Government. The
point is, there is just-as much necessity for maintaining sound banking,
regardless of FDIC, as if we didn’t haveit. ¢ .. .
. Senator Doucras. We are, of course, all in favor of sound banking,
just as we are all opposed to sin. The:question is, What is sound bank-
ing? My inquiry is whether you can’t be so strict on these banks as to
impede a policy of credit expansion, which is what the country as a
whole may need at the.moment. . :

‘Mr. Worcorr. I think 160 years of banking in the United States,
a system which has contributed as much as it has to the standards of
living in the United States, the position which we hold in world affairs,
has proven itself to be a pretty good banking system. I surely wouldn’t
want to see the Federal Government or the Congress try to write stand-
ards into the law for the examination of banks, which up to the present
time has done the splendid job they have in making this the greatest
Nation in the world. I think we can compare the American system

. with the Canadian system. The concentration of credit power n the
Dominion of Canada today obviously has prevented Canada from
making the economic strides that the United States has.

Senator Doveras. That is what I was objecting to in the branch
banking system.

Mr. Worcorr. I have been strongly opposed to branch banking, ex-
cept as the States allow it. I am opposed to it principally because, as
seen in the Canadian system, in which the loans were manipulated
from one branch to another, to protect the loans of those banks, to the
prejudice of the communities. T would hate to see that system grow
up in America, in the United States. I would hate to see such a loose

system of examination on any of our banks that it would prejudice
the obligation which the taxpayers have assumed to protect bank
deposits.

Mr. Rosertson. May I give you another reason why I think the
supervision should be in an independent agency? It seems to me that
if you put bank supervision in an agency which is responsible for
monetary and credit control, so that its primary functions is stabiliza-
tion rather than individual banking, you will destroy the effectiveness
of bank supervision, destroy it because you will lose its effectiveness.
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Bank supervision today isn’t effective because of the legal sanctions
which stand behind the supervisor. The effectiveness is there because
the banks of this country—all the bankers of this-country—know
that the sole motive of the supervisor is the soundness of the individual
bank, or to aid in making it into a sound bank. If the bankers of
this country thought that the supervisor or the examiner was going
to look at loans and other assets not in the light of what they are, but
in the light of what someone in Washington happened to think exist-
ing conditions demand (either going down or up, depending upon
. which individual is deciding that question) the bankers of this coun-
try are going to pull back, they are not going to cooperate with the
supervisor, I don’t care who he is, and are not going to carry out, except
with force, the recommendations and suggestions of that supervisor.

When a suggestion is made the bankers of this country carry it out,
with rare exceptions, and there is no force behind it. They carry it
out because they know that our sole interest is in trying to make
their bank a good bank and a sound bank. You are going to lose that
effectiveness.

Senator Douceras. The protection against fraud could be handled
by one agency? ,

Mr. Rosertson. Yes; and the protection against fraud is an insig-
nificant matter.

When we audit a bank we don’t go in with any idea of trying to
discover fraud but rather to build up the bank so that they can dis-
cover their own frauds. Our principal job is in seeing that the credit
standards applied by that bank are sound and that its management
issound and competent. It is a mistaken notion that bank examination
is designed to catch the crook. Itisn’t atall.

Senator Douceras. That is one of its purposes.

Mr. RoeerTson. A very, very minor function, Senator, very minor.

If that were all there is to it, you could wipe out bank supervision
and it wouldn’t make much difference one way or another.
" Senator Doueras. Do you think that in a period of depression it
would be a good thing for the company, for the banking system, as a
whole, to expand loans, in order to give added employment, and added
~ production ?

Mr. RoserTtson. That is a difficult question. It isone which I would
like to answer by saying that I think the banker who is on the spot in
his locality is in a better position to judge its credit needs than is
any one person sitting here in Washington. .

Senator Doucras. Of course, the individual bank, which expands
its loans, when other banks do not, has checks drawn against it,
which in turn will find their way, most of them, into other banks,
and you, therefore, draw down the reserves of the bank, and yet it
is impossible for an individual bank to swim against the tide, and if
all individual banks are afraid of the toughness of the examination,
then none of them will stay in. You have to have sort of a general
movement which proceeds by capillary attraction, so to speak, through
the system as a whole, to get expansion, no one bank can swim against
the tide; you know that. The vast majority of checks, I suppose,
drawn against a bank will find their way into other banks and be
cleared, and you will therefore draw down the reserves of the bank
in question. It has to be the system as a whole which expands. We
are debating a philosophic issue, but it has great importance. ;
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You say that in order to maintain the integrity of the System you
have to maintain the integrity of the individual bank. Isn’tit also true
that in order to maintain the integrity of the individual bank you have
to maintain the integrity of the System?

Mr. Rosertson. I think thatisso. I think my point was misunder-
stood, Senator.

Senator Doucras. Not merely the integrity of the System but the
soundness of the System.

Mzr. Roeertson. I think that is right, but I think my point was mis-
understood. It was just this, that I think the bankers of this country; .
not taking one bank, but I am taking the bankers as a whole, they are
the ones who set the standards, and not the one which happens to be
off the beam. Taking the average of the bankers throughout the coun-
try, they are in a better position to determine what is best for their own
community than is any one single person sitting in Washington.

Senator Doveras. On individual loans I grant you, of course, they
are better judges of credit risks, on those individual loans.

Mr. Ropertson. Noj I still don’t make my point, Senator.

Senator Douaras. That is the great advantage of having banks
which retail credit. '

Mr. Rosertson. I am speaking about general economic conditions.
I think that the influence which they wield through the exercise of their
own judgment, the judgment of their own officers, in determining what
1s sound for that bank, realizing their bank is dependent upon the well
being of their community, and their nation, what they do in the way of
extending credit, through the exercise of their own judgment, is a far
safer course for banking in this country, and for the economy of this
country, than to have their decisions either weighed down or pushed
up by the judgment of some economist in Washington.

Senator Doucras. Or some bank examiner?

Mr. RoserTson. It doesn’t make any difference. I don’t care who it
is. I say that power shouldn’t exist. I would rather rely upon the
soundness of the judgment of the bankers of the country than on the
correctness of the opinion of anyone who happened to be in power at
the time. Therefore I say that bank supervision should be geaved to
the soundness of each one of those banks. '

“Senator Doucras. May that not operate at times against the sound-
ness of the System as a whole? '

Mr. RoperTson. I think that the chances of it doing good are much
better and I would prefer to risk my own stake in this country on that
basis than I would in having it determined by someone at the top be-
cause I would be afraid he might be wrong.

Senator Doucras. Fear is contagious too.

Mr. Roeerrson. I think that is right.

Senator DoucLas. There is no doubt there was a contagion of fear
amongst the members of the banking fraternity from 1930 to 1933.

Mr. Roeertsox. Yes; I think that is definitely so. Of course, they
weren’t exclusive in this field. Fear was pretty general throughout the
country.

Senator Doucr.as. But the fear on the part of the banking com-
munity resulted in a cumulative contraction of credits and therefore
a progressively worsening of conditions which in turn increased their
fear, and it is possible that the strictness of the bank examinations may
have contributed to that fear.
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What would be your attitude toward a concentration of all Federal
examinations in one agency if you were reasonably assured that this
examination would not be converted into an instrument for credit
management ? _

Suppose we say we won’t have anything to do with credit manage-
ment, we will just consider the soundness of the individual bank.

Mr. Roeertsox. Then I would have no objection to it whatso-
ever. I would say that you aren’t gaining much by doing it but
one Federal agency can do it, can examine all those banks, just as
easily as the existing three. What it would be doing is taking the
examiners from the other forces, putting them into one group, which
wouldn’t do the job any faster, or any more effectively; but there
would be nothing wrong with one agency examining all those banks
and advising the FDIC,'and so forth. I would have no objection to
that.

Senator Doucras. Wouldn’t it save expense?

Mr. Roeertson. Not at all. None of the three agencies are paid
out of public moneys at all. The banks pay

Senator Doucras. Wait; just as Congressman Wolcott said, bank
failures have been paid out of taxes, these cross railroad fares have
to be met by someone, and if not met by the public have to be met
by the bank authorities, so that we are anxious to save private money
as well as public money.

Mr. Roserrsox. That is true but I think if you would make in-
quiry you would find, from bankers of this country, that they think
the examining functions are being carried on as economically as
can be done. We will be glad to have you, or anyone else, show us
ways of economizing. You see we are in a-position where, to a
certain point, we are responsible to the bankers who pay the costs of
supervision. They aren’t going to sit by and have us squander money.

Senator DotveLas. I am not charging you with squandering money.
This is a question of whether it is the most economical method of opera-
tion. It is obvious that on a division on the basis of concentric circles,
with you taking national banks and the Reserve taking State bank
‘members of the System, and FDIC taking insured State banks which
are not members of the System, it is quite obvious that you will have in
one community, let us say, three sets of examiners coming in, even

“though you don’t have three sets of examiners in the same bank, you
have three sets of examiners in the same community, with separate
regional organizations; it would seem to me that that is obvious.

Mr. Rorerrson. I don’t think it is obvious at all, Senator. I am
trying to be frank about this.

Senator Doucras. Well, I guess I must be stupid.

Mr. RoeerTsoN. No; I don’t think so at all.

Senator Doucras. Where do I fall oft?

Mr. Roeerrson. They do examine different banks, as you know,
They are never all in the same bank.

Senator DoucLas. That is right. But what I say is they will be in
the same town.

Mr. Roeerrson. They may be in the same town but if they are they
merely have to stay longer, and that raises your per diem. We have
thought about that a lot. We have yet to have anyone show us or be
-able to discover for ourselves where you would save any money by
pooling them all together.
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Senator DoucLas. Don’t cross railway fares come into it; is there
no saving in railway fares?

Mr. ROBI‘RTQO\ We don’t think so: . Maybe it is possﬂ)le I would
say, 1f it is possible and more efficient, let’s do it.

Senator Doveras. Would there be no saving in branch organization ? ?

Mr. Rosertsoxn. I don’t think so, because in each of the agencies the
supervisory force in the field is small—cut right down to the core. We
operate with a very limited force.

Senator Doueras. T am quite prepared to believe that you are very
thrifty, but I have never yet found a Government agency that operated
right down to the core.

Mr. RoeerTsoN. You come down and we will show you one.

Senator Doucras. Good.

Mr. Rosertson. We would be delighted to show you. We think
we have one. Let me say this, if there would be an economy of that
sort, in that sort of an organization, I would be in favor of it. If
any expert can show us where it is economical and efficient T will
stand here and testify in favor of that sort of a consolidation.

Senator Doucras. I haven’t read all of the Hoover 1epon;s What
do they recommend on that matter, do you remember ?

Mr. RosertsoN. The Hoover Commission itself, as I recall, not
having read it for a number of months, recommended only that the
FDIC be placed in the Treasury, in some way, the same sort of a
relationship that the Comptroller is in, that it operate under the
direction of the Secretary of the Treasury, and that is all.

Senator Doucras. That might carry with it a consolidation of in-
vestigatory functions, so that you would take the inner circle, and the
outer circle, leaving the Federal Reserve with the circle in between
the two.

Mr. Roeerrson. I doubt if that was 0011templ‘1ted because in the
staff report it was recommended that the examining functions of the
Comptroller, and I think the FDIC, be concentrated in the——

Senator Doucras. You mean the staff report did recommend a
consolidation ?

Mr. Roeertson. Definitely so, and the Hoover ‘Commission itself
did not.

Senator Doucr.as. But did not reject it?

Mr. Rosertson. Yes; they did reject it, and advocated instead of
that that the FDIC be placed under the direction of the Secretary of
the Treasury; but rejected entirely the staff report.

Senator Doucras. Did they reject it or simply fail to mention it?

Mzr. RosertsoN. I will have to go back and read the report but it is
my recollection that they rejected it.

Senator Doucras. It 1s my recollection that they failed to mention
it. Overburdened committee members sometimes fail to notice the
full intricacies of staff. reports, and their failure to include should not
be construed as an outright action.

Mr. RoeertsoN. That is a matter easily ascertained by looking at
the record, Senator. T wouldn’t say that I can repeat verbatim what
was in the report. - I haven’t seen it since it was issued.

Senator Doucras. Now, these are some questions about the relation-
ship between the Comptroller and FDIC. 1In the absence of Mr.
Delano, I don’t know whether you want to reply to these questions or
not.
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Mr. Roserrsox. I would be glad to if I am in possession of the-
answers. :

Senator Doucras. The Comptroller is an ex officio member of the
Board of Directors of the FDIC?

Mr. Roserrso~. That is correct.

Senator Doucras. What do you think of the system of having
ex officio members of the Board of the FDIC?

Mr. Roeertsow. In this particular case I think it is good. Ordi-
narily I am opposed to ex officio members, and maybe I am being very
cne-sided in this decision, but his membership in the FDIC does pro-
vide that Board with first-hand knowledge of the entire banking
system, you see, because they get virtually the entire banking system,
they get the national banks through him, they get the State banks
through their close contact with the primary supervisors of the State
banks. So that in this particular case I think it is worth while. As
you may or may not know he is not an ex officio member who attends
just once in a while. He attends every meeting. He takes an active
part in the proceedings and the deliberations of the Board of Directors
of that Corporation.

Is that a suflicient answer, Senator? Are there any other facts you
would like?

Senator Doucras. What would you say to having the Chairman
or Vice Chairman of Federal Reserve as an ex officio member of the
FDIC Board? )

Mr. Rosertson. I wouldn’t object. You don’t get additional
knowledge of a definite group of banks through such a member like
you get through the Comptroller with respect to national banks.

Senator Doucras. Wait a minute. You get the State banks, which
are members of the Federal Reserve System. You would get that
point of view. -

Mr. Roserrson. I didn’t make the first point clear. The FDIC
works directly with the primary supervisors of both State and Na-
tional banks. They coordinate with the State bank supervisors them-
selves. They make their examinations in conjunction with the State
bank supervisors and with respect to the State member banks they
still have the State supervisors with whom they coordinate and obtain
information. National bankwise they don’t have contact with the
System except through the Comptroller. So you don’t have that
same reason for placing a member of the Board of Governors on the
FDIC. That is the only reason. It may not be as valid as I think
it is.

Senator Doucras. Do you think the primary basis of classification
is as between the national banks and State banks rather than between
members of the System and nonmembers of the System?

Mr. RoeertsoN. I would have to have the background for that
question.

Senator Doueras. You inspect national banks?

Mr. Rosertson. That is right.

Senator Doucras. But the responsibility for national supervision
of State banks is divided between the Federal Reserve System which
takes State banks which are members of the Federal Reserve Sys-
tem and the FDIC which inspects State banks insured but not mem-
bers of FDIC; isn’t that true?

Mr. RoBerTsoN. Yes.
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~ - Senator Doveras. What I am trying to say is that we have a three-
layer cake, so to speak. The middle tier is not represented.

Mr. Roeertson. My point is that the FDIC does not get their
knowledge of these State banks exclusively through their own exam-
inations. That isn’t as important, in some ways, as is the contact
that they have with the State bank supervisors. They have close
contact with the State bank supervisors themselves, irrespective of
whether the banks are members or nonmembers. With respect to
the national bank system, they have direct contact through the pres-
ence of the Comptroller on the Board. That is my point.

Senator Doucras. Well, may I ask one final set of questions on the
relationship of the Comptroller of Currency in the Treasury De-
partment ?

Have you found that the inclusion of the Comptroller’s Office within
the Treasury Department has in any way tended to subordinate sound
examination and supervision policies to the fiscal policies or needs of
the Treasury?

Mr. RoeerrsonN. I would say without any qualification, “No.”
The Comptroller does operate under the general direction of the
Secretary of the Treasury. But that means general direction and not
special direction. There are very, very few cases in which the Treas-
ury takes any part in deliberations with respect to bank supervision.

Senator DoucLas. Do you think there is any reason to believe that
placing the FDIC under the general supervision of the Treasury De-
partment would lead to-a subjection or subordination of deposit in-
surance to the fiscal policies of the Treasury?

Mr. Rosertson. I don’t think so. But I see no great gain to be
made by putting it under Treasury.

Senator Doueras. You don’t see any harm?

Mr. RoeertsoN. No; I do not.

Senator Doucras. Thank you very much. Congressman Wolcott.
© Mr. Worcorr. I have just one thought. As to the reason why the
FDIC was not put under the Treasury in the first place, when they
were not affiliated with the Federal Reserve, it was the thought that it
wasn’t the proper thing to do, to turn the administration of the in-
surance over to those who were being insured, any more than it would
be proper for a person who carries fire insurance being able to write
the terms under which his losses should be liquidated. This is why the
FDIC was set up as in independent agency of the Government, so that
it would be just that, independent of any influence which might be
brought to bear upon those who were vitally interested in the manner
in which the insurance would operate.

Senator DovaLas. What is this identity of interest that you mention?

Mr. Worcorr. I didn’t mention any identity of interest. What
do you mean by it?

Senator Doucras. I thought you said that the people being insured
would also act as a supervisor.

Mr. Worcort. I will explain it. If you put the members of the
Federal Reserve Board, or the Chairman of the Federal Reserve Board,
on the Board of the FDIC, Federal Reserve member banks being in-
sured by the FDIC, then you would have a situation where the Board
of Directors of the FDIC would be writing the regulations in respect
to the operation of the insurance agency which insures deposits in
the banks, and I used fire insurance as an example, of a man insured
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in a fire-insurance company, he being put in a position of writing the
manner in which his losses should be hiquidated.

I thoroughly disagree with the staff recommendations of the Hoover
Commission, I am not sure but what I thoroughly disagree with the
recommendation of the Hoover Commission that FDIC be transferred
to Treasury for that very reason.

These are not new questions. These matters were thoroughly dis-
cussed in 1933 when we set up the FDIC and when we set it up as an
independent agency of Government for that reason, to take any influ-
ence by the banks, by those who supervise the banks, out of the opera-
tion of the FDIC, and make certain that the regulations under which
depositors’ deposits were to be insured, would be independent of any
other interest.

So far as I am concerned, so long as T am in Congress Iwill fight
to my last breath to keep the FDIC from being transferred to Treas-
ury or Federal Reserve, because I don’t think it is any place for it.

Senator Doucras. I can understand the objection as applied to the
consolidation of FDIC and Federal Reserve, or possibly the question
of having the Chairman or Vice Chairman of Federal Reserve on
the Board of FDIC, but my questions were addressed to whether there
would be difficulty in having FDIC under the supervision of the
Treasury, and I didn’t see that the people who were being supervised
would be hurt. .

Mr. Worcorr. The Treasury, as Mr. Robertson has suggested, has
general authority over the Comptroller’s Office, and there is an affilia-
tion of interest between the Treasury and the Comptroller’s Office.

1 remember when, just a few short years ago, a transfer was made in
personnel from Treasury to the Comptroller’s Office, to bring the
Comptroller’s office into closer affiliation with the Secretary of the
Treasury himself, because the Treasury, under the law, did not have
what the Secretary considered sufficient supervision over the banks.
So one of his staff was transferred to the Comptroller’s office, obviously
to bring the Comptroller’s office in closer affiliation with the Treasury,
and give the Secretary of the Treasury more jurisdiction, if I may put
it that way, over national banks.

So to put FDIC in the Treasury would be no assurance that it would
continue to be as independent as the Comptroller’s oftice is now. There
is a much closer affiliation there now than there was before.

This book, The Romance of Banking, gives a very interesting history.
I think we should all read that before coming to any conclusions as to
whether to consolidate these agencies. I have in mind also one very
bad mistake, in my opinion, which was made when we put the Secretary
of State on the Board of the Export-Import Bank, in one of our weak
moments, thereby so affiliating the Export-Import Bank with the
dollar diplomacy of the State Department as to make it possible for the
State Department to dominate the loan policy of the Export-Import
Bank. I have seen just enough of these examples in government so
that I do know that strong men in strong places do wield unusual
influences on subordinate agencies.

Senator Doucras. Thank you very much, Mr. Robertson.

Mr. Rosertson. Thank you, Senator Douglas.

(Whereupon, at 4: 30 p. m., a recess was taken until 10 a. m., Thurs-
day, November 17, 1949.)
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" ConGREss OF THE UNITED STATES,
SurcommITTEE ON MONETARY, CREDIT, AND F1scaL PovicrEs,
Jornt CommITTEE ON THE EcoNnomic ReporT, =
Washington, D. C.
The subcommittee met, pursuant to adjournment, at 10 a. m. in the
caucus room, Senate Office Building, Senator Paul H. Douglas (chair-
man of the subcommittee) presiding.
Present: Senators Douglas (chairman of the subcommittee) and
Flanders; Representatives Buchanan and Wolcott.
Also present: Dr. Grover W. Ensley, acting staff director, and Dr.
Lester V. Chandler, economist to the subcommittee.
Senator Doucras. Gentlemen, I think it might be well if we would
get under way.
I wonder if you would come forward, Mr. Harl. If you would like
to have anyone with you either to help you with detailed material or to
testify directly we will be very glad, indeed, to have them.

STATEMENT OF MAPLE HARL, CHAIRMAN, FEDERAL DEPOSIT IN-
SURANCE CORPORATION, ACCOMPANIED BY EDISON H. CRAMER,
CHIEF, DIVISION OF RESEARCH AND STATISTICS, FDIC

Mr. HarL. Senator, as you know, the Comptroller of the Currency
1s the Vice Chairman of our Board. So, in addition to those members
of the Board who spend their entire time at the FDIC, we have had
the benefit of the advice, counsel, aid, and assistance of the Comp-
troller of the Currency in the preparation of our answers to the ques-
tionnaire. The three of us have worked very closely with our staff
in the preparation of the text. Dr. Cramer and I will be happy to
answer such questions as you or other members of the committee want
" to direct to me. .

We have brought along, in addition to the text, a few charts which
we think will be interesting to you, together with a very brief report
to the insured banks of the Nation, which has been boiled down and
requires only 12 minutes to read. We know that everybody connected
with the committee is tremendously busy and has heavy demands on
his time, and therefore we have tried to do a thumbnail sketch of the
Corporation, which is the picture as it was on June 30 of this year.

Senator Doucras. In other words, you would like to introduce this
report and these charts and files them with the committee?

Mr. Hart. Yes, sir.

Senator Doueras. We will be very glad, indeed, to have them.

105
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(The report with the charts above referred to, entitled, “June 30,
1949, Report to Insured Banks, Federal Deposit Insurance Corpora-
tion,” is to be found in the files of the commuittee.) - .

Mr. Hagrr. The chart on the back of this is most unusual because it
shows the amount of disbursements that the Corporation had to make
from the period 1934 down through December 31, 1948. That is the
period since the Corporation was established.

It is extremely significant, if you look at that chart, to see that in
that period of January 1934 to December 31, 1948, the number of
banks requiring aid has been reduced from year to year. However,
you will notice that the amount of money up to 1940 had increased,
from 1934 through 1940.

In other words, it would seem that World War IT, which came on in
1941, together with any inflation attributed to that war, saved the
.Corporation a great many dollars from the standpoint of disburse-
ment, because certain paper, due to inflationary processes, became
collectible, which might have resulted in a disbursement from the
‘Corporation had not our economy started to enlarge or balloon in the
1940 period. -

Senator Doucras. I think it is historically true that very few banks,
or comparatively few, fail during a period of inflation. It is in a
period of falling prices that the strain comes.
© Mr. Harr. Yes, sir. ‘

Then we would like to present a chart showing the percentage

.composition of assets of insured commercial banks, December 31, 1934,
to June 30, 1949 ; likewise a percentage composition of assets of insured
mutual savings banks, which shows the structure of these institutions
by years from 1934 to 1949. That is broken down into loans and dis-
counts, other securities, United States Government obligations, and
‘cash reserves, and shows that on June 30, 1949, the insured commercial
banks of this country had 65 percent of their assets in cash and reserves
or in Government obligations which could be converted to cash re-
:serves almost instantaneously, and which shows the very fine condition
.of our insured banks as of June 30. That condition, 1n our opinion,
prevails today. .

We thought that your committee would like to have the benefit of
‘these charts, which you will find on pages 38 and 39, of our Report No.
31, showing the assets and liabilities, June 30, 1949, of all operating
insured commercial and mutual savings banks.

(The report above referred to, entitled “Assets and Liabilities, June .
30, 1949, Operating Insured Commercial and Mutual Savings Banks,
Report No. 31,” is to be found in the committee files.)

Senator Doueras. Would you begin your testimony then, Mr. Harl ?

Mr. Harw. It is my understanding that the testimony desired here
this morning is an amplification of our reply to the questions which
were propounded in the questionnaire by your committee to the
Corporation.

Senator DoucLas. To which you replied.

Mr. Harr. Which is set forth on page 207 of the committee print
on Monetary, Credit, and Fiscal Policies.

Senator Doucras. That is correct.
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Mr. Harn, Our answers are found on pages 207 through 215, inclu-
sive. We have endeavored to make them brief and at the same time
-make them all-inclusive of the subject of the question.

One of these questions in which we are particularly interested is that
pertaining to the examination policies of the Federal Reserve System,
the Comptroller of the Currency, and the Federal Deposit Insurance
.Corporation. The question is question No. 9, on page 212. I would
like to read the question:

9. In your review of the examinations made by the Federal Reserve and the
Comptroller of the Currency, what have you found to be the principal differences,
.if any, between the bank-examination policies of the FDIC and those of the
Federal Reserve and the Comptroller of the Currency?

Our answer speaks for itself, to the effect that there are no impor-

tant differences between the bank-examination policies of this Corpo-
ration and. those of the Federal Reserve or the Comptroller of the
Currency. It reads:
- The existing differences are unimportant and are attributable mainly to the
difference in the functions and the purposes of the three agencies. Complete
.cooperation exists between all three agencies. Uniformity of examination policy
is gradually being achieved and close liaison now obtains with respect to a uniform
approach to connective programs, ’

I would like to amplify our answer to that question by stating that
we also work very closely with the National Association of Supervisors
of State Banks. As you know, we have the 48 State bank supervisors
plus a supervisor in Alaska, as well as Puerto Rico and Hawail, making
51. We meet with this group twice a year. In addition thereto, in
the spring meeting, their executive committee comes in here and sits
down with our examination staff and we make every effort to coordi-
nate the examination programs.

However, I would like to call attention to the fact that we, as an
insurance corporation, make our examination as to our hazard, or
exposure, as we call it. It consists of loans and discounts which are
reflected by the composition previously called to your attention on
pages 38 and 39 of our report No. 31. Experience has taught us that
the solvency, stability, and safety of the banks, as well as that of the
93,000,000 depositors, is wrapped up in that 28 percent of the assets
comprising loans and discounts. If those loans and discounts are
good, then we have no exposure. Therefore we are constantly, in ex-
aminations, looking at the exposure of the Corporation, and the bank’s
ability to meet its commitments to the depositors.

Senator Doucras. As I understand it, you inspect those State banks
which are not members of the Federal Reserve System ?

Mr. Harr. That is true.

Senator DoucrLas. Which are insured with you.

Mr. Harr. That is right. _

Senator DoucrLas. Now, when you come to inspect the banks, do you
time your inspection so that it is at the same time as the State
examiner’s ? ' :

Mr. HarL. We work very closely. In some cases we examine with
the State bank commissioner. In most of the States by State law
‘there is required two examinations per year on behalf of the State
bank commissioner. That is mandatory. In some cases we make one
examination per year for the State bank commissioner and he makes
the other one. That is on the basis of requests from the State bank
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commissioner. If he does not make that request, and we examine a
bank by ourselves, the examinations coincide, and we call them joint
examinations. In some cases the bank commissioner and our examiner
sign reports together. In others the report is signed by ourselves.

Senator Doueras. And when you serve as a State examiner you are
deputized by the State authorities?

Mr. Harr. That is taken care of by the statutes of those respective
States, which provide that in lieu of the-State bank commissioner
making two examinations per year, he can make one examination him-
self and accept our examination, in lieu thereof, for his second one.

Senator DoucLas. According to my figures, of the some 9,200 State
banks, about 2,000 of which are members of the Federal Reserve Sys-
tem, you examine about 6,500 State banks, since there are only about
700 noninsured State banks? o

Mr. Harr. That is right. There were, as of December 31, 1948, a
total of 14,753 banks in the country, of which a total of 13,419 were
commercial banks insured by us. The balance were uninsured banks
and mutual savings banks, some of which are insured, and some of
which are not. However, the large mutual savings banks in New
York are insured. Over a third of the mutual savings banks, which
have 70 percent of the deposits in mutual savings banks are insured.

Senator DoveLas. I was speaking primarily of commercial banks.

Mr. Hagrr. All right. Speaking of commercial banks, you are cor-
rect, Senator. In other words, 6,504 are not members of the Federal
Reserve System.

Senator Doucras. But members of the Deposit Corporation.

Mr. Harn. Yes. On that date, December 31, there were 1,924 what
we call member banks, which are State banks. : '

Senator Doucras. So that, of the 13,400 commercial banks in the
System, you inspect just a little short of half of the total number.

Mr. Harr, That is correct, sir. ,

Senator DoucLas. But the deposits at those banks, since they tend
to be smaller banks, are about 14 percent of the total deposits?

Mr. Harr. That is correct. A large percent of all deposits are in
Federal Reserve member banks.

Senator Doucras. Do you want to say anything else in your direct
statement ¢

Mr. Harw, No, sir.

Senator Doucras. As I understand it, your insurance covers the first
$5,000 in each deposit account in an insured bank and the annual pre-
mium charge is one-twelfth of 1 percent on all deposits; that premium
charge is not merely on the insured deposits, but on all; is that correct?

Mr. Harr. That is correct.

Senator Doucras. What is the total in the insurance account now?
What reserves do you have? L

Mr. Harr. We have brought that, and it can also go into the com-
mittee file (June 30,1949, Report to Insured Banks, FDIC). - -

Senator Dovcras. $1,138,000,000; is that correct?

Mr, Harr. Yes, sir. You will notice the statement of assets on
June 30 shows we hold that amount of cash and Government obliga-
tions; and if you go to the second page, you see the capital account,
and the total capital account and reserves comes to $1,134,213,000.

Senator Doucras. What is the sum total of the annual premiums
which you collect ?
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Mr. Harr. That premiwm varies, Senator.

Senator DoucLas. How has it been running in recent years?

Mr. Harn. On page 21 of our annual report for 1948 you will see
a picture of that. On page 19 you will see the income from year to year
since the inception of the Corporation. We would like to call the atten-
tion of everyone to page 21, which shows the ratio of FDIC capital
surplus to deposits in insured banks is now 69 percent.

Senator Doucras. You mean page 20, don’t you?

Mr. Harn, Page 21. ' :

Senator DoucLas. Page 21 is the statement of assets, but page 20
-is the statement of income. I was asking about the annual income.
Your figures on page 20 show annual income as of the calendar year
1948 as $146,800,000.

* Mpr. Harr. That is correct.

Senator Doucras. And the reserve has been growing at the rate of
.something not far from $100,000,000 a year. :
© Mr. Hare. That is right. We call attention, on page 21, the last
-column to the right, in 1934, when the Corporation begau to insure
-deposits, we had a. 0.73-percent ratio of FDIC capital and surplus to
deposits of insured banks. That reached an all-high point of 0.83
percent in 1938 and then receded to a low point of 0.59 percent in 1945,
It has now gotten up to 0.69 percent as of December 31, 1948.

Senator Doucras. In other words, the ratio of the reserve to the
-deposits has not increased, though the capital amounts have increased ¢

Mr. Harr, That is correct. Percentagewise we are not in as good
a condition as we.were in December, 1938. In other words, on that
date it was 0.83 percent. On December 31, 1948,-it was 0.69 percent.
Or a difference of 0.14 percent. R - .

Senator Doucras. These ratios which you have given are ratios of
the reserve funds to total .deposits. What. about the,ratio of the
reserve funds to the insured deposit? - You insure-only the first $5,000
of each account.

Mr. Harv. In practiée, Senator, and we have checked a lot of tech-
niques over the last 15 years, we are now in the sixth. year in which
there has not been a failure of a bank from the creditor’s standpoint,
or the depositor’s 'standpoint, because what we do in effect is give
100 percent insurance. . If a bank gets involved we immediately restore
the losses of that bank.and liquidate the remaining assets.

Senator Doucras. That was not my. question, Mr. Harl. You have
the figures of total deposits in insured banks, But I -wanted to get the
ratio of your reserve to insured deposits, and that involves the question
as to what is the total of insured deposits, or, to get at it indirectly,
what is the ratio of the insured deposits to the total deposits.

Mr. Hare. Dr. Cramer might speak on that.

Dr. Cramer. That requires a special study and we have made four
such studies, the last one in October 1945.

Senator Doucras. Good. :

Dr. Crader. We are now conducting another study.

Senator DouerLas. What does your October 1945 figure show ?

Dr. Cramer. It shows that 46 percent of all deposits were insured.

Senator Doucras.- Therefore, that 54 percent of the total deposits
were in excess of the first $5,000.

Dr. CraMER. Yes.

99076—50——8
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Senator DoucrLas. Therefore, as a rough figure, you should approx-
imately double this ratio, to get the percentage of the reserve upon the
insured account, approximately that?

Dr. Cramer. Yes.

Senator DoverLas. In other words, it looks as though it would be
around 1.4 percent on the insured deposits, if this ratio holds.

Dr. Cramer. That is correct.

‘Mr. Worcorr. May we have the percentage of depositors?

Senator Doueras. Yes. '

Dr. Cramrr. The percentage of depositors that are fully insured,
.and both of these figures include mutual savings banks as well as com-
mercial banks, was, on October 10, 1945, 96.4 percent. If you would
like the commercial bank figures separate, I have those.

Senator DoucLas. That would be fine.

Mr. Hagr. In this connection, gentlemen of the committee, we have
a questionnaire out in the banks’ hands now asking for the total
number of accounts they have. We can then give you, when this comes
back, the number of bank accounts in the banks of this country,
as No. 1; and, as No. 2, the number of accounts of $5,000 or less,-and
the number of accounts of $5,000 or over.

The figure that Dr. Cramer gave just now, that 96 percent, is the
number of dccounts insured in full by the Corporation at the present
time.

Senator Doucras. May I ask one question. I noticed that you said
that in most of the cases where the banks fell into trouble that you
would resort to a purchasing of assets, mergers, and consolidations,
and pay off the depositors in full.

Now, the inquiry I should like to raise is this: Is this developing
a precedent so that, in practice, if we should have widespread bank
failures the Government would be committed, by precedent, not merely
to guaranteeing the-first $5,000 of the accounts, but guaranteeing all
deposits?

Mr. Hagrr. I don’t think so. The question has never been raised.

Senator DoucLas. But it would be raised if there were to be wide-
spread failures. Are you not now establishing a precedent to pay off
all of thée depositors and accounts in excess of $5,000% Suppose that
you get widespread failure and you decide merely to assume your legal’
liability. I think we can be quite certain it would be said, well, why
are you changing your policy now, after you have given full protection
up to this point.? '

Mr. Harr. I would like to amplify my answer in considerable detail
on that.

We have a very excellent review board, and as fast as the examina-
tion reports come over from the Federal Reserve and the Comptroller,
or from our field, those reports are studied, the results tabulated, and
a chart is maintained on every insured bank in this country. We have
the results of those examinations twice a year. We have set up in our
organization three categories of banks: The banks which we think are
sound, the banks which we think are problem cases, and the very seri-
ous problem cases. When a bank reaches the serious-problem case we
immediately contact, and have had the wholehearted cooperation of
the State bank supervisors, the Comptroller, and the examining offi-
cials of the Federal Reserve System. We endeavor to stop the erosion
right then and there, and we have been successful in doing it.
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Therefore, we think that as a result of this system we will be able
to, and are very sanguine that we will be able to, meet this issue as it
comes along.

Senator DoucrLas. You have been sailing in very good weather for
these last 10 years—that is, good financial weather. There haven’t
been many storms. But suppose we were to have a_depression com-
_parable to that of 1929-33. Would you be able to maintain, or do you
feel a moral obligation to maintain, 100 percent guaranty, or would
you fall back on the legal liability ¢

Mr. Harr. In answer to the Senator’s first question, we believe
that we can prove, by studies in conjunction with the Federal Reserve
Board, the State supervisors, and the Comptroller, that as the result
.of FDIC we will never drift into the situation in which we found
ourselves from 1929 to 1933.

Senator Dovcras. I wish you would develop that.

Mr. Harr. In these years we have developed, for example, peni-
cillin, the sulfa drugs, and so forth. We still have sick people; but
what T want to say 1s that, as compared with physical ills, we believe
that we have made great progress in the correction of our economic
ills. We still believe in the old adage that coming events cast their
shadows before. We are not a bunch of shadow dodgers, but are
watching those shadows to see that they do not lengthen in front of us.

When we stop to think that the first National Bank Act was in
1863, and it was only 70 years old when this thing hit us in 1933, we
feel that we have made great strides in the protection of the depositors
and in the solvency of the banks, through our review system and our
examination system, from 1933 to 1949, more strides than we made in
the 70 years from 1933 back to 1863. -

In that respect I am satisfied that we have had the whole-hearted
cooperation of the banking fraternity. .

When we. get into these situations; when we see credit policies
expanding too rapidly, we have had the wholehearted cooperation
of the bankers association. No more than a year ago all of us, the
Comptroller’s office, the Federal Reserve, and so forth, felt as if the
credit policies might be expanding too rapidly. The bankers asso-
ciation had a credit conference; they did a splendid job.

This chart is our criterion. As this exposure goes up our exposure
becomes greater. As long as we watch this factor we are not going
to get into trouble. If you notice, back in 1934, 31 percent of the
assets of banks were loans and discount, while in 1949 only 28 per-
cent, and in that 28 percent was FHA paper, VA paper, RFC par-
ticipation, and commodity credit loans.

Therefore, if we watch the exposure, and if all agencies do so, we
can never drift into the situation we were in in 1929.

In that connection, 1f you go back to 1929, you had a tremendous
percentage in brokers’ loans. There was a lot of trading on the 10
percent basis. As you know, the Federal Reserve last year exercised
1ts prerogatives and is controlling the brokers’ loans.

Senator DoucLas. Do I understand from what you are saying that
in your belief depressions will be impossible in the future?

Mr. Harr. It 1s our belief that we can control or meet any issue
with which the banks are confronted coming from a depiession.

Senator DoteLas. In other words, there will be no problem in the
future of bank failures?
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Mr. Harr. T am not that sanguine. I believe we will have bank fail-
ures, but we believe we can control them.

Senator Doucras. How do you control bank failures? Are you
saying that you think the banks of the country.are now completely
stable and that we will never have any widespread problem of bank
“failures in the future?

Mr. Harr. I would like to say this: I do not think banks or bankers
-cause depressions. I don’t think that, at any time, we can attribute
the last depression to the credit policies of banks or bankers.

Senator Doucras. -But suppose that a depression breaks out—we
won’t go into the question of whether the banks cause depressions,
but it is certainly true that the banks suffer from depressions, and sup-
pose a depression breaks out and the security of the banks is imperiled.
Are you saying the banks won’t fail even though the economic condi-
tion of the country is deteriorating?

Mr. Hart. T do, because the failure of the bank is determined by
the note case, and if the note cases are policed properly, we are in
a sound situation. The thing a bank has to.meet its obligations with
.comes from reserves in cash or Government securities. As long as
bankers keep their loans and discounts in line, and as long as the
‘supervisory agencies see that they do, and that they do not unduly
expand their credit or take chances, the banks will not suffer from
depression, as they will contract as rapidly as the circulation goes
down. - o :

.Mr. BucHANAN. As to the question of coverage, the smaller banks
according to newspaper reports, seem to be advocating an increase of
-coverage from the present figure to a figure of about $10,000 to $25,000,
whereas the larger banks seem to want to continue the present figure.
‘Would you care to express your opinion on that? :

Mr. Hart. Congressman, there has been considerable agitation by
the smaller banks to increase their coverage, for this reason: They
say the chain stores, utilities, and so forth are foreign to the town but
do business in the town. Their comptrollers watch the accounts,
When they get to $5,000, they draw down.

Take North Dakota, for example, where you have a certain chain-
store operation. When the deposit gets up to $5,000, they will pull
it down and then redeposit in a metropolitan bank.

The comptrollers of these large corporations are constantly calling
the metropolitan banks for their statements and analyzing them. That
is what we call smart money—wise money.

If you go back to the previous depression, you will find that as a
rule smart money, or wise money, got out, because they watched these
statements, and they sent what we call a creeper through clearings,
and you had creeping runs, because it went through chains.. You
didn’t see a line outside the bank. : '

The country bankers feel that if this is elevated to $10,000, that
these large accounts, like the utilities and the chain stores, and so
forth, will elevate their sights to where they will carry $10,000 in
that country bank rather than $5,000. So -we have considerable agi-
tation from that standpoint.

Senator Doucras. Your reply raises a very interesting line of
thought. What you are saying is that runs are initiated by with-
drawals by the large depositors. I believe in your written reply, on
page 208, you pointed oui that in a group of banks studied the average
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withdrawal was 40 percent in deposits, but in accounts of more than
$100,000 the withdrawals were 70 percent, and then the percentage
withdrawals diminished as the size of the account diminished, until
when you reached accounts of less than $500, the withdrawals there
were only 6 percent.

In other words, your statement now bears out or is in line with
the analysis that you presented that runs are initiated by withdrawals
of large accounts.

Mr. Hart. I was referring to before the inception of .the FDIC.
We state that no bank runs of any consequence have occurred since
the FDIC. If you go back and study what happened in Detroit and
in Cleveland prior to the advent of the FDIC, you will find out the
large corporate balances were not hurt.

Senator Doueras. I didn’t understand that.

Mr. Hage. I say that these runs, these so-called creeper runs, took
place prior to the mception of FDIC.

Senator Doucras. Yes. ‘

Mr. HarL. You see, the big difficulty, if you go back and analyze it,
started in the larger banks, primarily in Cleveland, and then it spread
around the lake to Detroit. This is prior to 1933. :

Senator Doucras. Yes. '

Mr. Hart. Now—

Mr. BucHaNaN. Why wouldn’t that happen again ¢
- Mr. Haru. The reason why we don’t think it will happen again is
because the average corporate balance, as I said, saws off at the $5,000
level.

Mr. Bucaaxax. They are siphoning off funds?

Mr. Hagr. That is right. That is the reason why the country bank-
ers want the level raised to $10,000, which evidences the confidence
that the large corporation has in the $5,000 level. You remember,
prior to the FDIC, you had to have a depository bond for State funds.
All States now do not require a depository bond until after they hit
the $5,000 level. When they do, they require pledges and/or deposi-
tory bonds to insure their funds above $5,000.

For example, in the State of Pennsylvania, the treasurer deposits
tax money in the various banks. I think you will find, Congressman,
that he does not require any depository bond or pledge of any assets
until the deposit exceeds $5,000.

Mr. Bucuanan. Has the Board taken any position about the sug-
gested increase?

Mr. Hagrr. As yet, Congressman, we have not, because we are mak-
ing this study. These studies have been made periodically about every
5 years. As to how many accounts are now in the $10,000 category or
less—in 1945, 96 percent and a fraction of the accounts insured were
$5,000 or less, and 98 percent were $10,000 or less.

So, if you raise the coverage to $10,000, you would almost insure in
full, because our study in 1945 shows 98 percent of the.accounts were
$10,000 or less, which would leave a fraction of the accounts over
$10,000. '

So, if you went to $10,000, it is safe to say that you would insure in
tull 98 percent of the accounts.

Senator Doucras. Mr. Harl, what puzzles me in your statement is
this: You have said that in the past runs have been initiated quietly
by the withdrawal of large accounts, so-called smart money. Now, it
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is these accounts which only get very partial insurance. The account
of $100,000 only has a $5,000 insurance. What is to prevent the with-
drawal of the large uninsured accounts from the big banks?

Mzr. Harr. The statement I made was predicated before the advent
of FDIC.

Senator Doucras. The FDIC only insures the first $5,000. Sup-
pose there is a depression and the large depositors take fright and
withdraw, knowing that they are not insured. What is going to main-
tain the solvency of the bank? .

Mr. Harr. The large accounts today, Senator, as I explained, in
the country banks, are frightened off.

Senator Doueras. You could have runs on the big banks.

Mr. Harr. As I said, the larger corporations are constantly asking
for statements of the larger banks, and thiey are constantly checking
on the condition.

Senator Dovceras. If you get a depression, and if the value of Gov-
ernment obligations, for example, which you have treated as being
completely solid, suppose those should shrink along with loans and
discounts, and the banks find themselves with declining assets, as
compared with the deposit liabilities which they have set up through
loans, and the big depositors take fright, knowing that they are not
:}gnsu];‘gd, and withdraw, what is there to protect the solvency of the

ank ?

Mr. Harr. You have raised a policy question there which is beyond
the entire control of the FDIC.

Senator DougLas. We are all groping.

. Mr. Harn. We have labored under the policy that Government se-
curities will be supported at all times. In 1940 and 1941, when the
war came on, I was a State bank commissioner. I was assured by
people in high places that the Government bond market would be sup-
ported. In that connection we went to our banks and asked them to
participate in the war effort by making certain purchases. Naturally,
the bankers who were there in 1929 to 1933, in those days, and par-
ticularly in 1920 and 1921, when Liberties dropped to, I think, 85,
were reluctant to participate until we, as State bank commissioners,
told them that we were told that the bankers of this country would be
protected on a stabilized Government market.

Senator Doueras. Was that protection a guaranty for an indefinite
period of time, world without end, or was it for a stated period?

Mr. Hare. There was no statement made as to the length of guar-
anty or the time involved. We were told that the Government bond
market would be protected. As you remember very well, in those
early twenties, Liberties went to 85. Therefore, you know, if you
discount 15 percent of your Government holdings in the banks of
the country, 1t would materially affect their capital structure.

Senator DoueLss. But suppose the Federal Reserve, for example,
should decide either to end the system of support price or to lower
the support price. Where would you be then?

Mr. Hare. I think, if that were done, that good faith would have
- been broken with the banking fraternity which has supported, by large
investment, Government bonds. I don’t think we could have won the
war if the bankers of the country hadn’t gone in and bought these
bonds like they did. I understand that it cost us one-tenth of 1 per-
cent to dispose of our Governments. The bankers rallied and bought
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these bonds. I know, frankly, that I would have not recommended
to any bank under my supervision at that time that they invest heavily
in Governments unless there was some assurance that they would be
protected.

As you notice in the statement, on December 31, 1948, nearly half
of the resources of the banks in this country were in Governments.
That reached an all-time high in 1945 when we had a total in insured
mutual savings banks of 63 percent, and 56 percent in commercial
banks. In 1945 the insured commercial banks of this country had 56
percent of their assets in Government securities.

I think that the bankers of this country believed, and had a right
to believe, that their Government would see that the bond market was
supported at par, or they would not, as trustees of these large sums and
these large deposits, have invested 56 percent of their assets in the
securities of this Government. ‘

Senator DoucLas. But this is what puzzles me further, that the move
to have the Federal Reserve either discontinue or lower the support
price on Government bonds seems to be coming, in large part, from
the bankers, who you say should be protected from such an action.

Mr. Harr. I think, frankly, that move is coming from a very few
bankers. '

Senator Doucras. What bankers do you think are initiating it?

Mr. Harr. T would not care to say at this time.

Senator Doveras. Will you meet me behind one of these pillars after
the sesston is over and whisper in my ear where this movement is com-
ing from? You may not want to say it publicly, but you should not
conceal such a secret privately. Is this a date, that we may meet
behind one of the pillars?

Mr. HarL. At your convenience, sir.

Senator Doucras. All right.

Well, without identifying them, have you any surmise as to the
motivees of these groups, why they should want to lower the support
price?

Mr. Hagrr. I can’t conceive of any reason why any banker would
want to reduce the support price of Government securities. I
frankly cannot see why.

Senator DoucLas. ft would mean an increase in the interest rate,
would it not?

Mr. Harr. Then I would say, if that is the case, it is a profit motive.

Senator Doucras. Profit motives are not necessarily bad. The ques-
tion is whether they work for the benefit of the community or not.

Mr. Harr. The profit motive is, naturally, a tremendous incentive
for anything you do. In other words, the pocket nerve is the most
sensitive nerve the average man has.

Senator DoucrLas. What you are saying is this, if you can maintain
the price of Government bonds at par there will be no great runs on
banks, and that even if we had future depressions, you would not have
widespread bank failures, and that therefore the FDIC present policy
is competent to deal with the situation? ‘ ‘

Mr. HarL. Yes, sir. .

Senator DéucLas. There are.a lot of “if’s” in that.

Mr. Worcorr. Mr. Chairman, I don’t think we have in the record
what the Government bonds are pegged at. They are pegged over par
now, are they not?
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Mr. Haru. Yes, sir.

Mr. Worcorr. Do you know the exact price?

Mr. Harr. No,sir.” That is a matter over which we have nothing to
do. That is a matter of monetary policy which is regulated by the
Treasury and Board of Governors.

Mr. Worcort. Something over 101.

Mr. Harn. The Open Market Committee of the Federal Reserve, in
conjunction with the Treasury, handles that matter.

Mr. Worcorr. Why are these bankers advocating pegging of Gov-
ernments at less than par ?

Mr. Harr. You have among certain bankers, as among other people,
advocates of a free-bond market, the same as you have of a free-gold
market. I happen to come from Colorado. Out there we constantly
hear about a free-gold market. Our people advocate a free-gold
market, not because they figure gold is going down, but because they
figure gold is going up. = It s the profit motive.

Mr. Worcorr. Could we get the figures at which Governments are
pegged ¢

enator Doucras. Yes.
" Mr. Hare. That is controlled by the Open Market Committee and
the Treasury.

Senator Doucras. They reduced it a few months ago.

Mr. Worcorr. I do not-know that Mr. Harl will want to put it in
the record, but I think we should have also the average interest rate
on Government bonds and the average yield of the banks on Govern-
ment holdings.

Mr. Hare. We would be very glad to get

Mr. Worcorr. I wonder if we could not have that covering the last
3 or 4 years, to show the increases in years and the interest rates.

> Senator Doucras. Mr. Harl, in view of the fact that runs seem to be
initiated by the large depositors, would not a greater degree of security
be given to the large depositors and hence less danger of bank runs if
the coverage were increased from $5,000 up either to total coverage or a
larger figure?

Mr. Haxr. T would say that since the inception of the Federal De-
posit Insurance Corporation, either because of the confidence in the
Corporation’s ability to pay or because of psychology, there have been
no runs.

Senator Doueras. Mr. Harl, T would like to go back to the parable
in the Bible of the foolish man who built his house upon the sands.
The rains descended and the winds blew and beat upon that house and
it fell and great was the fall thereof; but the house that was founded
upon the rock did not fall.

Now, the question I am raising—and my mind is open about it—is
this: If bank runs are initiated by the withdrawal of large deposits and
if only the first $5,000 of these deposits are insured, what guaranty is
there, if the country should get into trouble in the future, that we would
not have the same process repeated and the banks would crash? You
have had sunshine, but we may be going into a period of storm.

Mr. Harw. I would say the old adage, “In time of peace, prepare
for war”—we have had from the banking standpoint 10 years of re-
markable peace and we have built up not only in the FDIC but the
capital structures of the banks have increased from $6,000,000,000 to
better than $10,000,000,000. Therefore, your supporting structure all
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‘the way along the line has been materially increased to where I am very

confident that the Federal Deposit Insurance Corporation can protect

{)he 1l{)ank depositors. At no time do we ever attempt to speak for the
anks.

Senator Doucras. I do not want to interrupt constantly, but the
bigger the house, the bigger the fall. Samson was in quite a large
paiace, you know, and he is presumed to have brought it down.

Mr. Hare. As you remember, Samson was a blind man, and I be-
lieve the bankers of this country have their eyes wide open to condi-
tions.

Senator Doucras. Let’s turn from the Old Testament to the New
Testament. I use this rock and sand analogy. The point I am trying
to get at is this, and I repeat: If bank runs are initiated by the with-
drawal of large accounts and if only the first $5,000 is insured, what
is to prevent this from happening again?

Mr. Harr. In the first place, in the last 15 years the Federal Deposit
Insurance Corporation has eliminated large runs.

Senator Doucras. Because there has been no doubt about the sol-
vency of the system, but suppose you do get a serious depression. You
have been in the period of inflation, rising prices, full employment—
and we hope, so far as full employment and rising production is con-
cerned, that will continue, although not rising prices—but suppose we
‘were to get into a period of declining production, declining employ-
ment, falling prices, shrinkage of assets, fear, and panic. Now, would
your house stand when only the first $5,000 is insured ¢

Mr. HarL. Yes, sir.

Senator Douveras. Is this an affirmation or a hope?

Mr. Hare. This is based on 14 years of operating procedures.

Senator Doueras. I say, with all deference to you, Mr. Harl, I say
the experience of 14 years of sunny weather is no guaranty that in a
period of storm you necessarily can stand.

Mr. HarL. The chart here on this last page—I am trying to illus-
trate by that, Senator, our exposure is entirely in the bond accounts
and the discounts. Therefore, if the Government bond market is
maintained at par, the Federal Deposit Insurance Corporation, in our
opinion, can meet any strain on the banking structure. )

Senator Doucras. Then your hopes are based upon the continu-
ance by the Federal Reserve Board of the present price-support pro-
gram for Government bonds? '

Mr. Haru. My statement is predicated on what the bankers of this
country were led to believe by those in high authority at the time they
made these tremendous investments in Government securities.

Senator DoucLas. Suppose the Federal Reserve Board were to take
the position that these assurances did not bind them in perpetuity and
that while they had followed this policy for a period of years, now it
was time to allow “natural forces” to determine the price of bonds.

The price of Government bonds, let us say would fall, we do not
know how much they would fall. You would not be so certain that
the banks could stand up then, would you?

Mr. Harr. If you had $50,000,000 invested in Government securi-
ties and you were informed or you picked up a rumor that that market
might be 90 cents next week, as based on the dollar today, you would
immediately start selling.

Senator Doucras. Naturally.
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Mr. Harr. So the old case of the law of supply and demand goes
into gear. Now, whether it is Government bonds or the free gold mar-
ket, if you have more gold offered than you have purchasers, you natu-
rally are going to have a sliding market. Therefore, I think it is most
essential that those who are handling our monetary policies and. credit
policies of this country maintain Government bonds not only from a
banker’s standpoint but for those individuals who took their savings
and put them into Government bonds, and I think they are entitled,
just as much as the $5,000 depositor is guaranteed, to have their bonds
guaranteed at par. :

Senator Doueras. All T am trying to find out is this: Is not your as-
sumption that your present guaranty will maintain the system based
upon a further assumption that the Federal Reserve Board will main-
tain the support on Government bonds?

Mr. Hare. That assumption is correct. In insurance you always
have something that might happen.

Senator DoucLas. Suppose, however, your assumption concerning
the Federal Reserve Board is wrong and that for reasons, whether
@ood or bad, the Federal Reserve Board decides to remove the peg
either completely or partially. Would you have as much confidence in
the insurance system taken by itself to maintain the solvency of the
banks as you otherwise would? )

Mr. Hare. In that case you would have to have dollar for doilar for
everything you guaranteed, because if Government bonds are not
worth par you would then have to have—if you guarantee anything,
vou would have to have almost the equivalent in cash. :

By that same token, if you look at our financial statement, you will
note on this assumption that you mentioned there, you will also see
what would happen to the Federal Deposit Insurance Corporation,
which has roughly $1,000,000,000 invested in Governments, and L
will say the Congress, when they enacted this law, definitely stated
we had to invest our money in Governments.

Therefore, it would seem that the Congress at that time felt as if
the most gilt-edged and safest investments in the country were Gov-
ernment securities. By the same token, if you will pull the plug, so
to speak, on Governments, you would not only hurt every man and
woman who invested in Governments but you would likewise do a
great injustice, whoever pulls that plug, to this Corporation, because
1f you look at the statement you will see the investments of the Cor-
poration are primarily, and statutorily so, in Government, securities.

So, getting back to that assumption, if this market slides off, it
would not only hurt the banks per se but the insurance corporation
and every man, woman, and child in this country, including some
large trust funds.

Senator Doucras. Here is the point I am trying to get at, and 1
am afraid I have not done any too well in the form of the questions I
have asked.

You have no power over the Federal Reserve Board to determine
their policy, but you do have power to make recommendations con-
cerning FDIC policy. Now, since you cannot control Federal Reserve
policy, should you not take into account the possibility that the Federal
Reserve System may remove the price support or reduce the price
support on Government bonds? In which event, you would be in
trouble. Therefore, to guard against that trouble, might it not be ad-
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visable to increase the coverage of insurance as a hedge against such
a possibility occurring ¢

Mr. Harr. Sir, if we increase the coverage—and we are not opposed
to it, as yet we have not taken a position opposed to increased cover-
age—but in the event we increase coverage to $10,000 and the Federal
Reserve or the other authorities involved should remove the support
of the bond market, the very foundations of what this Corporation 1s
predicated on, entire resources of a billion dollars, would be.affected
by any such policy. -

If we had them insured—if we had the banks insured in full and
the reserve which we are utilizing to pay those was depreciated by
'some action, manifestly that would curtail our ability to pay because
we manifestly would not be in a position—of course, it would not be
policy to carry a billion dollars in cash; so Congress decreed wisely
that we invest in Governments, which we have done.

Now, if they remove the support, suppose you left the coverage to
$$10,000 on the one side and remove the support on bonds on the other,
you will find this Corporation has a greater liability with less ability
‘to pay.

1{)/11').’ Bucraxax. Would there be inflationary tendencies if Congress
were to increase the coverage to $10,000. Tell us what it would do to
country banks to increase bank deposits there and the potential avail-
ability of bank credit.

Mr. Harr. Congressman, I do not think that increasing the insur-
ance coverage to $10,000 would be inflationary at all. I think it might
cause a shifting of deposits. It would have the effect

Mr. Bucuaxan. Now, a siphoning off of funds, and if funds re-
mained with country banks, it would be an increase in remaining bank
deposits.

Mr. Harw. It would not be an increase in deposits in total, but there
would be a shifting of deposits.

Mr. Buciianvan. Which would cause an increase in bank credit.

Mr. Harr, The deposit level would be the same. If you have
$142,000,000,000 in deposits and the corporation or the operator has
%5,000 in 50 banks over the country and the rest of it in a metropolitan
institution, the chances are that if you raise the coverage to $10,000,
he would not consolidate his overage in a metropolitan bank.

Mr. Bucranax. It would cause a shift?

Mr. Harn. That is our answer. You would have a shifting of de-
posits. You raised a question a minute ago, Senator Douglas, about
the larger corporation. The larger corporation draws its money off
in many cases to the metropolitan bank, because they are insured up to
$5,000, but as you well know, coming from Chicago, the directors and
the boards of directors of these larger metropolitan banks are made up
of those corporation officials from the corporations in the city; so they
are on the inside of their own bank.

Senator Doucras. What conclusion do you draw from that?

Mr. Harr. The conclusion is that you can watch much more closely
the money in your pocket than you can the money in Congressman
Wolcott’s pocket.

Senator Doveras. Does that facilitate withdrawals or impede with-
drawals?

Mr. Hagrn. It would depend entirely on how Congressman Wolcott
wants to invest your money.
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Senator Doucras. Does that impede withdrawals or facilitate
withdrawals? .

Mr. Harn. That is a policy Congress would have to determine.

Mr. Bucuanan. Now, as to the premium rate, what is your position
on the reduction of the premium rate?

Mr. Harr. We are endeavoring to analyze one thing, the premium,
as to whether or not the premium should remain as it is 1f your coverage
goes up- Manifestly, if you increase coverage from $5,000 to $10,000, it
would seem by all rules of exposure, that your premium should either
stay in status quo or be increased. ‘ :

Therefore, we believe the premium or the so-called assessment is
tied very closely to the increase in coverage. :

As Dr. Cramer stated a few minutes ago, we have a questionnaire out
to all banks asking for the amount of deposits in total and the number
of depositors, Likewise, the number of depositors, $5,000 or less,
“$10,000 or less, and so forth.

It would seem from the 1945 questionnaire that if you go to the
$10,000 bracket, you will then insure in full 98 plus percentage of ac-
counts.

Senator Doucras. But the question is, What percentage of deposits
will you insure? The present insurance, which covered 96 percent of
the accounts, only insured 46 percent.of the deposits. '

Mr. Hare. That will also be determined by the questionnaire.

Senator Doucras. Mr. Harl, I was interested in your statement that
the Corporation took no stand on increase in coverage, which you have
made verbally, and then I turned back to page 209, in which you made
-a statement on this, in which you said, and I quote:

Therefore, we are of the view that the Corporation, under the present insur-
ance coverage, is making a maximum contribution to furthering the purposes of
the Employment Act and in this respect there would be no benefit to be gained
in changing the coverage of deposit insurance.

Now, these two statements of yours seem to be in conflict. I am not
interested in indicating conflict or putting you on the spot, but I am in
some doubt as to which represents your point of view.

Mr. Harr. As I said before, the matter is being predicated on the
results of this last questionnaire. The answers here were predicated
on the questionnaire that was gotten out in 1945.

Senator Doucras. Then do I understand that the Corporation is
open-minded ?

Mr. Hare. It is.

Senator DoucerLas. On this question of whether we should raise the
coverage of the $5,000 limit?

Mr. Harr. Yes, sir. '

Senator Doucras. You are not opposed to it ?

Mr. Harr. No, sir. We are open-minded all the way through.

~We are working with this questionnaire:. The savings banks of- this
country as well as commercial banks have an FDIC committee, and
they are working with us, and- anything-that we come to you gentle-
men with or anything that you gentlemen come to us with after this
questionnaire comes in, we can discuss more intelligently than we can
today, because our answers here are predicated on the last study
we made.
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Mr. Worcorr. I wonder if your 1945 study shows what percentage
of the 2deposits would be insured had you insured the first $10,000
in toto? . ‘ -

Mr. Cramer. Fifty percent approximately. i

Mr. WoLcorr. About 4 percent more than shows under the $5,000
insurance? . o

Mr. Cranmer. I was speaking of the commercial banks only.

-~ ‘Senator Doucras. Then, in other words, the deposits over $10,000,
which form most of-the residue of deposits over $5,000—

Mr. Worcorr. Over $10,000. He said if $10,000 were covered.

Senator Doucras. Fifty-four percent are over $5,000 and 50 per-
cent over $10,000; so that the overwhelming proportion is in the group
above $10,000.

Mr. Harr. We have some cities out West where you have some small
country banks. They in turn deposit, we will say, in Grand Junction,
Colo.; Grand Junction deposits in Denver; Denver deposits in Chi-
cago; Chicago deposits in New York. ‘ :

Senator DoucLas. If you eliminate the interbank deposits and dealt
only with the deposits of individuals-and corporations——

Mr. Hare. That is what we are going to do. We will take entire
bank deposits, and after you do that, it boils down to: What are the
real honest-to-goodness deposits in this country ¢

Senator DoucLas. Did these 1945 figures include interbank deposits
or were they deposits of individuals and corporations?

Mr. Harr. We used the entire amount of deposits at that time. We
are going to eliminate that and get right down to what are deposits
without interbank deposits.

Senator Doucras. That would show, of course, a much higher per-
centage in the $5.000 to $10,000 limit of total primary deposits.

Mr. Hare. That is right. It will show that 98 percent of your
depositors on the basis of $10,000, that 98 percent of your depositors
are insured in full, and those 2 percent which are not fully insured
come in this category of interbank deposits as well as corporate
deposits.

Senator Doucras. Are you open-minded on the question of increas-
ing the coverage for the savings and loan associations as well as the
commercial banks?

Mr. Harn. We have not made a study of it, but the savings and loan
associations do not come under our supervision.

Senator DoucrLas. But the Administrator of the Housing and Honie
Finance Agency, as I understand it, has recommended an increase
of coverage to $10,000 in that type of institution, and.I wonder 1f you
have given any thought to that. :

Mr. Hagrr. As you know, the mutual savings banks have a ceiling on
the amount of deposits they will accept. In New York their ceiling
is $7,500. Therefore, we are interested in going along with what the
mutual savings banks recommend.

Senator Doucras. What do you mean by “ceiling”?

Mr. Harn. They do not take accounts larger than that on which
they pay interest and the mutual savings banks are very much inter-
ested in $7,500 accounts, because as you know, we have some tremen-
dously large mutual savings banks. They feel there should be a ceiling
of $7,500 on the coverage. That gives them 100-percent protection.
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Mr. Bucaanan. Suppose the $10,000 figure were suggested for sav-
ings and loan, what would be your position? Would you approve
or take the position against it ?

Mr. HarL. We would not want the savings and loan associations
to have any greater advantage than the savings banks, because, as you
know, when you put your money in the savings and loan association,
you get a share or ownership interest. When you put your money in
a bank, you have a debtor-creditor relationship. There is quite a
difference there.

Senator Doucras. Mr. Harl, in your written statement, on pages
212 and 213, you opposed the Hoover Commission proposal that FDIC
be placed under the supervision of the Treasury Department on the
ground that it was a mutual insurance fund and that it should be
independent of the Treasury or any other agency or department.

Now, as you know, the Comptroller of the Currency is also under
the Treasury, but the deputy comptroller testified yesterday that the
Treasury had never attempted to control its policies or to go into the
matter as to whether or not a given bank was solvent.

I think it is on record that the examiners for the Comptroller of
the Currency are about as incorruptible as any set of men in the
country. )

Now, are you afraid that the integrity of your examinations would be
impaired if you also went into the Treasury, maintaining the same
degree of independence in the examinations that the comptroller’s
stafl maintains?

Mr. Hare. To begin with, we choose to stand on our replies here
on the pages you mentioned. No. 2, we have never impugned the in-
tegrity of any examiner, be he comptroller, Federal Reserve, and/or
State supervisor.

Senator Doueras. Well, you are much more charitable than I am
on that point, becanse I have had enough experience with State banks
to know that supervision in the case of State banks is not always of
an'extremely high level ; not always.

Mr. Harr. Asa matter of judgment, we think, and not integrity.

Senator Doueras. Well, the national bank examiners certainly have
a very high reputation for integrity and competence. We may dis-
agree with them as to whether a sound banking system is made up solely
of sound individual banks or whether sound individual banks are not
also affected by the system as a whole. 'We may disagree with them on
that point of policy, but no one, I think, can question their technical
competence or integrity, and I wondered in view of that fact, just
why you did not want to be put in a status comparable to them under
the Treasury?

Mr. Harr, The comptroller charters national banks, as you well
know.

Senator Doteras. Yes.

Mr. Harr. Then you open up the whole matter of States’ rights, be-
cause you would have the control of Federal chartering policies vested
in the same group that does insuring. As you know, we approach each
and every insurance situation on its own merits. The commissioner of
New York charters a bank, and then if the bank desires and wants in-
surance, it is entirely voluntary. The bank can apply for insurance
and we make the examination, and if we find a bank meets our stand-
ards, it Is insured.



MONETARY, CREDIT, AND FISCAL POLICIES 123

I would like to say in that respect that of the 12 largest banks in
New York City, and they are large, nine of them are State-chartered
banks. - :

Senator Dovecras. Does your reply boil down to this : That you think
if FDIC went into the Treasury, that the independence of the State
banking systems might be endangered

Mr. Hage. 1 think you will find the 48 State banking commissioners
likewise share that view.

Senator Doucras. Then itis your view ?

Mr. Hare. It is my view that the Federal chartering authority and
the insuring authority should not vest in the same group.

Senator DoucLas. What I am trying to get at is this: Do you think
if FDIC went into the Treasury that that might be the camel’s nose
under the tent, if I may use weighted language, the camel’s nose under
the tent to extend added Federal control over the State banks?

Mr. Harr. I would think that would be a pencilin the dike.

Senator DoucrLas. If we may get away from these figures of speech,
I take it that is what you do think, that it would be a possible prelude
to added Federal control over State banks. '

Mr. Harn. I do, sir.

Senator Doucras. We finally get that point established. Why do
you feel that?

Mvr. Harr. As I said before, our answers are given here on this ques-
tionnaire. That is No. 1. No. 2

Senator Doucras. Well, I read your reply last night and I may have
been somewhat tired. I gathered that you were opposed to it, but T'
did not quite gather why you were opposed to it, and I am a little bit
fresher this morning and probably could understand these reasons
better if you were to repeat them.

Mr. Hagw. I can say itin a very few words. We do not believe that
the Federal chartering authority should vest with the insuring group
or vice versa. We do not believe the insuring group should have the
power to charter. We believe the two should be separate and apart.

Senator Doucras.. I do not think the Hoover Commission proposed
that you be given the power to charter State banks. Are you afraid-
that you would have the State system wiped out if FDIC came in the
Treasury and that you would become the chartering agency or Comp-
troller of the Currency ?

Mr. HarL. We feel if the Federal chartering authority were the in-
suring authority, that it would be a step toward eliminating the dual
system of banking.

Senator Doucras. I do not see that the chartering authority would
be involved at all.

Mr. Harr. It is very much involved, sir.

- Senator DoucrLas. 1 do not see how it would be involved at all in
your transfer to the Treasury. Chartering authority would still, in
the absence of other legislation, remain in the hands of the States.

Mr. Har. The chartering authority for a State bank would still
remain in the hands of the State, but the chartering authority for the-
national banks——

Senator Doueras. That is already there.

Mr. Hage. It is, but the FDIC is not there. Suppose you place the-
Federal Deposit Insurance Corporation under the same authority and.
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the same policy operating group that does the chartering of national
banks you would find that you would have a conflict immediately.

Senator Doucras. Now, you are speaking not of State banks, but of
national banks. :

Mr. Harw. That is right. )

Senator Doucras. And you want to have one agency to charter and
another agency to insure? :

Mr. Harn. That is right. :

Senator DoucrLas. Why do you want that, aside from the well-known
American desire for checks and balances and distributing authority
all over the lot, so that A watches B and then if anything goes wrong
can say that it is B’s fault?

Mr. Harr. You have in this system

Senator DoucLas. You see, we in Congress would like to get away
from this “Button, button, who’s got the button” game and be able to
find who is responsible, because whenever we want to put someone
on the mat—that is a polite term—and find out who is responsible,
the responsibility 1s always shifted to someone else.

So that frequently Congressmen feel that they are being exposed
to an administrative shell game in which the pea is always underneath
another shell, and the civil servants face one with a frozen face saying
it is someone else’s responsibility; and, as a result, we feel frustrated
and that at times may account for the impolite behavior of Senators
and Congressmen toward administrative ofticials.

Mr. Worcorr. And also toward each other.

Senator Dougras. Sometimes the frustration laps over.

Mr. Haro. Neither the Comptroller of the Currency, the Gover-
nors of the Federal Reserve Board, or the directors of the Federal
Deposit Insurance Corporation are under civil service and, therefore,
they are subject to removal. :

Senator DougLas. I am sorry, who is under civil service ?

Mr. Harrn. None of the bank supervisory authorities.

Senator DovcrLas. That is, none of the officials of the Comptroller
of the Currency? .

Mr. Hare. The Comptroller of the Currency is not, the Board of
Governors of the Federal Reserve System are not, and the directors
of the Federal Deposit Insurance Corporation are not.

Senator Doucras. Are your employees under civil service?

My, Harn. We are by Executive order.

Senator Doucras. Well?

Mr. Harr. But the policy end of it, the staff naturally follow policy
as laid down by the Comptroller or by the Board of Governors of the
Federal Reserve or by the FDIC directors, and they are all

Senator Doucras. Are you saying that the purity of your em-
ployees would be contaminated by their being brought into the Treas-
ury because the bank examiners are not under 91v1l service?

Mr. Harr. I am not implying any such thing, but you made the
statement, if the record is correct, that the Congress is sometimes
frustrated by the acts of civil servants and also by acts of the bank
supervisory authorities. . o )

Senator Doucras. Not bank supervisory authorities—civil-service
employees in general. It is a matter of genus rather than species.
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Mr. Hare. I would like to get down to the three or four bank super-
visory agencies, and we did not know that-we had ever frustrated the
acts of Congress. .

. Senator Doucras. I did not say you had frustrated the acts of Con-:
gress. I say civil servants frustrate Congressmen.” I sometimes think
the first is true also.

Mr. Worcorr. May I suggest, Senator, that after you have been
here 10 or 12 years you do not get frustrated about anything. You get
the rough edges worn off, and you take a good many things for
granted.

Senator Doueras. That may be the trouble.

Mr. Worcorr. You build up an immunity to frustration.

Senator Doucras. That may be the trouble. I think a healthy frus-
tration is very good, but the objects of frustration should be removed.
New ones will develop. Go ahead. :

Mr. Harw. Sitting on your left and sitting on your right are two
Members of the Congress, and I believe they will testify that so far as
the Federal Deposit Insurance Corporation is concerned, we have en-
deavored at all times to work just as closely as possible with the Con-
gress and with their respective committees. Isthat not true?

Mr. BucaANAN. It is true, Mr. Harl.

Mzr. Worcorr. I concur.,

Senator Doueras. I am sorry, Mr. Harl, my attention was diverted.

Mr. Harr. Ijust asked the two members of the committee if we have
not at all times as members of the Corporation and as individuals en-
deavored to work closely with them on matters of policy as well as
procedure. ’

Mr. BucaanaN. My affirmative “yes” was emphatic. I do not know
whether Mr. Wolcott’s was as emphatic as mine.

Mr. Worcorr. I confirmed it without going into conference about it.

Senator Douceras. Your virtue has been affirmed by my two col-
leagues. We are not trying to put anyone on the spot, but we are
trying to work our way through a maze of Government departments
and policies, and so forth, and try to integrate them, whick is pre-
sumably the function of the legislative body.

I take it from your replies that you do not want to go into the
Treasury, but as I say, I also take it that your reason for it is very
similar-to the little poem by Henry Wadsworth Longfellow, which he
wrote as a young man:

I do not like you, Dr. Fell

The reason why I cannot tell

But this I know and know full well
I do not like you, Dr. Fell.

In other words, you do not want to go into the Treasury.

- Mr. HarL. May I ask you: Have you asked the Treasury whether
they would like to have us or not?

Senator Doucras. No; they are going to come later, but we are ex-
ploring the possibilities of marriage between you two gentlemen.

Mr. Harw. Ibelieve marriage is a contract which requires the assent
of both contracting parties. :

Senator Doucras. Not necessarily, not in this case, because it so
happens that the legislature is still supreme in theory in this country,
“and we can compel, if we should choose to do so, the combination,
even though the two parties did not choose.

99076—50——9
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Mr. Hare. A shotgun wedding?

Senator DoueLas. We sometimes perform shotgun weddings.

Now, I take it that you are a very strong believer in the dual bank-.
ing system. That is, the system of State banks in addition to the
system of national banks. :

Mr. Harn. I am a strong believer and a supporter of the dual sys-
tem of banking. . .

Senator Doucras. That is really 49 systems of banking, is that not
rigfht, because you have 48 States and the Federal Government, and
rules among the States are not uniform. :

Mr. Hare. We might expand it and call it 51, then.

Senator DoucLas. Yes. Why do you believe in that?

Mr. Harr. T would say that as compared with other countries, it
has been successful. I think the greater number of banking systems
that you have in the country, the greater protection you have from
nationalization or centralization of banking and credit and, after all,
that credit is the lifeblood of this country.

Senator Doucras. I would as-a follower of Andrew Jackson—I
would agree it would be very dangerous to have the lending facilities
of the country concentrated, but you could still have the lending
facilities diffused but all the banks members of one systen.

Let me ask you a question about the percentage of failures under the
State banking systems and the percentage of failures of national banks.
Have you ever collected figures on that point? ,

Mr. Hare. We have, but I think it would be more important not to
deal in percentages. I think it would be more important to deal in
dollar volume.

Senator Doucras. No; because thie State banks are the small banks,
so that if you dealt in dollar volurhe, you would not, have a picture of
the comparative risk of failure of the two systems.

Now, has anyone ever collected figures on the relative percentage of
failures among State banks as compared with National banks?

Mr. Hart. We would be very glad to get them, but I still go back
to say—

Senator Douveras. Say the last 20 years. Go back to 1929 in order
to include the stormy years as well. My own impression, subject to
cheek and correction, is that the percentage of failures of the State
banks is very appreciably in excess of the percentage of failures among
national banks and that the percentage of deposits in State banks
which are lost through failure is much greater than the percentage in .
nationals. That is a simple fact, and I presume it is available.

Mr. Harw. It is available. ’

Mr. Worcorr. May I make an observation, what I consider an inter-
esting observation along that line: That in Michigan at the time of
the bank closings, there were twenty-some-odd private banks being
liquidated as the owners of them died and were being dissolved other-
wise.

The private banks are under no supervision at all. They are strictly
on a local basis, dependent entirely upon the integrity of the manager
of the bank and his judgment. A very strange thing happened in
Michigan.

When all the other banks throughout the United States closed, these |
private banks were the only ones who remained open, and I think the
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record will show that there has not been a dollar lost in any of these
little private banks for over 20, 25, or perhaps 30 years. )

Senator Doucras. 1 was not speaking of the private banks, which
are not subject even to State inspection and examination, but I was
speaking of the State banks which are subject to State rules, not na-
tional rules, and those State rules are generally much less, or, rather,
the rules for State banks not members of the Federal Reserve System
are much less stringent.

Mr Worcorr. The point I wanted to make was that the solvency
or liquidity or soundness of the bank does not always depend upon
the quality of the examination. It depends largely upon the efficiency
and integrity of the management.

Senator Doucras. Well, I would agree that it does not always de-
pend upon that, but I would say that the rules concerning assets are
certainly one factor in determining the solvency of banks.

Here is a statistical fact that can be settled one way or the other.
T would like to have Mr. Chandler, who is adviser te our subcommit-
tee, prepare material on this point and have it checked by the Comp-
troller of the Currency and by your office.

Mr. Worcorr. Would you want to bunch all nonmember banks into
one patkage, or would you want to break it down by States, because
State laws-vary tremendously ?

Senator Doucras. We could have subdivisions to indicate the States
which have been lax, but I think it would be very interesting to get
figures on national banks, on State banks which are members of the
Federal Reserve System, and on State banks which are not members
of the Federal Reserve System.

Do you have those, Dr. Cramer? )

Mr. Cramer. I thought you might be interested in these figures.
We have through December 31, 1948, 15 years’ experience. We have
aided 407 banks, a total of 407 banks.

Senator Dovcras. Failed?

Mr. Cramer, We can very easily supply you with those, showing
how many of those were national banks and how many——

Senator Doueras. And the deposits?

Mr. CramER. And by years.

Senator Doucras. And the percentage of those deposits of the
total deposits of the category of banks in question.

In addition to that experience, I would also like to get the experi-
ence of 1929 to 1933, which is the real period of storm and stress.

(The information referred to above, furnished by the FDIC, is as
follows:) ’

In the following table the data since the beginning of deposit insurance are
shown not only for the entire 16 years but also for the first and second 8-year
periods. During the first of these periods, the suspended insured banks were
largely banks which were reopened after the banking holiday in the expectation
that they would recover successfully, but proved unable to do so. It should
be noted that during the past 8 years there has not been, as was the case formerly,
a significant difference between the failure rates of the various classes of banks.
‘We believe this is attributable to the great improvement which has been brought
about in the examination and supervision of State banks. Since May 1944 no
insured bank has been placed in receivership; all insured banks in such financial

difficulty that closing was necessary have been merged with the assistance of the
Federal Deposit Insurance Corporation.
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Number and deposits of suspended commercial banks for selected periods

since 1865
Commeercial banks Insured commercial banks !
1865-1920 1921-33 1934-49 1934-41 1942-49
(56 years) | (13 years) | (16 years) | (8 years) (8 years)
Number of suspended banks:
Total. e 3,767 14, 807 410 369 41
National hank 733 2,713 70 51 19
Other members Federal Reserve Sys-
L U O] 592 22 18 ‘4
Not members Feder.] Reserve System. 3,034 11, 502 318 300 18
Deposits of suspended banks (millions of
dollars): i .
Total oo e 1, 180 8,453 527 464 63
National banks. .. _____. ... 324 2,798 105 70 36
Other members Federal Reserve Sys-
E72) ¢ (VA R, ® 1,464 183 176 11
Not members Federal Reserve System. 865 4,192 234 218 16
Average annual number of suspensions per
100 operating banks:
Total oo @ 4.37 0.19 0.33 0.04
National banks.____________.____.__.._ 0.32 2.74 .08 .12 .05
Other members Federal Reserve Sys-
L33 1+ WU PGPS (SN 3.49 .09 .20 .03
Not members Federal Reserve System. ) 5.16 .29 .51 .03
Average annual deposits of suspended
banks per $100 of deposits in operating
banks: ‘
$1. 52 $0. 04 $0. 12 $0.01
National banks. 110 .01 .03 .01
Other members
tem. o aeeeaoo .95 .06 .14 . 004
Not members Federal Reserve System. . 2.86 .14 .45 .01

Cl To Nov. 15, 1949. Includes banks merged with the financial assistance of the Federal Deposit Insurance
orporation.
2 For 1914-20 included with banks not members Federal Reserve System.
3 Not available. Deposit data for operating State and private banks during a substantial part of the
eriod, 18(55—11)(1)20, were derived from tax records. Comparable information on the number of those banks
1s not available.

Senator Doucras. Now, if it were to be shown——

Mr. Worcorr. Be careful about that, because I am not so sure but
what during that period there were many more Federal banks went
under than %tate banks.

Senator Douaeras. I do not have an idée fixe on this. If it should
develop there were more Federal failures than State failures during
that period, I want to find it out. I am not starting out with the
assumption

Mr. Worcort. I assumed you wanted a little more concentration of
power on the part of the Federal Government over banking.

Senator Doueras. I am an inquirer after truth rather than one who
seeks to impose a policy. I am sure you will give me credit for that.

Mr. Worcorr. I haveup to the present time. Youhave not done any-
thing yet to cause me to change my mind in that respect.

Senator Doucras. I am delighted that thus far I have not lost
prestige with you. I should feel badly if that were to occur.

Mr. BucraNan. On the question of bank reserves, Mr. McCabe in
his statement from the Federal Reserve Board proposed legal re-
serves—proposed on page 61 here in his statement that the legal-reserve
requirements of commercial banks should rot depend on whether or
not the banks were members or nonmembers of the Federal Reserve.
In short, the Federal Government should prescribe reserve require-
ments for all banks.

Now, since you are an advocate of the dual system of banking, how
do you feel about raising the reserve requirements of State banks?
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Mr. Harr. We are very much in favor of raising the reserves of State
banks, but I think you will find, if you take all the deposits and add
them up, you will find that better than 75 percent of the State bank
supervisors have reserve requirements equal to or better than the Fed-
eral Reserve requirements. For example, in the State of Colorado any
bank which is a depository bank has to carry at all times and has had
to carry since 1927 at least 25 percent reserves.

In other words, to rephrase this answer, Congressman, I would say
that the State laws and/or the regulations promulgated by the State
bank commissioners in those States having at least 75 percent of the
total bank deposits, their reserve requirements are equal to or greater
than those presently required by the Federal Reserve System.

Mr. Bucra~Nax. I was under the impression that Federal Reserve
requirements ran on the rough of about 15 to 22 percent; whereas the
average of the State bank reserves was around 10 to 12 percent.

Mr. Harr. If you go back into the situation in the States of New
York, New Jersey, Connecticut, and a great many other States, the
bank commissioner by promulgation has always insisted that the re-
serves of his banks run coincident with or coincide with the require-
ments of the Federal Reserve, and in other States it is fixed by statute.

Mr. Bucranan. In how many cases?

Mr. Hagrr. I would not know the number of cases.

Mr. Bucmanan. I was thinking in terms of State statutes rather
than administrative regulation of the State banking commissioner.

Mr. Hagw. I think we can get the answer to your question in probably
1 hour.

Mr. Bucranan. I would like to see it in the record.

Mr. Hare. We will get the answer and have it in for the record.

Mr. Bucranan. I wish you would.

(The information referred to above is as follows:)

Reserve requirements of State commercial banks and trust companies, by kind of
deposits (demand and time), Dec. 81, 1948*

[Percent of deposits specified]

Different reserve

Irjélsg?‘r’reu requirements on—
State require- -
migﬁsos??s all [ pemana Time

deposits 2 deposits ?

Alabama__
Arizona___
Arkansas._ ..l s0
California___.__.________...____.__ 53

"""" 03
718,
714,

Georgia__. 15 5,
Idah

4.
103

—
=

See footnotes at end of table, p. 130.
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Reserve requirements of State commercial banks and trust companies, by kinds of
deposits (demand and time), Dec. 81, 1948 *_Continued

: Different reéérve
Uniform .
reserve requirements on—
State require- .
ments on a :
deposits 1 Demand Time

deposits ? deposits ?

New Mexico.
New York..
North Carolina

South Carolina..
South Dakota..

Virginia. .
Washington___
West Virginia__
‘Wisconsin.__
Wyoming

1 In most cases these are the rates prescribed in the State law itself. Where the law empowers banking
authorities to change reserve requirements, the rates actually in effect on Dec. 31, 1948, were ascertained by
correspondence or otherwise,

1 Where two or three percentages are shown, the second and third apply to banks designated or approved
as reserve depositaries, or to banks in central reserve or in reserve cities, specified cities, cities with specified
population, etc., as follows:

Arizona: The 20 percent requirement applies to banks in places with population of 50,000 or more.

‘Arkansas: The 20 percent requirement applies to banks designated as reserve agents; 50 percent to banks
in places with less than 1,500 population with capital of $10,000 or more but less than $25,000. .

California: The 18 percent requirement applies to banks in places with population of 100,000 or more; 15
percent to banks in places with population of 50,000 to 100,000.

Colorado: The 25-percent requirement applies to banks designated as Reserve banks.

RI()Wa: :IA‘htG) higher requirement applies to banks in Reserve cities (designated as such under the Federal
eserve Act).

Kansas: The 20-percent requirement applies to demand deposits due to banks in State banks. For all
trust companies, the reserve requirements are 25 percent of demand and 10 percent of time deposits, but
there are only 4 trust companies (with little or no deposits) in the State.

Kentucky: 13 percent of demand deposits for central Reserve city banks, but there never has beena central
Reserve city in the State.

Massachusetts: The 20-percent requirement applies only to trust companies acting as Reserve agents.

- Minnesota: The higher requirement applies to banks in Reserve cities (designated as such under the
Federal Reserve Act). . 5

Mississippi: The 25-percent requirements against demand deposits and 10 percent against time deposits
apply to banks in places with population over 50,000.

Missouri: The 18-percent requirement applies to banks in places with population of 200,000 or more.

Nebraska: The 20-percent requirement applies to banks in places with population of 25,000 or more.

Nevada: An additional reserve of 10 percent is required against reserve deposits due to other banks, but
no State bank reported any such deposits on Dec. 31, 1948.

New York: The 26-percent requirement applied on Dec. 31, 1948, to banks in the Borough of Manhattan:
QBO-Iferr]cent requirement applied to banks in the Boroughs of Brooklyn and Bronx, in New York City, and

uffalo.

d North Dakota: The 10-percent requirements in the time deposits column applies to secured savings
eposits.

Oklahoma: The 18-percent requirement applies to approved depositaries.

Oregon: The 10-percent requirement applies to time deposits in noninsured banks, but thre was only
one such bank in December 1948 and it had no deposits.

Texas: The 20-percent requirement applies to banks with capital stock less than $25,000.

Utah: The 20-percent requirement applies to banks in places with population of 50,000 or more.

Wisconsin: The 20-percent requirement applies to banks designated as reserve banks. i

3 The reserve requirements shown in the time deposits column for Arizona, California, Connecticut,
Massachusetts, Nebraska, Rhode Island, Utah, and Wyoming apply only to deposits in the asvings depart-
ments of commereial banks and trust companies. Other time deposits are subject to higher requirements,
but inspection of State banking department annual reports discloses that such deposits in California, Con-
necticut, Massachusetts, and Rhode Island are relatively small in comparison with deposits in savings
departments; the same thing probably is true in the other States, to the extent they have separately operated
savings departments in commercial banks.

¢ No statutory reserve requirements. i i ]

155 The 20-percent requirement against demand and 6 percent against time deposits became effective Feb.

, 1949, .
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Mr. Bocuanaw. By statute, by banking commissioner regulations,
administrative regulations, as compared to here where we have the
Federal Reserve figures.

Senator Doucras. Mr. Harl, I was called to the telephone for a
minute, and I did not gather whether you favored Mr. McCabe’s pro-
posal of minimum reserve requirements for all banks, including those
not members of the Reserve System. -

Mr. Haru. We are very strong for reserves. As I told Congressman
Buchanan, I think a survey will show that requirements, either ad-
ministrative or statutory, of all States, at least covering 75 percent or
more of the deposits, that they are equal to or greater than the present
requirements of the Federal Reserve.

Senator Doueras. The reserve requirements under the Federal Re-
serve city banks are now 18 percent; is that correct?

Mr. Bucnanaw. It runs from 24——

Senator Doucras. Reserve city banks?

Mr. Bucaanan. Twenty, and country banks 14.

Senator Doucras. Well, in connection with another matter, I have
had the reserve requirements in & number of States studied; and, with
the exception of Louisiana, District of Columbia, Vermont, and
‘Wyoming, I found no State which had reserve requirements in excess
of 15 percent.

Mr. Bucuanan. By statute?

Senator Doucras. By statute, which would be 1 percent higher, it
is true, than country banks, but 5 percent lower than Reserve city
banks, and Reserve city banks cover quite a wide range. In a number
of cases the reserve requirements were below this. In Towa, 7 percent;
Kentucky, 7 percent; Montana, 10 percent; California, 12 percent;
North Dakota, 10 percent; New Mexico, 12 percent; South Carolina,
7 percent, Tennessee, 10 percent; Virginia, 10 percent; West Virginia,
10 percent ; Wisconsin, 12 percent ; and, further, that this composition
of the reserve under the State laws for the major part could not only
be cash but balances with depository banks.

So there seems to be quite an area, at least, in which the reserve
requirements of State banks not members of the System are very appre-
giably below the requirements of banks which are members of the

ystem. .

Now, that gives to the nonmember banks'greater earning power for
any given amount of reserves; they can extend more credit upon
a given amount of reserves; and their multiplier is greater, and one
can understand .why bankers would favor that; but there 1s always
the question () as to whether it is adequate for safety and (5) whether
it does not exercise an inhibitory influence upon attempts to check
inflation through alteration of the reserve requirements.

Those are the problems of public policy which we have. I wonder
if you would be willing to comment on that.

Mr. Harr. I believe the Senator earlier in the conference made
the statement that 84, between 84— - -

Senator Doucras. Eighty-five percent.

Mr. Harr. Eighty-five percent were Federal Reserve members.

Senator Doucras. Eighty-five percent of the deposits were in banks
which were Federal Reserve members.

Mr. Hare. That means 85 percent of deposits are affected by those
reserve requirements, does it not?
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Senator Douaras. Yes.

Myr. Hart. Then we are talking about 15 percent of the aggregate.

Senator DoucLas. Yes; but it is also true that since the State banks,
2,000 of which are members of the Federal Reserve System, and
which have roughly 35 percent, roughly 35 percent of the deposits,
have the right of withdrawal from the Federal Reserve System at
any time, and the Board is always faced with the possibility that if
they raise the reserve requirements and thus reduce the earning
capacity of the banks, that the State banks will exercise their option
‘and will get out of the System:

Mr. Harr. Has that ever happened ?

Senator Doucras. Is that proof that it does not operate upon the
minds of the members of the Board ?

Mr. Harr. I naturally do not know what is in the back of their
minds, because that Board changes, you know, quite rapidly. There
have been three or four people appointed there since I have been
here in a very brief time, and therefore the policy would change as
they go along; but I think we have to operate on the basis of ante-
cedent practices and what has happened in the past. ‘

As you know, the reserves of the banks in the Federal Reserve
System have varied over the years, and I think that you will find
there is a constant upstreaming, I think you will find banks contain-
ing a greater amount of deposits now in the Reserve System than
before. As you said correctly a few minutes ago, 85 percent of the
deposits were in the Federal Reserve System. Based on $147,000,-
000,000 in assets, you would see that that leaves about $20,000,000,000
not in the Federal Reserve System.

However, you will find in those States that it is safe to say that
better than 90 percent of the deposits of this country dre in banks
which require reserves equal to or better than the Federal Reserve
System.

In my State of Colorado a State bank has to maintain a 15-percent
reserve and has had to maintain that reserve since 1927, and the bank
which accepts bank deposits in Colorado has to maintain a reserve of
25 percent, whether it is in the Reserve city or not.

enator DoucLas. Denver banks under the Reserve System would
have to maintain 20 percent ?

Mr. Harr. Under the Federal Reserve System but under the State
system they have to maintain 25 percent if they take bank deposits.

Senator DoucLas. Well, let me come back

Mr. Harr. In other words, a Reserve bank in Colorado at the present
time has to maintain 25 percent greater reserves than that presently
prescribed by the Federal Reserve.

Senator Doucras. That is rather a unique case.

Mr. Harr. I do not know. We would be very glad to present a
study for you.

Senator Doucras. The list I read—I think it is correct—indicates
a considerable number of States where the reserve requirements are
below the Federal Reserve requirements, not only for the Reserve city
banks but for the so-called country banks.
© Mr. HarL. We would be glad to make that study, but I took a small
Western State to bring across that point.
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Senator Doveras. I was not clear whether you favored Mr. Me-
Cabe’s proposal of minimum reserve requirements across the board
or not. I wondered if you would state whether you favor it or not?

Mr. Harw. That members have a 20 percent, 18 percent, or—

Senator Doucras. No. T do not know that it is tied to definite fig-
ures, but that it would be uniform at any one time, so that you could
still have State chartering and State banks, but uniform reserve re-
quirements.

Mr. Hare. I will go further and say this board has never opposed
any bank joining the Federal Reserve System.

Senator DoucLas. This is not a proposal of Mr. McCabe that they
join the System, but if they stay outside the System, that they should
observe the reserve requirements which are imposed on the banks which
are in the System.

Mr. Harr. I think that is a matter for the States to decide.

Senator Doucras. Not for the Féderal Government?

Mr. HaRL. Yes, sir.

Senator DoucLas. Not a matter for Congress to legislate?

Mr. Harr. I do not think so.

Senator Doveras. Why not? You mean it is not constitutional for
Congress to pass on it ?

Mr. Harr. T do not know anything about the constitutionality of
it at all. T think, since you quoted Andrew Jackson a few minutes
ago, I believe that the theory 1s to keep as much as you possibly can
at the State level. But I will go further and say I think an analysis
will disclose that reserve requirements for better than 90 percent of
the deposits of the country, either by State or Federal Reserve require-
ments, are as high as the Federal Reserve requirements are at the
present time.

Sen?ator Doucras. Therefore, that there is no need for such a pro-

osal ?
P Mr. Hare. That is my theory. I want to amplify that further.
The Federal Deposit Insurance Corporation is very much in favor of
all banks maintaining substantial reserves in cash and/or Govern-
ments at all times, but I think there is a difference in the sterilization
of reserves and the nonsterilization of reserves.

Senator Douaras. Of course, Mr. McCabe had a second feature to
his proposal, which was that the nonmember banks should have the
same access to reserve loans as member banks. That would give a
privilege which might make this more attractive to the State banks,
since they would be getting something in return for the higher reserve
ratios which might be imposed ; and, in the case of banks which already
had reserve ratios equal to those in the System, it would give them a
privilege without any loss of earning power.

Mr. Harx, On that basis, every bank in Colorado today would have
the right to borrow from the Federal Reserve, because in Colorado,
as I said before, you have to maintain a 15-percent reserve in the coun-
try banks, and the banks which take deposits of other banks have to
maintain 25, and the Federal requirement is 20; therefore, Colorado
banks which take deposits of banks have to carry the difference between
15 or 20 and 25, or 25 percent greater reserves than required by the
“Fed” at the present time. That has been on the statute books 22
years. : :
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Senator Dovcras. There is involved not only the amount of the
reserves but also the form of the reserves; in an analysis which we
made of the various States, in virtually all the States the vast propor-
tion, and in some cases the exclusive amount, of the reserves could
be in the form, not of cash but of deposits in other banks, which is
a very different thing from a reserve with the Federal Reserve System.

Mr. Harr. You mentioned 85 percent are controlled. Do you think
that 15 percent which is not under their supervision has any detri-
mental influence on our economy? We do not.

Senator Doucras. I am an inquirer, not an arguer.

Mr. Worcorr. He answered the question.

Senator Doueras. I beg your pardon?

Mr. Hagr. I asked the question and then answered it. I said we do
not.

Senator Doucras. I beg your pardon.

Mr. Harn. We testified, I believe, before the Banking and Currency
Committee to that effect.

Senator DoucLas. What would you say to the national banking sys-
tem lowering the minimum capital requirements from $50,000 to
$25,000 on banks which have already been organized under the State
banking laws, under the Federal Reserve?

Mr. Harr. For some reason which we do not know, the Congress,
probably with the advice and counsel of the authorities, enacted the
present capital requirements at a time when you had smaller deposits
and greater capital ratios than you have at the present time.

I believe the capital ratios in this country were better or about 25
to 1, or $1 of capital to $4 of deposits, when these laws were written.

As of December 31, 1948, the capital ratio was 6.7, or $16 roughly, in
depositors’ funds to.$1 bank capital. Therefore, if they saw fit to
raise these standards at that time, when the capital ratios were greater,
we cannot understand why they seek to reduce those standards when
the capital ratios are much less.

Senator Doucras. Here is my question: If $25,000 is enough to
qualify a bank safely under a State banking system, why is it not suf-
ficient to admit them into the Federal Reserve System ?

Mr. Harw. It may be.

Senator Doucras. Do you want to express an opinion ?

Mr. Harr. We do not think so because we stand for greater capi-
talization, and the record of the Federal Deposit Insurance Corpora-
tion has been at all times for heavier capitalization.

Senator DoucLas. But you insure the $25,000 bank.

Mr. Harr. We do not insure every bank that applies for insurance.

Senator Doveras. You will insure a $25,000 bank, will you not?

Mr. Harr. We do at times.

Senator Doucras. Do you discriminate against the bank because it
has only $25,000% '

‘Mr. Harr. We make a survey of the community.

Senator Doueras. There are only 700 State banks which are outside
your insurance, and if a $25,000 bank is good enough for the States
and good enough for you, why shouldn’t it be good enough to be ad-
mitted to the Federal Reserve System?

Mr, Hagrr. I think you will find in the last 3 or 4 years we have
insured very few banks that have had only $25,000 capital. They have
had more capital than that in practically every case.
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Senator Doteras. Do you have a statement of the division of State
banks which are insured by you according to capital? Mr. McCabe’s
proposal is not to lower the requirements on newly formed banks,
but to permit State banks already formed with the capital of $25,000
to come in if in other respects they are satisfactory.

Mr. Harw. I will say to your committee, Senator, we would gladly
subscribe to the matter of capital structure. If the law iere so
enacted, we would be very glad to go along with the law if, in order
to obtain insurance, the capital requirements were raised.

Senator Doueras. You do not want them lowered, but you would
like them raised?

Mr. Harn. We would like them raised ; yes, sir.

Senator Doucras. And, therefore, you do not agree with Mr. Mc-
Cabe in his proposal?

Mr. Harr. We can see no reason for it. At the present time 85——

Senator Doueras. This is what puzzles me. If a $25,000 bank is
good enough under the State laws—and you think the State laws on
the whole are correct—and if this $25,000 bank already formed is
good enough to be insured by you, then why is it not good enough
to be admitted to the Federal Reserve System?

Mr. Harc. We have never said it was not good enough for the
Federal Reserve System.

Senator Doucras. That is what I am trying to find out.

Mr. Harr. We want to be shown the advantage of that because it
has been developed here this morning that banks containing better
than 85 percent of the deposits are members of the Federal Reserve
System. We have no quarrel with the Federal Reserve System what-
soever.

Senator Doueras. Then you would not oppose this proposal to lower
the entrance requirement into the Reserve System?

Mr. Harn. 1 will go further. To my knowledge this Corporation
gas never opposed any bank at any tims joining the Federal Reserve

ystem.

Senator Douceras. And you would not oppose lowering the require-
ment on State banks already organized by nonmembers of the System
to $25,000 so that they could come in?

Mr. Hare. I would not make the statement until I could discuss
the matter with my Board of Directors, because, as you know, one
member of this Board happens to be the Comptroller of the Currency,
and his requirements

Senator DoucerLas. Are for national banks but not for State banks?

Mr. Harn. That is very true; and, as you know, any bank he char-
ters, they have not only Federal Reserve membership but likewise
FDIC membership at the same time; and I would rather reserve that
question until T talk to my colleagues.

Senator DouerLas. In other words, you want to have deferred judg-
ment on that?

Mr. Hart. That is right.

Senator Doucras. But what would you say as a person without
committing your organization to this query of mine that, if a $25,000
bank already in existence is good enough for the States and good
enough for FDIC, why should it not also be eligible for membership
in the Federal Reserve System ?
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Mr. Hagr. I think my judgment in that case would be absolutely
predicated on discussion with the other two members of our Board,
bearing in mind that one member is the Comptroller of the Currency
and the other member is past president of the National Bank Division
ABA and has always operated in a national bank.

Senator Doucras. There is one final question I should like to ask
you, and I want to state it as precisely as I can.

As T go over the Federal laws and regulations which are applicable
to banks which are members of the Federal Reserve System, I find
that many of these laws and regulations do not relate directly to mone-
tary and ‘credit control, but to a series of technical requirements such
as the adequacy of bank capital, soundness of bank lending and invest-
ing operations, and the maintenance of competition in banking.

I can see why these Federal laws and regulations were attached to
membership in the Federal Reserve System when that was the only
Federal agency attempting to increase the uniformity of standards
applying to State chartered banks.

But now we have your organization, the Federal Deposit Insurance
Corporation, whose primary purpose it is to insure the safety of
geposits and to try to raise banking standards so as to avoid losses on

eposits.

n view of that fact, would it not be appropriate to cease attaching
these laws and regulations to membership in the Federal Reserve
System and transfer them instead to the privilege of deposit insur-
ance? Thus taking in some 13 percent of the deposits which are in
your system but not in the Federal system.

Mr. Harr. You understand when a bank fails, whether it is a State
bank, a National bank, or a member bank, we have to pay the bill.

Senator Doueras. Should you not, therefore, be given the safe-
guards? At present you have the liability in these cases.

Mr. Harw, Yes, sir; we would leave the monetary and the credit
policies to Federal Reserve, but we think we should have the right to
examine those 1,900 banks.

Senator Doucras. It is not merely a question of examination, but it
is a question of the adequacy of bank capital, soundness of bank lending
and investing operations, and maintenance of competition in banking
as laid down by Federal laws and regulations.

Should not those rules be attached to your organization, which is pri-
marily concerned with safety of deposits rather than to the Federal
Reserve System covering a smaller area, whose primary function is
monetary and credit control?

. Mr. Harr. As you know, the Federal Reserve System leaves exam-
ination of the national banks to the Comptroller of the Currency.

Senator Doucras. That is right.

Mr. Hagr. The Comptroller of the Currency is a member of our
Board, which is the policy-making end of the Federal Deposit Insur-
ance Corporation. Therefore, it can be said that we do exercise
considerable influence over every bank in the United States except
1,960 banks to which you referred.

Senator Doucras. That is the point. .

Mr. Har. We feel we can do the same examining job for the Fed-
eral Reserve as is now done by the Comptroller of the Currency.

Senator Doueras. I am a very literal man, I am afraid. Would you
say that these laws and regulations concerning soundness of bank
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lending and investing operations and maintenace of competition in
banking, which are now attached to the Federal Reserve System,
should be transferred to FDIC, and, therefore, cover this wider area
of state banks not members of the Reserve System but members of
the insurance system ? i

Mr. Harr., Well, if T knew what those laws and regulations were,
we would be very glad to undertake to enforce those laws and regula-
tions as laid down %y the Congress. . ]

Senator Doucras. Well, we have made a listing of provisions which
apply to National banks and to State banks which are members of
the Federal Reserve System, but which do not apply to State banks
not members of the System, but members of the FDIC.

You say that if you knew what they were—well, I have a list of
30 which I should like to read. [Reading:]

. Limitations on total loans to one borrower,
. Regulations governing purchase of investment securities.
. Prohibition against purchasing stocks.
. Prohibition against engaging in underwriting of investment securities and
stocks.
. Restrictions on loans to executive officers.
. Restrictions on dealings with directors.
. Restrictions on interlocking directorates or other interlocking relations with
other banks and with securities companies.
. Prohibition against bank having less than 5 or more than 25 directors.
. Provision authorizing supervisory authority to remove officers and directors
for continued violations of law or continued unsafe or unsound practices.
10. Prohibition against affiliation with securities company.
11. Restriction on holding companies affiliates.
12. Restrictions on bank stock representing stock of other corporations.
13. Limitations on loans to affiliates.
14. Requirements of reports of affiliates and publication thereof,
15. Requirements for examination of affiliates.
16. Limitations on investment in bank premises.
17. Minimum eapital requirements,
18. Minimum capital requirements for branches.
19. Prohibitions against loaning on or purchasing on stock.
20. Restrictions on withdrawal of capital and payment of unearned dividends.
21. Requirement that reserves specified in the Federal Reserve Act be main-
tained.
22, Prohiiibition against making loans or paying dividends while reserves are
deficient.
23. Requirement for specific number of condition reports annually and for
publication thereof,
24. Requirements in connection with the par clearance collection system,
25. Prohibition against false certification of checks.
26. Limitations on acceptance powers. '
27. Prohibition against acting as agent for nonbanking institutions in making
loans to brokers and dealers in securities.
28. Limitations on loans to one borrower on stocks or bonds.
29. Limitations on aggregate loans to all borrowers on stocks or bonds.
30. Limitations on deposits with nonmember banks,

Now, it may be that some of these restrictions are unduly severe, but
I would think probably the vast majority of them were designed to
get greater security and safety. Now, if these are good for the banks
within the System, why should they not be also good for the residue
of banks which are not in the System but are in the Federal Deposit
Insurance Corporation? :

Mr. Hare. Senator, I think you will find by your statement a few
minutes ago that 90 percent or more of these very regulations are writ-
ten into the State statutes. -

O NOOt R WN
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Senator Doucras. Then you think the State laws are sufficient on
this point?

Mr. Harr. I think we can take what you read item by item and you
will find that 90 percent of those provisions are statutory in respective
States at the present time.

Senator Doveras. Would you have these repealed, therefore, at the
Federal level for the State banks which are members of the Federal
Reserve System ? o

hMr. Hare. Not necessarily, but I think you will find a great many of
those——

Senator Dovaras. If the State laws are adequate, then why should
you require them for State banks which are members of the System,
since they would be covered by these State laws?

Mr. Hart. I did not require them. -That is the Federal Reserve
requiring them. )

Senator Douaras. 'Why should they be required ?

. Mr. Harr. That is a question I think that the Board of Governors
of the Federal Reserve should answer. :

Senator DoucLas. Fundamentally, it is Congress which makes the
laws on these points, and we are seeking guidance, and in a problem
if we depend solely on the judgment of the agency concérned we get a
partial view. So we are trying to get the opinions of others.

Mr. Hare. We have no complaint with those regulations.

Senator Dovcras. Why not extend them? If you have no complaint
with the regulations, why not extend them to the State banks which
are members of the insurance system but not members of the Reserve
System ¢ ' o : )

Mr. Hagr. . As T said before, 90 percent of those very same edicts.or
regulations or statutes are on-the State books at the present time.

enator Doucras. It would be interesting to get a comparative
analysis on that point, but what about the rules which are not on the
State statute books, rules which are desirable but which are not on the
State statute books? N . :
" Mr. Hagr. I think any rule which is desirable should be on the State
statutes, and I will say this: When you come to a law which is bene-
ficial to banks, we have found the State banking commissioners sin-
‘cerely interested in having those statutes passed 1in their local States.
1 do not believe the Federal Reserve or the FDIC——

Senator Doucras. Or-the Congress? :

Mr. Hagrr. Or the Congress has ever had any opposition from the
‘State banking advisers to passing any legislation which was construc-
tive at the State level, and in your own State you have a thing which
has really upset things very much. o

Senator Doueras. Please do not think for one minute that I am
making any apology for the State banking laws of my State, which
‘are in.many ways, I want to say, about as bad as you could get in any
section of the country. : : :

Mr. Harr. -As you know, for many years a stockholder in a bank
“was always faced with a liability, an assessment liability. The Con-
‘gress, after the passage of the Federal Deposit Insurance Corporation
.Act, dissolved that lability for national banks. .- In many States they
‘had assessments up to 200 percent.by. statute for which bank stock-
holders were liable. ' ’ N e
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Unfortunately, in the State of Illinois, that was written into the
constitution, as the Senator, I believe, is familiar with, with the result
that nobody out there wants to organize a State bank.

It has not been too long ago that certain officials of the Illinois
Bankers Association came down here and wanted to know why the
Comptroller was chartering so many national banks in his State as
compared with State banks. The Comptroller and members of our
Board sat in that conference, and we told them because there is dis-
crimination in Illinois against the State banker.

Senator Doucras. I may say that the Governor of Illinois and other
members of my party have been doing the best they could to get the
Constitution of Illinois altered and a new constitutional convention
called, but we are having some difficulties in that respect.

I am very glad you have furnished this further evidence as to the

need for constitutional revision in the State of Illinois.
- Mr. Harr. I do not believe, Senator, that bankers as a rule are
affiliated with the same or belong to the same party that you and
I happen to belong to, but I think you will find that both parties sub-
scribe thoroughly to what you said a few minutes ago. I think it
transcends party philosophy in the State of Illinois.

Senator Doucras. You mean the desire for constitutional reform?
. Mr. Hare. I am talking about the banks. I do not know about the
rest of it.

Senator DoucLas. I wish the desire for constitutional reform did
transcend the party lines in the State of Illinois, but that is neither
here nor there.

Mr. Worcort. I think the Republicans—and I cannot speak for
them—and, of course, I am sorry politics have been brought into these
hearings—would be perfectly in favor of the amendment of the con-
stitution in that respect. '

I think that is in keeping with our philosophy of government. .

Mr. Harr. Congressman, I will say everybody is working whole-
heartedly out there and has for many years to get that constitutional
prohibition out of there, because it discriminates against,the dual
system of banking. T '

Mr. Worcorr. In that connection, of course, it aids this movement
toward centralization of power in the Federal Government.

Mr. Harr. Yes. : ' :

Mr. Worcorr. Which, of course, every Republican would be vio-
lently opposed to.

Senator DoucLas: As followers of Alexander Hamilton, I am sur-
prised that you favor decentralization. .

- Mr. Worcorr. You referred to Andrei Jackson. I finished read-
ing the biography of Andrew Jackson by Marquis James, and I think
my father and my grandfather would have considered it sacrilegious
if they knew I read it, but I was amazed to find out what close affilia-
tion there was between his advocacies and the Republican Party poli-
cles at the present time. I do not think you Democrats have any more
right now, after that book has been written and the facts have been
brought out, to claim him as your patron saint. We are going to
adopt him.

_ Senator Doucras. Probably departing from the principles of Alex-
ander Hamilton,

Mr. Worcorr. Union now and forever.
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Senator Douaras. One and inseparable.

Mr. Bucnanan. On the question of concentration of all Federal
bank examinations in one agency, you are opposed, of course, to that
concentration; are you not?

Mr. Harr. We are.

Mr. Bucaanan. And for what reasons? Would you care to give
them?

Mr. Hare. Again you transcend and cross the Andrew Jackson
philosophy of State rights. The Comptroller, of course, should have
a right to examine banks he charters.

Senator Doucras. I have always believed that Andrew Jackson was
a great man in his day, even willing to concede reluctantly that Alex-
ander Hamilton may have been a great man in his day, but we are now
living in 1949 and not in 1799 or 1834.

Mr. Bucranan. A hundred years to convert some Republicans.

Senator Doucras. In view of the present situation, this is what we
have. You are supposed to insure the soundness of these banks and
yet we find a rim of banks which have about 13 percent of the deposits
which are State banks but not members of the Federal Reserve System,
that do not have imposed on them the requirements for soundness—
and I am not speaking of monetary and credit control, I am speaking
simply of soundness—which are imposed on banks which voluntarily
come into the Federal Reserve System. ‘

My query is whether you are not being held financially liable for
possible failures of these banks while you are being denied the safe-
guards which the majority of the other deposits have, and in view of
the fact that this deposit insurance is not a perfect protection, and is
only a partial protection, I am wondering if you would be opposed to
having such regulations as are reasonable—I do not say every one of
these 30 restrictions is perfect—such regulations as are reasonable,
designed to get the security of deposits extended to the some 4,500
banks and to the $20,000,000,000 of deposits which are in your system
but not in the Reserve System ?

Mr. Harr. Senator, I believe it is fundamental that the insurer has
the right to look at his risk.

Senator Douceras. So that you can decline to accept these risks?

Mr. Harr. Once they are insured, we have the right to continue to
appraise and otherwise look at our risk. We look at those risks in
all but 1,900 members through our examiners or those of a member of
our Board of Directors. Therefore, we believe that you are correct
that we should not be denied the right to look at our risk in those other
1,900 banks. - o

Furthermore, we again believe that you are correct in that we are for
every one of those regulations which are reasonable and we also believe,
as we said a few minutes ago, that you will find 90 percent of those
regulations which you read and put in the record are now in the
statutes of the various 48 States.

Senator Doucras. So would you be willing to prepare a memo-
randum on this point, covering what regulations you believe are rea-
]sonable and which are not now adequately provided for under State

aws? '

Mr. Harr. We would be very glad to.

Senator Doucras. Thank you very much.
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(The following memorandum to Senator Douglas was later supplied
for the record. The September 1948 tentative draft of the model State
banking code with notes, statutory references and index are in the files
of the Joint Committee on the Economic Report :)

FEDERAL DEPOSIT INSURANGE CORPORATION,
Washington, December 6, 1949.
Hon. PAaGL H. DOUGLAS,
Chairman, Subcommittee on Monetary, Credit, and Fiscal Policies,
Joint Committee on the Economic Report,
United States Senate, Washington, D. C.

Dear SENATOR DouerLas: During my testimony before your subcommittee on
November 15, 1949, you mentioned certain Federal statutory provisions some
of which were applicable only to national banks and some of which were applicable
to national banks.and to State banks which are members of the Federal Reserve
System. You inquired whether I would favor the extension of these provisions
to the insured State banks which are not members of the Federal Reserve System.
At the hearing I stated in effect that I believed that most of these provisions were
covered by the laws and regulations of most States.

The most recent general research on this whole question.of State banking laws
was made in connection with the drafting of a model State banking code by a
special committee of the American Bankers Association. There is enclosed, for
your committee’s use, a copy of the September 1948, tentative draft of that model
State banking code with notes, statutory reference, and index. We have been ad-
vised by the American Bankers Association committee on this code that the draft
ig in tentative form and is now being put in final shape with hopes of completion
in 1950. The notes accompanying the enclosed tentative draft of the model
State banking code set forth the various State banking statutory requirements
and the States in which certain requirements are made.

In the varied requirements of the banking laws of the 48 States naturally
some of the provisions are less restrictive than the present requirements for
national banks and State banks which are members of the Federal Reserve
System. However, in some respects the State banking requirements are more
restrictive. State bank supervisory authorities and State banking associations
have been very cooperative in making necessary improvements in State banking
laws. Because of this and because of the effective powers which Congress has
given this Corporation we have not felt the necessity of requesting Congress to
extend to State-insured banks which are not members of the Federal Reserve
System the particular Federal banking statutes mentioned by you.

After our operations from 1933 to 1935, this Corporation recommended and
Congress enacted an entire revision of our law to make our deposit insurance
more effective. Congress authorized this Corporation to consider the following
factors in admitting a bank to insurance and in approving the establishment
of branches:

«The financial history and condition of the bank, the adequacy of its capital
structure, its future earnings prospects, the general character of its management,
the convenience and needs of the community to be served by the bhank, and
whether or not its corporate powers are consistent with the purposes of this
section.”

With our authority to consider the adequacy of the capital structure we are
not limited to the minimum State capital requirements but may require capital
which we consider adequate in relation to the expected deposits of a new bank.
This makes possible a somewhat uniform capital requirement for all State-
insured banks which are not members of the Federal Reserve System in spite of
the existing differences in State requirements.

In considering whether a bank’s corporate powers are consistent with the pur-
poses of our law we consider its powers and the applicable State banking laws.
Where the bank’s corporate powers are inconsistent or where the State banking
laws are inadequate in any matters this Corporation requires the bank to agree
not to engage in certain powers or to restrict its activities in certain respects.
(See 12 CFR, pts. 332 and 333.) .

This Corporation is authorized to terminate the insured status of any insured
bank found to be continuing unsafe or unsound practices in conducting the busi-
ness of the bank or to knowingly or negligently permit any of its officers or agents
to violate any law or regulation to which the insured bank is subject. In this
connection provision is made for a period in which the bank may make correction
and for a hearing prior to any order terminating insured status.

99076—50——10
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Statutory requirements and restrictions are but minimum aids in maintain-
ing a sound banking system. Successful banking operations and bank supervi-
sion are grounded on the good judgment of bankers and examiners. It is to them
that we attribute the present excellent condition of banks and the success of
deposit insurance.

With the existing State banking laws, the cooperation of the State banking
authorities, the statutory powers of this Corporation and the effectiveness of
our examiners in dealing with the individual banks, this Corporation sees no
necessity, at this time, for the general extension to insured State nonmember
banks of Federal banking laws now applicable to national banks and State banks
which are members of the Federal Reserve System. As matters may arise needing
correction we would prefer to seek needed changes in the State banking laws or
request Congress to enact approprizte legislation applicable to all insured banks,

We are reconsidering the Federal statutory requirements mentioned by you
which are applicable to national banks and State banks which are members of
the Federal Reserve System for the purpose of recommending to Congress the
extension to insured nonmember banks of any particular provision which may be
desirable and which would improve the soundness of the Federal deposit insur-
ance system.

With kindest regards, I am,

Sincerely yours,

: ] Mapre T. HARL, Chairman,

Senator Douveras. Mr. Wolcott?

Mr. Worcorr. I assume that Senator Douglas has been referring to
in respect to the lack of regulation he implies is a lack of regulation
on the part of the Federal Government. Your contention is that the
nonmember banks are regulated at least 90 percent as much under State
laws as member banks are; is that correct ?

Mr. HarL. Yes, sir. .

Mr. Worcort. So the issue seems to boil down as to whether the
Federal Government shall promulgate the regulations, either statutory
or otherwise, or whether the State governments shall do the same job.
I think perhaps the record is full of it, but may I ask you, Mr. Harl,
if you can tell us offhand what the losses have been in FDIC,

I know there are not many losses, have not been many-—you know
what I mean by losses—the losses you have had to suffer.” You do not
show any loss on your statement, of course, because of your reserve and
capital, but what losses have there been to the Corporation ¢

Mr. HarL. Around 8 percent.

Mr. Worcorr. Eight percent of what?

Mr. Harr. Of the total deposits in the closed banks. In other
words, we have liquidated up to 92 percent.

Mr. Worcorr. Those are the banks which have been closed ?

Mr. Harr. Yes, but I will say furthermore that in the last 6 years
we have had very fair weather because of economic conditions and in
many cases we are taking banks now which pay out 100 percent.

Mr. Worcorr. In terms of dollars about how much would that be?
. Mr. Hare. It is going to boil down, we think, when we get through
this liquidation, to where we are going to lose between 26 and 30 million
dollars.

- Mr. Worcorr. You have ample reserves?

Mr. Hare. Those reserves have been set up for that now, and are
included in this statement, and this statement is net.

Mr. Worcorr. You think your somewhat-over-a-billion dollars of
reserves is sufficient for all ordinary purposes?

Mr. Hare. No, sir; we do not. We came to the Congress as you
remember, Congressman, 2 years ago and asked for the right to obtain
from the Treasury up to $3,000,000,000 by the debenture route, in the
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(favent that money was needed, and that was predicated on the following
ormula. .

‘As a result of the 1929-33 depression it took over $4,000,000,000 to
put a floor back under the banks. Now, with our billion dollars in
reserves, plus the $3,000,000,000 that we can get from the Treasury
through debentures, we feel that that $4,000,000,000 makes the cor-
poration invulnerable to these depressions.

That was the reason for our statement a few minutes ago that we
felt we were invulnerable.

Mr. Worcort. Was that three times the reserves?

Mr. Hagr. It is spelled out, $3,600,000,000.

Mr. Worcort. In figures, not three times your reserves?

Mr. Hart. No, sir; so that we have absolutely at the present time
in reserves or contingent reserves $4,000,000,000.

Now, as we accrue more money in our fund we would have to borrow
less money from the Treasury. Predicated on what happened—and
you can only judge the future by the past—with our present insurance
coverage and assessment rate our actual reserves or contingent re-
serves are probably ample to take care of and protect us agalnst any
storm we have in the future, provided that storm is not greater than
1933. We do not believe it will be greater than 1933 because we think
there are better practices in the banks.

Mr. Worcorr. Under the law—I should know, but I do not—what
is the obligation of the Federal Government over and above your re-
serve in respect to your losses? -

‘Mr. Hakt. The only obligation we have with the Federal Govern-
ment at the present time is that the Treasury is mandated to purchase
from the Federal Deposit Insurance Corporation, when, as, and if
offered, up to $3,000,000,000 in our evidences of indebtedness.

Mr. Worcorr. Any loss to depositors over that, there is no obligation
upon the Federal Government to pay them ?

"Mr. Hare. There is no obligation on the Federal Government at the
* present time to pay any loss. The whole obligation vests in the Corpo-

ration’s guaranty. ' ‘

Mr. Worcorr. Where do you get your capital ?

Mr. Hart. Our capital has come from the banks. They pay, as you
know, one-twelfth of 1 percent of deposits per year, and our capital
comes from the amount of the assessment paid in annually, plus in-
come from our investments, which are Government securities.

Mr. Worcorr. Where did you originally get your capital?

Mr. Harr. Originally in 1933, when the act was initiated, we sold
$150,000,000 common stock to the Treasury and $139,000,000 common
stock to the Federal Reserve System, or $289,000,000 from the Treas-
ury and the Federal Reserve System.

-, Mr. Worcorr. Has that all been retired?

Mr. HarL. Yes, sir. The act was introduced in the House by, I
think, you and Congressman Spence, repaying the Treasury and re-
paying the Federal Reserve System, and that has all been consum-
mated. .

" Senator Doueras. What about the earnings on this capital? Have
those been repaid? :
* Mr. Harr. The earnings have accrued to our reserves.

© Senator DoucLas. So that while the loans of the Treasury and Fed-
eral Reserve to the Corporation have been repaid, you retain among



144 MONETARY, CREDIT, AND FISCAL POLICIES

your ;LSSBtS the earnings which accrued on these assets prior to retire-
ment ¢ .

Mr. Hare. That is correct.

Mr. Worcorr. I recall very indefinitely that this $139,000,000,
which the Federal Reserve put up, was the so-called profit of the Fed-
eral Reserve System.

Mr. Harw. It was half of their surplus at that time from their
earnings.

Mr. Worcorr., The law provides that shall be paid into the Treas-
ury, as I recall it, but it does not say when; and the Federal Reserve
Board interprets that to mean they pay in any profit they have upon
liquidation.

r. Harr. This $139,000,000 went direct to the Treasury. The act
provided that would go to the Treasury.

Mr. Worcorr. You paid it to the Treasury and not to the Federal
Reserve?

Mr. HarL. We paid $289,000,000 to the Treasury.

Mr. Worcort. The Congress in that manner settled the question as
to whether the profit of the Federal Reserve should be paid to the
Treasury now or upon liquidation.

Mr. Hare. That $289,000,000, of which $139,000,000 came from the
Federal Reserve, by that act you decreed we pay the entire amount
to the Treasury, which we did.

Mr. Worcorr. Of course, we have no way of knowing whether even
this $4,000,000,000—is that it, your billion reserve and $3,000,000,000
you can get on debentures from the Treasury—we have no way of
knowing whether that would be-adequate. That would depend some-
what upon how deep the depression was and how much of the re-
serves of the banks had been used or otherwise dissipated previous to
the crash. We will call it a crash, because it would have to be a crash
to absorb that much, probably.

How far would you go in times of stress in supporting the bond |
market? How far would you recommend that we go in supporting
the bond market if and "'when the conditions of the banks were such
that for their normal purposes they had to unload an unusually large
amount of Governments?

Mr. Har. I think the bond market should be supported always at

ar.
P Mr. Worcort. Regardless of the amount of sales by the banks of
Governments ?

Mr. Harr. That is right.

Mr. Worcort. I guess that is all. )

Mr. BucuaNaN. If there are no further questions, the committee
will adjourn until 2 o’clock this afternoon. )

(Whereupon, at 12:45 p. m., a recess was taken until 2 p. m., of
the same day.)

AFTERNOON SESSION

Senator Doucras. We welcome this afternocon representatives of the
Reconstruction Finance Corporation, Mr. Gunderson, one of the
directors; Mr. Dougherty, General Counsel; and Mr. Considine,
Comptroller. I would appreciate it if you gentlemen would take seats
here.
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We originally invited Mr. Harley Hise, the Chairman of the Board
of Directors of the Reconstruction Finance Corporation. He said
that he would be prevented from coming and asked if these repre-
sentatives might come in his stead. We replied that we would be
very glad to see them personally and would be glad to welcome them
officially, provided it was understood that they spoke as representatives
of the Reconstruction Finance Corporation and not merely as indi-
viduals. We have since received a letter from Mr. Hise saying that
these three gentlemen have the right to speak for the Reconstruction
Finance Corporation, and that Mr. Gunderson will be spokesman.

STATEMENT OF HARVEY J. GUNDERSON, DIRECTOR, RECONSTRUC-
TION FINANCE CORPORATION, ACCOMPANIED BY JAMES L.
DOUGHERTY, GENERAL COUNSEL, AND JAMES W. CONSIDINE,
COMPTROLLER

Senator Doucras. Do you want to add anything, Mr. Gunderson, to
the statement that Mr. Hise made in reply to our questionnaire?

(Mr. Hise’s statement is found on p. 218 of the committee print on
Monetary, Credit, and Fiscal Policies.)

Mr. Gu~npersoN. No, sir. We think Mr. Hise’s statement covers
the questions that you propounded to us, perhaps not as fully as you
might wish, but we think that it covers the points, at least briefly, and
we a.ie here to answer additional questions the committee might wish
to ask.

Senator Doueras. Mr. Gunderson, the Reconstruction Finance Cor-
poration was originally set up, I believe, in the summer of 1931, as
a means of helping to meet the business depression or cataclysm which
was breaking upon the country and to make available to private busi-
ness funds which would enable them to continue and which were not
available through security issues or from bank loans. At that time
the security market was flat and the banks were contracting rather
than expanding. Undoubtedly the Reconstruction Finance Corpora-
tion saved many businesses and contributed a great deal to the stability
of the business structure.

I think the question which is in the mind of a great many people,
and which I should like to probe, is this: The depression has been
over for at least 10 years now; the Reconstruction Finance Corpora-
tion is still in business, it is still making loans. I wondered what the
reasons in your mind are for the continuation of direct lending by
the Government. Before you go into that, T would like to say that
I assume you have the same presumption that I have; namely, that
the retailing of credit should in the main be in private hands rather
than in public hands, because any public agency which retails credit is
necessarily in a difficult position to determine who gets credit and who
doesn’t get credit, and is liable to be damned if it does and damned
if it doesn’t. So that I wondered if you would make a statement as
to why you regard direct Government lending as a continuing func-
tion of the Government, in good times as well as in bad times.

Mr. GuxpErsoN. Senator Douglas, commencing with the statement
that you made, when the Reconstruction Finance Corporation was
originally set up it did not make any loans to business.

Senator Doucras. It insured loans?
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Mr. GuxpersoN. It did not insure. It did no operation except in
financing banks, savings banks, insurance companies, and railroads.
The first authority to assist industrial businesses was put in the act
by Congress in 1934. One of the provisions was that RFC could not
make any loan if private sources of financing were available. That
provision continues in the act today and is a condition precedent to
any financing of business by the Reconstruction Finance Corporation.

In the original act it was required that adequate security be ob-
tained for the making of any loan, and at a later date—I believe it
was 1936 or 1937—Congress eliminated the requirement of full and
adequate security and inserted into the act the provision that any
loan to a business enterprise should be so secured as to reasonably
assure repayment; and although the act has been changed and amended
and rewritten and readapted by the Congress, in 1947, those provi-
sions, as they affect loans to business, have remained substantially the
same, for about the last 12 years.

This leads up to the question as to why the Reconstruction Finance
Corporation would continue to make loans. It is a question that I am
not sure I can answer satisfactorily but it is a fact that during the
years of our lending to industrial enterprises there seems to have been
a fluctuating availability of money to business. In the authority of
the Reconstruction Finance Corporation to lend money, the two re-
quirements that Congress has imposed—the first one being that we have
to be sure that business has exhausted the private sources, and the
second, that it-has to be secured so that we are assured that it will be
repaid—have really restricted the lending operation to a very narrow
field, namely, those cases where the borrower, who is unable to secure
his needs privately, still has sufficient collateral so that we feel the loan
could be made, even in the event the business fails and we have to
realize on the assets.

Senator Doucras. What is the total amount of your outstanding
loans at the present time?

Mr. Gux~persoxN. $433,000,000 in business loans at September 30,
1949.

Senator Doucras. What is the total of the losses suffered by the
Reconstruction Finance Corporation since its beginning ?

Mr. Guxperson. Maybe Mr. Considine can give you the dollar figure.
Percentagewise I believe it is less than three-quarters of 1 percent.

Senator Dougras. Three-quarters of 1 percent of the loans?

Mr. Guxperson. Three-quarters of 1 percent of our loans.

Senator Doucras. Then the interest upon the loans paid more than
offsets the losses?

Mr. GuxpersoN. So far our profit on lending operations is about
$560,000,000.

Senator Doucras. So that the Government to date has not had any
losses and the profits are in excess of the total volume of present cut-
standing loans?

Mzr. Gunperson. Yes, sir.

Senator Doueras. By $100,000,000%

Mr. Gunperson. Yes.

L Senator Doucras. Well, T think these are very valuable figures to
ave.
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I wasn’t quite able to gather in what way you thought the private
banking system failed to furnish adequate or selected credit so that
you regarded direct Government lending as a continuing necessity.

Mr. GunpersoN. Mr. Chairman, I think it is necessary to qualify the
type of lending you are talking about. For example, the bulk of lend-
ing, in banks, 1s in the form of commercial loans, open lines of credit
to borrowers, loans on receivables and warehouse certificates, and most
well-run-banks confine themselves to short-term credits of a year or
less, and if they do enter the field of making loans for more than a year,
or for a term of years, they usually confine the dollar amount to a per-
centage of their capital, their capital structure, so that they will
always be in a position to meet their depositors’ needs for funds.

The Reconstruction Finance Corporation almost never makes a loan
of this type. If you were describing a typical business loan made by
the Reconstruction Finance Corporation it would be a loan for between
twenty-five and fifty thousand dollars, becanse 87 percent of our loans
are under $100,000, and about 52 percent are under $20,000. So the
typical loan is one of $20,000 to $50,000, then it is usually to a business
to allow it to expand its facilities or put in more machinery, or do
something that is strictly a term debt and requires, on the average,
from 3 to 5 years to repay out of earning.

_ Senator Doucras. What you are saying is that the commercial bank-
ing system does not have a type of commercial paper sufficiently long
to permit such loans to be made?

Mr. Gu~person. That'is my belief. )

Senator Doucras. What about the ability of these concerns to
finance themselves through stock or bond issues, which would be the
normal recourse for longer term capital?

Mr. Guxperson. Of course, Senator, T think our type.of lending
more closely approximates some of the investments in business loans
by insurance companies. And the insurance companies, as a matter of
expense of operation, prefer loans, it has been our experience, if they
are of $1,000,000 or larger. They can handle just as many of the
larger loans as the smaller ones, on a cost basis. I think some of us
feel that our loans of $25,000 to $50,000 cost us money to put on the
books. That was gone into before the Banking and Currency Com-
mittee at some length during the past few years and was one of the
reasons that Congress left our capital and surplus where it is, to take
care of that part of the work.

Coming down to the question of the equity market, it is our opinion,
based on information we have received from our borrowers, and some
knowledge that I think is generally prevalent, that the equity market
is almost nonexistent, regardless of the soundness of the enterprise,
particularly with regard to small businesses. Since the beginning of
the war, under our present system of income taxation, it is not attrac-
tive for a person with money to invest in small business, because it
is unremunerative to him in proportion to the risk. .

Senator DoucrLas. Then what you would say is that small business
has such difficulty in borrowing for capital improvements, from the
banks, getting money from insurance companies, or floating security
issues, that there is a gap left, and that the Reconstruction Finance
Corporation performs very useful functions in enabling this type of
business to get capital, which otherwise would not be the case?

Mr. GuNDERSON. Yes, sir.
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Senator Dovcras. I personally tend to agree with you on that but
I am in more doubt about your loans to larger businesses. You men-
tioned the fact that 52 percent of your loans are for less than $25,000
and 87 percent:

Mr. Gu~person. Less than $100,000.

Senator Doucras. Less than $100,000. What percentage of the
loans, however, are for these small businesses and what percentage of
the loans are in large magnitudes? . )

Mr. Gunperson. I would say that we are making an increasing num-
ber of loans of larger amounts. If the situation of the first part of this
year had continued—what I would call the frightened condition of
people who have money, their belief that economic conditions were
going to demand that they preserve and keep their cash—we would
have had a considerably increased number of much larger loans,
because we would be the only place left that could make them.

Senator Doveras. Then the argument now turns away from small
business to the drying up of the banking system for big business.

Mr. Gu~persoN. In our act, Senator, any business concern, where
we think it will continue employment and increase the economic sta-
bility of the United States, can get a loan from us, if it can’t get it
privately. That is the way the act reads.

. Senator Douceras. Let me ask you this: What proportion of your
loans?are made to firms to whom you have loaned a million dollars or
more?

Mr. Guxperson. In the last quarter we made 1,273 loans and 28
were for over a million dollars. :

Senator Doucras. How much of the total was loaned to those 28%

Mr. Gunperson. The gross amount was $205,000,000.

Senator Dougras. How many ?

Mr. Guxprrson. Twenty-eight received $122,000,000.

Senator Doucras. In other words, 60 percent.

Mr. Guxperson. Of the dollar amount.

Senator Doucras. Of the dollar amount went to firms which bor-
rowed more than a million.

Mr. GUNDERSON. Yes.

Senator Doucras. And of the total of approximately 450 millions
of outstanding business loans, what proportion of those are in con-
cerns which had borrowed more than a million dollars?

Mr. Gunperson. I would have to get that information for you,
Senator, but I would venture a guess that it is that much or more.

Senator Doucras. Sixty percent?

Mr. GunpersoN. Yes, sir.

Senator Doveras. Is it not true that one of your loans, the Kaiser-
Frazer loan, amounts to almost one-third of the total amount which
you have loaned ?

Mr. Guxperson. That is not correct.

Senator Doucras. The Kaiser-Frazer loan——

Mr. GuxpersoN. About 10 percent.

Senator Doucras. The Kaiser-Frazer loan:

Mr. Guxperson. I think you are thinking of the steel loan, the loan
to the steel division of the Kaiser Co., and which I believe was a war
loan. I don’t believe we carry that as a business loan; it is a national
defense loan ; it was made during the war. That loan, though, is ap-
proximately $96,000,000, against which the corporation holds approxi-
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mately $8,000,000 of unapplied funds, pending completion of certain
construction.

Senator Doucras. Who collects the interest on it¢

Mr. Gu~xperson. Pardon me?

Senator DoucLas. Who collects the interest on it?

Mr. Guxperson. We collect it. We carry it—

Senator Doucras. You did not authorize the loan originally but in-
terest payments are made to you; and to whom will the principal
payments be made?

Mr. Gunperson. I don’t want any misrepresentation. We made
the loan but it was made under our wartime authority that Con-
gress passed in June of 1940 and rescinded, I mean, revoked in 1947.
Under that we could make 100-percent loans, build plants, buy mate-
rials; we could do anything needed for the war effort.

Senator Doucras. Is that 96 million included in the figure of 450
million which you gave me? ‘

Mr. Gu~DERSON. Yes; it is included.

Senator Doucras. So that if you take the 450 million what is the
total now loaned to Kaiser-Frazer, or to Kaiser, in their various en-
terprises—aluminum, steel, and automobile?

Mr. GuxpErsoN. About 140 million.

Senator DoucLas. 140 million?

Mr. GunpERSON. Yes. :

Senator Douaras. Does that include the new loans just authorized ?

Mr. Guxperson. Yes, sir. The loans the Reconstruction Finance
Corporation has to any Kaiser enterprise is the loan made as a national
defense loan to the steel corporation of 96 million and the recent loans '
to the Kaiser-Frazer Co. for 44,000,000.

Senator Douaras. That is 96 plus 44; 140 million dollars. Then
any other loans that the Kaiser-Frazer group may have owing to the
Government have been borrowed from other governmental agencies?

Mr. GuxpersoN. I am not aware that they owe the Government
anything else other than perhaps part of the purchase price of the
plant that they have purchased from War Assets Corporation.

Senator DoucLas. ];)id you give to Kaiser-Frazer an initial loan
to get them started in business ¢

Mr. Gunperson. No, sir. The first loan to Kaiser-Frazer was made
this fall, within the last 2 or 3 months.

Senator Doucras. A loan to help them in business rather than a loan
to start them in business?

Mr. GunpErsoN. There was this distinction, Senator, in the case of
the steel company: That is a wholly owned part of Kaiser. In the
case of Kaiser-Frazer, the Kaiser 1nterest is less than 10 percent;
the balance is owned by the public.

Senator Doucras. I understand. But if you have $140,000,000
loaned to the Kaiser steel interest, plus the Kaiser-Frazer automobile
interest, that means that 30 percent of your loans are, approximately,
given to one set of interests. '

Mr. GunpersoN. Well, if you assime that they are one set of in-
tei'lests, I think the interests In the car are a lot different than in the
other. :

Senator DoucLas. They are certainly under central management
control.

Mr. Gu~persoN. That is correct.
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Senator Doucras. Have you ever had any qualms as to whether you
were not putting too large a proportion of your eggs in one basket?
Mr. Gunperson. I think such qualms as we have had, Senator, have
been our desire to see that each loan we make comes under the act and
is properly collateralized, and we are confident that they are.
enator DoucrLas. Let me ask you, what is the total of loans to
Lustron as of this date?

Mr. Gu~persoN. Approximately $37,000,000.

Senator Doucras. So that we have a further 8 percent loan to
another

Mr. GunpersoN. Senator, I would like to point out, in the Lustron
case, that the initial loan to Lustron was not made under the Recon-
struction Finance Corporation lending authority; it was made under
the war powers pursuant to the Veterans Emergency Housing Act,
and that the recent loans have been made pursuant to the congres-
sional enactment of section 102 of the National Housing Act of 1948,
which gave us $50,000,000 without any collateral requirements to help
the prefabricated-housing program.

Senator DoucrLas. Are there any other large individual loans which
the Reconstruction Finance Corporation hasmade?

Mr. GunpersoN. I would like to go back for a minute, Senator.
We have 127,000 loans outstanding, which include mortgages

Mr. Bucnanan. 127,000¢

Mr. GuxpErsoN. Yes, sir.

Mr. Consmine. That includes FTA and VA mortgages.

__ Mr. Gu~noerson. Of which 246 are for a half million or more, and
the 127,000 are for loans representing a total of $1,682,000 loaned.
The 246 for a half million or more, represent $750,000,000.

Senator Doucras. Yes.

Mr. GuNpERsON. Approximately. It is a little less than half. But
included in here are a lot-of mortgages loaned through the “Fanny
May.” If you took it out of the business loans it would be 60 percent
or better. :

Senator Doueras. Is it a matter of secrecy, or a matter of public
record, as to some of the other large loans which you have made to
individual companies?

Mr. Gunperson. No; we report the loans of over $100,000 to
Congress.

Senator Doueras. Would you read some of the loans over
$5,000,000?

Mr. Guxperson. Over $5,000,000 2

Senator Doucras. Yes. We will start on that end and then get
down to over a million.

Mr. GunpersoN. Mr. Considine, will you read those?

Mr. Consmine. You wish the amounts authorized over $5,000,000
or the amount outstanding over $5,000,000 ¢

Mr. Gu~person. I think the amount outstanding.

Mr. Coxsmrng. The first I come to is the Lustron Corp.

Senator DoucLas. $38,000,000 ?

Mr. Consming. $37,486,000. That involves the complete loan, both
under section 102 of the Housing Act and under the prior act.

Senator Doucras. Yes.

Mr. Coxsmine. The McLouth Steel Corp.
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Senator Doucras. How much to them?
Mr. Coxsmine. $11,723,000.
_ Petrol Refineries, Inc., $5,240,000.

Carthage Hydocol, Inc., $11,100,000.

Glen L. Martin Co., $11,177,000.

Reynolds Metals Co., $30,700,000.

These balances are as of September 30.

Kaiser Co., Inc., $95,865,000.

Senator Doucras. The loan of $44,000,000 recently authorized to
them would bring that total to approximately $140,000,000.

Mr. Coxsipine, Not to them. This is to the Kaiser Co., Inc. The
other loan was to Kaiser-Frazer, of which the Kaiser interests are only
10 percent.

Senator Doucras. Well, to the group of companies in which Mr.
Kaiser is one of the dominant figures, let’s put it that way.

Mr. Coxsipine. That was an October loan. These are September 30
loans.

Senator Dougras. So, we would add to the Kaiser-Frazer Co., $44,-
400,000

Mr. Coxsipine. That is right.

Senator Doucras. Making a total to the two groups of companies,
however we manage this semantically, of $140,000,000.

Mr. Consipine. Northwest Airlines, Inc., $9,143,000.

This amount that T am reading to you is REC’s share in those cases
in which a private bank or banks participated. For instance, in the
Northwest Airlines the total amount of the loan was $21,000,000.
RFC’s share outstanding at September 30 was $9,143,000.

Mr. BucHaxax. Is that on a 7525 basis? Was it originally?
 Mr. GuxpersoN. No. We have four-sevenths. Banks took $9,000,-
000; we took $12,000,000. :

Senator Doveras. What about the Waltham Watch Co. loan?

Mr. GuxpErsoN. Probably isn’t up to $5,000,000 yet. It is about
$3.,000,000.

Mr. Coxsmine. Waltham Watch, the amount outstanding is
$2,916,000.

" Senator Dovgras. I don’t know how well I can add, but I'bring these
totals of outstanding loans of over $5,000,000 to the nine companies
that you read, to $256,000,000.

.. Mr. Gu~persoxN. That is right. :

Senator Doucras. These were not cases. Mind you, I am not neces-
sarily condemning the policy of the Reconstruction Finance Corpora-
tion, but these are not loans to small business. Here you have over half
of the outstanding loans of Reconstruction Finance Corporation made
to nine companies, aggregating $256,000,000, of some $450,000,000 out-
standing ; so this is obviously not aid to small business.

Mr. Guxpersox. There is nothing in our act which restricts our
operation to aid the small business. Of the total of $256,000,000, only
?;(2)03,000,000 is included in the $433,000,000 outstanding on September

Senator Doucras. Pardon me?

Mr. GuxpersoN. There is nothing in our act——-

Senator Doveras. I understand, but the argument you started out
with, as a justification for direct loans, was that small business did not
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have access to short-term loans from banks, and now big business is
getting in that position.

Mr. GunpERsON. Since the last year, sir. If the present trend con-
tinues, and nothing is done to free equity-investor capital, talking
about double taxation of corporate dividends for one thing, it will
continue this way. ) o

1 am not arguing that Kaiser-Frazer is a small business, but it is
a small business in the automotive field.

Senator Doucras. Well, I seem to remember advertisements by
Kaiser-Frazer saying that they were the fourth-largest automobile
concern. .

Mr. Gu~npersox. But the larger ones have sold a lot mere. Kaiser-
Frazer has about 400,000 automobiles on the road. The first three sell
in the millions a year. They do over 95 percent of the business.
Kaiser-Frazer dces about 2 percent of the total automotive business.

Senator Doucras. Taking the Kaiser-Frazer concern, is it your
theory that this was a desirable loan in order to preserve a greater
degree of competition in the automotive business?

Mr. Gunperson, No, sir. It does that, but that is not the reason
for the loan. The reason is, after it was determined that the money
was not available privately, the fact that between 10 and 11 thousand
people are employed at Willow Run, and the people employed by the
dealers and suppliers, there are the jobs of 48,000 people at stake in
the continued operation of that business.

Senator Doucras. Therefore, to keep those jobs going you felt this
further loan should be made?

Mr. GunpersoN. And they subcontract to about a thousand small
businesses. '

Senator Doucras. The initial portion of this $44,000,000 Kaiser-
Frazer loan was $19,000,000; is that true?

Mr. Gunperson. No. The initial part, the first disbursement, was
about that amount.

Senator Doucras. Do you know how Kaiser-Frazer spent this
$19,000,0002 '

Mr. Gonpersox. I don’t know what you mean by that $19,000,000.

Senator Doueras. Isn’t it true that you gave them $19,000,000—
made available $19,000,000¢

‘Mr. Gu~persoN. That was the-first disbursement.

Senator Doucras. That is right. Do you have any information as
to the purpose which Kaiser-Fraser put this $19,000,000 to?

Mr. GunpersoN. I think most of it was used as working capital
and a part was used to retire an existing bank loan.

Senator DoucLas. What was that bank loan?

Mr. GouxpErsoN. It was a loan from the Bank of America and the
Mellon National Bank for working capital during the past year.

Senator Doucras. And that loan has been repaid?

Mr. Gunperson. T am not informed that it has been repaid.

Senator Doveras. Isit true that this loan amounted to $16,000,000¢

Mr. Gu~person. Noj; the loan amounted to $20,000,000, of which
the highest outstanding money taken under it was $16,000,000.

Senator Doucras. Which was it, the Bank of America or the Mellon
Bank, which got the $16,000,000, that had the $16,000,000 ?
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Mr. GuxpersoN. The credit was by them jointly. I don’t know
which got which. It didn’t make any difference because each had
a half interest.

Senator Doucras. Each had $10,000,000 of $20,000,0007

Mr. Gu~person. That is correct.

Senator Doveras. Is it true this $19,000,000 disbursed to Kaiser-
Fraser has been devoted almost exclusively to reducing or eliminating
that loan?

Mr. Gunperson. I don’t believe that is a true statement. I think
at the time the loan

Senator Doucras. When you made the loan didn’t you know the
purpose for which the $19,000,000 was to be used?

Mr. Gu~pErsoN. Yes; but

Senator DoucrLas. What did they state was the purpose?

Mr. Guxperson. 1 don’t want to run around, Senator, but at the
time we made the loan they had $35,000,000 in working capital, and
I am sure they didn’t use over $8,000,000 of the loan to apply on any
back debt.

Senator Doucras. They must have stated to you why they wanted
the $19,000,000 cash.

Mr. GunpersoN. They stated to us why they wanted it.

Senator DoucrLas. You don’t know how they spent the $19,000,000%

Mr. GunNpersoN. I am sure we do.

Senator Doucras. Could you tell us? ,

Mr. Gunperson. I would prefer to get that from our loaning agency
and provide you with an accurate statement.

Senator Doucras. But this is a transaction of such magnitude that
it seems strange that it is not known to the men at the top and that it is
only known to people in the lower level.

Mr, Gu~persoN. No— ,

Senator Doueras. $19,000,000 seems like a large sum of money.

Mr. Gunperson. 1 don’t think there is anything strange about it.
The loan was approved on the basis that so much of it—and I can give
you the exact figures—would be used for working capital and so much
for retooling.

Senator Doucras. To the best of your knowledge and belief, was or
was not the major portion of the $19,000,000 which you gave to Kaiser-
Frazer used to retire this outstanding bank loan?

Mr. GonpersoN. Less than 50 percent. I can get the exact figures.

Senator Douceras. You think around $10,000,000?

Mr. Guxperson. It was less than $8,000,000.

Senator Doucras. If they had working capital, why did they need
to borrow to retire the loan?

Mr. Guxperson. We will be glad to tell you the reasons they gave
us, and the reasons we gave them the loan. One was that when Kaiser-
Frazer began making this automobile—they sold the same automobile
for 3 years—they were coming into a more competitive period in the
sale of cars. They had attempted to put an automatic transmission
on the car last year. Due to certain circumstances, they did not get it.
They were faced with sales that were not increasing. They became
convinced that it would be necessary to bring the car out on a new
basis with some of the competitive characteristics of the other cars,
and they had prepared as a part of their operation a car that they
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believed would do this job. Also, up to the present time, they have
only made one automobile, a four-door sedan, which restricts them to
50 percent of the market, because only about 50 percent of the auto-
mobiles sold in this country are four-door sedans. So, they are not
competitive across the field.

The two banks-that agreed to finance them on working-capital re-
quirements would not finance them for tooling, which was necessary
n order to bring out the new car. It was on that basis that they came
in and applied to us, believing that, if they retooled to bring out their
new cars, they would be in a competitive position and would work
themselves out of this situation.

Senator DoucrLas. What was the attitude of the Mellon Bank and
the Bank of America on continuing to loan Kaiser-Frazer these sums?
Were they calling loans on Kaiser-Frazer ?

Mr. Gunperson. The Kaiser-Frazer people informed me that the
banks were entirely willing to continue with those funds, but the
$20,000,000 credit was secured by a guaranty of two of the Kaiser com-
panies and an agreement that they wouldn’t pledge any of the assets,
and in order to give the Reconstruction Finance Corporation a mort-
gage of the assets as required it was necessary to reduce that loan,
which was partially reduced with cash they had on hand and part of
the loan proceeds. The bank line was an open account.

Senator Doucras. I don’t want to use any invidious terms, but
1sn’t the net effect—a large part of the net effect thus far—that you
bailed the banks out on this initial disbursement? .

Mr. GunpersoN. We use the term, Senator “bail out,” to mean “re:
move them from a loss.” Used in that sense, I do not think we “bailed
them out.” They were paid off. .

Senator Doucras. They were paid off out of the proceeds of the
loan that you advanced to Kaiser-Frazer?

Mr. Gu~person. Partially out of the proceeds. -

Senator Doucras. Well, from where else were they paid ?

Mr. Gunperson. The company had $35,000,000 of working capital.

Senator Doucras. It is just a bookkeeping feat. You say that they
had $35,000,000.  You gave them $19,000,000 more, making $54,000,-
000. Tiley paid, let us say $8,000,000 to $10,000,000 out of the $19,-
000,000 you gave them and paid the rest due out of the $35,000,000.
In practice, you put $19,000,000 in and then they took $16,000,000 out.
I would say, on the theory of indistinguishable funds, that you bailed
the bank out.

. Mr. Bucnanax. Were the terms of the loan any better than they
were with the bank?

Mr. Guxperson. I think they are more severe. The bank line was
unsecured except for a guaranty. We had a pledge of some $56,000,000
in machinery and equipment of the company.

Mr. Bucmanan. What about interest rate to the company ?

. Mr. Guxperson. I don’t know what the banks’ interest was. It was
probably lower than ours.

Senator Doucras. What is the interest rate that you have?

Mr. Gu~xperson. Four percent.

Senator Douceras. For how long a period of time?

Mr. Gunperson. Well, there are two loans. The $10,000,000 credit
is 18 months, and the $34,000,000 credit, I think, is 3 years.

Senator Doueras. What security do you take?
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Mr. GuxpersoN. The company itself, at the time the loan was ap-
proved, had $56,000,000 in machinery, equipment, tools, automotive
equipment, cash, accounts receivable, and cars. We have taken a first
lien on all that. We also required a first lien on the plant.

There should be no misunderstanding on that plant. The plant was
sold by War" Assets to them for $1,000,000 down payment and a total
of $15,000,000. It had a cost of $42,000,000. A reproduction cost of
$47,000,000. The appraiser gave the plant a net value of $58,000,000.
We have a first lien on the plant, on the equipment, and we have a
$15,000,000 guaranty by Henry J. Kaiser Co. and Kaiser Engineers,
secured by $10,000,000 in marketable value of securities.

Senator DoucLas. Let me double back for a minute. Is it your
understanding that Kaiser-Frazer is now out of debt to Mellon
National Bank and Bank of America?

Mr. Gu~person. That is my understanding.

Senator Doucras. And that the $20,000,000 loan outstanding has
been retired?

Mzr. Gu~NpERsON. Yes, sir.

Senator DoucrLas. And your contention is that $8,000,000 of that
came from your $19,000,000%

Mr. Guxperson. That is the way I would attempt to explain it. I
would say, if we were satisfied we had the collateral, that it was neces-
sary to make this loan in order to keep the business running, we would
pay the banks off. We don’t like to pay the banks off, and we do our
best to avoid paying banks off ; but, when they flatly refuse to go ahead
and do what is necessary to help a business, we pay banks off. That
1s not new.

Senator Doucras. In practice, isn’t that what happened? Prior to
your loan, the Kaiser-Frazer Co. had $35,000,000 in cash but it owed
$20,000,000 in loans to these two banks.

Mr. GuxpersoN. Never got over $16,000,000.

Senator Doucras. $16,000,000, then, in loans to these two banks.
You put in $19,000,000. They had a net asset of $19,000,000, let us say.
You put in $19,000,000, building them up to $54,000,000. They retired
$16,000,000 worth of indebtedness. So that their net assets were now
$38.000,000. So, their net assets were increased by the amount of the
loan, $19,000,000, and the banks were really paid off out of the proceeds
of your loan. So that, in effect, you did bail out the Mellon National
Bank and the Bank of America.

Mr. GuxpersoN. Senator, paying off is not a bailing out. That is
the only point I have made.

Se;nator Doucras. I don’t want to use invidious terms, such as “bail
out.’

Mr. GouxpersoN. I think that has a definite meaning that does not
exist in this picture.

Senator Doucras. Then, let us say that the Mellon National Bank
1and the Bank of America were paid off out of the proceeds of your
oan.

Mr. GunpersoN. They were partially paid off. :

Mr. Worcorr. Wasn’t the indebtedness to the Bank of America
endorsed by Kaiser as an individual ?

Mr. GuxDpERSON. Not as an individual. Most of the Kaiser assets
are in two companies: Henry J. Kaiser Co. and the Kaiser Engineers.
Those two companies had endorsed that line of credit.
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Mr. Worcort. So the assets of all of those companies were behind
the $10,000,000 which was involved?

Mr. Guxnperson. The line of credit that was arranged was for a
maximum of $20,000,000, of which they only used $16,000,000. That
was an open line of credit unsecured except for this guaranty. -

Mr. Wowrcort. Two loans? :

Mr. GunpersoN. No; one loan by the banks jointly. Each bank had
a half of it. I mean, the banks joined in making that credit available.

Mr. Worcorr. $10,000,000; a line of credit of $20,000,000, and the
2 banks split it? :

Mr. GuxpersoN. That is right. '

Senator Doucras. Why couldn’t Kaiser-Frazer Co. have obtained
the capital which they needed for retooling, and so forth, by a securi-
ties issue?

Mr. GunpErsoN. Their investment brokers, I think it was the First
Boston Corp., advised us that it would not be possible for them to sell
their securities. We went into it very carefully to be sure that the
banks—the insurance companies and the investment bankers—could
not raise this money for them. That came up when they first came
in to discuss this with us last spring. We were satisfied that they
had exhausted the possibilities of either getting the banks to stay in
and participate with us or getting insurance company loans, or of
selling their securities.

Senator DoueLas. Do you see any dangers, if this Kaiser-Frazer
example is blown up into a general practice?

Mr. GUNDERSON. Yes, sir; speaking personally. I don’t think the
RFC is in a position to answer that question, but I wouldn’t hesitate
to say, personally, that you are in a very dangerous position if you
do not have an adequate supply of equity money for business. There
definitely is not an adequate supply of equity capital funds for busi-
ness today available.

Senator Doueras. And in the absence of that equity capital you
feel tglat it is an obligation on the part of RFC to make individual
loans?

Mr. Gunperson. I think that Congress, in writing our act, has writ-
ten it so that when a borrower has adequate collateral, and is unable
to get his money elsewhere, plus the other requirements, we have to do
z’ivhat we can to help them; I think that is the job you have given us to

o.

Senator DovuaLas. You didn’t take equity in these companies?

Mzr. Gunperson. These are capital, working-capital loans; they are
capital loans, really. They are well secured, In my opinion ; they will
be paid off, regardless of what happens to the borrower.

Senator Doucras. What you are saying is that the inability of
Kaiser-Frazer to get equity capital forced them to turn for interme-
diate capital to you?

Mr. Gunoerson. That iscorrect. Some of our people, very frankly,
have doubts about the future of Kaiser-Frazer Co. and its automobiles.
However, if I did not believe that they had a very good chance of be-
ing successful, I wouldn’t have, personally, worked so hard to try and
help them. T think perhaps,if the private money market turns around
a little bit, they can refinance this whole thing privately in another
~ear or two,
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Senator Doucras. Do you have the same confidence about Lustron
Corp.?

MI;'. Gux~persox. No, sir. I have never expressed a similar confi-
dence about Lustron. »

Senator Doucras. Did you recently make a loan of about $8,000,000
to Lustron ?

Mr. Guxperson. No, sir. They applied for a loan of about $14,-
000,000 on the first of September; and, as we advised the Banking and
Currency Committee, we have been working very hard to try and get
the final answer as to whether that business can be made successful,
and we have kept them merely on a very small operating basis until
we reach that decision.

Senator Doueras. How much have you advanced in recent months?

Mr. Guxpersox. I'am sure it wouldn’t be over a couple of million
dollars. I think we have made three $1,000,000 loans since about
August.

Senator DotcLas. And you are keeping them on a month-to-month
basis?

Mr. Guxpersox. Yes, sir; until we can reach a decision. We have
had an engineering firm, an outside engineering firm, as we told you
" before, on the original loan. On two of the second advances, we had
Stone & Webster in there. We employed the firm of Boos, Allen &
Hamilton, and they are about ready to complete their report on the
possibilities of that business and its future. When we get that— and
there has been some work we have been doing ourselves—why, we
should be in a position to reach a decision.

Senator Doucras. Have you ever wished that you were out of the
business of making large loans to companies?

Mr. Gu~nperson. Well, I have never wished to be out of the business
of trying to be helpful to people who couldn’t be helped elsewhere.

Senator Doucras. Is there not a danger, when you make loans, that
you may not be able to get the funds, when the Government makes
large loans, you may not be able to get the funds into the best hands?

Mr. Gu~persoN. I don’t believe so, Senator. In the history of the
Reconstruction Finance Corporation we have always made, dollarwise,
a lot more big loans than we have made small loans. When it was first
set up, we used to make hundred-million-dollar loans, as, forin-
stance, to the Central Illinois Bank, to keep it going. I think we are
doing the same kind of business today in a different field. I think
until something can be done, and I am not saying this in the sense
that we feel we know the answers, but I believe that the problem is to
ease up investment money sufficiently so that it will go into businesses,
and when that is done the RFC will be only making a few business
loans. It will be back so that it won’t be as large a factor as it is today.
On the other hand, if investment funds are going to be discouraged
from going into business, I think something will have to be done to
help business stay open, when they have the collateral and the possi-
bility of paying off a loan.

Senator Dovcras. In the field of agriculture, the problem of provid-
ing credit is largely met, but not wholly, of course, by the creation of
intermediate credit banks and by the creation of cooperative banks.
In Germany, beginning about a century ago, they created the so-called
Schultze Delitsch banks, which were cooperative banks, to make avail-
able credit for small business.

99076—50——11
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Now, what would you say to the creation of new credit agencies to
provide for small business, to meet these needs? . :

Mr. Gu~person. I don’t believe that is the answer, Senator. T think
you have got to free equity capital to go into business. You have got
to eliminate some of the double taxation on corporate earnings and
make it attractive for people who have money to buy something more
than municipal tax-free bonds and put it info businesses. And when
that is done the Reconstruction Finance Corporation business of this
nature will sink to a very low volume. I am sure of that, because that
was our experience. i ‘

Senator Doteras. Then, you would say the remedy lies in the aboli-
tion of tax on corporate profits and taxing individual income when
received ? o

Mr. Gu~person. I think some change should be made. T wouldn’t
say it should be abolished. T think it should be modified so that invest-
Ing in a corporation is at least as attractive as some other means of
investing, because that is the reason for the dearth of capital in busi-
ness, and particularly in small business. It is no longer attractive
for people to have investments of that character.

Senator Dovaras. What about noncorporate small business? A

Mr. GowxpersoN. They should probably have some assistance. I
would like to say this, Senator, that during the years I have been with
the RIFC we are making today a much better type of loan, in my opin-
ion, than we made from 1934 to 1940. The loans we are making now
are good loans. You remember our discussions this spring in the
Banking and Currency Committee about the Northwest Airlines? I
have never understood why we had to make that air-line loan, because.
that is a fine loan. It wasa good loan at the time the banks made the
original commitment. And there was no reason at all why it shouldn’t
have been financed privately. But it was not financed privately. I
have every confidence that this loan will be fully repaid on or before its -
maturity date. On the basis of operating results for the first 10
months of 1949, the cash available from earnings and depreciation
should exceed $6,000,000 for the full year. Over the next 5 years the
depreciation account alone will average approximately $6,000,000 per
year. If operations in these years are only at a break-even level, the
cash available from depreciation will be more than sufficient to meet
the required repayments on the loans,

Senator Doucras. Do you see any need for a new type of lending
agency to meet the needs of small business?

Mr. Gu~persoN. I don’t believe so, sir. I think that we may not do
as thorough a job as we would like to do, but I think as far as lending
money goes, we are supplying the needs of small business for a loan.
I'don’t think an additional source would facilitate it.

Senator Dougras. What would you say to giving to the Federal
Reserve banks limited power to make direct loans?

Mr. GuxpersoN. Well, the Federal Reserve bariks have that author-
ity, to make direct loans, have had it for about 11 or 12 years, and they
have not done very much business under it. ' :

Senator DouerLas. How limited are their powers?

Mr. Gunpersox. I do not have a record of the loans they have made -
during the time they have had this authority. I don’t know that I
can quote the power. It is the authority to make direct industrial
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loans—13 (b), I think it is. There is a limitation. Is the limitation
monetary ?

Mr. Docenerry. Yes; both.

Mr. Buonanax. For working capital purposes only. -

Mr. Guxperson. Something like that. There are limitations both
as to type and amount of money. h

Senator DoucLas. Would you favor reducing those limitations?

Mr. GuxpersoN. I don’t have any feeling about it, Senator.

Senator Doucras. My general feeling is that it i1s a very distinct
function of the Federal Government o regulate total supply of credit
in order to stabilize business and to maintain an expanding production
as well as a stuble price level, but that the Government should be very
cautious about getting into direct lending activities and insofar as
possible it should have these functions performed by middlemen.

M. Gu~persox. I think that is a sound approach.,

Senator Douvaras. Well, now, following that out, might it not be
well to create intermediate institutions which are not governmental
agencies, as the RFC necessarily is, to help make loans to small
business? :

Mr. Guxperson. I don’t see any advantage in it, Senator.

I don’t think, because something has worked satisfactorily for 17
years, it is a reason for trying to change it. 1 don’t think that as long
as you are making loans any agency you could set up would do the
job much better than we have tried to do it.

Senator Dovcras. T am sure you have tried to do well.

: What we are all holding our breath for, I suppose, is because there
is a general fear that the Lustron loan will blow up; and while we
wish Mr. Kaiser well, we are not at all certain that that is going to
come through. If those two loans should go sour a very heavy blow
would be struck at the Reconstruction Finance Corporation.

Mr. Goxpekrson. 1 can’t agree; if we were to have a 100 percent loss
on Lustron, I don’t think it would be any blow to the Reconstruction
Finance Corporation. ~That was done under the Veterans Emergency
Housing Act with as near a directive of Congress, short of them appro-
priating the money, as anything I have ever seen, and if there is any
blow at anybody, it certainly wouldn’t be us, because we have done
riothing but carry out the assignment the best we could under all of
the conditions. 1In the case of Mr. Kaiser, I am confident that loan
will be repaid. ‘

Senator Doucras. We certainly all hope so.

Mr. Go~persox. I feel far more strongly than a hope. I don’t
think there is any doubt about it.

Senator Doueras. Mr. Dougherty, did you want to ask something ?

Mr. Dovcrierry. No; thank you.

Senator Doueras. Mr. McCabe, Chairman of the Federal Reserve
Board, states, on page 77 of the committee print on monetary, credit,
and fiscal policies [reading] : o

1t is my view that both the Federal Reserve banks and the Reconstruction
Finance Corporation may, without inconsistency, operate together to provide
financial assistance for business enterprises, provided, however, that there is
written into the law a provision which would require the Reconstruction Finance
Corporation, before it extends financial assistance to a business enterprise, to con-
sider whether such assistance is available, not only from commercial banks, but
through the Reserve banks. This would be in the nature of a clarification of the

present statutory requirement that the Corporation shall render financial assist-
ance only if it is “not otherwise available on reasonable terms.”
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I wonder if you have any comment concerning that.

Mr. GunpersoN. We have taken the position, as expressed at some
length to the Banking and Currency Committee a year or two ago, and
which I might summarize briefly, that if you want a central bank,
perhaps you should give the powers to the Federal Reserve to lend
money, but there are two things about the Federal Reserve that lead
some people to believe they should not be in the direct lending business
or even in the indirect lending business. That is their banking dis-
counts. If they were to commit their funds on loans then in times of
stress they wouldn’t have anything left.

. Senator Doucras. The discount function of the Federal Reserve
bank has virtually disappeared through attrition. The amount of
commercial paper which is presented to the Federal Reserve banks for
rediscount forms only about 2 percent of the total volume of business.
‘1 Mr. GunpErsoN. In economic emergency it might be a great deal

arger. ’ -

_But. the other thing is that they are a supervisory agency of banks,
and it is questionable whether they ought to be supervising their own
operations.

Senator Doueras. I think the second consideration is of much more
weight than the first.

Mr. GunpersoN. Personally, I don’t have any feeling at all as to
whether the Federal Reserve should or should not be given authority
to make loans. I do not think that people trying to get loans should
be put through any more of a devious process than they are now. By
putting in the Federal Reserve, it is just one more place they must go
to before they come to us for help.

Senator Doucras. What would you say to the creation of banks
similar to the agriculture cooperative banks and intermediate credit
banks for agriculture, which are fairly well decentralized from
government ¢

Myr. Gunpersox. Well, of course, you know we are fairly well de-
centralized. Each of our loan agencies has authority to make loans up
to $100,000, and handle all that business without recourse to Wash-

mgton.

: %enator Doucras. The governing boards of these agencies, as I un-
derstand it, are not appointed by the Government but chosen by the
groups which are served by the loan. So the shifting is from primarily
governmental agencies to primarily voluntary agencies.

Mr. Guxpersox. I don’t believe that you would get the results with
voluntary agencies. It is difficult to get 1t with an agency charged with
the job of doing it sometimes. I presume you would capitalize such
entities, if you are going to be successful with Government funds. A
private pool of balﬁ( credit has never been successful in meeting this
situation. So I think it is largely a question as to what kind of a job
Congress wants done. If Congress wants a certain job done, as they
have in the last 17 years with RFC, I think RFC is as good an entity.
to get that result asany. If it is more desirable to eliminate this func-
tion or change it, I don’t have any feeling about doing something dif-
ferent, but on the job we are doing I think we can do it as well as
anybody else and maybe better.

enator Doucras. Mr. Gunderson, would you describe briefly the
purposes and functions of the Federal National Mortgage Association,
familiarly known as Fanny May.
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Mr. GuxpErsoN. In some housing act a long time ago, Congress pro-
vided for the creation of a national mortgage association. ursuant
to that, February 10, 1938, the Federal National Mortgage Association
was set up, I believe, with the primary purpose of creating a secondary
market for FHA mortgages. :

Senator DotiLas. You mean it was to be in the real-estate mortgage
geld what the Federal Reserve was to be in the commercial banking

eld? :

Mr. Go~xpersox. That is correct. And as such its entire function
has been in the past and is today purchasing or agreeing to purchase
mortgages insured by the Federal Housing Administration, and today
that is enlarged because it also purchases loans that are insured by
the Veterans’ Administration. :

Back in 1938, at the time when there was a credit stringency, the
Federal National Mortgage Association bought a considerable volume
of mortgages, which were subsequently sold at premiums, and for a
number of years, including the war years, it did very little if any
business. After the war there was a lot of conjecture that private
people who bought mortgages didn’t wish to hold them, but I believe
probably the best reason is the fact that they believed the interest rate
might go up, and there seemed to be a considerable need for an agency
to provide a secondary market for FHA and Veterans’ Administration
insured mortgages, and as a vesult the Federal National Mortgage
Association started in to buy mortgages again. At the time that Con-
gress indicated to us, by eliminating the RFC Mortgage Company and
the other real-estate operations, that they didn’t desire to have us
make real-estate loans as such - )

Senator Doucras. May I interject? Am I correct in my under-
standing that the “Fanny May” is run by the directors of RFC?

Mr. Gu~person. Yes, sir. '

Senator Dovcras. So that——
© Mr. GunpEerson. It is for all intents and purposes the same thing.

Senator Doucras. It is the left hand of RFC?

Mr. Guxperson. It is just a different account.

Senator Doucras. Yes. What is the value of the real estate mort-
gages which you now hold in your portfolio ?

Mzr. Guxperson. $637,400.000.

Senator Doueras. Do you hold these or do you try to resell them ?

Mr. Goxzperson. We have launched a program, beginning about
August, of setting prices on these things. We are not particularly
anxious to make a profit, but we believe there should be some penalty
to the people who sell to us; we shouldn’t just buy and sell at par. We
have aggressively undertaken the sales, and I would say I think we
are progressing satisfactorily. At the time we started systematically
to go about selling them, we believed it would take 6 or 8 months to
build these sales up in any great volume. If my memory is correct
we sold about half a million dollars’ worth in August and about a
million and a halfiin September and about a million and a half in Octo-
ber, and we have tentative commitments for the sale of about $21,-
000,000. We have other individual sales of $10,000,000 each under
consideration that are not included in the figures I am talking about.
I would say that by spring we should be moving at a more rapid and
increased rate and n substantial amounts. :
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Senator Doucras. Well, now, on the mortgages which you hold,
what charge do you make for rediscount ?

Mr. Guxperson. Under the FHA and VA acts theré are several
different kinds of mortgages. I think the highest premium we ask,
that is, on old 414’s, is about 2 points, but we have a schedule of
premiums for each type of loan, and I would say that on the bulk
of the loans the premium is about a half of 1 percent.

" Senator Doucras. What do you pay out?

Mr. Gunpersox. Mr. Dougherty is president of the company. He
might discuss that.

Mr. DovenirTy. For those that we buy over the counter we pay
par and accrued interest. We pay par and accrued interest for those
mortgages we buy over the counter.

Senator Dovcras. Where do you make your profit then?

Mr. Dovenerty. Well, we will sell them at a premium after a while.

Senator Dovcras. You mean the mortgages will sell at a premium?

Mr. DoucHEerTY. Yes.

Senator DoucLas. Isn’t that hope rather than realization?

Mr. DoucHERTY. Senator, prior to the war we bought $271,000,000
of those mortgages and sold them at premiums of between 5 and 6
million dollars.

Senator Doucras. That was prior to the war.

Mr. DoverErty. Yes. Presently
_ Senator Doucras. You bought in a period of low construction cost
and sold in a period of high costs, but now you have been buying in
a period of high costs and certainly you cannot sell in a period of still
higher costs. v

Mr. Dovererry. I hadn’t finished the answer, Senator.

Senator Doucras. I am sorry. }

“Mr. Dovererry. For those we buy over the counter we pay par and
accrued interést. For those for which we issue a commitment to pur-
chase, and those are in the majority, we pay 99%%. If we issue a com-
mitment to purchase a mortgage and it 1s not sold to us, we charge a
quarter of a percent for having issued the commitment, and return
the commitment fee except one-quarter of 1 percent. At the time we
issue the commitment, the seller asking us to purchase the mortgage
and seeking the commitment pays us 1 percent cash fee, of which we
will return him one-half if he sells the mortgage to us and one-quarter
if he doesn’ sell it to us.

Senator Doucras. But in practice, don’t you make a profit, not from
a resale at a higher figure but from the fact that you borrow from the
Treasury at a rate of interest which, I assume, is around 2 percent?

Mr. DovcHERTY. So far asincome is concerned, that is correct ; so far
as sale is concerned:

Senator DoucrLas. Speaking of income ; on income, you borrow from
the Treasury at what rate—2 percent?

Mr. Dovcrerry. About that, 174 percent is the correct rate.

_ Senator Doucras. Then you collect how much, 4 percent?

Mr. Doucaerry. Four percent less a half that we pay for serv-
_icing the mortgage to the mortgagor.

- Senator Dovcras. You have a 114 percent credit:
© Mr. Douvcaerry. That is right, approximately.

Senator Doucras. Out of which you meet your operating costs?

Mr. DoucHERTY. Yes.
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- Senator Doucras. Then, in addition, to make any profit on a higher
resale figure?

Mr. Dovererry. I might say that one of the sales to which Mr.
Gunderson has referred was made at: $500,000 at 11 premium, and
for about $7,000,000 of it, 10114 is the sale price.

Senator DoucLas. If we would have a decline in building costs and
in the general price level, you would not have the same confidence,
would you, that you would be able to sell at a premium ?

Mr. DovcnEerty. Well, they are all the same; regardless of what the
cost level may be, your mortgage is insured 100 percent by the Govern-
ment of the United States and the FHA, and up to 50 percent——

Senator Doucras. You pass the losses on to someone else?

Mr. DoucHerry. No. The Government guaranty doesn’t change
because building costs go up or down. It remains the same.

Mr. Worcorr. You sell them in bulk also?

Mr. DovcnEerTy. Yes.

Senator Dovcras. Why do the building and loan associations, and
so forth, want a rediscount market if they have a hundred-percent
guaranty ?

Mr. Douciterry. That is a mystery we will never be able to solve.
We do not know why they do not keep them as investments and why
Congress has been obligated to increase the amount of money we spend
for them and place limitations upon the kind of mortgages we can buy.

Senator Doteras. That is a mystery that is running up into hun-
dreds of millions of dollars. .

. Mr. Gunperson. It can be broken down. T believe one of the prin-
cipal reasons during the past year was the belief by people that the
interest rate might be increased of the insured mortgages, which would
mean a half percent or more yield. Say FHA would be 414,

Senator Doucras. They want cash to go into new mortgages?

Mr. Gu~person. Yes. I think when the feeling becomes prevalent
that the market is stabilized at 4 percent, they will move back out
largely where they were. That may not be the only reason, but I think
it is one of the important reasons.

Senator Doucras. That is all the questions T have,

Myr. BucanaN. How are the lending activities of RFC coordinated
with the Federal Reserve in general credit processes?

Mr. Guxprersow. Rather loosely. They are coordinated. In order
to explain the position, the type of loan that we make is confined to
a rather narrow group of loans when you consider the over-all credit,
the types of credit available in the country. For example, probably
the largest bulk of credit available is consumer credit. Time credit
of appliances and purchases at retail stores and that type of credit
run into billions of dollars. One of the others, also, which you could
probably include in consumer credit, is the short-term bank loans of
one type or another, both to individuals and to stores, with which to
purchase, carry, and sell merchandise.

* That field of short-term consumer credit is a very, very vast field.
I have seen figures on it which run up into the billions of dollars.

Our field, on the other hand, is restricted to a very narrow field
where the borrower must have enough collateral. We cannot lend a
fellow, no matter how good he is, if he has marketable securities or
Government bonds or money in the bank; our field of lending is
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usually on fixed assets. So the typical loan we make is one on a plant
or a store, and it is usually for the purpose of either replenishing loss
- incurred in operating the business or to build an addition to the store,
and so forth. o

Now, the only case that has come up recently was the administra-
tion’s and Congress’ wish to restrain inflation a number of years ago,
At that time the President, in his message, indicated that the Federal
Reserve would take certain steps, and one of the steps the Federal Re-
serve took was to restrict and curtail in very large measure certain
aspects of consumer credit such as monthly payments on automobiles
and that kind of thing. ]

Now, at that time we advised all our people to avoid making any
loans that were inflationary. At the same time, the President ind1-
cated he wanted every possible aid given to production, with the idea
that if you increase production sufficiently, you will overcome scarcity
and decrease inflationary tendencies. Except for the fact that we
made a few loans in the past, maybe to theaters or bowling alleys or
something like that, almost every loan the RFC makes is one in pro-
duction and distribution. So we told our officers and our people that
we did not want to make any loans that were inflationary. As near
as we can define an inflationary loan it was some loan for what I would
say would be a nonessential purpose that used up scarce building mate-
rials—that type of thing. It is a very loose thing, but we conscien-
tiously tried to conform to what the Federal Reserve is doing, and in
the very small and narrow sphere in which we lend, I think it is
adequate.’ .

. Mr. Bucnanax. What percentage break-down do your loans take
in the form of production and distribution and the other fields?

Mr. GunpersoN. Can you give that, Mr. Considine ?

Mr. Constmine. For the quarter ended September 30 of the loans
we made, the RFC’s share of the loans we made, which was $17 7,600,-
000, 31.7 percent represented loans for construction purposes, 30.3 per-
cent represented loans for working capital purposes, 27.8 percent for
debt payment, and 9.6 percent for machinery and equipment, 0.6 per-
cent for purchase of real estate to be used in the business, which
accounts for the whole 100 percent.

B{ir.ZBUCHANAN. How much on accounts receivable in consumer
goods?

Mr. Consmine. That would be 80.3 percent; inventory loans, ac-
counts receivable.

Mr. Bucua~Nan. Is there a break-down in that figure?

Mr. Gounperson. I do not think we can give a break-down on ac-
counts receivable, but I can tell you that our loans on accounts receiv-
able are minute. They are very small. :

Mr. Bucnaxax. Would they be about 15 percent of that figure?

Mr. GunpErsoN. My guess 1s it might even be less than five, might
be down around one, because we never make an accounts receivable
loan by itself, and usually the only time we take them is when it is
absolutely essential to the business to have a little more money than
he can get on his building, equipment, etc., and he has to have it in
order to make a go of it.

If the only source of collateral remaining is a few accounts re-
ceivable, we try to do it, but in almost any business, except up in
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Boston last spring when the banks quit loaning on accounts receivable,
they can borrow on accounts receivable. '

_ Our lending is largely restricted to term loans on plants and
equipment.

Mr. Bucuanan. I was thinking of the problem of small business
‘in regard to contraction by banks on that type of loan and their avail-
ability of funds and the only assets left are accounts receivable that
they are able to pledge. It is a growing problem with those lines of
‘activities such as furniture and household appliances.

Mi. GuxpersoN. Unless we have a local bank participating—we have
had loans, for example, to dry-cleaning and pressing establishments,
which may have thousands of accounts that will run from 75 cents
to 3 or 4 dollars. With our set-up, although we can go to any extent
to be helpful, if we do not have a participating bank in that town
which can function with the substitution and release of those accounts
receivable monthly, you get unwieldy. We would rather lean over
‘backward and leave them freer on that because, while we do every-
‘thing we can to help small business, we are not in a position to service
things like a vast amount of small accounts receivable loan. It is
difficult for the borrower as well as for us.

Mr. Bucaanan. Even things of a semidurable nature such as house-
hold furniture and refrigerators? :
__Mr. Gu~npersoN. We have never done much of it. We did it in the
Kaiser-Frazer loan, that $10,000,000 loan.

Mr. Bucaanan. That is where the business units have outgrown
the banking facilities? ' '

Mr. Guxprrson. That is where CIT, for instance, does not wish
to operate. The bulk of dealers will be financed on the floor plan by
‘credit agencies, and none of that money is available until the regular
credit agencies turn one of them down.

We have run into more applications in the last 6 or 8 months asking
for us to lend them money to assist them in financing certain types
of their business, which is accounts receivable, than we have had in a
Tong time.

Mr. Bucuanan. The present moratorinm in the strike areas of the
steel and coal sections—is that going to lead to a demand for that type
of loan? T have had inquiries. .

Mr. GuxpersoN. We can certainly help them if they cannot handle
.it privately.

Mr. Worcorr. What profits do you show on your loan operations?

Mr. Gu~person. Gross to date about $560,000,000, Mr. Wolcott.
"Have you got it for this year, Mr. Considine?

That is after setting up reserve for losses of over a hundred million.
So far it has totaled $568,000,000.

Senator Doucras. Does that include interest on Government ad-
vancesto RFC? Have you deducted interest, paid to the Government ?

Mr. GuxpersoxN. Yes; that is correct bookkeeping ; net.

Senator DoucLas. That is profit over and above cost of capital fur-
nished to you by the Government ?

Mr. Gunperson. Yes, sir,

Mr. Worcorr. Your net would be minus your reserves, so you have
made something over $500,000,000?

Mr. GuNDERSON. Yes. -
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Mr. Coxsmoine. I might add, $307,000,000 of that was paid as &
dividend to the Treasury last December, subject to the requirements
_of a recent act. ’

Mr. Worcorr. Do you think, Mr. Gunderson, in the operation of
RFC in making investment capital available to small industry, that
you perhaps have prevented concentration or-helped to prevent con-
centrations of industrial and commercial power ¢ S

Mr. GunpersoN. Definitely, Mr. Wolcott. We have certainly done
that, and we have done one other thing that is a little difficult to ex-
plain, but it interests me. : :

I had a record kept in one of our loan agencies for about 18 months,
from July 1946 to about March 1948. I had them keep an individual
detailed record of each application from a borrower, the type of busi-
ness he was in, the amount' of money he asked for, and the amount
of the loan that the RFC approved. .

Then we did one other thing: We broke that list. down into the
loans that we actually paid out the money on; and the loans there-
after, after we had done all the work, banks and insurance companies
took over the commitment and paid it out on our terms. The amount
of loans made in which we did all the work and disbursed no money
was $13,400,000, and during the same period we made and disbursed
loans to the amount of $3,500,000. That was just one of our loan
agencies. - -

So we have done and continued to do an excellent job in putting
together a situation in businesses that are in difficulty, whereby pri-
vate sources that were not available to them before we went to work
on it come to their assistance after we have put the picture together.

Mr. Worcorr. After you have made a survey, a study, and a com-
mitment, then a bank takes over the loan, and there is no way of reim-
bursing you for the service you have performed ¢ }

‘Mr, Guxperson. No, sir. That is a gratuitous service on our part.

Mr. Worcorr. What is your total borrowing power now ?

Mr. Gunperson. Three billion five. : .

Mr. Worcorr. What part of that has been theoretically set aside
for capital for “Fanny May” [FNMA]? ,

Mr. GouxpersoN. Two and one-half billion.-

Mr. Worcorr. So there is a very definite- limitation upon your
operations? . .

Mr. GunpersoN. Yes, sir. . -

Mr. Worcort. You have in the neighborhood of a billion and a half
of borrowing power with which to compete with our entire economy,
and the Congress can or cannot, just as it pleases, expand your au-
thority in that respect as it did during the war; is that right?

Mr. Guxnperson. Mr. Wolcott, in addition to the monetary limita-
tions, the much more real limitation is the wording of the act and the
requirement, that credit cannot be privately available and that a loan
has to be so secured as to assure repayment. In my opinion, enforce-
mient, of those two conditions is_such that it is almost a physical im-
possibility, no matter what the situation, to find enough loans to use
up the money over a very long period of time. -

Mr. Worcort. That language surely prevents you from getting into
open competition with private lending institutions.
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‘Mr. Go~pErson. It means that we have to exhaust every possibility
of having a thing financed privately; and we have been, I think, very
successful. T know of a case where the fourth largest biscuit-manu-
facturing company in the country came in to get a loan from us about a
year ago, and it already had a loan from one of the insurance com-
panies, and it had embarked upon a program of modernization follow-
ing theé war in which they put in automatic bake ovens.

They had spent about $2,000,000 more than they had expected.
They came down because they had exhausted all possibilities of getting
credit privately, and I suggested that they go back to the insurance
company and offer the insurance company the same rate of interest we
would require and the same term of years. :

After about 6 weeks’ negotiating they got the insurance company
first to agree to take half of the loan we might make to help them, and
finally the company took it all.

Those types of our assistance are in carrying out the direction to be
sure private capital is not available ; and it results in, I would say, on an
average, two or three loans being made privately that have been turned
down by private sources after they have come to us throughout the
country.  That 1s why I say that business of exhausting them is a
restriction on the amount of work you do. Also, the limitation that it
must be so secured as to reasonably secure repayment ties it down to
where they must have physical assets, and it eliminates the considera-
tion of all the types of loans that constitute the largest bulk of credit
in this country, like a note at the bank for a line of credit. We cannot
do any business like that. Somebody has to have a building or
machinery with a market value to it before we can do anything for
them, and it is a very real limitation and one that restricts the rate
at which we can lend and the number of loan applications, short of
some major economic catastrophe.

Mr. Worcorr. We built you up during the war so that in the spring
of 1947 you had a potential borrowing authority of—we never could
determine just what it was, but it was between 14 and 18 billion,
was it not?

Mr. Gu~person. That is corrvect.

Mr. Worcorr. It is not your impression that we changed the
1dentity of the Corporation in respect to loans to business and banks
when we cut you back 2 years ago to the $2,000,000,000 and you became
a sort of stand-by organization to meet any emergencies that might
arise in the future—it isn’t your impression that it was the intent of
‘Congress to give you any more or less power to compete with private
enterprise than you had before that?

Mr. Guxprrsox. No, sir. The two actual changes in the act, the
elimination of loans on purchase of preferred stock, the only change
«m this business-loan section

Mr. Worcorr. Preferred stock in banks?

Mr. Guxpersox. Yes. The only change in the wording of the
section of the RFC Act which covers Joans to business was the addition
of three words: “encourage small business.”

Mr. Worcorr. Now, I just want to'make this statement for what
it might be worth. Back in 1940 when we gave you these very broad
powers, especially under 5 (d), and then later on increased your
borrowing authority to upward of $14,000,000,000, it was very appar-
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ent that the RFC had the authority, the power, if it had missed 1t, to
socialize our banking structure and to control the flow of credit to agri-
culture and business and industry.

I think it is to the great credit of the Board of the RFC that that
power was never abused in that respect. The Congress has always
been very cautious not to continue those powers beyond the time
when it was found necessary for war purposes. so that any Board
in the future that might think otherwise would not have the power
to socialize our banking and credit or industry generally.

I have always thought that the RFC did a very splendid job during
the war in financing our war effort, and especially that it did not at
any time misuse its powers to the prejudice of the American system
of government. The fundamental and basic issue before the country
today appears to be whether we are going to perpetuate the American
way of life.

Government was set up to encourage and regulate business but not
to control it to the point where there would be through Government
control or otherwise a too high concentration of financial and indus-
trial power. I think that the RFC has done a very splendid job in
contributing to that ambition, which we all should have that America
continue strong.

I think I should correct a thought T had and I might have expressed
to loans made by the Federal Reserve. Mr. Buchanan called my
attention to that paragraph on page 76 of the preliminary hearings
which states that the restrictions on those loans which it says under
present law they—that is, the Federal Reserve banks—may make com-
mitments on loans only for working capital purposes, only to “estab-
lished” business, and only with maturities not exceeding 5 years.
These are severe limitations upon the ability of the Reserve banks to
render effective assistance in meeting the requirements of smaller
businesses. ' :

Of course, that does not remove in any manner the basic objection
to Federal Reserve banks making direct loans. We have always suc-
cessfully fought attempts which have been made to make the Federal
Reserve banks banks of deposit and to authorize the Federal Reserve
banks to make loans, whether to small business or to big business or
anyone, which would put them in direct competition with the members
over which they have control. It is directly contrary to the theory
behind the establishment of the Federal Reserve System in 1913 and
the amendments which we have adopted to it.

I can readily understand why the Federal Reserve System might
_think that the only way they can control the volume and velocity of
credit is to get control over the issuance of credit; but, of course,
that is to me a rather superficial reason because, of course, if the
Federal Reserve Board is going to do an effective job in that field,
which the Congress itself delegated to it, then the Federal Reserve
System would have to be given control over all expenditures in respect
to our foreign affairs and ECA and every other expense which the
Government has which involves the raising of money. The only other
way you could concentrate control of credit would be to transfer the
RFC, the Federal home loan banks, the Federal Reserve banks into the
Treasury and put them all under the single head; and I do not think
anybody is advocating that.
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So I think we should proceed rather cautiously in any recommen-
dation we.make that the Federal Reserve Board change its identity’
from that of its present set-up to one in which they are doing a gen-.
eral banking business. We did give them the authority at one time,
the Federal Reserve Bank of New York, as I recall it, to accept some
deposits to the account of foreign countries temporarily. That is the:
nearest we have come to giving Federal Reserve banks authority to
accept deposits. :

I guess that is about all. : -
~ Senator Doueras. One final question, Mr. Gunderson, which I would
like to ask you. Who owns the profits of the RFC? The same ques-
tion has from time to time arisen in connection with the Federal
Reserve banks and System, and the Federal Reserve System brought
some gifts up to ‘the altar and presented them to the Treasury in
possible anticipation of congressional legislation and possibly with a
desire to forestall congressional legislation. Now, in the case of the
RFC, who owns these five-hundred and sixty-odd million dollars?

- Mr. Guxperson. The United States.

Senator Doveras. Not the RFC?
~ Mr. Gexpersox. Under our act Congress has permitted us to retain
$100,000,000 worth of capital and $250,000,000 in surplus, together with
the adequate reserves; anything we make over and above that it has to
be paid into the Treasury at the end of each year. , ‘

Senator Dovcras. How much have you paid into the Treasury ?

" Mr. Guxperson. We have paid $307,000,000.

_ Senator Douvcras. Over a period of time ?

Mr. Guxpersox. In the last couple of years, because that provision
was just put in.our act about 2 years ago. . .

Senator Dougras. In addition to that, you have accumulated your
capital and surplus?

Mkr. GuxpErsoN. Yes,sir.

Senator Doucras. You have retired the advances?

Mr. Guxperson. All but $100,000,000 in capital stock, but we have
surplus and reserves. The best, picture on it is that our gross earnings
to date are $568,000,000, of which $307,000,000 have been paid info
the Treasury. :

Mr. BucHaxax. Since the inception of the RFCin 1932 ¢

- Mr. Gu~xpersoN. That is correct. _

Mr. Worcorr. We did write off in legislation about $2,000,000,000 of
losses in the RFC as a result of extracurricular activities during the
war.

Mr. Guxprrsox. Nine billion.

Mr. Worcorr. You had been mandated to raise money for activities
upon which you could get no return. _

- Mr. Guxpersox. That was written off, and on the liquidation of
that we still, as a liquidation of the war activities, run by direction of
Congress the synthetic-rubber program, the tin smelter at Texas City,
certain abaca properties in Central America, and a handful of leases
on plants in the process of liquidation; but all proceeds from all that
activity goes to the miscellaneous proceeds of the Treasury. '

Senator Dotcras. As T remember, financial statements on those
activities showed a profit, too; is that right ¢ :
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. Mr. Guxperson. No,sir. They did not show a profit, for the reason
that much of the money we spent during the war was in the payment
of subsidies.

- Senator Doucras. The operations in the last fiscal year, I mean.

Mr..GuxpersoN. Oh, yes. There is profit on most of these opera-
tions:

Mr. Worcort. You paid butter and other food subsidies.

Mr. GunprrsoN. All metal and food subsidies were paid out of
those funds during the war.

Senator Doucras. Will you furnish statistics on various points
which. we have brought out; that is, the loans outstanding, classified
by size, the earnings of the Corporation above costs, and so on?

Mr. GunpersoN. Yes;that will be done.

(The following tables were later submitted for the record :)

Business loans outstanding, by size, as at Sept. 30, 1949
DIRECT LOANS

Number Amount

LS than $500,000. - - - o oo e em e me e memeimmmmmmemmmeomacoos 5,477 | $148, 297,000
$600,000 £0 $1,000,000- - liiememeemsmococicmeaoe 41 26, 338, 000

$1,000,000 £0 $5,000,000 _ 1o 33 69, 320, 000
$5,000,000 and over. - 11 189, 640, 000
Total.____.____ [PPSR S 5, 562 433, 595, 000

DEFERRED PARTICIPATIONS IN BANK LOANS

Number {| RFC share

Less than $500,000. .- e 6,453 | $127,048, 000

$500,000 to $1,000,000.__ - 8 5, 247,000
$1,000,000 to $5,000,000- R 3 7, 241, 000
$5,000,000 A0A OVeT - - c oo eoooemeaoooos 1 9, 143, 000

T OAL. - - oo e et e cmmammmmmmm—emmam e oo moeme——eaoo 6, 465 148, 679, 000

Business loon authorizations, by size, July 1, 1948, dhrough Sept. 30, 1949

Number | Gross amount {| RFC amount
$5,000 and under. . ... .. _.oooeee- 798 $2,392, 203 $2,313, 894
$5,001 to $10,000_ - 501 4,616, 783 4,188, 419
$10,001 to $25,000. ... .- 1,084 19, 508, 780 16, 962, 959
Total $25,000 and under- ... -— - occeeiene- 2,473 26, 517, 766 23, 465, 272
$25,001 to $50,000. 935 36, 521, 041 31, 236, 608
$50,001 £o $100,000. - 759 60,306,069 | 51,957,735
Total $25,001 t0 $100,000 - _ooooooieaemoan 1,694 96, 828, 010 83,104, 343
$100,001 t0 $200,000_ .- 23 37,423,372 32, 883, 772
$200,001 to $500,000_ 2 224 71,929, 355 63, 601, 195
" Total $100,001 £0 $500,000 -~~~ —-ooooocemmsesanoneoae 467 109, 352,727 96, 484, 967
$500,001 0 $1,000,000 - - - oo ammmmmecnmmmen 7 52, 474, 892 46, 810, 295
Over $1,000,000_ = - _.--aooooe LT 77| 308,461,361 276, 568, 313
Total $500,001508 MOTe. - <o o_mooomammmemeecemma 148 | 360,936,253 323, 378, 608
"Total__.._. e 4,782 | 59, 634, 756 526, 523, 190
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Reconstruction Finance Corporation—Consolidated statement of income from
lending activities cumulative from inception through June 30, 1949

Total income_______ —-- $1,328,117, 141
Less:
Administrative expense ——- $193, 767, 680
Interest expense____________________________ 369, 453, 214
All other expenses_ .. __________________ 11, 780, 287
_— 575, 001, 181
Income before provision for losses_____________________________ 753, 115, 960
Provision for losses___________ _______ o ___. 188, 039, 575
Total - _____-_ ———— - _— 565, 076, 385

Senator Doveras. Is there anything further, Mr. Buchanan?

Mr. Bucuaxax. Nothing further. '

Senator Dotveras. Mr. Wolcott ?

Mr. Worcorr. No questions.

Senator Doucras. Thank you very much. The committee will
stand adjourned.

(Whereupon, at 4: 10 p. m., a recess was taken until 10 a. m., Friday,
November 18, 1949.)
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FRIDAY, NOVEMBER 18, 1949

CoxGREss OF THE UNITED STATES,
SuBcOMMITTEE 0N MoNETARY, CREDIT, AND FiscaL PorrciEs,
Jorxt CoxduTTEE 0N THE EcoNoyIc Reporr,
Washkington, D. C.

The subcommittee met, pursuant to adjournment, at 10:20 a. m,,
in the caucus room, Senate Office Building, Senator Paul H. Douglas
(chairman of the subcommittee) presiding. -

Present : Senator Douglas, Representatives Buchanan and Wolcott.

_ Also present: Dr. Grover W. Ensley, acting staff director, and Dr.
Lester V. Chandler, economist to the subcommittee.

Senator Doucras. Mr. Burgess, we are glad to welcome you this
morning. I understand that you are chairman of the executive com-
mittee of the National City Bank of New York, member of the Fed-
eral Advisory Council from the New York Federal Reserve district,
and, I believe, formerly vice president of the New York Federal Re-
serve Bank; so you are able to review this situation both from your
present position as a private banker and your former position as a
public banker or quasi public banker.

_I understand you have a statement which you have prepared. T will
be very glad to have you read it. :

STA‘TEMENT OF W. RANDOLPH BURGESS, CHAIRMAN OF THE
EXECUTIVE COMMITTEE, NATIONAL CITY BANK OF NEW YORK

Mr. BurcEss. Senator, I might add that I have been on three sides
of this triangle. I have also done some tours of duty with the Treas-
ury from time to time, but I am speaking wholly for myself in appear-
ing before you today. .

1 would like to present a very brief statement as perhaps a quick
way of giving you my general philosophy about the place of the Federal
Reserve System in the economy.

In today’s search for economic stability we ought to reassess the
position and operations of the Federal Reserve System, for I believe
it can be the most powerful instrument the Government possesses for
avoiding booms and busts. Properly used, it can be more effective
than fiscal policy or any of the newer gadgets which have been highly
advertised, but havé never proved themselves.

This and other countries have today committed themselves to the
principle that the Government must intervene in economic life, not
only to see that the game is played according to rules that are fair for
all, but also to seek to avoid sweeping instabilities which bring with
them the excesses of speculation on the one hand, and the distress
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of unemployment on the other. By education and the accumulation
of experience and wisdom the business and agricultural communities
ought by themselves to reduce some of the causes of instability; since
the war they have demonstrated their ability to do so. I am not sure
1t is clear what I mean by that, but it seems to me in the period since
the war that business and agriculture have exercised a great deal of
restraint. In the inflationary period they did not go off the deep end.
The farmer paid off his degts instead of acquiring more as he did
after World War I. The businessman, when prices went down in
1948 and 1949, found himself with inventories, which he liquidated,
but it did not disclose serious weaknesses, which is an evidence to my
mind that the business community has been learning something.

Nevertheless, Government has a duty to exert a positive influence
for greater economic stability. Too often, alas, Government has been
the chief offender in creating instability.

Senator Doucras. Then I take it you do not object to the general
thesis that the Government should exercise powers to help create sta-
bility, that your objection is to what you believe an improper use of
these powers?

Mr. Burcess. Yes; as to the use of the powers we have experi-
mented with—we have not got the final answer yet, but we are com-
mitted definitely to the Government’s intervention.

Senator DouaLas. You would not alter that?

Mr. Burcess. No; I would not alter that.

Our own and other governments have tried in recent years three
different methods for checking booms and depressions. One of these
is establishing direct control—somebody at headquarters makes a
plan of fixing prices and wages and rationing goods, general exchange
controls, and what not, and compels the people to follow it. -

Except in a completely totalitarian country like Russia or in war-
time these methods do not, work well.

Senator DoueLas. You would make an exception in wartime for
democratic countries ?

Mr. Bureess. That is right, you have to do it in time of war.

Senator Doucras. What about the period immediately following
the war? '

Mr. BurcEess. You have to work out of it gradually. Obviously,
you cannot simply drop.them immediately. Of course, anybody who
goes to Europe 1s impressed with the fact that these controls lose their
effectiveness as they go on and people find they way around them and
they do not do the job. .

They grow more and more difficult to enforce, and they gradually
choke off the free flow of initiative and enterprise which are the life-
blood of our economic system. They are abhorrent to our democratic
notions of the freedom of the individual.

The most fashionable recent idea in this country for combating eco-
nomic instability is the “compensatory spending” theory. A whole
metaphysics has been developed on precisely how to manage fiscal
policy in a way that will stabilize the economy.

The Federal budget is of course an important economic influence, but
not always a salutary one. Experience of recent years is discouraging
to the belief that the budget can be so subjected to economic control
that its fluctuations will become a stabilizing influence in the business
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cycle. According to the theory, spending should be reduced when the
economic goose hangs high, and increased in depressions.

So far, about all we have succeeded in doing since-this theory gained
official sanction has been to increase the budget in both booms and
depressions, with the notable exception, of course, of the fiscal year
1948, when we really did have a surplus.

Budgets are instruments of politics, and to make them also economic
tools is asking much of human nature.

That is simply saying in other words what you yourself, Mr. Chair-
man, have said in these hearings: that so many people participate in
these decisions that to get the thing agreed on and going one way is
very hard to do.

The best practice will be to fortify insistently the old tradition that
budgets are to be balanced. Circumstances themselves will unbalance
them often enough despite all that can be done.

_ Senator Doucras. Would you say budgets should be balanced in a
depression period?

Mr. Burcess. No; I think the principle is that you want your budget
Lalanced. You recognize you cannot always do it. You plan out.a
balance, and your income drops away, and you find yourself with an
unbalanced budget. :

Senator DoucLas. You say you should not increase Government
expenditures during a depression, and.any unbalance -would come
from shrinkage in revenues?

Mr. Burcess. I would not go that far. There may be occasions
when you find it necessary to increase expenditures in a depression.

Senator Doucras. I think the presumption would be in favor of
increasing expenditures in a depression to offset the decline of private
business. '

Mr. Burcess. Well, that is one of those difficult questions where
we would probably mean the same thing. The thing that, of course,
impresses one at this time is the extreme difficulty in getting a democ-
racy to balance the budget, to overbalance it at the right time——

Senator Doucras. You mean it is difficult to get a government to
balance a budget in a period of prosperity ?

" Mr. Burcess. Yes; 1t is difficult at any time.

Senator DoucLas. Now, I go with you on the principle that in pros-
perity the budget should be balanced, and you should have a surplus
to retire a portion of the public debt; but I think that there is danger
that the advocates of balancing a budget in a period of prosperity may
go too far and say that you should not expand expenditures in a
period of depression. .

Mr. Burcess. I think there is a danger. I do not think I differ
fundamentally from you.

Senator Doveras. What you are afraid of is that it will get Con-
gressmen and economists in bad habits if they embrace the principle
of unbalancing budgets in periods of depression?

Mr. Burgess. That is right.

Senator DoucLas. And you are afraid of a relative system of eco-
nomic ethics lest it destroy the desirability of balancing budgets in
periods of prosperity?

Mr. Burcess. So many of us do not determine our immediate actions
by long-term objectives, but by rules and by what you call ethics, the
ethics of a thing, and the ethics are highly in favor of a budget balance.
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If we say that does not mean anything, push that old rule to one
side, the danger is we go along year after year with an unbalance.
In the very laudible effort to seek to control our expenditures with an
eye on the economic climate, we must not give people the impression
that we are just putting aside that old ethic. That is all T am arguing.

The third of the traditional methods of affecting business fluctua-
tions 1s the regulation of money through changes in the supply and
cost of money. History records.many instances of the successful use
of this instrument. For years, the Bank of England, by changes in
its discount rate, or by its purchase or sale of bank acceptances or
Treasury obligations, influenced the flow of funds in and out of
the London market. More important still, it influenced the activity
of the investment market. The Federal Reserve System now has a
long history of attempts at credit control—some more, some less suc-
cessful. ‘

There are great advantages in trying to influence economic fluctua-
tions through the money supply. In the first place, it can be done.
The central banking system has the power to change the price of
money and to influence the volume of money.

It can act with the decisions of a relatively small group of men. It
does not have to have the number of people in agreement that you do
when you deal with the budget. '

The second advantage of using monetary action as a method of
influencing business is that this method is consistent with democracy.
You don’t have to tell the individual borrower or lender what to do,
but you create the conditions under which he makes his own decision.
If we must have some form of Government control, the best form in
all our experience is control through money, because that involves the
least interference with the freedom of the individual to make his own
choices in his economic life.

Any skeptic as to the power of money in any economy does well to
examine the dramatic illustrations of the results of recent basic changes
in money values and credit policies in Belgium, Germany, and Italy.
These were extreme cases, but they revealed vividly the improvement
that can follow large doses of good old-fashioned monetary medicine.

Mr. Worcorr. I think perhaps, when Mr. Burgess uses the term
“money” here, we understand that he does not narrow it to hard
money ; that the term also embraces credit.

' Mr. Bureess. That is right, bank deposits, and the credit currency
we all use.

Mr. Worcorr. I suggest that be in the record. Somebody reading
the record might think he is referring to Federal Reserve notes, tens,
twenties, and so on—hard money. :

Mr. Bureess. The Federal Reserve System is our mechanism in the
United States for money management, and I suggest that today it
offers a better hope for successful Government influence toward busi-
ness stability than any of the newer products of the economic
Jaboratories. .

" But, if the Federal Reserve System is to realize the high purpose
for which it was created, it will require from the American people,
and more directly from the Congress and from the other arms of
Government, better support and cooperation in three special directions. -
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1. THE PRESTIGE TO ATTRACT ABLE MEN

The symbol of the standing of the System is the salaries which are
paid the Federal Reserve Board. The salaries recently approved by
the Congress would condemn the System to a position as simply one
‘of many Government regulatory agencies. They should be higher.

Senator Doucras. Mr. Burgess, as I remember it, in the recent top-
bracket salary bill which Congress passed, we raised the salaries of
members of the Board to $16,000. .

Mr. Boreess. That is right, from $15,000 to $16,000.

Senator Doucras. Now, I personally wanted to raise them more
than that, but the difficulty that we ran into was that there was quite
a demand that the salaries of the members of the Federal Deposit
Insurance Corporation should be on a parity with the Federal Reserve
Board, and there was a reluctance to raise the salaries of the members
of the Federal Deposit Insurance Corporation Board to $22,000; and,
therefore. holding the salaries of the Federal Deposit Insurance Cor-
poration Board to $16,000, on the principle of equality, meant keeping
the Federal Reserve Board down to $16,000.

I wondered if you would comment on that.

Mr. Burcess. 1 think they are all underpaid for the work that they
do.

Senator Doucras. Would you recommend raising the Federal De-
posit Insurance Corporation Board to $22,000%

Myr. Burceess. I would be inclined to suggest $20,000 for both the
Board of Governors and, let us say, the Comptroller of the Currency
and the head of the FDIC.

Senator Dovcaras. I am not a suspicious man, but we received lots
of telegrams from banking groups insisting on the FDIC being kept
on an equality with the Federal Reserve.

It crossed my mind that that might be a move to keep down the
salaries of the Federal Reserve. I wondered if you were at variance—
whether my suspicions were entirely unjust or whether you were at
variance with a large proportion of the banking fraternity on this
issue.

Mr. Burcess. I would not be able to read their minds, Mr. Senator.

Senator Doucras. At any event, irrespective of what is done in the
case of the Federal Deposit Insurance Corporation, you would be in
favor of increasing the salarvies of the members of the Federal Reserve
Board?

Mr. Burcess. I would. I think what they do is of enormous im- *
portance for the economy of this country.

Senator Doucras. I notice you use the term “symbol” rather than
“payment.” You think that it is not so much the increase in salary but
the fact that the gentlemen would have more chips and would, there-
fore, be indicated to be good poker players in the game of life; is that

ri%}/}t?
Mr. Burgess. That is a pretty good way to express it. There is a
lot of protocol in Washington as well as everywhere else, and what you
get is a symbol of your rating. There are some members of the Board
to whom the salary does not mean anything of importance.

The other point, of course, is that it has been difficult to get members
of the Board. I know of a good many cases where people declined
membership on the Board, people of the sort you would like to have
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there. Younger men with other opportunities and a family to educate
find_it very difficult with those salaries.

Mr. BucuaxaN. You do feel, Mr. Burgess, that the members of
the Federal Reserve Board should be compensated on a higher level
than other comparable agencies, such as, for example, the FDIC? |

Mr. Burcess. I think the work of the FDIC is enormously im-
portant and might be critical in a time of emergency. But the work ot
the Reserve Board in terms of the broad movement of the economy is
just out of the class of Government regulatory agencies which deal
with special sectors of the economy. They have got the full thing to
deal with, and it takes men with breadth of understanding and ex-
perience. That is my long way of saying “Yes,” Mr. Congressman.

2. INDEPENDENCE OF ACTION

During the war the System necessarily became an instrument for
enabling the Government to finance the war swiftly, surely, and eco-
nomically. That role has been continued too long into peacetime. If
the Reserve System is to act vigorously and effectively to check infla-
tion or deflation, it must be free to take action in controlling credit
volume, which will inevitably raise or lower interest rates, and hence
the prices of Government securities. There can be no tightening or
loosening of credit without affecting interest rates. They are the
thermometer of credit. J ' _

I am one of those people who think there should be flexibility in
rates and prices. :

Senator Doucras. I want to have you finish the next paragraph, and
then I will ask some questions.

Mr. Burcess. Neither can the Federal Reserve System be treated as
just one of the political instruments of the administration. The wise
Executive will yield to the Reserve System a substantial measure of
independence ot action so that its judgments can be objective and free
from political bias. Only so can it do promptly some of the hard
things that have to be done—and politically unpopular things—if
inflationary tendencies are to be checked before they blossom into the
booms that so often induce depressions.

Senator Douvcras. May I ask you some questions on those two para- -
graphs, because they hint at a lot of issues.

Mr. Burcess. I come back to some of that later.

Senator Doucras. Would you prefer to finish your statement ?

Mr. Burcess. Perhaps so, because I think we are wading into some
very deep water.

The Federal Reserve System needs a certain measure of coopera-
tion from other Government agencies. In the recent inflation, for
example, the Reserve System and the commercial banks were con-
ducting a vigorous campaign to resist inflationary extension of credits.
At the same time other Government lending agencies were pumping
out credit vigorously and freely.

The activities of these other agencies partly offset restraining action
taken by the Reserve System. Some plan of coordination of the
activities of lending agencies along the line of the proposed credit
council, which Chairman McCabe referred to.in his testimony, war-
rants thorough examination. '
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If we will act to restore the prestige of the Federal Reserve System,
to give it greater independence and better cooperation from other
Government agencies, I believe it does not need any new powers. It
has at’its command in open-market operations and the discount rate
instruments of tested worth which have been used in country after
country with success.

Senator Doucgras. Mr. Burgess, isn’t the discount rate virtually
obsolete as a method of control now due to the fact that the volume of
paper presented for rediscount is infinitesimal?

We had testimony on the first day of our hearings that the amount
‘of commercial paper which is rediscounted by the Federal Reserve
banks is less than.2 percent of the total transactions at the banks, and
I wondered if this is not just a carry-over from the original purpose
of the Federal Reserve System, but which has become obsolete with
the passage of time.

Mr. Bunerss. No,sir. I disagree with that point of view completely
and emphatically. That point of view would imply that the 1mpor-
tance of the discount rate was that a member bank had to pay a little
more when it borrows from the Federal Reserve System. That has
very little to do with the use of the discount rate.

The diseount rate is an indication of what a very responsible group
of people in a controlling position think about money ; and, when the
discount rate changes, all money rates change, not just the rates of
that limited amount of paper that they deal with.

For example, the discount rate was used very effectively by the
Reserve System during the past few years. They had a preferential
rate of a half of 1 percent in 1945 to encourage the banks to do their
job in war and postwar lending. They moved that up until you
got a rate of 114 percent.

Senator DoucLas. But, Mr. Burgess, the total amount of paper, as
I remember it, which has been rediscounted by the Federal Reserve
System, now in its vaults, amounts to $300,000,000. - :

Mr. Burcess. Yes.

Senator Doucras. As compared to $17,000,000,000 in Government
securities and—well, what is the total volume of commercial loans
outstanding by the banks? That is well over $20,000,000,000. So how
would $300,000,000 affect $20,000,000,000 of commercial loans? That
is 114 percent of the commercial loans possessed by the banks not
rediscounted. .

Mr. Burcess. Well, it is the marginal difference, it is the marginal
straw that makes the difference in the whole thing. A change in the
discount rate has frequently, if not usually, changed the rate that
several million borrowers pay at their banks. The rate on some loans
is tied to the discount rate, and the rate on all loans is influenced
indirectly. A discount-rate change has often changed the rate which
the Standard Oil Co. of New Jersey, for example, has to pay when
it goes to the market and sells debentures.

My old chief, Ben Strong, used to say that the country’s credit pool
is one pool. You drop a rock in at one point and the ripple runs
throughout the pool. :

Senator Doucras. If the banks are out of debt to the System, how
does this rediscount rate affect the rates they charge?
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Mr. Burcess. The main avenue of contact now between the banks
and the Federal Reserve is not the discount window but the Govern-
ment-security window,

Senator Doucras. That is the point.

Mr. Bureess. And through that window they control the whole
money market, both in terms of buying and selling; and the rate at
“which they buy and sell and the rate of buying and selling moves with
the discount, rate.

Senator Doucras. That seems to me to be the center of attention,
the open-market operations. '

Mr. Bureess. They go together. The open-market operations and
rediscount rate are twin instruments used together.

Senator Doucras. I would say one twin is of the size of Primo
Carnera and the other twin is like one of Sanger’s Midgets. .

Mr. Bureess. He has been wounded, but I think you will find he
gives a pretty good account of himself over a period.

Senator Doucras. What about changes in reserve requirements ?

Mr. Burgess. I refer to that later.

Senator DoveLas. Excuse me. It is always the tendency of a cross-
examiner to anticipate points a witness will later develop.

Mr. Burcess. There must be freedom and courage to use them. I
am here expressing agreement with the statement by Allan Sproul,
on page 156 of the committee print, and I quote just a few sentences,
although the whole passage is worth reviewing :

* * * for the type of inflationary situation through which we have just
passed, I should think our present powers are adequate, provided they are used to
-the necessary extent. ,

With respect to the requests which were made for more powers over
reserve requirements, Mr. Sproul said :

A request for more powers was sidestepping the real issue, an issue which
would have remained and reemerged once any new powers have been granted
and put in operation.

Mr. Sproul further says:

So long as the System cannot allow moderate changes in rates to occur—

he means interest rates—

as a result of its decisions to ease or tighten credits, then it cannot in fact
accomplish an easing or tightening of credit—

omitting a few sentences—

A resort to special powers to increase reserve requirements would, in my opinion,
only conceal or delay recognition of this central fact.

Senator DoveLas. Does that complete your statement ?

Mr. Bureess. That completes my statement.

Senator Doucras. May I ask you to turn back to page 3, the bottom
paragraph. You speak of the fact that the System during the war
helped the Government to finance the operations swiftly, surely, and
economically. Would you describe briefly how this was done?

Mr. Burerss. Well, the Treasury and the Federal Reserve System,
with the concurrence of the banking community—some of us were
members of groups that were called in by the Treasury and the Sys-
tem—agreed on a general scale of rates at which the war could be
financed, running from three-eights on Treasury bills up through to
214 on bonds.
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Then the Federal Reserve by its purchases in the open market stood
back of those rates so that, whenever bonds were offered in the market
below the prices that these rates indicated, they would buy them in
amounts necessary to maintain it.

Senator Doueras. Maintain the price?

Mr. Bureess. Maintain the rates and prices.

Senator Douaras. And give to the sellers credits on the books of
the Federal Reserve banks which would serve as reserves?

Mr. Bureess. They would get a Federal Reserve check which would
be deposited in a bank, and that bank presents it to the Federal Reserve,
and that creates credit, of course. It formed the basis for credit
expansion which, of course, in some measure you had to have.

Senator Doucras. Would it have been possible for the banks to have
created some $70,000,000,000 of credit with which they took title to
Government bonds without the cooperation of the Federal Reserve
System ? ' :

Mr. Burgess. No.

Senator DoucLas. So that you think this function was necessary for

thilprosecution of the war?
. Mr. Burcess. I agree. As a matter of fact, I was chairman of the
economic policy commission of the American Bankers Association at
that fime. We wrote a pamphlet, which we sent to all banks, explain-
ing just exactly the process that was called for and supporting it to
the fullest extent of our ability.

Senator Doucras. Now, you say that role has been continued too
long into peacetime.

Mr. Burcess. Yes, sir. ' '

Senator Doucras. I wonder if you would state why you believe that
10 be true.

Mr. Burcess. We sold savings bonds to the people. Since the war
the buying power of those bonds has been reduced very substantially
hecause commodity prices have risen. It is my feeling that a some-
what more vigorous campaign of checking credit expansion could have
. held back that price increase in some measure.

Senator Doueras. We have had the increase in prices, have we not,
because during the war we had this expansion of credit with which to
purchase the Government bonds, and while that increase was held back
by specific controls during the wartime, when the dam finally burst
you had such a quantity of bank credits available that finally it caused
prices to rise.

Mr. Burcess. I do not think anything could have been done that
would have wholly avoided a price increase. There was a shortage of
goods and there was a large supply of money. It is a question of

egree.

The Federal Reserve System went at the problem; they appreciated
what it was; they did raise their discount rate as I have said; and,
working with the Treasury, the yields on short-term securities were
increased.

That led to some further absorptions of these securities by corpora-
tions and others. It was my feeling, however, that more of the debt
would be in the hands of others than banks if rates had been raised
more rapidly. I think in this I am simply echoing what I gather to be
the feeling of many people in the Reserve System.
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Senator Doueras. I have a chart here which shows that the yields
began to rise about the middle of 1947. That is page 30 of this chart -
book of the Federal Reserve System, October 1949.

Mr. Burcess. That is what I have in mind. They made an adjust-
ment toward the end of 1947. It is known in the market as the Christ-
mas present by the Federal Reserve System to the banks, when they
dropped the support level on Government bonds by one or two points,
which I think was very wise. It slowed up the process of new financ-
ing, made people who were planning investment programs—I mean
business people who were going ahead with accumulating inventory
or building new plants or buying machinery—go a little slower.

This was an illustration, to my mind, of what can be done, even with
only moderate action. .

Looking at it from the point of view of hindsight, it is my view that
they could have acted a little sooner and a little more vigorously.

Mr. Worcorr. Do you not think that perhaps support of the bond
market is a very material influence and should be included with the,
manipulation of the rediscount rate and operation of the Open Market
Committee in respect to economic stabilization ?

Mr. Bureess. That is a big question, and, of course, it is the ques-
tion, because the minute you try to put the heat on credit expansion
you inevitably depress the Government market. '

I have read some of Mr. Harl’s testimony here yesterday. In the
first place, I want to say that I think the Treasury has no obligation
to hold the prices of Government bonds at par. I was the chief sales-
man for the Treasury in the third and fourth war loans in the New
York area, where we sold as many bonds as anybody, and T can assure
you that as a salesman for the Treasury we made no such commitment.

I can assure you that the banks that I know do not regard them-
selves as having had a commitment ; when you buy a bond you take the
risk of decline.

I think the facts are evident that the banks do not think they
have a firm commitment. If they felt they had a firm commitment,
there is no reason in the world why they should not buy all long- .
term bonds and get the benefit of the high yield, but they do not.
Their average maturity is down around 3 years. I have the figures
here in a chart from the Federal Reserve chart book. It shows the
figures for a group of banks that report to the Treasury regularly.
Of a total of $58,000,000,000 of Government securities held by these
banks as of the end of July, $47,000,000,000 are under 5 years’ ma-
turity, and only $11,000,000,000 are over 5 years’ maturity. The banks
are keeping pretty close to the shore, because they know there is al-
ways a risk of changes in prices of bonds.

The other conclusion that would be drawn from these figures 1is,
as far as a bank is concerned, a moderate decline in bond prices is
nothing very serious. If our holdings are reasonably short, we are
prepared to have fluctuations in the market. We think these are
the best securities in the world. ‘

Senator Doueras. What about the general investing public? These
bonds are widely distributed. I suppose they are more widely dis-
tributed than the bond issues of any previous war. You have virtually
everyone in the United States holding Government bonds.

Mr. Burcess. Yes.
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Senator DoucrLas. Now, if you raise the interest rate, you indi-
rectly lower the price; or, if you lower the price, you raise the interest
rate.

So your proposal in effect might well mean an appreciable de-
cline in the price of Government bonds and, therefore, a capital loss
(a) to individuals and (b) to banks.

Mr. Burcess. Well, let’s look at that one. That raises the real
issue, as you suggest.

Mr. Worcorr. May I interrupt a moment? When you use the term
“interest rate,” does that embrace the yield? The interest rate does
not change, does it? - Yield changes.

Senator Doucras. I mean, of course, the yield.
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Mr. Burcess. That was part of the plan that was worked out at
the very beginning of the war. The Secretary of thé Treasury at that
time was keenly conscious of what happened after World War I when a
great many small people bought Liberty bonds and some sold them as
lowas 82 or83. He was resolved that that should not ha bpen again,

I think he was right, and there was devised this plan for the sale of
savings bonds, which are redeemable by the Treasury at any time at
a price above what the man paid for them. If you hold them a
short time, you get less; if you hold them a long time, you get more
Interest.

So that our great pressure on all these drives which T participated
in, was to get people to buy these bonds that were guaranteed by
the Government against depression. The small man was sold those
bonds. The other bonds, the market issues, were not issued in de-
nominations of less than $500, it was very carefully planned so there
should be two types of bonds sold : One, the bond for the man who is
not used to investing, does not want to take a risk; the other, the
market type of bonds which are bought by people who could afford
to take the risk. The people who bought these market-type bonds
were insurance companies, wealthier individuals, who take the risk.

Senator Doucras. The price on one goes down, and the price on the
other goes down.

Mr. Burcess. The price on savings bonds cannot go down, because
that is fixed by the Treasury. They are redeemable at any time at
fixed prices.

Senator Douer.as. What about the insurance companies?

Mr. Burcess. Well, that is a good point. In your statement you
suggested the possibility of loss. “In the first place, these are the best
securities in the world. I think we will all agree on that. There is
nothing better than the bonds of the United States Government.
While they may fluctuate in value, they will be paid off at maturity
in dollars at the face amount. There is no loss if you hold them.

As far as the banks are concerned, I pointed out their holdings are
mainly short. Their holdings of long-term bonds are so modest that
they are well within the amount that they can hold to maturity.

So, the banks can weather a very considerable change in those .

bonds, if necessary. So far as insurance companies go, they are hold-
ing those bonds against long-term contracts, which mature over a
long period of years. They probably will never sell any substantial
part of them unless they do it as a matter of policy because they .can
get a higher yield somewhere else.
- T am on the finance committee of a large insurance company, and
we are perfectly comfortable with our Government bonds, even if they
fluctuate a little. The individuals who bought the bonds are perfectly
able to take some fluctuations. Let’s not get our attention focused
solelv on the dollar price of things. Let’s think in terms of the
buying power.

Now, I say that the responsibility of the United States Government
for the buymg power of the savings bonds that it sold under high
pressure—and I helped to do it—to the people of this country is fully
as important as the cash redemption of these bonds at the price you
sell them. I do not know any way of controlling credit expansion
without really putting on the brakes, and really putting on the brakes
means that you are going to get high money rates and feel it in bond
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prices, but that is part of the responsibility for keeping the purchas-
ing power of these bonds that we have sold.

Senator Doueras. How would you have the Federal Reserve Sys-
tem raise interest rates? I take it what vou are saying is interest
rates should be raised 1f we move into an inflationary period.

Mr. Bureess. There is not much point in it now. Looking back to
the period when prices were going up, I am suggesting that they would
not have gone up so far and so fast if we had not somewhat made a
fetish of this matter of maintaining Government bonds at a fixed
price. It held back the Federal Reserve System from using the
instruments, not just the discount rate, but open-market operations.
They could not reduce their holdings. Tt made completely ineffective
these changes in reserve requirements.

Take the case of a specific bank. When they raise the reserve re-
quirements 2 points, it means the National City Bank has to turn
$65 million of its Government securities into cash. So we go out in
the market and sell them. Who buys them? The Federal Reserve
System buys them and puts exactly that amount of money back in
the banks. So there is no decrease in the amount of money in the
market at all. It is just an exchange of ownership of those bonds,
that is all.

So changes in reserve requirements are ineffective so long as the
Federal Reserve System is standing there with a basket to catch
all Government bonds that are dropped in at a given price. :

Mr. ;VOLCOTT, May I follow up in that respect what I intended to
earlier ' :

Mr. Harl yesterday expressed the opinion that he thought it ad-
visable as a stablizing influence for the Federal Reserve to support
the price of Government bonds, notwithstanding the demands upon
the Federal Reserve to purchase them from the banks, the point
being that in times of depression where there was a need on the part
of the banks to get an unusually large amount of cash, which would
otherwise affect very materially the price of bonds, notwithstand-
ing the depths to which the bonds might otherwise go, the Federal
Reserve should support them—he did not say at par—but substan-
tially. Would you comment on that?

Mr. Burcess. I am glad you asked that. That enables me to clarify
it a little more. Here I may say Mr. Sproul’s statement clarifies this
whole thing very much along the lines I am saying. It happens that,
Le and I had at different times the responsibility of administering this
matter of supporting the market. I had it for some 8 years in the
Federal Reserve Bank in New York, and now it is in his lap. So, we
are giving you the results of our experience in dealing with the market.

Now coming to the point that Congressman Wolcott makes, with a
debt of $254,000,000,000, or it may have gone beyond that figure since
1 looked at it, you cannot ignore that as a factor in the economic situa-
tion. The Federal Reserve System has got to take account of it.

I think it would be foolish to suggest, as the papers reported some
of the statements here, that the Federal Reserve should withdraw from
the market, withdraw its support. I am not suggesting that. Since
Government bonds are such a tremendous factor in the whole monetary
economy, there must be responsibility somewhere for their market. In
the Reserve System we developed phrases that are used in distinguish-
ing between “pegging markets” and “maintaining orderly markets.”
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We use those two phrases. One thing is to peg at an absolute fixed
price, the other is to make sure there is always somebody there to buy
at a price. In the price economy, there needs to be a buyer at a price.

The Federal Reserve System used to try in the old days, when the
debt was smaller, to maintain an orderly market, and did exactly that
for a good many years; they tried to see that there was a buyer at
a suitable price. That way you cushion any serious decline and make
sure that you cut off distress selling. In that way you keep the price
declines from getting out of-hand.

That, of course, ought to be done. But that is very different from
standing there and taking everything anybody wants to offer you,
whether he is a speculator or dealer or whoever he is, at a fixed price.
Much of the buying of the Federal Reserve has, in fact, been done way
above par to maintain a pattern of rates. :

Mr. Worcorr. Would you consider it advisable for the Congress to
enact the standards or the limitations upon which the Open Market
Committee would be bound in the stabilization of the bond market.

Mr. Burerss. No, sir. I think it would be impossible to phrase any
limitation of that sort in such a way that you could work it out. Itisa
problem to be worked out within the Federal Reserve System, with the
Treasury. There has been very close understanding between the Re-
serve System and the Treasury in recent years. )

I think it is a problem of working it out, and nobody can lay down
a formula which would govern it, a legal formula. '

Mr. Worcorr. If we were to enact legislation, Mr. Chairman, that
would provide that the Open Market Committee should never support
the Government bond market at less than, say, 95—as an arbitrary
figure—there probably would be some danger in respect to that; would
there not? That might become the ceiling or the ceiling the people
might expect to be put on the bonds?

Mr. Burerss. It would either be worthless or dangerous, one or the
other, because you could not anticipate the events that might occur.

Senator DoucLas. Is the immediate problem inflation ?

Mr. Bureess. Well, I do not know. I notice the President said yes-
terday that he felt the danger of recession had rather passed. I agree
with him. T think that the inventory adjustments that we have been
through have passed over; and, very happily, we have done it without
any serious difficulty. Where we go from here, of course, nobody ever
knows ahead of time.

There are both depressing and inflationary elements. I do not think
the adjustment is fully completed in the capital-goods area. Farm
income is likely to be a Iittle lower, looking ahead.

On the other hand, there are definite inflationary elements in the
situation, foremost among ‘which is the unbalanced Federal budget,
the plan of distributing more than 214 billion dollars to the veterans as
dividends on their insurance, spending by municipalities and States.

I am inclined to think that the inflationary possibilities are now a
little stronger than the deflationary.

Senator DougLas. Suppose you were a member of the Federal Re-
serve Board. Would you believe that the support price should be
lowered at the moment ? :

Mr. BurcEss. The support price—there isn’t any support price at
the moment. They have not bought at support price for some time,
and I interpret their statement of June 30 as a kind of declaration of
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independence, a ‘move in exactly the direction I have been talking
about.

Senator Doveras. Your proposal to increase interest rates to check
bank expansion of credit and, hence, increase in prices would operate
through a lowering of the price at which Government bonds were pur-
chased and, hence, an increase upon their yields; isn’t that true?

- Mr. Burcess. Yes. Or they would push out some bonds. For
example, the particular situation in the market today that is interest-
ing is that the long Government bonds have been rising a bit in price,
and the Federal Reserve has a huge holding of these bonds and 1s not
selling any of them. The statement shows week after week no change.

Now, they scooped in all these bonds, and they are holding on to
them. IfI werea member of the Federal Reserve today, I would vote
to let some of those bonds go as there was demand for them, so that
the longer-term rate of interest was a little higher.

Now, those bonds are way above par. This does not involve the
question of par, but the yield rate now on longer-terin Government
bonds is so low and the prices are so high that the market is restricted.
The market is very restricted.

Senator Doucras. Let me see if T follow your train of thought. You
would say that the Reserve should sell long-term Government securities
in the open market?

Mr. Burcess. That is right.

Senator Doucras. And that this would diminish, directly and in-
directly, the reserves which member banks would have in the System,
and hence reduce their lending capacity ; is that true?

Mr. Burgess. That is the logic of it, but it isn’t exactly what would
happen, Mr. Senator.

éenator Dovucras. I was going to ask the further question: Would it
not then be possible for banks to present these bonds back again to the
Reserve System ; and, if the Reserve System had the policy of buying,
it would put back in the right-hand pocket deposits for the bank which
it had taken away from the left-hand pocket ?

Mr. Burcess. They don’t have to buy them back.

Senator Dovaras. No. They don’t have to ; but, suppose they didn’t,
what would happen?

Mzr. Burcess. Prices would go down a little. That is what would
happen. And the whole investment market

Senator Doueras. Yields would go up; interest rates would rise?

Mr. Burcess. Yes; interest rates would rise.

Senator Doucras. How far do you think the prices of bonds would
fall if the Reserve System stopped buying?

Mr. Bureess. They can decide that almost completely. They can
put those bonds down 2 points or down one point. They have almost
complete control over that market.

Senator Doucras. Do you feel that this is the time for putting such
policy into effect ? 4

Mr. Boreess. Well, I don’t think the situation is clear enough to
pursue the policy vigorously.

Senator DoucLas. And you say “watchful waiting for the moment*?

. Mr. Borgess. And a little feeling out of the market.

Senator Doucras. And if prices should rise by, say, 5 percent

Mr. Boreess. I would move sooner than that. I think they can tell
sooner than that.
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Senator Doueras. You would say that with any appreciable in-
crease of prices, defining “appreciable” as less than 5 percent, that,
the Federal Reserve System should temporarily cease buying bonds,
until they depreciated in price sufficiently to raise the interest rate
by X amount?

Mr. Burcess. Well, I would have to go back over all those steps and
rephrase it, but the effect is the same. I don’t think that you can judge
the situation completely by the price level. I think they can catch it
sooner than that. If they see the volume of credit rising, due to
deficit financing, and see some speculative tendencies, they may move
sooner than the wholesale price or retail price reflects that change.
But, in general, I think they ought to start moving a little in the
direction of firmer money and restraint.

Senator Doucras. What weight would you give to the presence of
unemployment as an index?

Mr. Burerss. Well, I think it has very important weight.

Senator Doucras. You might have wholesale prices rise slightly,
but unemployment in excess of 5 percent.

Mr. Bureess. You could and you would have to decide where
median judgment lay as to whether the economy was moving too fast
or not fast enough. '

Senator Doucras. Do you have any bench marks in your own mind ?

Mr. Burcess. Yes. Employment is one of them; the movement of
wholesale prices is another bench mark; production index; movement
of security prices, stocks and bonds; stocks is an indication of the
atmosphere, whether speculative or not; the movement of loans of
the banks, bank loans, whether they are going up or down.

Senator Doucras. When all of the indexes point in one direction,
the decision is fairly clear; but when you get——

Mr. Burcgess. That is a cinch.

Senator Doucras (continuing). But when you get contradictions
of indexes, that is the difficult problem. If we found, for example,
that unemployment had been reduced to, say, 2 or 8 percent, and pro-
duction had ceased to increase, and that prices were rising, then I
think it would be pretty clear that we were in inflation, and that we
should check any further increase in price. '

Mr. Burgess. That is right.

Senator Doucras. Suppose production is rising, prices are rising,
and unemployment falling, it is still, let us say, above 3 percent or
5 percent ; that is where the difficulty is. '

Mr. Bureess. That is right.

Senator Doucras. Yes.

Mr. Burcess. That is why you need such competent people in the
Federal Reserve System.

Senator Douaras. We are trying to get a little light on that subject,
because the Federal Reserve System, after all, although it dwells in a
handsome building (we hope not in an ivory tower) finds that its
decisions are, in part, conditioned by public opinion.

Mr. Burcess. That is right.

Senator Doucras. These hearings perhaps, to some degree, help to
build a more informed public opinion. So, we would appreciate very
much your judgment on it. '
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. Suppose production were to go up, unemployment were to fall, but
would still be above, let us say, 2,000,000, and prices would be rising
slightly.

Mr. Burcess. Yes.

Senator DouerLas. Now :

Mr. Bureess. And the money supply rising. If the money supply
were rising, I would think that was a time——

Senator Doucras. Because it would be rising faster than
production ?

Mr. Burcess. Yes. That is the time, I think, to begin to firm things
up a little.

Senator Doucras. Even though it meant a decrease in the rate of
absorbing the unemployment and the slackening in production ?

Mr. Burcess. Well, I doubt if it would mean that. I should say, if
your unemployment condition were as at present, the indication would
still be for “firming” because you have had a period of high employ-
ment and still have. i

Senator Doueras. High employment, but, if you can believe the un-
employment figures, probably 3,400,000 unemployed, which is about
7 percent of the nonagricultural labor force. .

Mvr. Burgess. But still below normal—isn’t it #—for unemployment.

Senator DoucLas. It all depends on what you mean by “normal.”
ﬁ Mr. Bureess. I will leave that to you; you are the expert in that

eld.

Senator Doucras. Do you mean average, or what exists at the peak ¢

Mr. Burgess. Yes.

Senator Doveras. It is certainly less than full employment; let’s
put it that way. It is certainly less than full employment.

Mr. Burcess. Yes. ‘Of course, there is a tremendous lag in em-
ployment figures. They represent the result of business plans made a
long time ahead. So, 1t isn’t a very good immediate index.

Senator Doueras. You see, what we would like to do is to get some
of these mysterious decisions which the Federal Reserve Board makes
in quiet out in the open, so that they can be appraised.

Mr. Burcess. Yes. Well, I think they have a remarkably able re-
search service that turns up the various factors in the business front.

Senator Doucras. I have always believed that the Egyptian priests
were extremely able too, but they tried to conceal all their information
from the Egyptian public and make it an esoteric secret; and, there-
fore, I would like to have some of the elements of these decisions made
public.

Mr. Burcess. Yes. Well, I think that perhaps this chart book by
the Federal Reserve Governors shows what they are thinking about.
It is a beautiful job of presenting data.

Senator Doucras. Do you have any judgment in your own mind as
to }%O‘I’QIOW the Federal Reserve Board should allow Government bonds
to fall?

Mr. Bureess. Well, there again, that is dependent on so many fac-
tors in the situation. I have felt that we have been in a period Where
very modest changes in credit policy have substantial effect. Periods
are very different that way. There was a period during the middle
1920’s when the economic situation was extraordinarily sensitive, when
a change of one-half of 1 percent in the discount rate of the Federal
Reserve Bank seemed to make a difference whether speculation or
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prices or production moved forward or backward. That is, the econ-
omy was very responsive. You take other times, like 1928 and 1929,
when you put your foot hard on the brake, nothing happened.

Mr. Worcorr. How high was the rediscount rate finally?

Mr. Burcess. It went to 6 percent, I think.

. Mr. WorcorT. About 7%

Mr. Burcrss. It went to 7 percent in 1920. My impression is that
6 1s as liigh as it got in 1929.

Mr. Worcorr. Is there any statutory limitation upon the amount
by which they could increase the discount rate?

. Mr. Burcess. None. :

May I just finish this thought: In 1928 and 1929 the situation was
very insensitive to Federal Reserve policy. The same was true when
you were in the midst of the depression in 1932 and 1933. The System
bought a billion dollars’ worth of Government securities in the spring
of 1932, and it had some effect, but the effect was very slow. Low
money rates had very little effect in stimulating things in the early
thirties.

My impression is that the present time is one where small changes
make quite a difference. The market is watching the Federal Reserve
very closely. At the present time I don’t think you have to take any
action which would result in putting Government bonds below par in
order to get the effects you want. We don’t have to think in terms of
95 or 99, or what have you. The situation is very sensitive. But I
can see other situations where, if you got a very active inflation going,
commodity prices were leaping upward, you might really want to put
on the brakes. :

But that is just part of the problem. The question is the objective.
Is your object to stabilize money rates or is your objective to stabilize
the United States economy so that you have in the long run a period
of stability and good employment and sound economic activity, not
sowing the seed for difficulty in the future? The latter is the objective
for the Reserve System.

Senator Doveras. I think there is one point that has to be faced:
namely, any such move would be criticized as a means of having the
effect of increasing the earnings of the banks by giving them higher
interest rates. .

Mr. Bureess. I am prepared to defend that. I think that the banks
are earning too little at the moment. They are earning about 7 per-
cent on their capital fund. We are told by the Reserve System and
by the Comptroller, and others, that our capital is too small. The
only way we can get more capital is by earning it. Bank stocks are
now selling at a discount from their book value of 20 to 25 percent, in
many cases more. There are only a few banks in the country whose
stocks sell at their break-up values. In other words, at the moment
the market says we are worth more dead than on the hoof.

Senator Doucras. Isn’t it also true that the average rate of bank
earnings are appreciably higher than virtually every other line of
business ?

Mr, Bureess. On the contrary, it is lower than almost any other line-
of business. " It is 7 percent on its capital.

Senator Doucras. Seven percent has always seemed to me to be
quite a high rate of return.
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Mr. Borcrss. The bank stockholder gets a return of 314 or 4 percent
on his money. If he buys industrial stocks, he gets 7 or S or 9 percent.
Senator Dotcras. But you get also an accumulation of surplus.

Mr. Burcess. We are putting about half away into our surplus, as
other businesses are, too. :

Senator Doueras. Is it not true that over a period of time—I don’t
know how you could make allowances for the losses during the de-
pression, but over a period of time is it not true that bank earnings
upon capital have been higher than in most other lines?

Mr. Boreess. I think exactly the opposite is true, Mr. Senator. The
stock market shows it. I would like to show you a chart which shows
what has happened to the bank shares in the market as compared with
the shares of other companies. Bank shares have gone down steadily
in relation to the rest of the market,

The test of it is that banks can’t sell stock in the market. The buyers
don’t want them because they have such a low yield. The reasons for
that are the very low interest rates and the fact that a large part of
our funds are immobilized in cash because of high reserve require-
ments. '

Senator DoucLas. That is a very interesting observation. I had not
thought that the productivity of capital in other areas was as high as
7 percent; and I have believed that your earnings had averaged well
over 10 percent. :

Mr. Burerss. The banks of the country are earning 7 percent.

Senator DovcLas. Now. But have they not many times gone over
10 percent? I think it is sometimes hard to translate the Federal
Reserve figures on earnings on assets into earnings on capital, but I
made some computations which indicated that in a number of years
it was over 10 percent.

Myr. Bureess. Net profits of the member banks in the year 1947-48
were 7.2 percent; they were 10.9 percent in only one year, 1945, when
bond profits were large. For the past 10 years bank earnings have
averaged 7.9 percent, as compared with over 100 percent for leading
business corporations. We are told we ought to have more capital,
but the market doesn’t want to provide the capital, and we have to
earn it. So, we pay smaller dividends. Maybe we should pay larger
and push the stock up higher. But the accumulation of capital seems
very important. Banks are like other business. If you are to have
a sound banking system that can stand the strains and stresses, they
have to earn money and have to put aside reserves and increase their
capital. »

Senator DoucLas. I was impressed by the fact that you have not
discussed the question of reserve requirements of the Federal Reserve
System. I wonder if you would comment upon that.

Mr. Burcess. I will be very happy to.

Senator Dovcras. For commercial banks.

Mr. Burcrss. Yes. The reserve requirements.

Senator Doucras. Yes.

Mr. Burcess. My feeling is that reserve requirements should be
changed only when there is a basic change in the monetary situation.

Senator Dougras. In a period of inflation. Isn’t this a direct
method of control by Increasing reserve requirements. You diminish
the amount which banks can lend rather than merely enabling them to
get a.higher interest rate.
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Mr. Burcess. I have already indicated that I think, as long as your
Federal Reserve stands ready to buy Government securities at a price
which brings increases in bank reserves, they are completely ineffective
because, as you increase the reserve requirements, the bank simply
takes its Government securities to the Federal Reserve bank and gets
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the cash to meet them; so, it doesn’t make any change in the lending
policy. All it does is to decrease the earnings of the member banks
and increase the earnings of the Reserve bank.

Senator Doueras. Doesn’t that tighten the amount of credit which
they can extend for other purposes to private lenders?

Mr. Burcess. No, sir, because they can always get the credit they-
need from the Federal Reserve bank. They always would prefer to
lend to commercial borrowers than to hold Government securities.
That is our permanent business. We want to do business for our
customers.

So, I would say that the changes in reserve requirements that have
been made over the past few years have been almost completely ineffec-
tive; made ineffective by the policies with respect to Government
securities.

Senator Doveras. But is it a question of alternative policies; can
you not do both of these at the same time ?

Mr. Burcess. You could, of course, and my belief is that the changes
in reserve requirements should be used only rarely and for fundamental
changes.

One of those took place in 1940, I think it was. We had tremendous
gold imports over a long period. The excess reserves of the banks
were over $6,000,000,000. The Reserve Board, Reserve banks, and
the Federal Advisory Council all recommended giving the Federal
Open Market Committee power to double the legal reserve require-
ments. I advocated it myself. That was an appropriate time. But
as a method of current credit control these changes in reserve require-
ments are pretty painful. If you are trying to operate a bank, you
need to know from month to month what money you are going to have
t(i use. These changes in reserve requirements make 1t difficult to

an. '

P If they accomplish the purpose, of course, credit policy has to come
ahead of the convenience of the banker. But, since they didn’t accom-
plish the purpose, my belief is that the proper instruments to use were
the open market and discount rate, at that time. The Reserve System
now has a portfolio of $20,000,000,000 of Government securities to feed
the market through open-market operations. Under those circum-
stances, I see no occasion for any further increase in their power to .
change reserve requirements.

Mr. Worcorr. As an example of that, what happened when the
Board did increase their reserve requirements?

Mr. Buregss. It simply resulted in a transfer of Government secu-
rities from the commercial banks to the Federal Reserve Bank in the
exact amount of the change in reserve requirements. It didn’t change
our attitude toward our commercial borrower. We were already en-
gaged in a very thoroughgoing and careful campaign of scrutinizing
our loans and trying to resist the forces of inflation.

Mr. Worcorr. They asked for an increase of 10 points. We gave
an increase of 4 points. Would it have made any difference had the
Congress given the increase of 10 points? They didn’t use their au-
thority up to 4 points. But would it have had any psychological effect
if we had given them 10 points instead of 4?

Mr. Burgess. It would have had the psychological effect of creating
fear of how these vast powers would be used. It is my view that any
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change was entirely unnecessary at that time. As long as the policy
of pegging the prices of governments was maintained, they were com-
pletely ineffective on credit and unnecessary. They simply kept things
stirred up.

Mr. Bucnaxan. This was December 1947 or 19481

Mr. Buraess. No; this was last summer. I mean, a year ago.

Mr. Bucaanax. 19487¢

Mr. Bureess. The summer of 1948.

Mr. Worcorr. What new legislation might be necessary, in your
opinion, or is any new legislation necessary, to give the Federal Re-
serve adequate controls over the volume and velocity of credit as it
affects our economy? :
.. Mr. BurcEss. Ithink they have the necessary powers already, if they
feel free to use them.

Mr. Worcort. Is there any statutory restriction on the use of it ?

Mr. Bureess. No; I don’t think that is necessary or desirable.

Mr. Worcorr. Your answer indicates that they -might not be free
to.use the powers in some particulars. Why aren’t they? :

Mr. Bureess. That is largely a question of their relationship to the
Treasury market. I think they have already been facing that, have
taken steps to indicate they feel they have more freedom now. How
far that will actually be the case when the test comes we don’t know,
but it is a matter of which they are thoroughly aware, where I think
they have taken very wise steps.

Mr. Worcorr. Is it reasonable to assume from your statement that
you are somewhat in favor of a higher concentration of credit control
n the Federal Reserve than we have in the Government. at the present
time?

I perhaps should explain that a little bit and give you a little of the
background for my question. .

In the Legislative Reorganization Act of 1946, although the Bank-
ing and Currency Committees of the House and Senate are given the
duty and obligation of exercising jurisdiction over credit policies, we
find that as a consequence of the Legislative Reorganization Act the
credit policies are distributed over perhaps a half a dozen other legis-
lative committees.

Now, I was wondering if perhaps that didn’t prevail in the executive
establishment and among the independent agencies to a point where,
if the Federal Reserve is given the obligation to stabilize our economy,
perhaps we shouldn’t do something to more highly concentrate the
control over the issuance of Government credit as 1t atfects our economy
in the Federal Reserve?

Mr. Burcrss. Yes. Well, I think I see what you mean. That per-
haps is related

Mr. Worcorr. T mean this: We have the RFC, the Farm Credit
Administration, the Export-Tmport Bank; there is a coordinating in-
fluence, of course, through the National Advisory Council, but that is
purely advisory ; they have no administrative function.

Mr. Bureess. Purely with respect to their foreign operations.

Mr. Worcorr. Yes. You might find a situation where, when the
Federal Reserve is increasing discount rates or pegging the Govern-
ment bond market to prevent inflationary tendencies, other agencies
of the Government might be expanding their activities and completely
offsetting it. '
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‘Mr. Burcess. Yes. I think that there is a need for coordination of
some sort at that point. You have the RFC, the Federal Housing Ad-
ministration—it has some new name now

Mr. Worcorr. Housing and Home Finance Agency.

Mzr. Bureess. And the Farm Credit Administration, all of whom
are dispensers of credit. There is no Cabinet officer, I believe, who con-
trols all of those. They are operated with appropriations from Con-
gress directly. What they do greatly influences what the Federal Re-
serve is trying to do. I think there ought to be some way of pulling
that policy together. I think the suggestion for a credit council in the
Treasury has a lot to commend it. I think there should besome place
of meeting with the Secretary of the Treasury as the appropriate
chairman where these various credit-granting agencies review their
problems together in the national interest, with the chairman of the
Federal Reserve Board there to indicate what the Board’s policy is, so
that you won’t have one group of agencies running off in one direction
and the Federal Reserve off in another.

Now, how much power such a council should have I am not prepared
to say. I think there should be some power so that programs could be
slowed down, programs of RFC lending or housing guaranteeing or
what have you, could be slowed down in a period where the Federal
Reserve was trying to check inflation, and speed it up in a period when
you want money put out more freely.

Mr. Bucranax. Wouldn’t the recent inflation, the situation rela-
tive to easier finance terms for housing, and the housing picture in
1948 and 1949, as the result of these easier terms, have tended to offset
the deeper drop in the curve if we had followed the recommendations
of the Reserve System in the Banking and Currency Committees of
both sides and refused to liberalize terms in the face of a concrete
shortage in the housing field ?

Mr. Burcess. I am not perfectly sure that I understand you, Mr.
Congressman. :

" Mr. Bucmanawn. In your statement, you refer to the recent inflation.
. Mr. Burcgess. Yes. :
" Mr. BucaaxaN. While the Reserve System was conducting a vigor-
ous campaign to resist inflationary extension of credits.

Mr..Burcess. Yes.

Mr. Bucaaxan. And one of the resistant proposals was, of course,
to tighten up on housing financing terms.

" Mr. BurcEss. Yes. :

Mr. Bucuaxan. As we look back over the current recession of the
past 12 months, it was the housing situation that tended to hold up
above all others.

Mr. Burcess. That carried through. Of course, you have a difficult
problem of timing. In 1946, 1947, and early 1948, let us say, things
were moving too fast. You wanted to hold back a little. There 1s
no question in my mind that the cost of housing was increased for
the veteran by reason of the enormous amount of money that was
trying to crowd into the housing field in those years. 1 think the
price of housing for the veteran is higher today because of the amount
of money that was poured in, partly through Government channels.

Senator Doucras. But-the veterans are getting more houses than
they otherwise would ‘have obtained. - I think that is the Congress-
man’s point. '
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Mr. Burcess. That is always the problem, to try to assess the weight
both ways. That is all the more reason why there should be current
consultations on this matter. You have to change policy with some
rapidity from time to time. That is hard to do in a housing cam-
paign, I realize.

Mr. Worcorr. Mr. Chairman, I wish that some witness—and per-
haps Mr. Burgess could do it—for the record could discuss the in-
fluence of deficit financing on the value of our currency, on inflation,
depression, and so forth.

Senator Doucras. I think that is a very good question. I hope
that Mr. Burgess in making his reply will distinguish between a period:
of depression in which you have 1dle capital and idle labor, and a
period of prosperity in which capital and labor are relatively fully
employed, because I think it makes a great deal of difference which
period one is talking about. '

Mr. Worcorr.. I think that is true. But I don’t think he should
be restricted.

Senator Doueras. No.

Mr. Bureess. Mr. Chairman, I was a member of the Committee on
Public Debt Policy, which spent the better part of 3 years studying
that question. We have written a bookleét on the subject which 1s
now published and, I think, in your hands.

Of course, deficit financing long continued is inflationary. As it
goes to the point where you lose complete confidence, then it becomes
deflationary, perhaps.

Of course, we recognize the effect of deficit financing in every coun-
try that the ECA is working with. Our representatives in England
and in France and in Italy have applied the greatest pressure on all
those countries to bring their budgets into balance.

Senator Doucras. That is because they have full employment, isn’t
it? :

Mr. BurcEss. It is because they are creating money faster than they
are creating goods.

Senator Doucras. The British are not operating on deficit financing.

Mr. Burcess. The British budget is, apparently, balanced.

Senator Doueras. That is right. :

Mr. Burcess. They are going to have difficulty the coming year.
They are cutting their expenses somewhat. Some of the other budgets
are balanced for current operations but in deficit for special operations.

Those countries illustrate very clearly the principle that deficit
financing is one of the fastest and most vigorous ways to inflate your
economy and to destroy economic soundness and the prosperity of
the workingman.

Our problem is that we are so rich and prosperous and productive -
that we can violate some of these rules for a time and get away with it.
But in the long run the economic laws usually work out. So that in
the long run, if we continue deficit financing over a period, I think
we will pay the penalty.

Senator Doucras. If we continue it in periods of prosperity as well
asin periods of depression.

Mr. Burcrss. That is right.

Mr. Worcorr. We have been told that inflation is sometimes 90
percent psychological. If we indulge in deficit financing, there is a
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psychological reaction on the value of our currency before the time
-when it actually affects it.

Mr. Burcess. It is very hard to untangle those two things. There
are always plenty of people who are trying to anticipate what is going
.to hapgen next and move ahead.

Mr. WorcorT. Is it reasonable to assume that it follows as an actual
consequence of deficit financing that prices and values go up and the
.value of the dollar goes down; in anticipation of that people start
converting their savings into goods, and they create a demand which,
if it becomes unusually large in proportion to the supply of goods,
causes the prices to go up or the value of the dollar to go down before
the deficit inancing would itself cause it ?

Mr. Burcrss. That, of course, is the logic of it. That is what hap-
pens. You could run into cases of people who say, “Well, the money
1sn’t worth anything; let’s spend it; let’s build that house we were
talking about,” and so forth; but I think the figures show that for
the American people as a whole they haven’t taken that step ; they still
‘have sufficient faith in the dollar so they are saving a great deal
of dollars; our savings accounts are going up in the banks; the people
are putting money into savings bonds, building and loan associations,
insurance policies, and so on; they are still saving.

Mr. Worcorr. When it was announced some time ago that the
anticipated deficit for fiscal year 1951 might be something over
5 billion, and especially since that has been confirmed by the Presi-
dent’s statement the other day, that we might expect a deficit of
514 billion—which some of us believe is conservative, that it might
go up to 7 billion—since that time, I think, all of the Members of
Congress, although I only speak for myself, have experienced an
‘increase in mail on that issue daily ; and I think in the last week I have
been asked the question at least a dozen times by people as to whether
we are going to have inflation ; and, if so, they are going to use some
of their savings.

I have a newly rich friend who has a home that I think perhaps he
paid five or six thousand dollars for, and he wants to know whether
he should build a house which is going to cost him about $32,000. I
explained that he was newly rich. He thinks that we are going to
have inflation and that he can afford now to buy the $32,000 house
with a reasonable assurance that when he gets ready to turn it over
in the market he can get at least $32,000 out of it.

So there is undoubtedly some influence being brought to bear ; people
generally are affiliating deficit financing with inflation, although we
haven’t commenced to see it in volume yet; but I think perhaps after
60 (giays we might see much more of it and much more demand for

oods.
. Is that a reasonable assumption ?

Mr. Borerss. That is really what I had in mind, Mr. Congressman,
in suggesting that I thought in the current situation the inflationary
forces looked a little stronger than the deflationary ones.

Senator Doucras. Then do I understand that you say for the fiscal
year 1951, assuming that we do not move into a depression, and assum-
ing that we get reasonably full employment, that we should strive to
reduce the deficit, and, if it is possible, to balance the budget ?

Mr. Burgess. Exactly. I am sure that is right.

Senator Doteras. That happens to be my own view too.
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Mr. Burgess. Yes. -

Senator Doucras. Mr. Burgess, you were reported in the press the
other day as advocating the adoption of what was termed the gold-

‘coin standard for this country, by which I suppose was meant that
the Federal Reserve notes should be made convertible into gold,
redeemable in gold ?

Mr. Burcess. Mr. Senator, I didn’t say gold-coin standard. I said
that as an objective of monetary policy I think we should work toward
convertibility into gold.

Senator Dougras. Yes.

Mr. Burcess. I didn’t say whether I felt that should be gold bullion
or gold coin. I also said emphatically that I saw no occasion to change
the price of gold and that it was foolish to even think about it.- The
dollar is the anchor of world commerce and should be held at a fixed
price.

Senator Doueras. The President and the Secretary of the Treasury
made the same statement. '

Mr. BurcEss. Yes, sir. I agree with that. I also said that it was
premature to talk about domestic convertibility, that with so many
of the countries of the world still in ecoriomic uncertainty, and with
our own picture not fully settled down after the war, this is not the
time to restore convertibility. I did say that as a long term objective
T thought we should work toward it; I thought theré were some things
that might well be done toward thdt end, particularly reconsidera-
tion of the Gold Reserve Act of 1934, which appears-to some péople,
at least, to be a little ambiguous as to the Treasury’s authority with
respect to the buying or selling of gold. |

Senator Douceras. Would you expand on that point? - '

Mr. Burcess. Yes. A section of that act appears to give the Secre-
tary of the Treasury power to buy or sell gold at any price. That has
‘been interpreted by some people fo mean that the Secretary simply by
his purchases or sales of gold could change the gold content’ of the
dollar. There is legal opinion that the Bretton” Woods- Act super-
sedes that, when it provided that nobody can change the gold content
of the dollar without act of Congress. If there is an ambiguity there,
after carefully examining it, it ought to be cleared up, because that
isf one of the surest of these insidious rumors about changing the price
of gold. - » »

Mr. Worcorr. If I may interject, for what it may be worth: That
provision of the Bretton Woods Enabling Act was put in there defin-
itely and with deliberation in an attempt on the part of the Congress
to prevent any further increase or change in the dollar value of gold
without congressional assent. : R -

I think, and I am sure I am not speaking only for myself, that if it
wasn’t clearly stated in the committeé report, 1t was intended by the
members of the House Banking and Currency Committee, and I believe
T can speak for them as a whole, that we could not otherwise have
stability in world currencies. As Mr. Burgess has said they were
anchored to the dollar, with the danger of fluctuations in the dollar
value of gold. For that reason it was clearly our intent when we wrote
that provision that there should not be any changes in the dollar value
of gold unless the Congress approved it. : ‘

Senator Doucras. Mr. Burgess was raising the question as to
whether the original act did not give the power. -
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Mr. Worcorr. No. The trouble comes from the ambiguity in the
Gold Act, which I think is corrected, or explained, in the Bretton
-Woods Agreement Act. I think it issection 3 of the Gold Act, isn’t it%

Myr. Burcess. Sections 8 and 9 of the Gold Reserve Act of 1934,

Mr. WoLcorr. Yes; whatever it is. But the Bretton Woods Act
explains and is, perhaps, in clarification of the ambiguity which ap-
peared in the Gold Act.

Senator Doucras. You think the Bretton Woods Act will make it
impossible to alter the price of gold without consent of Congress?

Mr. Worcorr. That was clearly our intent in writing that law,

Now, how the lawyers would interpret it, I don’t know, but if
-they interpret it as I know was the intent of Congress, whether it
is expressed in such language that they would get the same intérpre-
‘tation or not, I don’t know, but I do know that was our intent, and,
from my indirect contact with the Treasury, I think the General
Counsel of the Treasury has taken that attitude recently, and I think
the President has made the same statement. I don’t know as he
made the statement, but I think the General Counsel of the Treasury
has given an opinion, formal or not I don’t know, that the dollar
value of gold could not be changed without the consent of Congress.

So it is very apparent that they are not going to change it, not-
-withstanding the ambiguity and the possibility of authority. :

Senator Doteras. One final question which I should like to ask:
From time to- time the responsible officials of the Federal Reserve
System imply or state that their power to control credit is restricted
by the some 50 percent of the banks which are outside the Federal
Reserve System and which create about 15 percent of the total volume
of outstanding commercial credit, and that as long as you have
this residual, with the power of State banks to secede at any time,
that the Federal Reserve Board goes into the battle of stabilization
with one hand tied behind its back. What do you think of that
contention ? ,

Mr. Burcrss. I don’t agree with it. I think they are overem-
phasizing that difficulty. When I used to be with the Reserve System
and made speeches about it I used to say there were in the System
a third of the banks with two-thirds of the banking resources. The
proportion of resources in the System has steadily increased. There
hasn’t at any time been any substantial defection from the System,
in spite of the very large rise of reserve requirements that took
place.

There again we come back to the question that you and I discussed
a little, about how the policies of the Federal Reserve become effec-
tive, do they become effective because this particular member bank
has to borrow at the Reserve System and finds the rate of interest a
little higher, or because the Reserve System tells it to do something?

My whole belief, based on my experience, is that that isn’t the way
credit controls work. I quoted Ben Strong in saying that the coun-
try’s pool of credit is one pool, and if you just stick your toe in at
- one side and start the ripples going they go right across. A credit
policy is effective primarily, not so much on the loans that banks
make, but in the investment markets, where people get capital, and
where they make their decisions as to whether to do something a
year from now or 2 years from now in the way of building a new plant
and employing people.
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It is the climate that you create in your money markets and your
investment markets that has much more to do with changing the
}s)wirligs of business than your relationship with any single member

ank.

Senator Doucras. I think it is logical that you take this position,
because you seem to minimize the effect of alterations in reserve re-
quirements.

Mr. Burcess. Yes.

Senator Doucras. But if reserve requirements were to be an appreci-
able factor in controlling the supply of credit, then the fact that State
banks can secede at any time and go under State laws, with perhaps
less stringent reserve requirements, and therefore give them greater
earning power upon a given set of assets, that might exercise a re-
straining influence upon the Board to use this instrument which they
have in their possession, and which, if escape by member banks were
impossible, they could and would use.

Mr. Buraess. Well, of course, you can’t just say there is nothing at
all in that argument. I don’t think there is very much. T think a
little restraint on the Board in using those powers might have some
merit. I don’t think very much of changes in reserve requirements
as a means of handling current credit problems. They are rather for
meeting substantial alterations in the gold supply or similar basic
changes. We advocated a change in requirement, and a very sub-
stantial one in 1940 ; so our record is reasonably good on that.

Senator Doucras. At that time did you recommend that they be
made applicable to nonmember as well as members?

Mr. Burcess. As a matter of fact we did.

Senator Doucras. Why are you opposed to it now?

Mr. Bureess. Because of the fear of encroachments of centralized
Government, power. There also is a change in the situation which is
that in the States the nonmember banks have been decreasing, rela-
tively, in their assets, the members have gradually been coming into
the System, and the State banking laws are becoming more adequate.

T think this committee has not had called to its attention the efforts
of the American Bankers Association in this respect. We have had
for a good many years a group of people, a committee, and some staff
members, who have been examining the provisions of the State bank
legislation and the instruments that the States have for controlling
the banks that are under their supervision. We have suggested to
the States a model banking code that has been adopted in many States
and that provides that a State banking board, or the supervisor of
banks, would have the power to apply to the State banks the same
requirements, or substantially the same requirements, in terms of
percentages, that the Reserve System can impose on the member banks.

In my own State, in New York State, when the Reserve System acts
the State banking board gets together and they have, without excep-
E)ion adopted a similar change in reserve requirements for their State

anks.

T would like to place in the record a resolution adopted by unani- -
mous consent of the administrative committee of American Bankers
Association on September 28, 1942, proposed by the committee on
State legislation, which makes this recommendation to the States. I
don’t need to read it. I will put it in the record.
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(The resolution referred to is as follows:)
RESOLUTION
PROPCSED BY THE COMMITTEE ON STATE LEGISLATION

Whereas in the determination of the adequacy, the control and the composition
of nonmember bank reserves, it is considered preferable that the power of such
determination be vested with the proper State supervisory authority ; and

Whereas it is deemed further advisable that the minimum and maximum
reserve requirement of nonmember banks be clearly defined by statute, and made,
insofar as may be consistent, to conform with regulations of the Federal Reserve
System, and that such reserves be limited to cash on hand or on deposit with
reserve depositaries approved by the supervisory authority, which depositaries
may include, in addition to other nonmember banks subjected to additional
reserve requirements, Federal Reserve Banks or member banks of the Fedéral
Reserve System : Therefore be it

- Resolved, That the administrative committee approve in substance the report
and recommendations of the committee on State legislation, and authorize the
drafting of appropriate legislation to accomplish the purposes therein expressed,
which legislation when approved by the legal department, shall become a part
of the ABA program of approved State legislation. )

Adopted by unanimous vote.

ADMINISTRATIVE COMMITTEE OF AMERICAN BANKERS ASSOCIATION.
WALDORF-ASTORIA, NEW York CITY, September 28, 1942.

hSeéna-tor Doucras. You say a number of the States have adopted
this?

Mr. Burcess. There are 21 States.

Senator Douveras. That have adopted this standard ?

Mr. BurcEss. Yes, or substantially that, which grants discretion
respecting reserves to their State banking authorities, so that they can
follow the Federal Reserve System. When you take account of this
action it narrows down this nonmember problem to very small
proportions.

Senator Doucras. Are these States with large numbers of private
bankers ? ’

Mr. Burcess. Arkansas, Connecticut, Delaware, Illinois, Kentucky,
Maine, Maryland, Massachusetts, Michigan, New Hampshire, New
York, Ohio, Pennsylvania. That is the list.

Senator Doucras. No minimum or maximum requirement, it is
]purezly2 optional upon the State board as to whether or not it is fol-
oweq ¢

Mr. Bureress. Optional on the State board. They have minimum
requirements. They can be raised optionally by the banking au-
thorities, I understand.

So that this type of cooperation I think is growing. I think thisisa
method that can appropriately be used and carried further so that-
this whole question of nonmember banks boils down to one of very
small proportions. :

Mr. Bucranax~. California or Texas are not in the list ?

Mr. Burgess. I think not.

Senator Doucras. Thank you very much, Mr. Burgess.

(Whereupon, at 12:15 p. m., a recess was taken until 2 p. m., of
the same day.)

AFTERNOON SESSION

Senator Doucras. Mr. Foley, will you come forward and bring With
you anyone you wish to have with you ?
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Mr. Forey. I will have the Deputy Administrator, Mr. Fitzpatrick,
at the table with me, and others from the agency will be available.

Senator Doucras. Mr. Fitzpatrick is an old friend.

Mr. Forey. I have also Dr. Husband from the Federal Savings
and Loan Insurance Corporation, Commissioner Richards of the Fed-
eral Housing Administration, and Mr. Hardy, Assistant Adminis-
trator of the Housing and Home Finance Agency, and others here
whom you may want to call upon for details.

STATEMENT OF RAYMOND M. FOLEY, ADMINISTRATOR; ACCOM-
PANIED BY B. T. FITZPATRICK, DEPUTY ADMINISTRATOR AND -
GENERAL COUNSEL, HOUSING AND HOME FINANCE AGENCY;
FRANKLIN D. RICHARDS, COMMISSIONER, FEDERAL HOUSING
ADMINISTRATION; DR. WILLIAM H. HUSBAND, GENERAL MAN-
AGER, FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION;
AND NEAL J. HARDY, ASSISTANT ADMINISTRATOR, HOUSING
AND HOME FINANCE AGENCY

Senator Doueras. You have already submitted a statement for this
committee, and unless you have additions which you would like to
make, there are a few questions I should like to ask. I do not think
it-need take us too long.

“"Mr. FoLey. We submitted answers at some length to the questions
that had been sent to us, and I do not feel I have anything to add. I
would be glad to try to answer any further questions.

Senator Doucras. This is the question I would like to start off with.
I personally believe that one of the fine features in the Public Hous-
ing Act was the provision that the number of housing units started
would vary in a countercyclical manner with the business depression;
that while the average was, I believe, 162,000 a year, it could fall as
low as 50,000 starts in a year of acute prosperity and rise to 200,000
in a year of acute depression.

I may say that in the bill as originally introduced, we provided a
variation between 50,000 and 250,000, and it was on the motion of
Senator Taft that we reduced the peak from 250,000 to 200,000.

This makes it, possible, if the act 1s so administered, to build approx-
imately the same number of houses over a 5-year period, which would
otherwise be done, but to vary the rate of building between years so
that in years of prosperity there would not be as much inflationary
pressure upon the economy as a whole as there otherwise would be
and that, on the other hand, during a period of depression you would
have a larger volume of construction to throw into the breach, and
to that degree, therefore, you would be able to check the cumulative
forces of depression. o ] K

I personally believe that is a very wise provision. The question 1
should now like to ask is whether some similar provision should not
be introduced into the FHA insurance field. At present FHA insur-
dnce is written in boom times as well as in depression times. There
are those who have contended—I personally do not take too great
stock in it—that the high volume of residential construction in 1943
may have contributed to the booms of that year and similarly in 1947.
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If we adopt as a policy that FHA should be geared to help produce
stability as well as be an end in itself, could we not approach this in
two ways: First, by having FHA write insurance only in periods of
depression and then to suspend its taking on new business during pros-

. perous periods or, second, to have FHA insurance mortgages contin-
uously but to liberalize its terms when housing activity needs to be
encouraged and to tighten its terms when an inflationary boom de-
velops or threatens.

Among the terms which could be thus varied would be: (@) the
amount of down payment required; (b) the length of the period of
repayment; (¢) the amount of the insurance charge; (<) the basis
for appraisal ; and, possibly () the height of permitted interest rates.

In other words, so manipulate these terms as to encourage FHA
insurance and, hence, construction in periods of depression and
dampen it down somewhat in periods of prosperity and inflation.

I wonder if you would be willing to comment on that or if you
want to ask any members of your staff to comment on it, we would be
grateful for that, too.

Mr. Forey. I would like to comment on it, but I think my remarks
would have to be general, without considerable study of the implica-
tions of both those suggestions. As between the two, I think the
second suggestion would be the more practicable, if either were to be
adopted. :

As & matter of fact, much of the effect that your question contem-
plates has already been inherent in the System as applied, both in the
terms of legislation as passed by Congress and in the activities of the
agency in the past. I think you would have first to look at the situa-
tion we are trying to meet at a given time.

- Since the war—and it has been since the war and particularly in
the last 2 or maybe 3 years—discussions of this kind have arisen and
we have been contending with the basic and urgent necessity for pro-
ducing a very large supply of housing, as against a variety of difficul-
ties and changing conditions. The original difficulties after the war
were chiefly material and labor shortages.

That necessity has not yet passed. 6ne, at least, of the chief causes
for inflation in the price of housing after the war was the drastic
shortage of housing and the tremendous and suddenly effective de-
mand for it. So that the task we had to do was not only to build as
many units as possible, but to build them insofar as possible in cer-
tain price ranges for sale and, for rent, and underlying all of that to
build an industry organization sufficient to carry that kind of volume
through a long period of time without the various strains of competi-
tion that add to inflation.

Now, if the contemplation in either of these proposals were as
against the condition of the kind that we met immediately after the
war, I think you would have to give an entirely different considera-
tion to it than you would if you were contemplating when we get into
a fairly stabilized situation as a safeguard against the future.

Senator Doucras. This is an important qualification. In the year
1948 we built something over 900,000 housing units, and I am in-
formed the record this year looks as though we are going to have
approximately that number. Suppose that over a period of the next
2 or 3 years we build 900,000 units, and while I know new families
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are forming at a rapid rate, we get this housing development, the
housing shortage may ease; is that not true? .

Mr. Forry. The acute edge of need from the standpoint of supply-
ing an absolute lack of shelter, yes. I think the studies made by the
committees of Congress in the past several years, Senator, have been .
pretty thorough and have pretty well demonstrated that we need from
a million to a million and a half added units per year for perhaps 10
years. Assuming no other situations that would cause inflation, I am
of the opinion that production of a million and gradually in excess of
a million houses a year, if they are properly distributed into types
and price brackets and as to geographical locations, would not neces-
sarily be an inflationary factor. : .

In other words, I think we have developed the capacity to produce
materials and have developed and are developing the techniques, and
theskills so that kind of production need not put a strain on the
supply of either materials or men to the point that would cause
inflation.

Senator Doucras. A leading public figure made a speech a day or
two ago setting the goal as between a million and a half and two
million dwelling units a year for 10 years.

Mr. Forey. I would not attempt to make an exact statement any
more than I think the committees of Congress in their studies would.
It depends on what you are approaching as a goal in the way of total
betterment or improvement in the housing situation.

Senator Doucras. In other words, what you are saying is that as
long as housing construction does not exceed a million units a year,
you do not believe that should be dampened off even in periods of
prosperity ?

Mr. FoLey. As against the further assumptiori I made of no other
factors creating an inflationary boom, which would cause inflation
in housing other than for reasons of that production.

Senator Doucras. If you got to a million and a half units a year,
do you think that might possibly be dampened down in periods of -
prosperity and accelerated in periods of depression ¢

Mr. Forey. Taking the million and a half as a figure that could be
assumed to make the degree of speed in improvement of the over-all
housing situation that, for instance, was contemplated in the reports
of Congress, I think I might say yes.

-I was going on to add that actually the operation of the insured
mortgage system at present has anti-inflationary effects.

Senator Doucras. I would be very glad to have you develop that.

Mr. Fouey. That, as we pointed out at some length in our answer to
your question, has been applied chiefly through the valuation and ap-
praisal system. I do not believe it is necessary to repeat the detail we
had there as to how that actually operates. I will not recite the suc-
cessive stages of application, imperfect I grant you, but pointing to the
possibilities and the trends of thought in application of the insured-
mortgage system.

The fundamental philosophy in the whole insured-mortgage system,
except the emergency types of title VI, has been in itself an effort to
apply the financing aids involved in insured mortgages in an anti-
inflationary way in a sense that the more liberal types of insurance
have been made available in the lower price fields, so that the incentive
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furnished through the financing aids to the industry has been down-
ward, away from an inflationary increase in prices.

Again, of course, it has not worked perfectly, but that has been the
philosophy under which it was set in title IT and section 203 and orig-
inally in section 207 in the rental field, although not nearly so closely
applied there.

The emergency type of financing, beginning in the defense period,
carried on through the war, lapsed and then renewed for the veterans’
program after the war, got away from the valuation theory to the cur-
rent cost, first a reasonable current cost and then a necessary current
cost; so that that philosophy was only imperfectly applied.

" I think the general effect of the basic philosophy of the permanent
phases of the mortgage-insurance system is in the direction of an anti-
inflationary influence upon the market.

" Senator Doucras. You mean because the appraisals are based not
on present cost but upon what the expected normal sales value will be?

Mr. Forey. Yes;and in normal times the amount of mortgage funds
available in a large-volume market is an important factor in determin-
ing sales price and controlling sales price.

Senator Doucras. How much under cost have you been insuring
houses?

Mr. Forey. I am not sure I understand your question, Senator.

Senator Doueras. You say you have been making your appraisals
on the basis of expected normal sales value, which 1s lower than cur-
rent costs in a period of inflation.

What I was trying to find out is how much under has it been on the
average.

Mr.g Forey. That would depend on the scale. For instance, if the
insurance is under title II, the possible maximum mortgage would
range from 95 percent of appraised value down to a maximum of 80
in certain types. ]

Sena@tor Dovucras. But what is the relationship of appraised value
to cost ?

- Mr. FoLey. That is what I was coming to. The distinction between
title IT and title VI, in which necessary current cost was recognized
on the for-sale side until, I think, 2 years ago and on the for-rent side
until now, with certain qualifications, is that you did not have an
appraisal of value but rather a determination of necessary current
cost. : :

Now, the sale price of housing on which insured mortgages are
placed is not fixed by the Government. It is fixed by the seller.

In times of a strong seller’s market, there may be a wide variance, a
very large down-payment required. In times of what becomes more
a buyer’s market, your sales price is more likely to approximate the
appraisal fixed by the FHA. '

As of now, I am not, sure I could give you any close idea. Perhaps
Mr. Richards could tell you what the current experience on sales prices
against our valuation 1s. Do you have any such information, Mr.
Richards?

. Mr. Ricmarps. During the period that was referred to the vari-
ations would range, I would say, from 5 to possibly 30 percent or more,
according to the area.. During the last year, of course, the line or
difference between current cost and appraised value has been coming
closer and closer together, due to these many factors; and I would say

99076—50——14
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in the majority of instances today, all other things being equal, such
as your not trying to build a larger house in an area than the area will
absorb, and that sort of thing, that the difference between long-term
value and reproduction cost is very little or approximately the same in
a great number of areas throughout the country..

Mr. FoLey. But the Senator, I think, wants to know if you can give
some estimate of what it is currently.

Mr. Ricuarps. That is what T say.

Senator Doucras. You think the two are identical ¢

Mr. Ricmagps. Virtually so, all other factors being equal insofar as
the house being a suitable house for the area, and so forth.

Senator Doucras. You expect present costs to reflect almost pre-
cisely future values?

Mr. Ricuarps. Virtually so. There is very little difference between
what we construe now to be current costs and long-term mortgage
value.

Mr. Forey. That is assuming you would allow estimated replace-
ment costs.

Mr. Ricrarps. Yes.

Mr. FoLey. Costs vary with different buildings on the same house.
The cost estimation has to be made typical. i

Senator Dovcras. In other words, do I take it that you think this
suggestion should not be seriously considered until we get a much
larger volume of building than we now have?

Mr. Forey. I think the suggestion is well worthy of study. I do
not think it is susceptible of a simple answer of “Yes” or “No” at this
time. I think we can and do app]]y the FHHA-insured mortgage sys-
tem generally in the direction of trying to hold down an undue infla-
tion of prices, but there are so many factors in the consideration such,
for instance, as the suggestion for varying the amortization terms.

That becomes a very complicated question, and I do not think a
yes-or-no answer on the question of whether it should be varied for
anti-inflationary purposes—in fact, shortening it might have the effect,
perhaps would have the effect, of reducing the amount of construction.

It might, however, have the effect of reducing the amount of con-
struction in the very fields where you want to focus your limited
amount of construction at that period ; so it is a complicated question,
I think an important question and a significant one, but I think it
would require much more study than would be possible to answer “Yes”
or “No” now.

Senator DoucLas. In our questionnaire, which you were kind enough
to reply to, we asked as one of the queries: What legislation would you
recommend for the purpose of increasing FHA’s contribution to gen-
eral economic stability?

You responded, as I remember it, with two recommendations. The
first recommendation was to place on a permanent basis the program
for home improvement. The second of your recommendations I shall
read in full:

To provide the President with authority to terminate or reinstate emergency
insurance program on an economically sound basis, depending on the economic,
conditions prevailing in the Nation. Such authority would provide a degree of
flexibility in the administration of the insurance programs which would increase

the FHA’s contribution to general economic stability. The success of the emer-
gency insurance program during the defense period, war, and postwar periods
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testifies to their effectiveness in meeting the housing needs of the Nation. By
meeting the housing needs of the Nation a significant contribution can be made
to general ecomomic stability.

I found that interesting but somewhat general, and I wondered if
you could describe more fully the kind of authority you believe should
be given to the President. )

Mr. Forey. The suggestion was made as against the background of
title VI, which we mentioned there as having served a very useful
purpose in defense, wartime, and postwar. The history is very inter-
esting in that the number of times that it had to come before Congress
for renewal, consideration, amendment, change to meet changing con-
ditions, current conditions; for instance, it had expired and then
was renewed or reestablished to take care of the veterans’ emergency
housing program after the war. )

During the past year, I forget how many extensions there have been,
but it has been a stop-and-go proposition all the time. It had to be
brought up and considered by Congress as to whether it should go on,
and Congress has determined each time that this was a need and
that it should go on. Then it would be extended perhaps for a few
months, 6 months, or 1 month, depending again on the Congress.

That has made an extremely difficult situation, not only for the ad-
ministrative agency but for the building industry as to making plans
for even a single building season.

What was contemplated in that suggestion and limited rather to
that one consideration, since that is the only emergency program that
we have had to deal with, wag that such an authority, if it were coupled
with an authority for the President to say it shall go on or 1t shall stop
or it shall stop and be revived within an over-all period that Congress
had originally determined——

Senator Doucras. In other words, Congress would authorize for a
longer period of time, with the President given discretionary powers
to start or terminate within that period.

Mr. Forey. Perhaps within other maxima and minima broadly set
forth, so that it could be applied fiexibly by the President. '

Senator Doucras. Could your suggestion not be combined with the
suggestion I have just previously made, that administrative officials
be given power to vary the terms according to the state of business
conditions? Could not the two suggestions be combined ?

Mr. Forey. If the first suggestion were to be adopted, I think the
variants of it suggested here would be desirable.

Senator Doucras. President Truman recently stated that the Fed-
eral National Mortgage Association has been accumulating insured
mortgages at a rapid rate, I think around a hundred million dollars
a month. I wonder if you would explain the purposes of FNMA, the
reason why its mortgage purchases are so Jarge at the present time and
the types of mortgages which have been acquired.

Mr, Fouey. The Federal National Mortgage Association was origi-
nally established in pursuit of the program for a national mortgage
association set-up in title ITI of the National Housing Act originally
back in 1934, I think, the original contemplation being they would be
financed privately to deal in insured mortgages, particularly as a sec-
ondary market to furnish an avenue of liquidity when needed by the
initiators thereof. :
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Senator Doucras. In other words, it was designed to play the same
part for building and loan associations which the Federal Reserve
banks had been designed to play for the commercial banks?

Mr. Forey. No; I think that is hardly the parallel, since it was de-
signed to serve all approved mortgages of the system, which might be
building and loan associations, banks, mortgage companies, insurance
companies, etc. .
Senator Doucras. To do for real-estate financing what the Federal
Reserve banks were supposed to do for commercial banking?

Mr. Forey. It was part of the declared plan or purpose in the act for
the establishment of a national home mortgage market, seeking to
make that security, a mortgage on a lean, a standard security, the
msurance being one of the factors in making it that.

It was furnished that avenue of liquidity for lenders that needed
it from time to time as perhaps their portfolio filled up and they had
demands for home loans and no funds; so they could dispose of the
mortgages they had made, if insured.

It also was designed to be and did operate successfully as a sort of
way-station for the gathering, packaging, and disposing of mortgages
to private investors in the secondary mortgage field. It worked very
successfully on that basis all through the thirties and during the war
and early postwar period. It works very successfully on that basis
now.

I should add that subsequently this market was broadened to include
the guaranteed mortgages of the Veterans’ Administration as well as
the insured mortgage of the FHA. There is, of course, a definite differ-
ence and distinction between insured mortgages of the FHA and the
common type of VA guaranteed mortgage, which is under section 501.

Senator Doucras. How do you account for the recent transfer of so
many mortgages from the building and loan associations to the “Fanny
May” [FNMA]?

Mr. Forey. To start with, Senator, at the time that I am talking
about, when the Federal National Mortgage Association market was
used more sparingly than it is now, it was never on a perfectly level
basis, it changed 1n its volume as conditions changed, the availability
of funds, and so on, but at that period and during the war period the
demand for mortgage funds was much less. We had a total produc-
tion far below what we now have, perhaps as low as a quarter during
the war of what we now have. So that the opportunities for invest-
ment of mortgage funds were much more limited, and there was
stronger competition for getting them and premiums actually were
paid for them, even by the originating mortgagee as well as the sec-
ondary mortgagee.

Now, you have a volume calling for readily available, current, rapid
flow of mortgage funds to sustain upward of a million-house produc-
tion. You consequently have local situations frequently in which a
portfolio of a bank or a savings and loan company gets too full off
mortgages, cannot continue to meet the need locally; so they have the
necessity to dispose of some. The private secondary market does not
absorb them sufficiently rapidly, and so they go to the Federal National
Mortgage Association.

You have also in that picture a greater activity on the part of a non-
portfolio type of mortgagee than you used to have. That is the mort-
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gage company as distinguished from the bank or savings and loan
association.

They have served a very useful purpose, but they must have a rapid
turn-over of their portfolio if they are going to continue to loan; so
they seek more frequently the Federal National Mortgage Association
as a quick and assured outlet. There are other factors of the relative
desirability of mortgages.

Senator Doucras. On page 222 of the committee print, Mr. Hise
stated that as of the present, “Fanny May” held 55,000 FHA in-
sured mortgages totaling approximately $390,000,000; 41,500—and
I am giving this to the nearest rough figure—VA guaranteed mort-
gages, total amount of $247,000,000; and 1n addition had outstanding
contracts to acquire additional mortgages—namely, a little over 18,000
FHA mortgages, amounting to $346,000,000; 52,000 of VA mortgages,
amounting to $376,000,000.

So, if you add those totals together, you get approximately $735,-
“000,000 of FHA mortgages and about $650,000,000 of VA mortgages,
or a total of $1,400,000,000.

Now, apparently that has been growing very rapidly.

Mr. Forey. That is right. .

Senator Dovcras. Have you ever awakened in the middle of the
night and wondered whether possibly sour mortgages were being un-
loaded upon you?

Mr. Forey. Ithink one would never be in the situation of the Federal
National Mortgage Association or any other purchaser of mortgages
without being aware of the necessity of wondering whether you are
going to have mortgages go down.

Senator DoucLas. Perhaps I used the wrong pronoun, because of
course “Fanny May” is not under your direction.
© Mr. Forey. That is right. I knew you meant in the broad sense,
but I do not think it is to be deduced from the fact that this volume
of mortgages is being offered that it in any way implies that the
mortgages might be called sour in the sense that they would be unsafe
and go bad more than others.

There are other factors. Interest rates are one, the matter of the
application of standards in the construction of the houses is another,
as to why at one or another time a given type of mortgage may not
be attractive to private lenders in the secondary market in the volume
necessary to sustain this over-all production.

Senator Doucras. I am told that T am very indiscreet in the way I
ask questions. I hope you will forgive me.

I asked Mr. Gunderson, who represents the RFC yesterday if he
could explain why such large quantities were being sold to “Fanny
May” [FNMA] or RFC.

At first he said he could give no explanation, and then he thought
that possibly the real estate lending agencies thought the interest rate
was going to rise and that they wanted to. divest themselves of this
type of security in order to have liquid funds to invest at a higher
rate of interest. That seemed acceptable to me at the time, and then
during the night I got to thinking 1t over, and I wondered 1f possibly
they were not sorting out their mortgages and taking those mortgages
which they thought were perhaps a bit overinsured and turning them
over to “Fanny May.”
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Mr. Forey. Of course, I am not familiar with all details of the port-
folio nor the current handling or offerings made to the Federal Na-
tional Mortgage Association. It would be interesting to examine a list
of the exact offerings for a current period.

I think you would find, Senator, that they are not being presented
that way. I think you would find, for instance, that from certain
types of institutions a very considerable percentage of their current
loans are offéred not on a selective basis but as made and without the
idea of selecting this one as better than that one or that one being a
little worse than the others.

I think that has been the experience during the past 2 years, and
I think you will find it so now.

The increase of offerings very lately is probably due in considerable
part to the expansion of the mortgage authority of “Fanny May”
[FNMA] to 100 percent as against the 50 percent limitation that
existed before. I would not believe from any information that we
have that it is a selective offering of what they consider poorer mort-
gages from the standpoint of risk. They may be poorer mortgages
from the standpoint of

Senator Doucras. They are insured by FHA and, therefore, the
holder would have no chance of losing.

Mr. Forey. I think a little more exactly than that. From the stand-
point of the risk of there being a foreclosure likely to take place,
they may be less desirable from the standpoint of yield or some
other reason to the particular institution involved. 1 think it is a
little bit early to draw conclusions as to what the present flow of
mortgages into the “Fanny May” may really mean. It may well be
that their sales plan or effort to dispose, which is now under way and
beginning to acquire some momentum, I understand

Senator Doucras. Not too much momentum.

Mr. FoLey. Not at present, but it may well be that within six months
the situation in the investment market will be such that sales will
develop rapidly. I think it is too soon to come to a finul conclusion
as to the meaning. The question of yield is involved.

Senator Doucras. Suppose they were to turn out sour. Then
“Fanny May,” one Government agency, would have claims against
the FHA, another Government agency. .

Mr. Forey. And against VA, It would make no difference as far
as the claim is concerned, however, since if they had not been sold
to the Federal National Mortgage Association and resulted in a
foreclosure, the claim would come from a private holder rather than
from the Federal National Mortgage Association.

Mr. Worcorr. May I ask a question?

Senator DoucLas. Yes, sir.

Mr. Worcorr. The bank or savings and loan association or mortgage
association which sells the mortgage to “Fanny May”—what do they
get as a service charge? Isit 1 percent?

Mzr. Forey. The original mortgagee who keeps it and services it, I
think their present rate is a half percent allowance.

Mzr. Worcorr. Then let’s work this out in a case. I gave a bank a
mortgage on my house, which is FHA, which I agreed to amortize
over a period of time. That bank sells the mortgage to “Fanny May”;
I continue making my payments to the bank; the bank reimburses
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“Fanny May”; there is a servicing charge there that they make, isn’t

there, representing “Fanny May? Is that the one-half of 1 percent?
Mr, Forey. “Fanny May” pays them a service charge. You do not

pay that. .

Mr. Worcort. That is right. They get one-half of 1 percent service
charge. i :

Mr. FoLey. Yes. :

Mr. Worcorr. Now, the reason why there was an adjustment in
“Fanny May” operations was perhaps not primarily due to but was
influenced by the fact that there were a few—and 1 know of a very
few—mortgage-investment, concerns which sprang up and organized
on a shoestring and were selling their mortgages without, recourse to
“Fanny May,” and in that way there was direct financing by the Fed-
eral Government of a good many builders, some of them had perhaps
controlling shares in these mortgage associations. .

Now, I am making this as a statement, but I hope it will be intes-
preted as a question, because I am seeking information.

Perhaps there is another or a third reason why there has been this
increase in sales of mortgages to “Fanny May.” That is, that when
the mortgagee sells a great enough volume of mortgages to “Fanny
May,” which .he services and is getting one-half of 1 percent on, 1t
becomes quite a profitable business to him. That is my question in
the form of a statement.

Mr. FoLey. The question, as I get it, is whether or not he is making
the mortgages with a view simply to establishing a servicing business
which will be profitable in itself and using the existence of the pub-
licly financed secondary market as an easy avenue to do that. I
doubt that many mortgage institutions have engaged in the mortgage
business with sales to the Federal National Mortgage Association
primarily to establish a servicing account, although the servicing as-
count, if it gets large enough, can be a profitable business.

Unless they continue in operation, it will gradually decline. I think
it has probably been an incidental cause in an unknown number of
cases, that type of lending institution. '

Senator Doucras. The Hoover Commission. recommended that
“Fanny May” be transferred from the RFC to your agency. Is it an
unnecessary question to ask you if you favor that? ,

Mr. Forey. In the sense that if it were unnecessary I would have
said “Yes,” or that you would assume I would say “Yes”? As a matter
of fact, the matter has been discussed many times in the course of
various recommendations for reorganization; and actually in some
legislative proposals of 2 years ago—S. 866, I believe—it was pro-
posed; and we testified in favor of the establishment of the Federal
National Mortgage Association in the housing agency. I am familiar
with the answer of the RFC to that question.

Senator Doueras. Which was “No.”

Mr. FoLey. And from the standpoint of the reasons they advanced,
if those were the only. factors under consideration, I would probably
agree with them. As a matter of fact, T do not think it is possible
to separate the operation so entirely from the character of an agency
concerned with housing as to describe it solely as a financing and
investing firm.
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So that, in the face of the type of conditions we confront and may
continue to confront, while I am not at this time recommending a
transfer, I would not give an unqualified “No” to it, such as has been
given,

g lSe;mtor Dovucras. Do you remember Dickens’ novel, David Copper-
eld ?

Mr. Forey. Barkis is willing ? '

Senator Doueras. Do you have any such implications?

Mr. Forry. I would not say “Yes” to all the implications. His ex-
planation of it, as I recall it, was that when he said that he was really
very anxious. :

Senator DoucLas. It amounted to a marriage proposal.

I was not quite certain what this diplomatic reply of yours boiled
down to.

. Mr. FoLey. At this point what I am saying is that I would not go
-along with the answer of the RFC to the extent of saying “Noj; it
should not be considered,” because at this point I think the operation
is one that cannot be considered strictly and solely as a financial opera-
tion.

Senator Doueras. You do not say “No,” but do you say “Yes”?

Mr. Forey. I say that, if present conditions continue and we have to
continue to rely as heavily upon a-secondary mortgage market as we
apparently now do, I think we should give serious consideration to
‘incorporating it in the agency.

Senator Doucras. Those are all the questions that I had.

Mr. Wolcott ?

Mr. Worcorr. I do not think I have any.

Mr. Forey. Ihave tried to be as responsive as I could. I hope it has
been helpful.

Senator Doveras. Thank you very much.

Gentlemen, I should announce for the benefit of the press that we
-open our hearings again on Tuesday, and in the morning at 10 o’clock
Mr. Marriner Eccles, now member and former Chairman of the Board
of Governors of the Federal Reserve System, will testify ; at 2 o’clock
in the afternoon Mr. E. E. Brown, chairman of the board of the First
National Bank of Chicago, will testify.

(Whereupon, the committee adjourned at 8 p. m., to reconvene at
10 a. m., Tuesday, November 22, 1949.)
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TUESDAY, NOVEMBER 22, 1949

CoxcGress OF THE UNITED STATES,
SuscoMMITIEE OF MONETARY, CREDIT,
anp Fiscan Poricies,
JomxT CoMMITTEE ON THE Economic REporT,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10: 00 a. m. in
the caucus room, Senate Office Building, Senator Paul H. Douglas
(chairman of the subcommittee) presiding.

Present: Senator Douglas (chairman of the subcommittee) and
Representative Wolcott.

Also present: Dr. Grover W. Ensley, acting staff director, and Dr.
Lester V. Chandler, economist to the subcommittee.

Senator Doucras. Mr. Eccles, we are very happy indeed to have
you with us this morning. We were glad to get the expanded state-
ment of Chairman McCabe, which I suppose represented official Fed-
eral Reserve policy on the matters which we raised in our question-
naire, and I assume that may have been one of reasons why you as
an individual did not submit a reply to our questionnaire. But we are
happy to welcome you here this morning, and I understand that you
have a statement which you would like to give first. I think perhaps
I should say for the record that you are here on our invitation and not
on your solicitation.

STATEMENT OF MARRINER S. ECCLES, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

_ Mr. Eccres. I would like to comment on your observation. The
reason I did not reply to the questionnaire is that I understood, as did
the rest of the Board members, that it was submitted to Chairman
McCabe as a personal matter, and I did not see the questionnaire, nor
have I seen the replies. The replies to the questionnaire, as Chairman
McCabe indicated, were his views and not necessarily those of the
Board. I would not say, however, that there may: not be a lot of
agreement on the Chairman’s replies, but at the same time there may be
some different points of view and some disagreement. I appreciate
this opportunity, Chairman Douglas, to appear before your committee.

Mr. Chairman, I am here, as you know, in response to the invitation
in your letter of October 31, 1949, to discuss 1ssues that have been
raised during the study initiated by your subcommittee in the field
of monetary, credit, and fiscal policies. I shall be glad to try to
answer such questions as may be uppermost in your mind, but I
should like first to present for your consideration a short statement
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which I hope may anticipate and answer some of your questions. My
views are the cumulative results of 15 years of participation in devel-
oping and carrying out policies of the Federal Reserve System, pre-
ceded by long experience in private banking under State as well as
National authority and membership in the Federal Reserve System.

I therefore could not fail to be aware of the vigorous opposition that
has so often been voiced against new proposals with respect to Federal
authority over banking. In recent years it has seemed that nearly
every recommendation emanating from the Federal Reserve Board
has been assailed as a threat to destroy the dual banking system. As
one who has spent his business life in that system, I have been unable
to see the justification for such agitation. :

Our commercial banking system is composed of banks that receive
deposits subject to withdrawal upon demand, make loans, and perform -
other services. About half of the total dollar amount of bank deposits
are insured up to $5,000 for each depositor by a Federal agency, the
Federal Deposit Insurance Corporation. Banks holding 85 percent
of the resources of the banking system are in the Federal Reserve Sys-
tem, another Federal agency. Approximately 5,000 of these banks
operate under Federal charters, issued by the Comptroller of the Cur-
rency, and about 9,100 operate under charters from the 48 States. This
is the dual-banking system. ,

Senator Doucras. May I interrupt a minute? And, of the:9,100
State banks, about 2,000 are in the Federal Reserve System ?

Mr. Eccres. That is correct. ,

Senator Dougras. About 7,100 outside ?

Mr. Eccres. I donot know the exact figure, but I think it is less than
7,000 that are outside, between 6,000 and 7,000. .

While I am sure that those who are its most vociferous supporters
would not seriously contend for the abolition of the Federal Reserve
System, with the consequent restoration of the intolerable conditions
that prevailed before its establishment, they nevertheless constantly
oppose measures that would enable the Reserve System to be far more
effective in carrying out its intended functions—functions that help
to protect not only all banking but the entire economy.

Two proposals, more than any others, stir up this agitation. One is
the proposal for the equal application of a fair and adequate system
of reserve requirements to all insured commercial banks. The other
proposal is that the Federal Government apply the principles and ob-
Jectives of the Hoover Commission to the Federal agencies concerned
with banking, monetary, and credit policy. Bankers believe in the
objectives of the Hoover Commission, at least as applied to all other
activities of the Government—why not the banking activities? .

The red herring of the dual banking system is always brought up
to obscure the real merits of the fundamental questions involved in
the proper administration of fiscal monetary, and credit policy, which
concerns commerce, agriculture, industry, and the public as a whole;
it is by no means the sole concern of bankers.

The major responsibility of the Federal Reserve System is that of
formulating and administering national monetary policy. It does
this chiefly through the exercise of such influence as it may bring to
bear upon the volume, availability, and cost of commercial bank re-
serves. It must operate through the commercial banks of the country,
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because they, together with the Federal Reserve banks, are the insti-
tutions through which the money supply is increased or decreased. It
is of paramount importance to the entire country that someone have
‘the means as well as the ability to discharge this responsibility. It
cannot be left to the voluntary choice of some 14,000 individual and
competing banking institutions. It cannot be split up among the
various agencies of the Federal and State Governments. The framers
of the Federal Reserve Act undoubtedly intended that it should be in
the Federal Reserve Board under the direct control of Congress.

Others have pointed out that existing bank reserve requirements
are inequitable, unfair, and ineffective at the very time when they
are most urgently needed to restrain excessive expansion of bank
credit. They should not depend as they do now on whether a bank
is located in a central Reserve city or in a Reserve city or whether it
is outside of one of these cities or away from its downtown area, nor
should they depend on whether a bank is a member or a nonmember.
There is no good reason for such distinctions from the standpoint of
effectuating monetary policy.

Senator Doucras. May I interrupt a minute? Are you suggesting,
therefore, that you should have one set of reserve requirements and
abolish the present distinction between central Reserve cities and
country banks?

Mr. Eccres. That is right.

Senator DotveLas. That is one set across the board ?

Mr. Eccres. That is right.

Senator DoucLas. For banks wherever located

Mur. Eccrrs. The next paragraph will cover that, I think.

In addition to other handicaps of membership, members of the Fed-
eral Reserve System arve subject to much more onerous reserve require-
ments than nonmember banks. Member banks are required to carry
certain percentages of their demand and time deposits in non-interest-
bearing cash balances with the Federal Reserve banks. Apart from
these required reserve balances, member banks necessarily carry some
vault cash to meet deposit withdrawals, and in addition they carry
balances with correspondent banks, none of which can be counted
toward statutory reserve requirements. On the other hand, nonmem-
ber bank reserve requirements not only are generally lower in amount
but may also consist entirely of vault cash and balances carried with
city correspondents. In some instances reserves of nonmember banks
may be invested in United States Government and other specified secu-
rities. Thus to a considerable extent nonmember banks may receive
direct or indirect compensation for a substantial part of their reserves.
These discrepancies are most obvious and diflicult to explain when two
banks; one a member and the other not, are doing the same kind of
business as competitors on opposite corners of the same town. Mem-
ber banks therefore bear an undue and unfair share of the responsi-
bility for the execution of national credit policy.

There should be a plan under which the responsibility for holding
reserves to promote monetary and general economic stability would
be as fairly distributed as possible. This would require a fundamental
revision of the existing basis for bank reserve requirements. They
should be based on the nature of depoits rather than mere location;
they should be somewhat higher upon interbank deposits than upon
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other demand deposits. Vault cash should be given consideration
because it has much the same effect as deposits at reserve banks.

In any such revision of reserve requirements, it is of primary
importance to take into account the fact that they are a means of
contracting or expanding the liquidity position of the banking system
and of making other credit instruments more effective. Reserve funds
of banks may expand through large gold inflows or silver purchases,
or return of currency from circulation, or borrowing from Reserve
banks, or Federal Reserve purchases of Government securities through
necessary open-market operations. There should be sufficient author-
ity over resprve requirements to permit taking such developments into
consideration when necessary.

There is widespread misunderstanding even among bankers of the
function of reserve requirements as a means of expanding or con-
tracting the supply of bank credit. In sharp contrast with State
reserve requirements, those applied to member banks under the Fed-
eral Reserve Act are primarily designed to affect the availability of
credit; that is to say, the money supply. The Federal requirements
are not primarily applied for the purpose of providing a cushion to
protect the individual bank. They are not basically reserves in that
sense-at all, and incidentally the Reserve banks do not and cannot
use them to buy Government securities, as most of the bankers seem
to think,

The Federal Reserve System is a creature of the Congress. You
can make it weak or you can make it strong. We have recited to the
Congress over and over again the dilemma. that we face. It is per-
fectly simple. So long as the Reserve System is expected to support
the Government bond market and to the extent that such support
requires the System to purchase marketable issues, whether sold by
banks or others, this means that the System is deprived of its only
really effective instrument for curbing overexpansion of credit. It
means that the initiative in the creation of reserves which form a basis
on which credit can be pyramided rests with banks or others and not
with those responsible for carrying out national monetary policy.
To the extent that banks or others can at will obtain reserves, they are
thus able to monetize the public debt. In view of this situation, if the
Congress intends to have the Reserve System perform its functions,
then you should by all means arm it with alternative means of apply-
ing restraints. The only effective way to do that is through revision
and modernization of the mechanism of reserve requirements. The
Congress will not have done the job at all if it fails to include all
insured banks. Reserve requirements that are limited only to member
banks of the Federal Reserve System impose upon them a wholly
unfair and inequitable burden which becomes the more intolerable
as the need arises to increase reserve requirements as a means of curb-
ing overexpansion of bank credit. Of course, organized banking and
its spokesmen, chiefly large city banks, do not want any change. They
never do.

Throughout the long history of banking reform in this country—
and it is still very far from complete—the same-bankers or their proto-
types have been for the status quo. Beginning with the National
Banking Act, they have fought every progressive step, including the
Federal Reserve Act and creation of the Federal Deposit Insurance
Corporation. If you abide by their counsels or wait for their leader-
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ship, you will never do anything in time to safeguard and protect pri-
vate banking and meet the changing needs of the economy in such a
way as to avoid still further intrusion of the Government into the field
of private credit, to which I am really very much opposed—an intru-
sion which the public has demanded in the past because private bank-
ing leadership failed.

1 may add that whenever Congress sees fit to enact into legislation
the principle of equitable reserve requirements applied uniformly
without regard to membership in the Federal Reserve System, there
might well be changes in other relations of the Federal Reserve Sys-
tem which would be of benefit to all commercial banking, as, tor
example, to offer the credit facilities of the Reserve banks on equal
terms to all banks which maintain their reserves with the Reserve
banks, together with further improvements in the check-collection
system. These and other beneficial changes could well be brought
about with great advantage to banks and to the public in general.

The role of the Reserve System in relation to Government lending
to business also should be clarified. 'This is particularly important to
the functions exercised in that field by the Reconstruction Finance
Corporation and with respect to the authority of the Reserve banks to
extend credit to industrial enterprises under section 13b of the Fed-
eral Reserve Act. The latter should be modified as proposed in S. 408,
the bill favorably reported by the Senate Banking and Currency Com-
mittee in 1947, and the enactment of which was again recommended
by the Board in 1948,

There is unquestionably a need for such an agency as the Recon-
struction Finance Corporation in emergency periods for direct Gov-
ernment lending for projects outside the field of private credit, but I
have always taken the position that the Government should not com-
pete with or invade the domain of private banking and credit institu-
tions. When aid is necessary to facilitate the functioning of private
credit, then such aid should take the form of guaranteeing in part the
loans made by private institutions, just as was done in the V-loan
program of the Federal Reserve for financing war production. That
is what S. 408 proposes. The profound difference in the principle at
stake here ought to be obvious.

In relation to the second question, that of organization, which I
mentioned at the outset, I feel that students of government, and par-
ticularly those who endorsed the objectives of the Hoover Commis-
sion, ought to be more interested than they appear to have been in
the problems of organization of the agencies of Federal Government
concerned with bank supervision. Some, however, may have been
misled into thinking that there is no problem in this field because
the expenses of these agencies are not paid from governmental
appropriations.

The establishment of a system of insurance of deposits by the Fed-
eral Government was one of the great accomplishments of the Con-
gress in the direction of fostering public confidence in the banking
system. I favored Federal deposit-insurance legislation at a time
when most of my fellow bankers were denouncing it. But T never
expected, and I am certain Congress never intenﬁed, that this pro-
tection for depositors would be used either to hamper effective na-
tional monetary policy or to give any class of banks special advantages
over others. I regref to say that the Federal Deposit Insurance Cor-
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poration has been used to discourage membership in the Federal Re-
serve System and to weaken effective monetary policy.

There is no logic whatever in the present provisions of law, which
say, in effect, to a bank, “You can’t joint the Federal Reserve System
unless you also join the Federal Deposit Insurance Corporation, but
you can join the Federal Deposit Insurance Corporation without join-
ing the Federal Reserve System.” The law compels a national bank
to join both, but a State bank has the option of joining one or the
other or neither. T should like most earnestly to urge upon you the
importance of making this a two-way street by providing that a bank
can be a member of the Federal Reserve System without joining
the Federal Deposit Insurance Corporation, in the same way that a
State bank is now privileged to be a member of the Federal Deposit
Insurance Corporation without being obliged to join the Federal
Reserve System.

Senator Doueras. Mr. Eccles, may I ask a question there? Is this
a counterattack which you are proposing that the Federal Reserve
System make——

Mr. Eccres. It is a logical answer to some of the comments.

Senator Dougras. Are you serious about this?

Mr. Eccres. I have proposed a uniform system of reserves. Cer-
tainly, if there is not to be a uniform system of reserves, the Federal
Reserve System is weakened, and its position can only be maintained
by having a two-way street as proposed. In other words, it seems to
me that, unless you have uniform reserve rvequirements, then cer-
tainly this proposal here is an-alternative that should be taken into
account, not as a counterattack for the purpose of any destructive
effects, but merely, as it seéms to me, a necessary piece of legislation
so that the Federal Reserve is in a position at least to protect itself
or to defend itself.

Senator Douceras. This might be a very effective means of bringing
the Federal Deposit Insurance Corporation and some of its supporters

. into line with your proposal for uniform reserve requirements.

Mr. Eccres. I would hope that would be the result.

Senator Doucras. But if it were not the case, do you think this pro-
posal of yours would strengthen the banking system as a whole?

Mr. Eccres. I do not think it would hurt it.

Mr. Worcorr. Would it strengthen it ?

Mr. Eccirs. Noj; I do not know that it would strengthen it. I think
there may be some member banks that would decide they would not
need Federal deposit insurance just as there are many State banks
now that have decided they do not need the Federal Reserve as long as
they have Federal deposit insurance.

I think some of the bigger banks may well say that as members of
the Federal Reserve they do not need FDIC.

Senator Doueras. Do you think that Federal deposit insurance has
lowered the value of a bank belonging to the Federal Reserve System ?

Mr. Eccres. No; I do not think so. I favored FDIC. Neither do
I think that membership in the Federal Reserve System would lower
the standards of a bank which is a member of the FDIC.

The Federal Deposit Insurance Corporation was designed in the
public interest, and it should be maintained for that purpose; but
this is not to say that the continued existence of three Federal agencies
performing similar or allied functions in the field of bank supervision,



MONETARY, CREDIT, -AND FISCAL POLICIES 219

regulation, statistical, and other services is justifiable. There 1s un-
necessary duplication and triplication of offices, personnel, effort, time,
and expense. While the maintenance of separate and often conflicting
viewpoints may serve selfish interests, on the old principle of “divide
and conquer,” it seems to me that this should not prevent improve-
ments wherever possible in the organization of a Government already
overburdened with complexity and bureaucracy. i
In this connection various suggestions as to where responsibility
should be lodged for the examination of banks subject to Federal
supervision have been offered, ranging from the setting up of a new
agency with no other responsibility to maintaining the status quo. '
The Reserve System must have currently accurate information, pro-
cured through examination, bank condition reports, special investiga-
tions, constant correspondence, and contacts with the banks. The
System must have examiners and other personnel responsible to it,
specially trained and directed for the purpose of procuring such
information. The Reserve System is in position to determine policies
to be pursued by examiners, to coordinate them with credit policies,
and at the same time decentralizes the actual administration by utiliz-
ing the facilities of the 12 Reserve Banks and their 24 branches. They
examine all State member banks, receive copies of examination of all
national banks, are in close touch in this and in other ways with all
member banks, as well as the State and National supervisory
authorities. :
Through their daily activities of furnishing currency, collecting
checks, seeing that member banks maintain their reserves, and extend-
ing credit to them, the Reserve banks obtain current information
about banks which is invaluable for purposes of bank supervision.
The Federal Reserve is and must be at least as vitally concerned with
the soundness of the individual bank as anyone in the organization
of the Comptroller or the Federal Deposit Insurance Corporation.
The Federal Reserve Act places in the Federal Reserve a specific re-
sponsibility for effective supervision over banking in the United States.
Soundness of the individual bank and soundness of the economy must
go hand in hand. Therefore, Federal Reserve concern with the main-
tenance of stable economic conditions should be and is in the interest
of sound banking as well as the public welfare. It has not destroyed
the effectiveness of Federal Reserve supervision -over State member
banks, and it is absurd to think, as I understand has been suggested to
you, that it would destroy the effectiveness of supervision or examina-
tion of other banks. Moreover, is it reasonable to believe that the
intelligence of the officials of the Féderal Reserve banks, combined
with the judgment of a seven-man board appointed by the President,
confirmed by the Senate, responsible to the Congress, should be re-
garded as less independent than a bureau in the Treasury under one
official whose deputies are appointed by the Secretary of the Treas-
ury? No single individual in the Federal Reserve System determines
its policies. . . .
Since examination supplies information essential to the right con-
duct of the business of the Reserve System and since the Reserve
authorities must review reports of examination of all member banks,
it is illogical to argue that they should be deprived of all examina-
tion authority. Examination procedure is a tool of bank supervision
and regulation which should be integrated with and responsive to
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monetary and credit policy. If directed as though it were not con-
cerned with such policy it could nullify what otherwise could be effec-
tive monetary and credit policy. In fact, too often in the past, bank
examination policy became tighter when conditions grew worse, thus
intensifying deflation, and conversely examination policy has gone
along with inflationary forces when caution was needed.

Only one of the three Federal supervisory agencies, the Federal
Reserve System, is charged by Congress with responsibility over the
supply and cost of credit, which is directly affected by reserve re-
quirements, discount policy, and open-market operations. The Re-
serve System views the economic scene principally from the stand-
point of national credit conditions as effected by monetary, fiscal, and
related governmental policy. Other agencies do not have these re-
sponsibilities. Their differences of interest often lead to prolonged
discussions which delay or prevent agreements.

Let me turn now to the question of the composition and responsibili-
ties of the Board of Governors and the Open Market Committee, which
committee is composed of the seven members of the Board plus five
Reserve bank presidents. The New York bank has one of those five,
and the position is continuous. The other banks rotate in their mem-
bership on the committee.

I do not suggest that the present system has not worked. It was a
compromise and your committee is interested, and properly so, in the
question whether the present structure could be improved. T feel that
I should point out its defects and how they could be remedied.

While the Board of Governors has final responsibility and authority
for determining, within statutory limitations, the amount of reserves
that shall be carried by member banks at the Federal Reserve banks,
for discount rates charged by the Federal Reserve bank for advances
to member banks, and for general regulation and supervision of the
lending operations of the Reserve banks, the responsibility and
authority under existing law for policy with respect to the Govern-
ment security market, known as open-market operations, is vested
in the Open Market Committee. These operations have become an
increasingly vital part of Federal Reserve policy. In practice they
are the principal means through which debt-management policies of
the Government are effectuated. They are the means by which an
orderly market for Government securities is maintained. With the
rapid growth of the public debt, chiefly as a result of wartime financ-
ing, with the continuance of a budget of extraordinary size, with
major refunding operations in view and the prospect of deficit financ-
ing, there can be no doubt of the responsibility that will continue to
rest with the Federal Reserve System for open-market policy .

Suggestions have been made and I believe will appear in answers
to your questionnaire, with a certain degree of logic in their support,
that the interrelations between the considerations of policy governing
open-market operations and those governing reserve requirements,
discount rates, and perhaps other functions, are such as to justify
transferring these major instruments of policy to the Federal Open
Market Committee, leaving to the Federal Reserve Board as such only
matters of secondary importance. This would not justify the con-
tinued existence of a seven-man Board of Governors. To the extent,
however, that such suggestions recognize the principle that respon-
sibility for over-all credit and monetary policy should be fixed in one
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place, I would agree. On the other hand, they accentuate the major
inconsistency in the present set-up.

It should be noted 1n this connection that the president of a Federal
Reserve bank is not a director of that bank but is its chief executive
officer. He is elected for a 5-year term by a local board of nine direc-
tors, three of whom are appointed by the Board of Governors and
the other six by the member banks of the district. In addition to
making the appointment, the directors fix his salary. Both of these
decisions are subject to approval by the Board of Governors. Neither
he nor the directors of the bank have any direct responsibility to the
Congress, or the administration, for that matter.

When a Reserve bank president sits as a member of the Federal
Open Market Committee, however, he participates in vital policy deci-
sions with full-time members of the Board of Governors, who are
appointed by the President of the United States and confirmed by
the Senate and whose salaries are fixed by Congress. Those decisions,
which must be obeyed by his bank as well as by the other Federal
Reserve banks, affect all banking. So far as I know, there is no other
major governmental power entrusted to a Federal agency composed
in part of representatives of the organizations which are the subject
of regulation by that agency. President Woodrow Wilson expressed
himself very vigorously on this subject when the original Federal
Reserve Act was under consideration. If this principle is not to be
discarded, it follows that further inroads should not be made into the
functions of the Federal Reserve Board and on the other hand that
responsibility for open-market policy should be concentrated in the
Board. I am convinced in this connection that there is no need for
more than five members, instead of seven as at present, and that the
Congress should recognize by more appropriate salaries the great
importance of the public responsibilities entrusted to the Federal
Reserve System, of which the Federal Reserve Board is the governing
body. Such recognition would be more likely to attract to the mem-
bership of the Board men fully qualified for the position.

If, however, it is believed preferable for national credit and mone-
tary policy to be determined in part by some of the presidents of the
Reserve banks, then the presidents of all 12 Reserve banks should
be constituted the monetary and credit authority, and they should
take over the functions of the Board of Governors, which body should
be abolished. The governmental responsibility of such a body should
be recognized by requiring their appointment by the President of the
United States and their confirmation by the Senate; their salaries
should be fixed by Congress, to whom they should report. May I point
out that if the presidents of the Reserve ganks can, in addition to per-
forming their manifold duties as chief executive officers of these very
important institutions, take on in addition the principal functions
of the Federal Reserve Board, it must be that these functions do not
justify a full-time seven-man Board, and this would be another reason
for abolishing it, and substituting a part-time Board composed of the
12 presidents. _

You would have to add, of course, an _administrator and a proper
staff in Washington, and you would possibly have to add committees
made up from the 12.

99076—50——15
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_ Tam offering this seriously. This is not a counter-proposal. This
is a serious proposal based upon the experience that I have had in

Washington over a long period of time.

Senator DoucLas. s this your first choice or is your first choice
the abolition of the Open Market Committee and the lodging of
powers of the Open Market Committee in the Federal Reserve Board?

Mr. Eccres. Well, I would be pretty neutral on that. I think either
would work. I think it is largely a question of placing responsibility
in a governmental body, whether it be the President’s or whether 1t
be another board. I think either would work. I would be neutral.

Senator Doueras. But you would prefer either to the present
set-up

Mr. Eccres. I would.

The views I have expressed have developed out of a long experience
in and out of Government and they have not been altered by the fact

that I have ceased to be Chairman of the Board after serving in that
capacity for more than 12 years or by the fact that I expect sometime
to return to the field of private banking.

In the foregoing I have not attempted to include some other im-
portant matters which may be of interest to the committee in its
deliberations and might well be considered by a national monetary,
commission, such as that proposed in S. 1559 which I strongly support.
Accordingly, I would appreciate it if you would permit me to file a
supplemental memorandum for the record in the even that it appears
to be desirable to do so in order to complete my statement.

Senator Doucras. Thank you very much, Mr. Eccles. Of course
we will be glad to have you file a supplementary statement. I want

to thank you for your very interesting testimony.
(The following supplementary statement was later furnished by
Mr. Eccles:)

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM,
December 1, 1949.

Hon. Paur H. DOUGLAS,
United States Senate, Washington, D. C.

Dear SENaTor Doucras : In connection with my testimony presented on Novem-
ber 22 before your committee, I indicated that T had not attempted to include in
my statement some important matters which may be helpful to the committee.
You granted me the privilege of filing a supplementary statement should that
appear desirable. .

In the course of my testimony you asked if it would serve a useful purpose if
Congress were to instruct the Treasury further as to the policies to be followed
in debt management where they are dependent upon the monetary policies of the
Federal Reserve System. You also stated that you would appreciate it if you
could get some suggested standards of an instruction that might be given to the
Treasury by Congress with reference to Treasury relations with the Federal
Reserve.

Since presenting my testimony I have given a great deal of thought to this
subject. In reading over the record of my remarks, it was apparent to me that
I had not responded as fully as I could have to some of your questions. There-
fore, I should like to take advantage of the privilege of making a supplementary
statement.

A very fundamental dilemma confronts the Federal Reserve System in the
discharge of the responsibilities placed on it by Congress. The System has by
statute the task of influencing the supply, availability, and cost of money and
credit. In peacetime, the objective is to do this in such a way that monetary
and credit policy will make the maximum possible contribution to sustained prog-
ress toward goals of high employment and rising standards of living. Federal
Reserve System powers for carrying out this responsibility are at present basically
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adequate. But the System has not, in fact, been free to use its powers under
circumstances when a restrictive monetary policy was highly essential in the
public interest. It has been precluded from doing so in the earlier postwar period
in part because of the large volume of Government securities held by banks,
insurance companies, and others who did not view them as permanent invest-
ments. Reasons for supporting the market under these conditions I have already
presented before your committee.

This policy of rigid support of Government securities should not be continued

indefinitely. The circumstances that made it necessary are no longer compelling.
But the Federal Reserve would not be able to change these policies as long as it
felt bound to support debt-management decisions made by the Treasury, unless.
these were in conformity with the same objectives that guide the Federal Re-
serve. The Treasury, however, is not responsible to Congress for monetary and
credit policy and has had for a long time general easy-money bias under almost
any and all circumstances. As long as the Federal Reserve policy must be based
upon this criterion, it could not pursue a restrictive money policy to combat
inflationary pressures.
- Decisions regarding management of the public debt set the framework within
which>monetary and credit action can be taken. As the size of the debt grew
through the period of deficit finance in the thirties and particularly over the war
period, Treasury needs came to overshadow and finally to dominate completely
Federal Reserve monetary and credit policy. When the Treasury announces the
issue of securities at a very low rate pattern during a period of credit expansion,
as it did last Wednesday, the Federal Reserve is forced to defend these terms
unless the Syster is prepared to let the financing fail, which it could not very
well do. To maintain a very low rate pattern when there is a strong demand
for credit, the System cannot avoid supplying Federal Reserve credit at the will
of the market.

Under these conditions it can hardly be said that the Federal Reserve System
retains any effective influence in its own right over the supply of money in the
country or over the availability and cost of credit, although these are the major
duties for which the System has statutory responsibility. Nor ean it be said
that the discount rate and open-market operations of the System are deter-
mined by Federal Reserve authorities, except in form. They are predetermined
by debt-management decisions made by the Treasury. This will be true as long
as the System is not in a position to pursue an independent policy but must sup-
port in the market any program of financing adopted by the Treasury even though
the program may be inconsistent with the monetary and credit policies the System
considers appropriate in the public interest.

The Federal Reserve System was established by Congress primarily for the
purpose of determining and carrying out credit and monetary policy in the inter-
est of economic stability and is responsible to Congress for that task. There is
a seven-man Board of Governors, appointed for 14-year terms with approval of
the Senate. The Board is assisted by an experienced and highly qualified staff of
experts. There are 12 presidents of the Federal Reserve banks, each with a
staff of specialists, and each Federal Reserve bank has a board of directors com-
posed of leading citizens in its district drawn from professional, business, farming,
banking, and other activities. There is also the Federal Advisory Council, com-
posed of a leading banker from each of the 12 districts, established by Congress
to advise the Board. All of these supply information and advice and many pat-
ticipate in formulation of monetary policies appropriate to the needs of the
economy.

Under present circumstances the talents and efforts of these men are largely
wasted. Views of the Federal Reserve Board and Open Market Committee re-
garding debt-management polices are seldom sought by the Treasury before
decisions are reached. The System, however, has made suggestions on its own
initiative to the Treasury in connection with each financing, but very often these
have not been accepted. Decisions are apparently made by the Treasury largely
on the basis of its general desire to get money as cheaply as possible.

In a war period or a depression, there is reason for financing a deficit through
commercial bank credit—that is, by creating new money. The Federal Reserve
System has supported such financing at very low rates by purchasing Government
securities in the market at such rates, thus pumping the needed reserves into
the banking system. In the early postwar period some support was desirable,
especially for the 2l4-percent long-term bonds, but it should not have been as
inflexible as it was for short-term rates,
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The outlook at the present time is for an expanding economic activity with
high employment. We also now anticipate a Government cash deficit of over
$6,000,000,000 in the calendar year 1950. It would be inexcusable to finance this
deficit at very low rates of interest by creating new money should inflationary
pressures resurge. But if the Treasury, under these conditions, insists on con-
tinuation of the present very low rates, the Federal Reserve will have to pump
new money out into the economy even though it may be in the interest of economic
stability to take the opposite action. In making a cheap money market for the
‘Treasury, we cannot avoid making it for everybody. All monetary and credit
restraints are gone under such conditions; the Federal Reserve becomes simply
an engine of inflation. :

With respect to the problem of how future monetary and credit policies are
to be established, it seems to me Congress must choose from the following three
general alternatives if the present dilemma confronting the Federal Reserve
System is to be resolved: :

(1) Congress can permit the present arrangement to continue. The Treasury
would control in effect the open market and other credit policy as it does now
by establishing such rates and terms on ifs securities as it pleases, with the re-
quirement that the Federal Reserve support them. It should be recognized that
under this course, limitations over the volume of bank credit available both to
private and public borrowers, and accordingly limitation over the total volume
of money in the country, would be largely given up. Such credit and monetary
restraint as might be required from time to time to promote economic
stability would be entirely dependent upon the willingness of the Treasury to
finance at higher interest rates, and in the past the Treasury has been resistant to
doing this. If this alternative is followed, which is the present arangement, Con-
gress should recognize that the responsibilities for monetary and credit policies
are with the Treasury and not with the Federal Reserve System and that the
principal purpose of the Federal Reserve System is then to supply additional
bank reserves on the demand of any holder of Government securities at rates
of interest in effect established by the Treasury. )

(2) The Congress could provide the Federal Reserve System with a partial
substitute for the open market and discount powers which debt-management
decisions of the Treasury have rendered and can continue to render largely use-
less for purposes of credit restraint. Some measure of control over the avail-
ability of credit under inflationary circumstances could be regained if the System
were given substantial additional authority over basic reserve requirements of
the entire commercial banking system. With such authority, the System could,
if necessary, immobilize new bank reserves arising from a return of currency
from circulation, gold inflows, and System purchases of securities from nonbank
investors and thereby prevent the multiple expansion of the money supply. In
addition, the System would need authority to require banks to hold a special
reserve in Government bills and certificates. This would be necessary in case
banks entered upon an inflationary credit expansion through the sale of Govern-
ment securities to the Federal Reserve or in the event it was necessary to assist
the Government to finance large deficits without creating additional bank reserves
which serve as a basis for multiple credit expansion.

(8) Congress, if it wishes credit and monetary policy to be made by the Fed-
eral Reserve System in accordance with the objectives of the Federal Reserve
Act and the Employment Act of 1946, could direct the Treasury to consult with
‘the System in the formulation of its debt-management decisions in order that
‘these decisions may be compatible with the general framework of credit and mone-
‘tary policy being followed by the System in the interest of general economic
stability. It is obvious, of course, that Government financing needs must be
met and the responsibility of the Federal Reserve to insure successful Treasury
financing must continue to be fully recognized. But Treasury financing can be
carried out successfully within the framework of a restrictive credit policy, pro-
vided the terms of the securities offered are in accordance with that policy.

To sum up briefly my views, I believe that Congress should fix clearly the
responsibility for national monetary and credit policy. Although the Federal
Reserve System was established as an agency of Congress for determination of
monetary and credit policy, as it must function now it is responsible both to
Congress and to the Treasury for that policy. These two responsibilities are
often confleting, and both cannot be satisfactorily discharged. The responsi-
bilities and authority of the System need clarification and for that purpose one of
three alternative actions might be taken by Congress :
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(1) Recognize in the statute that responsibility for monetary and credit policy
is with the Treasury and recognize the Federal Reserve for what it is today—
an agent for advising the Treasury and carrying out monetary and credit policy
determined by the Treasury.

(2) Give the Federal Reserve System such additional authority over bank
reserve requirements as would adequately serve as a partial substitute for dis-
count and open-market powers.

(3) Give the System a mandate to determine monetary and credit policies
on the basis of guide posts stated in terms of the language of the Full Employment
Act of 1946, with the Treasury required to advise and consult with the Federal
Reserve and take into account the mandate of Congress in connection with its
debt-management decisions.

I recognize that monetary or credit policy by itself cannot assure economic
stability. It should be accompanied by a fiscal policy, as well as a bank super-
visory policy, in harmony with it.

I appreciate very much having the opportunity to express my views on this
matter.

Sincerely yours,

M. S. EccLEs

Senator Doucras. Now, Mr. Eccles, I take it that the three main
methods by which the Federal Reserve System attempts to control
the general supply of money and credit are first, rediscount; second,
open-market operations; and third, the reserve requirements which
the Board can impose on member banks; and I would like to ask you
whether you think the rediscount powers under the present conditions
of banking furnish any apprecia.gle strength to the Reserve System.

Mr. Eccres. By themselves, practically none.

Senator Doueras. We had testimony last week which indicated that
the total amount of commercial paper rediscounted by the System
and held by the Federal Reserve banks amounted to less than 2 per-
cent of the assets of the System.

Mr. Eccies. So long as the banking system owns such a large
amount of Government securities, and there is an immediate market
for those.securities, banks have little or no use for the rediscount
facilities, and therefore the discount rate by itself is not effective.

The discount rate may have some psychological effect, but it must
closely adhere to the Open Market Committee’s buying rate on short-
term Government securities. Otherwise, it would be considered a
penalty rate, and would not be used at all to the extent that the buying
rate on short-term securities is very close to or below the discount rate.

The banks, in order to meet their reserve requirements, which in the
Reserve city and central Reserve city banks are figured on a weekly
basis, will sometimes borrow over-night funds, perhaps for 2 or 3 days,
rather than go through the market. The sale and the repurchase of
securities contains an element of cost in the commissions that they have
to pay in the buying and the selling.

1f, however, the discount rate is substantially higher than the buying
rate, of course, banks will buy and sell bills and certificates to adjust
with their reserve position. _

Senator Doueras. Now may I ask some questions about the open-
market, operations which imply not merely the purchase of Govern-
ment securities by the System, in order to build up the reserves and
therefore to expand credit, but I take it also it was at least originally
intended to imply the sale of Government securities in order to reduce
the member bank reserves and therefore curtail expansion. That is
true, is it not ? - :

That is a preliminary question. Then I was going to follow that
up. Is that statement correct?
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Mr. Eccues. If the banks have excess reserves, and the System does
not sell its Government securities, that is, the Open Market Committee
does not sell out of its portfolio of Government securities, then the
banks would bid up the prices of Government securities; interest rates
drop, and an exceedingly easy-money situation develops. :

An example of that occurred when the emergency authority of the
Board to increase reserve requirements was permitted to lapse on the
1st of July. The banking system immediately received very substan-
tial excess reserves. The Open Market Committee did not sell securi-
ties in the market, and as banks endeavored to invest their funds the
bill rate, which was approximately one and an eighth, went down to
three-quarters within a week’s time or less. Certificate rates dropped
accordingly and bond prices went up. In order to keep the short-term
rate from practically going to the vanishing point, the System then
permitted the sale of sufficient securities to absorb the excess reserves.

Let me put it this way: The money market banks as well as most
of the Reserve city banks generally maintain practically no excess
reserves with the Reserve System. They immediately invest any ex-
cess reserves that they have in short-term Government paper, almost
irrespective of the rate. It has been definitely demonstrated that 1t
is impossible to maintain more than about three-quarers of a billion
of excess reserves, which are maintained largely by what are known
as the country banks—smaller banks throughout the country.

Reserves are supplied through gold imports, the return of currency
and Treasury operations which put funds into the market. The Treas-
ury may also take funds out of the market, as would an increase in
currency or a loss of gold. Variations in reserves through all of these
immediately affect the short-term rate. :

Senator Doucras. Well, I take it that you believe that during the
period of expanding prices, and a period 1n which there is a tendency
toward inflation, one way of checking this would be, if it could be
made effective, for the System to sell Governments in the open market
and thus draw down the—

Mr. Eccres. It cannot be made effective.

Senator Doucras. That is the next point I was coming to. But if
it could be made effective, that is what you would like to have done?

Mr. Eccues. Oh, yes; if the banks or the public would buy securities
out of the portfolio of the System, that would be fine.

Senator Doucras. That would draw down the reserves and there-
fore diminish the lending power?

Mr. Eccues. Yes; but there are not any reserves during those periods.
What really happens is that not only the banking system but nonbank
holders, such as insurance companies and investors, generally may
sell Government securities. The only market for the securities during
those periods is the Federal Reserve, and System purchases, of course,
monetize the public debt. Every dollar’s worth of securities that the
Federal Reserve buys, whether from banks or otherwise, adds to the
total deposits of the banking system and the reserves of the banking
system upon which a multiple expansion of credit can be created.
What would be required under the conditions which you have indicated
would be not that the Federal Reserve, the Open Market Committee,
sell securities in the market, but that it withdraw from the market
and refuse to buy. :
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Senator DoucLas. Well, now, that was the next point. Are you say-
ing that the weapon of the open-market operations has been virtually
made inoperative to check inflation because of the readiness of the
System to buy unlimited quantities of Governments at relatively
pegged prices?

- Mr. Eccres. That is correct.

Senator Doucras. And that as long as the banks can take bonds, go
to the Federal Reserve System, sell them and ‘get reserves, that the
process of selling to them is taking money out of one pocket, which
they promptly proceed to put in the other?
© Mr. Eccres. When the System buys securitiés it creates new re-
serves upon which the banking system can loan six times that amount
of money on the basis of the present reserve requirements.

Senator Doucras. Now who decides whether or not the Federal
Reserve System shall buy Governments?

Mr. Eccres. That is a decision that is made by the Open Market
Committee in conjunction with the Treasury.

Senator Doucras. Well, do they determine the amount or do they
determine the rate?

" Mr. Ecores. Well, they do not determine the amount. You cannot
determine the amount not knowing what the supply of securities is
going to be. '

The support price is really what is determined, and if you have
a support price, then whatever amount is offered is what we take.

The best example of that was last year when there was very heavy
selling of the long-term 2l5-percent Treasury bonds. They were

" mostly the 214 marketable bonds not eligible for purchase by banks.
The insurance companies particularly were very, very heavy sellers,
and the System over a period of a few months purchased over $3,000,-
000,000 of these securites in the market and within a year such
“purchases were nearly $7,000,000,000. In the same period over 215
billion of bonds—eligible bonds—were purchased by the System.
~ Senator DoucrLas. Mr. Eccles, I have never believed that con-
gressional hearings were designed to exploit administrative differ-
ences, but you have been a member of this Open Market Committee,
a very influential member, and yet now you are saying that this policy
that the commitee has followed 1s in your judgment incorrect ¢

Mr. Eccres. I did not say it was incorrect. I merely outlined the
effect of it. When I appeared before this committee November 25,

1947, this same committe of which Senator Taft was then chairman
and again before this committee on April 13, 1948, T discussed .very
fully -this whole question of monetary policy. You may recall that
there were some very important inflationary pressures in existence
in the fall of 1947 and in the spring of 1948. On those occasions I
requested for the Board certain powers.
"~ Imadethisstatement in April of last year. Itisveryshort:

So far as the monetary and credit yield is concerned, we have tried to make
clear the action on these fronts alone cannot guarantee stability. Nevertheless
we believe that the Reserve System should be armed with requisite powers, first
to increase  basic reserve requirements of all commercial banks, and, later on,
if the situation requires it, to provide that all such banks hold an additional
special reserve,

That was in the form of short-term Governments.
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Both of these would be protective measures. The first could be used to offset
.gold acquisitions and purchases of Government securities by the Federal
Reserve—

That is, from insurance companies and others. It would neutralize,
lock up the effect of such an operation—

and thereby restrict continued expansion and the already excessive money supply.
The second would be essential in case banks embark upon an inflationary credit
expansion through the sale of Government securities to the Federal Reserve, or
to assist the Government in case of large-scale deficit financing.

Now that was the gist of what was recommended at that time.

I supported a policy of maintaining a 214 percent rate for the
longest term Government securities at the time when that policy was
being pursued.

That policy likewise had the support of the Reserve bank presidents
including Mr. Sproul, who was vice chairman of the Open Market
Committee, and also of Mr. Brown, who was the chairman of the
Federal Advisory Council of the Board, and of the great majority of
the bankers of the country. ,

Last October, before the Towa bankers, in answer to Mr. Parkinson,
the insurance company executive who criticized that policy, Mr. Lef-
fingwell vf J. P. Morgan & Co., and Mr. Burgess of the National
. City Bank—the three leaders opposed to the support policy—I pre-
sented a statement in justification of the support of the long-term
214 percent rate, at that time, and gave the reasons for it. I will
read this later.

Senator Doucras., Then you wanted the short-time interest rate on
Government notes, certificates, and so forth, to go up and not the long- -
time rate?

Mr. Eccres. Over the last several years the Open Market Com-
mittee was, I believe, in almost unanimous agreement on the question
of raising the short-term rate. We advocated a much freer short-
term rate than was in effect. We ran into resistance always with the
Treasury. During the war period we had a pattern of rates for
the purpose of carrying out the war financing which seemed very
necessary and desirable. We assured the Treasury that we would see
to it that whatever deficit financing was required would be carried
out at a fixed pattern of rates. We did that because it seemed to us,
with the very large amount of deficit financing that the war required,
and not knowing, of course, just how large it would be-or when it
would end, that we could not have a speculative Government bond
market. I don’t mean to say there wasn’t considerable speculation
on the “up side.” There was too much speculative bidding up of
prices which was not our fault—but we realized that it would be ex-
ceedingly difficult to finance the Government with increasing interest
rates, which would mean declining prices for securities after issuance.

When the war ended we tried to get out of what we called a strait-
jacket by raising the short-term rates. We had difficulty with the
Treasury, commencing with Secretary Vinson—Secretary Morgan-
thau, of course, left the Treasury prior to the end of the war. We
continued to have difficulty with the Treasury in getting them to
agree to freeing the short-term rate. That could have been a flexible
rate, if it could have been permitted to go wherever it would go, in
relation to the 214 percent long-term rate. It may well have gone
as high as the long-term rate—short-term rates in the past have gone
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as high or even higher than long-term rates—and we would have
then followed up that change in the short-term rate with an increase
in the discount rate.

Senator Doucras. May I ask: When did the Federal Reserve first
suggest raising the short-term rate Treasury bills?

Mr. EccLes. In 1946.

Senator Doueras. But it was not carried into effect until the
middle of 1947?

Mr. Ecores. Yes. I think that is true. We had a buying rate of
bills of three-eighths, ‘

Senator Doucras. Was there a disagreement in Government circles?

Mr. Eccies. There was.

Senator DoucLas. You felt the short-time rate should go up?

Mr. Eccres. The Open Market Committee felt it should go up.

Senator Doucras. The Treasury did not think it should go up?

Mr. Eccres. That is correct.

Senator Doucras. Why did you think it should go up?

Mr. EccLes. Well, I felt that you had no flexibility in the market at
all.  You could, as many of the banks were doing, sell the shorter
securities to us and buy the longer-term securities. This practice,
which we call playing the pattern of rates, tends to force the long-
term rate down as long as short-term rates are not permitted to rise.
In other words, we had a spread between short-term rates and long-
term rates that didn’t make sense, in view of the support policy. Why
should anyone want to handle any short-term securities at seven-
eighthsif you could get 214 percent for a demand liability in long-term
securities ?

Senator Doucras. You were in favor of the pegging of the long-
term rate?

Mr. Eccres. I couldn’t figure out any alternative. T didn’t like it
but it seemed to me that we were confronted with a dilemma, that the
size of the public debt was so great, the amounts of E. F. & G. bonds
outstanding, which were demand liabilities, were likewise very great
and—TI am going to read this from the Iowa statement, to which I pre-
viously referred, because really it is the heart of the problem, and I
might just as well cover this point here. [Reading:]

Now, just what does this type of program actually contemplate?
That is pegging.

It seems to involve a continued willingness on the part of the Federal Reserve
System to take Government bonds and to supply Reserve bank credit, but at
yields higher than 2% percent.

That is the policy that some were talking about.

Apparently, however, the System should follow a policy of gradually easing
bond prices down and yields up, but buying aggressively, if necessary, to maintain
orderliness in the market.

What would be the position of a Government bond owner or a potential
bond buyer under such circumstances? Would they have any confidence in the
market? Holders would tend to sell and potential buyers to hold back, creating
increasing downward pressure on bond prices, until sabstantially lower prices
were reached. If yields should rise only % percent on the longest 21 percent
bonds, their price would fall to less than 93. But in a falling bond market, with
general credit demand strong, rates on other securities and loans would tend
to rise at least proportionately as much. TUnder these conditions, can it be
expected that insurance companies or savings and loan associations or other
institutional investors would act materially differently with the yield on Govern-
ments at 3 percent than they do now at 21% percent?
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We have had tax-free Governments, entirely tax free, selling at
almost 6 percent in the past with a small public debt.

Loans or investment, other than Government securities, would have as much, if
not more, relative attractivenes to lenders and investors. Few, if any, bor-

rowers would be priced out of the market for funds by rate increases of the size
contemplated by advocates of this “flexibility” policy.

The long-term rate.

Any moederate rise in long-term interest rates would not, in itself, reduce
significantly the demand for money. Investing institutions, which are now
switching from long-term Government bonds to private credit forms, would
still be motivated to do so by a continuing margin of return between the two
kinds of investment.

Thus, under the ‘“flexible” policy, the Federal Reserve System would still be
called upon to support the bond market and would thereby continue to create
bank reserves. It is possible that the amount of support required under these
conditions would be much greater than is now the case. Investors: generally
would lose confidence in the market and would rush to sell their securities before
prices declined further. ) :

Money and reserves created by Federal Reserve purchases below present
support prices would be just as high-powered as those created by support at
existing prices, and the reserves thus made available could support nearly six
times as much in bank loans.

Senator Douaras. Mr. Eccles, may I interrupt for a minute. Your
program was not, therefore, to raise the yield on long-time securities?

Mr. Eccres. That is right. .

Senator Doucras. But to raise the yield on short-time securities
nearer to the 214 percent on long-time?

Mzr. Eccres. That is right; that is correct.

Senator Doucras. And this was opposed by the Treasury?

Mr. Eccres. Well, the Open Market Committee and executive com-
mittee of the Open Market Committee meet regularly and discuss the
question of the open-market operations in relation to the constant and
current problem of debt management. As you know, with the billion
dollars of bills falling due every week, and with the 25 billion of certifi-
cates, something of that sort, outstanding, falling due, with several
billions of bonds falling due periodically, debt management is a cur-
rent and constant problem. It is important that the Federal Reserve
policy be coordinated with the refunding operations, or the “rolling
off” operations of the Treasury with reference to short-term debt.

In other words, we couldn’t let the short-term rates go completely
free. We never proposed that it go free. But what we did propose
is that the bill rates and the certificate rates be permitted to go up.
The Treasury was unwilling to permit our buing rate to go up as far
as we recommended it, and thus permit the rates on short-term Gov-
ernment securities to rise.

Senator Doueras. They didn’t want the short-term rate to go u
because it meant a greater interest charge on the short-term debt; is
that right?

Mr. Eccrrs. That was one of the reasons, I suppose.

Senator Doucras. And they, also, did not want fluctuating prices?

Mr. Eccres. During this period of time, over a period of 2 or 3
years, the rate did go up on the certificates from 7 to 114. There
were three raises of an eighth in a period of a little over a year.

Senator Douceras. Well, this is something that puzzles me a bit:
As I remember it, the Federal Reserve System was supposed to be an
independent agency ; the Treasury, another independent agency. Yet,
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it is inevitable that the views of one be taken into consideration by the
other, and highly desirable. - What is the machinery for coordinatin%
the policies of the Reserve System with the policies of the Treasury?

Here was a case in which the Federal Reserve Board, or rather the-
Open Market Committee, wanted a higher rate on short-time Govern-
ment securities; the Treasury did not. Now, what is the process of
osmosis by which the views of one becomes communicated to the other?

Mr. EccLes. Well, our staff of people are constantly in contact with
the Treasury staff people, giving them the point of view of the Federal
Reserve ; and the Chairman of the Board was in close touch with the
Treasury. Mr. Sproul and I met with the Secretary of the Treasury
periodically to discuss with him the recommendations of the Open
Market Committee with reference to this question. We were success-
ful in persuading the Treasury to permit some modest changes. That
is how we got the changes that we did, but we were never able to get
1t)he short-term rate as free as we desired to get it, and there has

een

Senator Doucras. Suppose you had gone ahead and raised the
short-term rate; what would have happened ?

Mr. Eccres. Well, I suppose that the System could have done that,
in defiance of the wishes of the Treasury. My views of the independ-
ence of a central bank are these: That the Congress appropriate the
money ; they levy the taxes; they determine whether or not there shall
be deficit financing. The Treasury then is charged with the responsi-
bility of raising whatever funds the Government needs to meet its
requirements. They have the responsibility not only for raising new
funds and determining the types of issues and the rates that should
be paid, but they also have the responsibility for the refunding of
the debt.

The mechanism, however, for establishing money-market rates is
in the hands of the Open Market Committee.

I do not believe it is consistent to have an agent so independent
that it can undertake, if it chooses, to defeat the financing of a large
deficit, which is a policy of the Congress.

In other words, it seems to me that it is up to the Federal Reserve,
the Open Market Committee, to advise, to recommend, to the Treas-
ury and to the Congress. But it is not the position, I believe, of the
Federal Reserve Board, or the Open Market Committee, to enforce
its will. It has its day in court. It has its opportunity to make its
views known. It has an opportunity to persuade and to influence,
to whatever extent it can. I feel, however, that the final responsibility
for making the decisions with reference to public financing is up to
the Congress and the Treasury.

Any open-market committee, or any central banking system, that
for any length of time did not go along with that conception would
not, survive. ‘

Now, I do think, when the policies pursued by the Government are
sufficiently displeasing to the central banking authorities, their redress
is to resign, but not to undertake to enforce their will.

Senator Doveras. Mr. Eccles, I can quite understand that during
the period of the war, when the amounts collected in taxes and sub-
scribed for bond purchase out of current income were not sufficient to
meet the total cost of the war, we had to create credit by banks. But
in the period of 1946 and the first part of 1947, of which you speak,
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the Government did not have a deficit; it had a surplus, so that the
policy of low rates on short-time securities was not necessary for
current financing. Yoy can say that it was desirable for refunding,
*but not for current financing.

~ Mr. Eccres. There was no current financing. It was all a problem
of refunding.

Senator Doucras. Then the question comes, For how long will the
refunding needs of the Treasury dictate reserve policy? Is this going
to continue forever?

Mr. Ecouzs. I think so. If Congress would, as a result of hearings
of this sort, make it apparent that this support policy on the part of
the Open Market Committee was not desirable, I think you would find,
maybe, a greater independence on the part of the Open Market Com-
mittee. But in the hearings that have been held up here during the
past 2 or 3 years we were unable, though the agent of Congress, to get
any indication from any of the committees of Congress as to whether
or not this support program should be discontinued. I don’t think the
System expected to get an opinion, but it only indicated that they had
to do the best they could under the circumstances that existed.

Senator Doucras. And in default of such a mandate you felt that,
while you should advise and coneiliate and attempt to persuade the
Treasury, you should not act in opposition to its wishes?

Mr. Ecoues. That is correct. We felt that increasing the short-term
rates or permitting a long-term rate to go up would not necessarily
stop an inflationary development unless we went so far as to withdraw
from the market. To buy Government’s, whether you buy Govern-
ment’s in the market at par or at 75 cents on the dollar, you still create
reserves. To stop the growth of bank credit, it would have been neces-
sary to deny banks Federal funds, either through rediscounting or
through the support of the Government bond market. That, of course,
would have stopped the growth of bank credit and the supply of money.

An increase in rates of 1 percent or 2 percent, or even more, is not
going to stop, in a period of inflationary development, the borrower
from desiring to borrow if he needs that credit in order to do what he
considers necessary to do business. The psychological effect on bor-
rowers and lenders of such rate increases is, of course, hard to judge.
It would depend upon the degree of inflation, and the amount of con-
fidence or lack of confidence in the Government security market.

Senator Doucras. In order to get an appreciable increase in yields
and in interest rates, you would have.to let the price of Government
bonds depreciate markedly?

Mr. Eccres. A half of 1 percent in interest rate would put the long-
term Government bonds to 93. Now, you must consider what would
then happen to the fifty-some-odd billion of E, F, and G savings bonds
that are outstanding.

Senator DouceLas. I understand those are to be redeemed at par.

Mr. Eccres. No, but they could be redeemed for cash. Those bonds,
first, are demand liabilities on the Treasury, and if

Senator Doucras. The Treasury will redeem at par?

Mr. Eccres. It will redeem them for cash at stated prices. But, if
the Treasury has to redeem those bonds, then the Treasury has got
to raise money in the market, in order to pay them off, and the Federal
Reserve would have to see to it that the Treasury could raise the money.
Therefore, you have a process of monetization there.
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Senator DovcrLss. In other words, what you are saying is that, for
the stability of the banking system, perhaps the stability of the
finances of the country, you can only permit minor changes in the
price of government ; and}: therefore, in yields—very minor changes?

Mr. Ecces. I think so.

Senator Doucras. And that these minor changes will not have very
much effect in damping down inflation ?

Mr. Eccres. Well, if the demand for credit is great, or if the lack

of confidence in the long-term rates is greatly weakened, if confidence
in the purchasing power of the dollar, which usually takes place in a
rapid and continuing inflationary condition, developed, then certainly
merely a change of a few points in the interest rate is not going to
stop your inflationary development.
s was pointed out, there are two ways that inflation must be
stopped. 8ne is through fiscal policy, budgetary surpluses. But
budgetary surpluses, in and of themselves, will not stop inflationary
development, 1f the effect of budgetary surplus, which is anti-infla-
tionary, is neutralized or nullified by the banking system expanding
credit of an amount equal to the budgetary surplus. That is what
took place in 1946 and 1947,

Senator Doucras. But couldn’t the budgetary surplus be used to
purchase a portion of the bank-held public debt ?

Mr. Ecores. It was used entirely fI())r that purpose.

Senator Douaras. That should have diminished the reserves.

Mr. Eccues. It diminished the amount of deposits and reserves, but
the banking system expanded bank credit, for housing particularly
ander a Government-sponsored program, for consumer credit through
commercial loans, and various types of credit, which were encouraged.
The banking system expanded credit and created money by an amount
in excess of the budgetary surplus which the Government created
through a sound fiscal policy. -

Senator Doucras. But they expanded by less than would have been
the case had there not been a budgetary surplus.

Mr. Eccres. One largely neutralized the other, or you would have
had a much more serious inflationary*development.

Now, the principal reason why the Board proposed what was known
as the special reserve was in recognition of what I am saying. It was
desirable to put the banks under pressure not to loan, not to expand
credit. Merely changing the interest rate further encouraged the
banks to want to loan. ’Igo increase the rates wouldn’t discourage bank
lending. The small increase in the rates would not discourage bor-
rowers from borrowing. So, what seemed to us to be required was to
put pressure on the banks by requiring that a substantial part of their
deposits be locked up against the short-term Government. securities
which in their purchase created the deposits.

And I would like to read, in that, connection, what I said on Novem-
ber 25, 1947, to the Joint Committee on the Economic Report, in hear-
ings that were held for the purpose of considering inflationary prob-
lems, just a paragraph on this very point. [Reading:]

It is unfortunate, I think,.that banking leaders oppose protective measures
against inflationary forces arising in the credit field. They seem to forget that,
in order to assist in war financing, the Government provided the banking system
with additional reserves which enabled the banks to buy Government securities ;

that this created new deposits in the banks; and that banks have also had the
benefit of interest received on the Government securities they have held and will
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‘continue to hold for an indefinite period. They object even to a temporaly limi-
tation on the further use of these funds as a basis for loans to private borrowers,
which would in turn create more and more deposits. The Government has an
obligation and a duty to step in at this time of national danger to say to the
banks, “We are not proposing to deprive you of benefits you have already derived
and will continue to derive from the vast increase in bank deposits resulting from
your purchases of Government securities, but we do say that you should be
willing to accept a reasonable limitation on using a war-created situation to multi-
ply private loans in peacetime when they serve to intensify inflationary pressures.”

Senator Douaras. That wag to be a limitation on the purchase of
short-time securities?

Mr. EccLes. That was to require a reserve to be held in short-term
securities.

Mr. Worcorr. May we identify what he is reading from, Mr.
Chairman?

Mr. Ecores. Hearings before the Joint Committee on the Economic
Report entitled “Anti-Inflation Program as Recommended in the
President’s Message of November 17, 1947,” page 145.

Mr. Worcorr. Testimony which you gave before this committee or
the House Banking and Currency Committee?

Mr. EccLes. Before this committee.

Mr. Worcorr. What was the other one you read from; was that
testimony before this committee?

Mr. EcoLrs. They were both before this committee.

Mr. Worcort. On what dates?

Mr. EccLes. November 25, 1947, the one that I have just read; and
the other was April 13, 1948.

Extensive hearings were held before your committee, Mr. Wolcott,
in the House at that time. I appeared for two full days before your
committee in connection with this entire subject. o

Mr. Worcorr. I remember you did. I thought there was something
nostalgic about what you were reading. : .

Mr. Eccues. That is right. There will always be, of course, nos-
talgia, I think, about this subject of inflation and monetary and credit
control. - There is nothing new about it, and there is not likely to be
over the ages. _ .

Senator Doucras. Mr. Eccles, when Mr. Burgess testified last week,
he contended that an increase in the member-bank reserves ordered
by the System could not restrict the growth of credit extended by the
banks so long as the Federal Reserve follows the policy of pegging
the prices of governments and is therefore committed to purchasing
all securities offered to it. Do you agree with that? :

Mr. Ecores. I agree with it.

Senator DoucLas. So that, in effect, you are saying that the open-
market operations of the Reserve System and the reserve re uirements
of the System are relatively inoperative as a means of checking infia-
tion because of the debt-management policy ¢
" Mr. Ecoues. Well, I think the debt-management policy is, of course,
the most important factor in this whole situation. What Mr. Bur-
gess said, of course, is, like a great many statements, true as far as it
goes; but more could be said upon the subject of how to exercise more
effective credit controls through increasing reserve requirements to
offset the effect in reserves of Federal Reserve purchases of securities
sold by nonbank investors. When insurance companies or other long-
term investors decide to sell, so long as the Federal Reserve is support-
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ing the long-term 214-percent rate, reserves are created in the bank-
ing system. The banks themselves don’t create those reserves. They
get reserves and are under pressure then to use the money. Gold im-
ports or silver purchases, or a reduction of currency in circulation, all
of those factors add to the excess reserves of the banking system; and
the banks themselves, either individually or collectively, have nothing
to do with the creating of those reserves. Yet when reserves are avail-
able, the banks are under pressure to expend credit, to use those funds
to drive interest rates down and to drive prices of securities up.

Now, an increase in reserve requirements sterilizes the effect of
reserves going into the banking system from these sources. But to
increase reserve requirements very materially and not include non-
member banks would drive member banks out of the System. The
Reserve banks would be, in effect, holding an umbrella over the bank-
ing system as a whole, and that is why we argue strongly that reserve
requirements should be applied to all banks, so as to help the System
get new members and to help the System hold the members we have.

Now, there is one other point on that that I want to make. The
banker who chooses to sell securities doesn’t see how or why he is
necessarily creating more money. He only sees that he has a good
customer who gets the credit. Even though that customer gets the
credit and uses 1t to compete for goods in short supply, the individual
bank doesn’t see that you must stop the growth of bank loans and
investment in order to stop the growth of bank credit. The special
reserve requirement that would require the banks to hold a substantial
part of their demand deposits in short-term Governments would put
the banks under pressure to restrict loan expansion, because they
wouldn’t be able to sell their short-term securities. They would have
much more hesitancy to sell the longer-term securities which give a
higher yield, and they would want to maintain such liquidity as was
left to them if a reserve of short-term securities was applied.

" Now, I merely mention that as reviewing the proposal made, because
we saw this situation fully at the time. We saw the dilemma, and we
tried to point out to the committees what we could do as an alternative,
to withdrawing support from the Government security market, which
may have been necessary to prevent monetization of the public debt..
We hesitated to withdraw support for the reasons which I have indi-
cated to you: Because of the effect upon the entire problem of manage-
ment of the public debt, the problem of refunding, and particularly.
the effect that might be had upon the demand liability in the form of
E, F, and G bonds.

Senator Doucras. Mr. Eccles, earlier you said that in default of a
congressional mandate you felt that you should not disregard the con-
sidered judgment of the Treasury on the question of yield of Govern-
ment securities.

Mr. Eccres. That is correct.

Senator Doueras. I would like to ask: Would it serve a useful pur-
pose if Congress were to instruct the Treasury further as to the policies
to be followed in debt management and the procedures of cooperating
with the Federal Reserve System ?

Mzr. Eccres. I think it would be of great assistance.

Senator Doucras. Do you have any suggestions as to the policies
which Congress might instruct the Treasury to follow ?
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Mr. EccLes. Well, T hadn’t thought of the subject, but I will be glad
to doso. I can’t think of the practical language of a resolution or bill
that would be required. It would require action on the part of Con-
gress. It would certainly be debated plenty within the Congress.

Senator DoucLas. But you are saying, 1f properly constructed, it
would be helpful. I take that if such an instruction were unwise it
could cause great damage. Therefore, we would appreciate it very
much if we might get some suggested standards, standards of in-
struction.

Mr. Eccres. Of course, the Federal Reserve System—that is, the
Board in particular, more than the Open Market Committee—is in a
particularly difficult situation. The Members of the Congress and the
public blame the Federal Reserve for not restricting credit expansion
and not preventing inflationary developments on the one hand, while on
the other hand the Board would, of course, be condemned by many
who would be opposed to such action. Certainly the Reserve Board 1s
no place for a person who does not have the courage to take unpopular
action.

It would be of great assistance, of course, to the Board 1f that were
made perfectly clear, that this responsibility for credit and monetary
control is theirs and not the Treasury’s.

I don’t know that it would be practical to work out an arrangement,
for the reasons I stated a while ago, to create an independent Reserve
Board, independent to the extent that it was expected to enforce its
will. It is now independent and should continue to be independent to
the extent that it has an opportunity to recommend and to advise.
That is, of course, desirable, and is a better situation than would be
the case if the Federal Reserve authority and power were vested in
the Treasury itself. '

Senator Doucras. Well, would you favor a national monetary coun-
cil composed of the chief officers of the Gocernment who deal with
fiscal and credit policies, so that there might be a formal oppor-
tunity for them to meet and try to arrive at common decisions rather
{hali have these matters discussed at informal conferences on a staff
evel ? } :

Mr. Eccres. T don’t think that would improve the situation. It may
be desirable to have an interdepartmental statutory council, such as
the NAC in the foreign field, for the purpose of coordination of certain
credit activities. You have the Farm Credit Administration, and you
have the Housing Administration, you have the RFC, and you do
have a great many Government agencies whose activities affect the
field of money and credit. It might be desirable to have such an inter-
departmental committee; but it would seem to me that, whatever the
policy of the administration was at the time, it would prevail in such
a council; and it would, if anything, reduce the independence of the
Board and not increase it.

Senator Doucras. We asked Secretary Snyder a question as to how
we could get better coordination of fiscal policies; also, among other
questions we asked him, whether he believed that the Secretary of the
Treasury should be made a member of the Board of Governors of
the Federal Reserve System ; and he replied [reading] :

The Secretary of the Treasury is the chief fiscal officer of the Government. It
seems to me that any proposal to make him a member of the Board of Governors

of the Federal Reserve System.for the express purpose of bringing about better
coordination of Federal Reserve and Treasury policies would appear to sub-
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ordinate the responsibility of the Treasury Department in fiscal-monetary mat-
ters. In the final analysis, the principal responsibility in the fiscal-monetary
area must rest with the President and bis fiscal ofticers who are accountable to
the electorate for their actions (p. 11 of the committee print on Monetary, Credit,
and Fiscal Policies).

Now, if what you have been saying amounts to this, that on these
vital matters the Federal Reserve Board defers in its credit policies
ultimately to the Secretary of the Treasury, that means that the
Secretary of the Treasury ultimately has responsibility both for the
fiscal and for credit policies?

Mr. EccLes. Well, there is no difference between money and credit.
They are one.and the same thing. We say “money and credit,” but
credit is merely the basis for creating money.

Senator DoueLas. Debt management, perhaps.

Mr. Ecces. That is right. There is a distinction, of course, be-
tween what we call fiscal policy and monetary and credit policy.

Now, I have advocated that the Federal Reserve Board or some
organization should have the sole responsibility in the field of mone-
tary and credit policy; and, as I have indicated here, examinations
are closely related to that question of monetary and credit policy.

Senator Doucras. Including the management of the public debtt

Mr. Eccues. No; when it comes to the question of management of
the public debt, the Treasury is the huge borrower; and I don’t know
whether you can, as a practical matter, improve a situation that merely
gives to an independent Federal Reserve agenc the opportunity to
advise—the opportunity to recommend. It is ifficult for me to see
how you can go further than that. When the administration in power
at any given time is put there by the electorate and is responsible to
the electorate, to have an independent agency deprive them of the most
important tool in the economic kit doesn’t seem to me to be. very
practical.

It has never operated that way in any other country. In Canada,in
England, France, and every other country in the world, so far as 1
know, the central bank has never successfully used its authority to
enforce its will over any administration in power.

Senator Douaras. Mr. Eccles, in connection with the responsibili-
ties of the Treasury for debt management, which you now say you do
not propose to change, does not that necessarily carry with it, in the
final analysis, control over credit policy and therefore over money

olicy?

P Mrs., Eccres. Well, you could make a good argument for that.

Senator DougLas. %sn’t that just a statement of fact under the
present situation? ’

Mr. Ecctes. I would question that. Certainly the desirability of it.

Senator DougLas. I am not speaking about the desirability of it.
I am just saying, isn’t that a statement of the situation?

Mr. Ecores. Well, I must admit that that is where the logic of the
situation leads you; I must admit that. And yet we all know, I think,
as a practical matter, that to increase the direct authority of the
Treasury over the whole field of money and credit—in other words,
set up within the Treasury itself a division or a department of mone-
tary and credit control—may well lead, in time, to a socialization of
the credit structure, which, I think, would be very undesirable and
very dangerous.

99076- -50-——16
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Senator Dovcras. I want to make it clear that T am not advocating
that. I am merely raising the question as to whether, in the present
situation, the power of the Treasury to manage the debt, which you do
not question, does not, as a matter of fact, also carry with it the virtual
- control over credit and monetary policy. That is all. I am not saying
this should be permanent.

Mr. Eccris. I wouldn’t say that it carried the complete control.

Senator Doucras. No; predominant control.

Mr. Ecores. I would say that it exercised a tremendous influence,
I would say that it possibly carries a much greater control than is
generally recognized and understood. That control, of course, can
be extremely dangerous if the Treasury would be, for political reasons,
enforcing a monetary and credit policy in connection with its debt-
management responsibility that was contrary to the best interests of the
country at a given time. They could do that and it could be dangerous.

Senator Douceras. Mr. Eccles, I am aware of the fact that I have

probably asked more questions than I should, in justice to my col-
league, Congressman Wolcott, but I do have one or two more questions,
and then I will defer to him.
_In hearings last week I asked a number of witnesses whether the
Federal Reserve Board, in their judgment, should not be given powers
to impose uniform reserve requirements on all banks, whether mem-
bers or nonmembers, and their reply was almost uniformly “No.” The
chief argument which they brought forward was that already 85
percent of the deposits of the country are in the Federal Reserve
banks, and that the dog in the System was a big dog, and that the
tail outside of the System was a relatively small tail, and that in prac-
tice the Federal Reserve Board did not need this control on reserve
requirements to control the total amount of credit.

Now, I replied to this argument of theirs by saying “Yes,” but if

the Reserve Board raises requirements to check inflation there is
always the danger that State banks will resign from the System.
They replied, “Have any ever done so,” and their implication was,
in practice, that the advantages of being in the System are such that
even if reserve requirements are raised that State banks, members of
the System, holding 35 percent of the total deposits, will not get out.
. What is your judgment on that?
- Mr. Eccres. I don’t agree with that at all. I think if reserve
requirements were substantially increased that you would not only
find a substantial number of State banks getting out, but you would
find national banks converting to State banks.” You would weaken
the entire structure of Federal control over the banking system.
Not only would that happen but the State banks which are now out
of the System would certainly not come into the System. :

Senator DoucLas. They only have 15 percent of the deposits.

Mr. Ecores. That is right; but that is a pretty good size hole in

the dike. There is always a terrific opposition to an increase in
reserve requirements by member banks and national banks because
of the discrimination. That is one of the great arguments against
further increasing reserve requirements.
- Now, as a banker with a good many years of practical experience
I can say that I cannot see any good reason why a bank would remain
in the Reserve System under conditions of an expanding increase in
reserve requirements. The advantages of the System are very minor
aside from the use of its credit facilities. o
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‘Senator Doucras. What about the clearance of checks?

Mr. Eccres. Well, you can clear checks through the banks which
are members. That is no problem. They are delighted to have your
balances.

In other words, most nonmember banks might get by on 15 percent
of their demand deposits held as reserves—in cash and correspondent
balances; whereas a member bank today cannot get by on less than
925 or 30 percent. Now, that is already a great penalty.

Senator Doucras. That includes vault cash ?

Mr. Eccres. That is vault cash and correspondent bank balances
that member banks must carry, in addition to required balances with
the Federal Reserve, in order to get the services that the Reserve
System is unable to give them. Nonmember banks can count their vault
cash and balances with correspondents to meet any reserve requirements
they are subject to. There would be no good reason why banks should
stay in the Federal Reserve System so long as they have a large port-
folio of Government securities which they are able to sell in order to get
funds to meet their situation.

Senator Doucras. May I ask this, Has the fear that the raising of
reserve requirements might cause State banks to get out, of the Federal
Reserve System ever operated to make the Federal Reserve Board
abstain from putting into effect an increase in reserve requirements
which.otherwise it would have thought desirable?

Mr. EccLes. We didn’t have authority to increase reserve require-
ments any further than we did.

Senator Dovcras. Then has this fear operated to restrain you in
the past? i ’

Mr. Eccres. The fear hasn’t operated to restrain the Reserve Board,
no; but had we gotten the authority that was requested it may well
have. Iappeared before the committee and said that, unless authority
to increase reserve requirements applied to nonmember banks, the
Board did not want that authority, because they would be under pres-
sure not to use it, because of the discrimination. . e
. Senator Doucras. How much more did you want to raise it?

. Mr. Eccres. We asked for authority, as I recall, of 10 percent. I
think that was in April 1948. In December of 1947 we had suggested
authority to impose a special reserve requirement of up to 25 percent
of demand deposits in short-term Governments, which would have
Eermitted the banks, of course, to-hold their reserves in the form of
overnments; which are earning assets.
. 'What I have said here this morning, of course, with reference to this
subject, had application in an inflationary situation that existed in
1947 and 1948, and does not have the same application today. .

. This is now an academic discussion, which does not necessarily have
application to the present economic situation.

- I see no urgency at the present time for increased authority. If the
System had Increased authority I can’t see any use that they would
have for it at the present time. That does not mean, however, looking
to the future, that whatever authority may be necessary to deal with
inflationary situations, should not be available. -

Senator Doucras. I think those are all of the questions I have. Con-
gressman Woleott.” = oo T :

Mr. Worcorr. Mr. Eccles, I don’t know as you intended, and I
surely am not going to interpret your remarks as critical of the con-
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ressional action, but, of course, you have known for some time of the
ﬁifﬁculty which Congress has had in trying to reconcile the policy as it:
was announced by the Treasury and the Federal Reserve Board—and
sometimes, as I recall it, you haven’t been in hearty agreement with
other members of the Board in respect to these problems——

Mr. Eccres. I do not think that statement is correct.

Mr. Worcort. Perhaps not on these problems, but on others.

Mr. Eccres. I think that the statements I have presented are the
statements of the Board.

Mr. Worcorr. At that time?

Mr. Eccres. At this time.

Mr. Worcort. . What I was leading up to is the statements you are
making today and the suggestions and recommendations which you
have made—are they your own, or are they the Board’s?

Mr. Eccres. They are my statements. I am not Chairman of the
Board, and I was asked to come up here and express my own views.

Mr. Worcort. Do you believe that they substantially conform to the
thinking of the other members of the Board ?

Mr. Eccres, Well, it would be my judgment that they do conform,
in general, with certainly the majority of the Board. That is my
judgment. I may be wrong.

Mr. Worcorr. You have been dealing principally here in the past
tense as to what our attitude should have been in previous inflations.
Do you believe that the Government should, either through the Federal
Reserve or the Treasury, continue to support the Government bond
market ?

Mr. Eccres. Well, the Open Market Committee is not supporting
the Government bond market at this time.

Mr. Worcorrt. If there should be a case where the Government bond
market has to be supported, do you believe they should? They are
su(li'ely influencing it to a point where it is supported in some measure
today.

Mr. Eccues. Yes; as a matter of fact the Federal Reserve has re-
duced its holdings of Government securities during this year; it has
sold into the market something over $4,000,000,000 of securities; in-
cluding $3,000,000,000 of bonds.

Mr. %VOLCOTT. Why have they sold them?

Mr. Eccres. Well, they have sold them to meet the demand. We
have let the market have securities; otherwise prices would have gone
sky high, interest rates would have gone exceedingly low.

Mr. Worcorr. All of the operations of the Open Market Commit-
tee are predicated upon the desirability of maintaining a stable mar-
- ket, are they not ; that is, since 1935, when you were given this author-
ity, these mandatory powers? Before that the Open Market Com-
mittee was purely advisory.

Mr. Eccres. You mean the Board was advisory. The Open Mar-
ket Committee was composed of the governors of the 12 banks.

Mr. Worcorr. Yes. :

Mr. Eccres. The Board was advisory. The Board had the veto
power. ,

Mr. WoLcorr. Yes. )

Mr. Ecores. But they had no initiative; the initiative was in the
hands of the governors of the 12 banks.
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Mr. Worcorr. The Open Market Committee had no initiatory pow-
rs previous to 1935%

Mr. Eccies. The Open Market Committee had initiative before
1935. The Open Market Comiittee was set up in 1933. Prior to
that they acted informally. From about 1922 they acted informally,
largely under the leadership of New York. But it wasn’t until
the Banking Act of 1935 that there was an Open Market Committee
‘that had the authority to force the Reserve banks to buy and sell.

Prior to that time all the Open Market Committee could do was
to adopt a policy over which the Board had a veto power. But what-
.ever policy they adopted, any Reserve bank could refuse to partic-
ipate. It was, of course, a very impractical and unsuccessful
operation. That is why the Banking Act of 1935 changed that entire
open-market structure. At the time of the Banking Act of 1935, and
I sponsored that legislation and carried it through Congress, it was
recommended that the authority of the Open Market Committee be
put in the Board, and the bill passed the House in that form. It was
the Senate that set up the present form, and that compromise was
accepted in the conference committee.

Mr. Worcorr. Mr. Eccles, can you give us some idea as to where
you think the bond market should be pegged, where the Government -
bonds should be pegged ?

Mr. Eccres. It seems to me you asked me the question, Did I feel
the Government bond market should be supported ¢

Mr. Worcorr. Yes.

Mr. Ecores. And I answered by saying that the Government bond °
market was not requiring support, but the System was selling se-
curities in the market.

Mr. Worcort. Let me put it this way: What we are trying to get
at is whether the Congress should enact legislation to help in the
stabilization effort. I gather from what you have said that you
Dbelieve the authority to peg the Government bond market should be
continued ?

Mr. Eccres. Well, there is no direct requirement that the Gov-
ernment bond market be pegged. I am not saying, looking to the
future that the 214 rate should be maintained.

It seems to me that nothing could be worse than that the Reserve
system be given a mandate, or that it be indicated, either by the Con-
gress or by the Open Market Committee, that it should peg the Gov-
ernment bond market at a 214-percent rate indefinitely, as Mr. Harl
suggested the other day. Nothing could be worse.

1t would be perfectly stupid then to have more than one rate.
Why on earth, if the Open Market Committee, or the Congress, were
to publicly announce that from here on out the long-term rate of 214
percent on Government securities was going to be maintained on
market securities would anyone want a bill or a certificate that
yields 114 or 114? All the Government would need to have is just one
security, which would be a demand liability of 214 percent.

Why have obligations maturing in 20 years?

Mr. Worcorr. That brings up the question of the standards under
which you should be given the authority. My point is, Should the
Congress just say that either the Treasury or the Federal Reserve,
through the Open Market Committee, shall have the authority to
support the Government-bond market, and stop there? ‘What more
authority would that get you over what you have at the present time?
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© Mr. Ecores. It wouldn’t give us any. We have got that authority
now.

Mr. Worcorr. Then it becomes a question of standards. What
standards, as Senator Douglas has suggested, could the Congress
enact into law that would clarify your position in respect to support-
ing the Government-bond market any more than has been done by
giving the Open Market Committee initiatory powers under the Bank-
ing Act of 1935 ¢

Mr. Eccres. I don’t know.

Mr. Worcorr. We don’t know. That is what we have been trying

to find out here ever since 1935. Surely we should make it flexible
enough so- that you wouldn’t create a situation where you would
destroy your market for the short-term stuff.
" Mr. Eccres. What the Board suggested was that the authority
that the Open Market Committee has was not in itself sufficient and
that further powers were needed; namely, the authority to increase
reserve requirements or to apply special reserve requirements, as
supplemental to the other authority.

Mr. Worcorr. All right.

Mr. Eccres. The authority of the Open Market Committee was
* adequate only to the extent that you denied the market Federal
Reserve funds by withdrawing.

Mr. Worcorr. We did give you authority in respect to reserve re-
quirements, and you say they weren’t operative and you couldn’t
. effect your purpose because we did not give you authority over re-
serves of nonmember banks?

Mr. Eccrrs. No; we got authority about a year ago to increase re-
quirements by 4 percent, but it was temporary and lapsed last June.

Mr. Worcorr. Yes. :

Mr. Eccuss. It applied to member banks only. If you recall, that
authority was not given until a year after it was asked, and then we
were heading into a recession.

Mr. Worcorr. You asked for a 10 percent authority ?

Mr. Eccres. Yes.

Mr. Worcorr. The reason that the Congress did not give you the 10
percent was because it was self-evident, 1t was thought, that if you
exerted that authority up to the limit you could have put almost
every bank in the United States out of business; we thought it was
too broad an authority. We eventually compromised on your 4 per-
cent, and you did not use all of that, did you?

Mr. Eccres. We pointed out that the 10 percent at the time would
still leave the banking system with enough Governments. They had
about 50 percent of tl%eir deposits in Governments; and a 10 percent
increase, we pointed out, would leave them with nearly 50 percent of
their deposits in Government securities, and therefore it was not as
drastic as you have indicated.

Mr. Worcorr. Well, we were told, as I recall, that, you would never
use that much authority.

Mr. Eccres. Well, the very fact that we had the authority to use——

Mr. Worcorr. Because there was no other alternative given to the
Congress, we had to use our own good judgment as to what we con-
sidered equitable and what we considered sufficient authority to do
the job at the time, so we compromised on 4 percent.

Mr. EccLes. We got no authority at that time.
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Mr. Worcorr. You didn’t get the authority, Mr. Eccles, because you
asked for this unwarranted amount, in the opinion of the majority of
the Congress. ’

Mr. EcoLrs. No; they didn’t even give us 4 percent; they gave us
nothing at the time.

Mr. Worcorr. Because there was no alternative. The Congress
had to create an alternative, as between 10 percent and 4 percent; and
they did; and you did not use it. That is purely academic, of course.

Mr. EcoLes. But that is just part of the truth of the whole.

Mr. Worcorr. This is what I am trying to find out. What do you
recommend as a figure that the Congress should enact in respect to
the reserve requirements over and above what they are at.the present
time ?

Mr. Eccres. I am not making any recommendations with reference
to what Congress should enact with reference to either reserve require-
ments or special reserves. I am merely pointing out here what the
problem has been and——

Mr. Worcorr. Has the Board taken any action as to the amount of
authority which it needs in that direction; has the Board agreed upon
any figure?

Mr. Eccres. Noj; the matter has not been discussed, because at the
present time, I think, it is academic. We have been reducing reserve
requirements during the past year. Reserve requirements have been
reduced below the statutory limit by 2 percent. The Board would
have authority, of course, to increase reserve requirements by that
amount in the future. There is certainly no immediate problem today
with reference to undue bank-credit expansion. Outstanding bank
loans today are less than they were at the beginning of the year.

So there is no urgency at the present time. I have suggested in my
statement that I think the passing of a resolution—that was Senate
bill 1559, which called for the creation of a National Monetary Com-
mission—is very important. I have said that such a Commission
should be set up and an extensive study made before any of these
questions are determined. I have tried to point out here only a few
of the high lights.

Mr. Worcorr. Should we give this Monetary Commission the
authority to dictate to the Federal Reserve, the Open Market Com-
mittee, the point at which Governments should be supported ¢

Mr. EcoLrs. The Monetary Commission was to be set up for the
purpose of making a study, and would not, as I understand it, be given
any authority. : '

Mr. Worcort. I am not getting very far. I have been trying to
centralize this aunthority somewhere—perhaps that is the wrong .
term—but I think we see here a need for coordinating these efforts;
and whatever is set up, whether it is a monetary authority or a com-
mission or whether it is a credit council, do you think that any such
coordinating body should be given the authority to dictate to the
Federal Reserve the point at which the Governments should be
pegged ? :

Mr. Ecoues. Noj; I don’t.

Mr. Worcorr. Who should have the authority?

Mr. Eccres. T think the Federal Reserve should have it.

Mr. Worcorr. You are not in favor of transferring that authority
to the Treasury?
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Mr. Ecores. No; I am not. As I have indicated, I think that the
Federal Reserve itself needs some reorganization, and I do think
that there should be a consolidation of the Federal supervisory agents.

Senator DoucLas. I can hardly keep still, because you are saying
that the Federal Reserve Board should have the power to determine
the price at which Federal securities are purchased, but previously
you have said that the Treasury should be given the power over debt
management.

Mr. Eccres. What I meant to say, Senator, is that, whether it be
the Board as now constituted or whether it be any other credit, mone-
tary or credit organization, they should have the authority rather
than there being a direct authority of the Treasury. They should
have the authority to manage the open-market operations, in line with
a policy that would have to be agreed upon with the Treasury.

Now they would be independent to the extent that they are able
to advise the Treasury, to recommend to the Treasury, and hence,
I think, have considerable influence upon the Treasury. 1 think that
that much independence must and should be maintained; whereas
if you put it in the Treasury directly, eliminating the Federal Reserve
Board, you would not have any agency with any independence of
expression on the subject.

I§enator Doucras. On the principle that a subordinate can hardly
give independent advice to a superior who wants to be advised in a
different direction ?

Mzr. Eccres. Well, in a degree I think that is correct. And I don’t
know how you are going to get away from that. I think that the
history of central banking throughout the world would indicate that
they must be subordinate to treasuries, and particularly is that true
now that the public debt is 60 percent of the entire debt.

Now, it was one thing prior to the First World War, and even
during the T'wenties, and even prior to the Second World War. But,
with a public debt the size that the public debt now is and with the
prospect of running into another deficit, it seems to me pretty imprac-
tical to say that there should be a body with sufficient independence
that it can defeat the purposes of an administration that chooses
to create public deficits.

Mr. Worcorr. Mr. Eccles, do you think the trend, the immediate
trend, is toward further inflation, or reflation, or deflation, or are we
on a level that will remain more or less static for some time ?

Mr. Eccues. Well, the statistics at the present time point to, I would
say, some inflationary developments, and I say that for these reasons:
Bank credit is beginning to expand a little. There is an excessively
rapid growth in consumer credit on more and more favorable terms.
There is a great growth in housing credit on very small down pay-
ments. There is a very rapid growth in State and municipal debt.
There is a very substantial public deficit, of about $5:000,000,000 in
this fiscal year. In addition, there is the payment to the veterans
of close to $2,800,000,000 that will be disbursed the first 6 months of
next year. There is the agricultural support policy of the Govern-
ment, which, of course, tends to sustain the inflationary level in the
field of agriculture. There is the present labor wage policy that is
indicating a further increase in wages that must reflect itself, in many
instances, in prices. There are the private corporate pension programs,
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which, I think, are a big mistake, that are equivalent to wage increases
and that likewise tend to support or hold up prices.

That is just part of the picture. On the other hand I recognize
the increased productivity of our machine, and I think that any
inflationary development, unless it is followed up by larger budgets,
Federal budgets, which I hope will not be the case, and larger Federal
deficits, will be greatly moderated by the fact that supply may well
overtake the demand all along the line. It has done so now in many
fields, and prices are only being held up by Government action.

I think that our longer-range problem is not one of inflation. It is
one of deflationary pressures. It is one not of inadequate production,
not of capital for investment—of which I think there is plenty—but
it is one of consumption—being able to buy what our machine can pro-
duce. That doesn’t mean ability to buy through a continued expan-
sion of consumer credit. I think we are going to be confronted with
that problem before very long.

Mr. Worcorr. What do you think should be done in respect to sup-
porting the Government-bond market in the face of this inflationary
threat; what do you suggest should be done by way of letting the

_Government-bond market find its own level or pegging it at a higher
or lo;ver figure than they are selling for on the market at the present
time?

Mr. Bccrrs. T do not think that support of the Government-bond
market will be required for some time to come. The long-term Govern-
ments are selling at very high premiums; and I, for one, would like
to see those premiums reduced. The Jong-term rate, in my opinion,
is too low and not too high. The rate on the long-term securities on
the basis of which they are selling today is about 214. So there 18
quite a way to go before the decision will have to be made as to whether
or not it is advisable, under the circumstances that exist, to hold the
long-term Governments at 2.

Mr. Worcort. Would you recommend that the rediscount rate be
changed at this time?

Mr. Eccres. No; I do not.

Mr. WoLGCOTT. Do you think the amount of reserve requirements
should be increased, provided you have the authority to do 1t?

Mr. Ecores. I do not.

Mr. Worcorr. What can Congress do to help stop inflation except
balance the budget and cut Government expense?

Mr. Eccres. I thought I made the point that I understood this was
a discussion to determine what might Ee done to deal with a long-range
program.

Mr. Worcorr. Anything that would deal with a long-range pro-
gram would, of course, have an immediate psychological effect. The
fact that Congress was considering limitations and standards, and so
forth, which might result in stabifizing our economy on a long-range
basis might have a psychological effect to prevent immediate inflation.
That is what I am thinking of in asking that question.

Mr. Eccres. Well, I am not too much concerned about the psycho-
logical effect. I think that is very temporary. I think it is the basic
economic factors that are finally the determining factors.

" Mr. Worcort. Let me ask you, Do you think that sterilizing any
part of the Government debt which is held by the banks, so that no
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mcln‘e? than a certain amount would be monetized, would be of any
help ?

Mr. Eccres. I do. That was what we suggested in our special re-
serve program. That was exactly what it was. I think that would be
very helpful if you should begin to get an inflationary development
through bank credit expansion. You have to consider your fiscal situ-
ation 1n connection with this. If you are going to operate in a period
of great business activity financed in part by Federal deficits. That
creates an entirely different problem. It is pretty difficult to adopt a
restrictive monetary policy in the banking system under conditions of
a peacetime economy if the Federal Government is going to operate
heavy Federal deficits.

Mr. Worcort. Because of the importance of the holdings by insur-
ance companies of Government debt, in the stabilizing effort would
you recommend that the Federal Government be given more control
over insurance reserves ?

Mzr. Eccres. I'don’t think so. I think that you could sterilize pretty
largely the etfect of the sale of seeurities held by insurance companies
by increasing bank reserves,

I do think howver, the study should take into account the operation.
of these huge insurance companies. They are very important factors
in this whole field of money and credit. It may well be that certain
Federal laws, certain controls, would be necessary. I am not prepared
at this time to say. But I do think that you cannot ignore the effects
of any such large pools of investment money in private hands.

Senator Doucras. May I say that the Investment Subcommittee of
our general committee is going into the question of the role of insur-
ance companies and has scheduled about 8 days of hearings when these
monetary, credit, and fiscal policy hearings are closed.

Mr. Eccres. Yes. I just don’t want to be put into the position of
suggesting anything with reference to that because

Mr. Worcorr. We are dealing with fiscal matters here. It is the
influence of insurance holdings, or I can shorten it up by saying, on the
value of the American dollar, that is what I was asking about, and
whether there was any control you thought necessary over those hold-
ings, which might embrace other large holders of Governments, in
addition to insurance companies.

Mr. EcoLgs. ‘A heavy sale of Government securities added to the
inflationary pressures last year.

Mr. Worcort. You mentioned silver, you slid over it pretty fast,
and for which I am thankful, but I wondered if you were in position
now to perhaps recommend changes in the Silver Purchase Act.

Mr. Eccues. Being from, I think, the No. 1 silver State in the
Union, maybe I better pass that up.

Mr. Worcorr. Well, in the

Mr. Eccrrs. I would like to say, however, that T am just jesting,
because I haven’t passed it up, and my position on silver is well
known. I recognize the program for what it is, a subsidy, but I see
no reason why there may not be a silver subsidy as well as many
other subsidies. When we take up the-question of what to do -with
the farm and other subsidies, I think it might be well to take up the
question of the silver subsidy. )

Senator DoucLas. And you wouldn’t give up the silver subsidy until
every other subsidy is given up?
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Mr. Ecores. I wouldi’t say that. I think there are a lot of sub-
sidies that have more merit than the silver subsidy. .

Mr. Worcorr. In the Banking Act of 1935 we legislated to force
all banks to come into the Federal Reserve System in order to par-
ticipate in the Federal Deposit Insurance Corporation. We let that
authority lapse finally. Would you be in favor of restoring that
requirement? , .

Mr. Ecores. If the recommendations that I have suggested here be
adopted it would not be necessary to require that all State banks be
members, or all insured banks be members, of the Federal Reserve
System. The important thing is that they maintain the same reserves
that the member banks of the Reserve System do. Whether they are
members or not, and have to buy stock, and have to comply with the
other requirements, is not too important, and I would certainly be
willing to waive that.

Mr. Worcorr. One other question. This $5,000,000,000 overdraft
authority of the Treasury, 1 don’t know whether you want to get
into that or not, but that expires this next year. I think you sponsored
that, didn’t you? :

Mr. Eccies. That is right.

Mr. Worcorr. Do you think it should be continued ?

Mr. Eccuss. I think it is desirable to continue it. I think it is a
proper instrument, I think it is a useful instrument, in the case of debt
management. It is often desirable to give the Treasury a substantial
overdraft in order to avoid undue money market strains during tax
payment periods. That authority has been helpful, and over the years
that it has existed in the Reserve System I am sure that it has never
been abused.

Mr. Worcorr. Thank you very much.

Senator Doucras. Thank you very much, Mr. Eccles.

(Whereupon, the committee adjourned until 2: 30 p. m.)

AFTERNOON SESSION

Senator Doueras. Mr. Brown, we are very glad indeed to have you
here. We appreciate your public spirit in coming from Chicago to
testify on this subject.

STATEMENT OF E. E. BROWN, CHAIRMAN OF THE BOARD, FIRST
: NATIONAL BANK OF CHICAGO

Senator DoucLas. Mr. Brown, did you have a prepared statement
which you would like to read?

Mr. Browx~. No, Senator; I have no prepared statement. The
q];lestionnaire of your committee offered such a wide variety of subjects
that it seemed to me difficult to give a prepared statement which would
cover the many points in it. I would like to express my views briefly
on three points. - : :

Senator Doueras. We will be very glad to have you.

Mr. Browx. After that I will be very glad to answer any questions
which you or the other members of the committee may desire to submit.
" These three points are: : :

(1) The relationship of the Federal Reserve Board to the Treasury
and the national administration; _
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(2) The power that the Federal Reserve should have to fix the re-
serves of banks; .

(3) The question as to what agency or agencies should examine and
supervise banks.

As to the first, the relation of the Federal Reserve Board to the
Treasury and the national administration: Originally the Federal
Reserve Board was conceived as an independent body. World War I
broke out before the system was really functioning. "Under the neces-
sity of financing the war the policies of the Board had to be subordi-
nated to those of the administration and the Treasury in practice.
After the war came the depression of 1921 and the Board policies con-
tinued in practice to be those of the administration during the period
up to 1933. When the Banking Act of 1935 was adopted, which gave
the Board additional powers, it was still the view of Congress that the
Board should be independent.

There were many statements to the effect that the depression
wouldn’t have occurred if the Board had been an independent or-
ganization in the Hoover and Coolidge and Harding administrations;
and that the depression was partly caused by the fact that it had been
subservient to the administration. To make the Board more inde-
pendent the Secretary of the Treasury and the Comptroller were re-
moved as ex officio members. The Board, according to the debates in
Congress, was to be a supreme court of finance; statements were made
that 1t should be as free as the Supreme Court of political pressures;
the members were to have long terms, staggered, and to receive salaries
equal to those of Cabinet officers.

Then came deficit financing and World War II with its legacy of a

' ~ tremendous Federal debt and the problems of its management.

The Federal Reserve Board could not, under such circumstances,
have been politically independent at any stage of its history. I do -
not believe that at any time in the foreseeable future it or any central
bank can really be independent of the administration in power. The
Board, in the final analysis, must adapt its monetary policies to the
policies of the administration, no matter how it may feel about their
wisdom. It must bow to the judgment of the'Secrefary of the Treas-
ury in matters affecting the handling of the public debt and the interest
rates thereon.

Granted that the Federal Reserve Board must conform its policies
to those of the administration and the Treasury, it does not mean that
it should become a subordinate bureau of the Treasury, or some other
branch of the administration, or that its members should hold office
only at the pleasure of the President or be appointed for short terms,
or that their judgment and ability are relatively unimportant.

Decisions and actions in the field of monetary policy affect the whole
economy. - It takes a high degree of ability, technical experience, and
judgment to make them wisely and to appraise their effects in advance.

The giving of sound advice on monetary matters to an administra-
tion or to its Secretary of the Treasury that must make the ultimate
decision, and skillful carrying out of the monetary policies designed
to implement an over-all general policy, are much more probable by a
continuing board, made up of men of stature and of long tenure in
office, than by any subordinate bureau. :

To make 1t possible to get men of proper caliber and public stature
to serve on the Federal Reserve Board, terms should be long and the
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salaries of Board members high enough both to indicate the impor-
tance of the position and not to penalize qualified men without private
means. The present salaries of the Board members do neither.

. Senator DoucLas. Even with the increase of a thousand dollars?

Mr. Brown. Even with the increase of a thousand dollars.

Senator Doucras. Of course, I was in favor of raising the salaries
of the Federal Reserve Board members to $22,500, but we had a great
deal of opposition from the friends of the Federal Deposit Insurance
Corporation, who said that if you raised the Federal Reserve Board
members to $22,500 the FDIC salaries should go up, too, and that
seemed to be out of keeping with the rather limited responsibility
which that group has. Sometimes, Mr. Brown, I suspected that there
were certain banks in the country which were using the principle of
equality of salaries between the Federal Reserve and FDIC to keep
down the salaries of Federal Reserve Board members. I am much
reassured by this testimony of yours. But I had thought that some of
your colleagues wanted to keep the salaries of the Federal Reserve
Board down. That may have been an unjust suspicion on my part.

Mr. Browx. I think there is probably some justification in 1t.

Senator Doucras. In any event without going into the question of
what others think, so far as you are concerned you would be for
an appreciable further increase in the salaries of the Federal Reserve
Board members?

Mr. Browx. I would. Given a competent Federal Reserve Board,
the administration and the Secretary of the Treasury, I think, could
be counted on to pay attention to its advice in matters affecting the
monetary field, though reserving to themselves the final decision.

The Board should be allowed large freedom in monetary methods
to implement and carry out the administration’s or Secretary’s policy.

Conversely the Federal Board should, even if its views were not
followed, carry out and administer or direct policy finally adapted
as such to the best of its ability.

Members of the Board-differing with the policy could and should
resign, if they regarded it of sufficient importance, and fundamentally
wrong.

That is another reason for getting strong men on the Board. If
we get men of stature, of proper caliber, they will resign if their
views are not followed on a fundamental matter. It acts as a great
check on Treasury or administration action.

Tt seems to me so self-evident, under present conditions, and
conditions that will exist as long as we live, that the Board, in the
last analysis, has to follow the policy of the administration in power,
not only as regards management of the public debt, but facilitating
the export of capital to Europe and the rest of the world, or what
will you, or making possible easy credit for agriculture, housing, even
if they disbelieve 1n it. This to me is almost axiomatic, and T think
a whale of a lot of the time of Congress is lost and the public is
confused by talking of the Federal Reserve Board as a really inde-
pendent judicial body which is immune from political pressure, or
should be immune from political pressure.

The second question is, what powers the Federal Reserve should
have over the reserves of banks. ~In the first place, I am opposed to
giving the Federal Reserve any power over the reserves of nonmember
banks. With 85 percent or so of the deposits of the country in member
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banks, it does not need control of reserves against the other 15 percent
to effectively control the volume of credit.

- I-might say in passing that the reserve requirements of a large
~percentage of the remaining 15 percent are set by State boards which
tend to follow the reserve policy of the Federal Reserve Board. The
advantage of access to credit from the Federal Reserve Bank is im-
portant, so important that no really large bank can afford not to be
a member bank, and most medium-sized banks, and many small ones,
are members,

Too high reserve requirements make it impossible for a bank to
make money.

The fact that a small- or medium-sized bank can give up its mem-
bership in the System if, in its opinion, excessive reserve requirements
offset the advantages of the System membership is a healthy restrain-
ing influence on the Federal Reserve Board in setting requirements
for its member banks.

I do not want to argue here the dual banking system. I believe in
it chiefly because it affords a check against arbitrary and unreason-
able action or legislation by either a State or the Federal Government.

A bank can shift from a State charter to a national, and a national
bank can shift to a State charter.

To give the Federal Reserve Board authority over State nonmem-
ber banks would be a first step toward the breaking down of the dual
system. ’

yI can’t forget that in times past we have had highly capricious and
arbitrary comptrollers. More recently, many States have had to deal
with capricious and unreasonable State banking authorities.

The greatest check on arbitrary actions by a State or national super-
visory authority is the ability, when conditions become too bad, to
shift from a State into the national system, or from the national into
the State.

Senator Doucras. Of course, they were Comptrollers of the Cur-
rency, not Reserve Board members as much, as T remember.

Mr. Brown. They were Comptrollers of the Currency, yes. They
were not Federal Reserve Board members.

As to the reserve requirements of member banks, I believe that the
Federal Reserve Board should have power to vary them within a
limit, but with a maximum limit fixed by law at a figure which will
enable banks to make sufficiént profit so that they can absorb losses,
maintain and build up their capital structures, and pay reasonable
dividends.

If this is not done, I doubt if our present system of privately owned
chartered banks can survive.

- I believe present maximum limits to be about as high as they are
tolerable.

The market value of bank stock today is almost universally less
than the liquidating value of banks, due, I believe, to a fear that
future legisiators and governmental policies will cut bank earnings.

Changes in bank reserves should only be made rarely and when
general basic conditions have changed.

Credit control should ordinarily be exercised by open-market
operations and changes in the rediscount rate.
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With these instruments of credit control, the maximum reserve re-
quirements which the law now authorizes, we give the board adequate
powers to control credit.

The present fixing of rveserves, by central Reserve, Reserve, city,
and country bank classifications lack logic, but the banking system,
over many years, has adjusted itself to the arrangement. Some other
method might be more logical and work as well or better, but a change
should not be made without a detailed study of its effects on various
classes of banks and banks in different localities. No change should
be made which would increase the over-all percentage of the maxi-
mum reserve to total deposits that would be required from member
banks as a whole above the present over-all percentage. :

It seems to me clear that vault cash should be counted as reserve.

The question-as to what agency or agencies should examine and
supervise banks is the third matter which I would like to comment on. .
The guiding principle in bank examinations and supervision should
be objective, for the purpose of protecting the banks’ depositors and
seeing that the bank examined or supervised is obeying the law.

Bank examinations and supervision should not be used as instru-
ments to carry out a monetary policy, contracting or expanding credit,
or of directing credit in specific directions.

If supervision and examination are exercised for the purpose of

carrying out monetary policy, the examinations will not be as efficient
in determining the safety and soundness of the bank as if the ex-
aminations were purely objective and made for that purpose.
_ It has been argued by members of the Federal Reserve Board, and
it was argued by Mr. Eccles this morning, that examinations and
supervision should be used as instruments of general over-all credit
control and direction. I think that is a highly dangerous doctrine.
No body of men, even the Federal Reserve Board, is able, with suflicient
certainty, to predict the course of the economy, and put pressure on
banks by examination or supervision as to when to loan, when to
refrain from loaning, when not to make certain classes of loans.

I know, in the case of my own bank in the depression, that nine-
tenths of our losses came from loans made after the begining of 1930,
in an effort to, as we thought, help turn the tide, keep the depression
from going deeper. Our losses weren’t on loans made at the height
of the boom. We lost enough money as it was, but I tremble to think
what we would have lost if we had had pressure from Mr. Hoover’s
Comptroller or bank examiners and we had been under pressure to
go out and loan even more liberally in order to keep the economy of
the country from going down. o

Granting my argument that bank examinations should be objective,
not made for the purpose of carrying out monetary policy, the pri-
mary examinations of banks should not be made by the Federal Re-
serve System; they should be made by the Comptroller in the case of
national banks, by the State authority in the case of State banks.

Since the FDIC and the Federal Reserve Board are both Federal
agencies, and they are not satisfied with taking the reports of the
State banking departments, they should have the right, which they
now exercise, of joining in the examinations of State banks.* The
Federal Reserve Board, I suppose, theoretically, should have the right
to join in the examination of national banks, if it wanted to, although
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it is difficult to consider one Federal agency not taking the report of
the other. I don’t believe any economy would be effected by combining
the Comptroller, FDIC, and the Federal Reserve examinations.

It takes about so many examiners to examine so many banks, and I
think the present system works well enough.

If it should be decided to consolidate examinations, I think the
logical thing would be to put all the examinations under the Comp-
troller of the Currency, as being the supervising authority with the
longest record in examining and supervising banks. The Comptroller’s
office has been at it now for a long time.

Senator Doueras. Would you have him examine the State banks
which are members of the Federal Reserve and FDIC respectively ?

Mr. Browx. I think it would do no harm. I think the present
system works well enough and should be left alone; but, if there is a

- consolidation of bank examinations, my first preference would be to
have the Comptroller conduct the examining functions for both State
member and I'DIC State nonmember banks.

I think the present system works relatively well, and I do not think
there is any considerable overlapping, and I think examination policies
are sufficiently coordinated to work out well.

Senator Doucras. I take it that the two reasons why you believe
if consolidation were to be carried into effect it should be under the
Comptroller of the Currency, are: (¢) That the group of national-
bank examiners have a longer record and you regard them on the
whole as more experienced and competent than the examiners
attached

Mr. Brown. They have a longer tradition of freedom from political
influence and political pressure,

Senator DoucLas. They are in-a department headed by a political
appointee.

Mr. Brown. It may be, but the Comptroller’s office has been brought
up under an enviable record of freedom from political and personal
pressure. At times it has shown signs of deterioration, but it has
always come back.

Senator Doucras. And also you believe that bank examination
should not be connected with credit policy.

Mr. Browx. I am very strongly of that opinion.

Senator Doucras. And, therefore, you want to have it divorced
from an agency which is also concerned with credit policy ?

Mr. Brown. Yes; I think it is sound to do so. I would be glad to
answer any questions on any other points of the questionnaire that I
may be able to.

Senator Doueras. Before I turn to the first part of your testimony,
could you comment upon the proposal to have the FDIC put in the
Treasury ?

Mr. Brown. I do not see any advantage to be gained by it. I do
not know that it would do any harm. The FDIC—the greatest num-
ber of its members are State banks, and I think that the State banks
would prefer an independent Federal agency rather than a Treasury
agency, and I think that the FDIC would probably function better
independently than as a Treasury bureau.

Senator Doveras. Mr. Brown, I was struck with many parts of
your testimony, but I was struck by the statement that you thought it
was desirable that State banks, members of the Reserve System, should
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be able to get out of the Reserve System if the reserve and other re-
quirements imposed by the Board became arbitrary and not in the
general interest, so they could have an avenue of escape, and that this
would operate as a restraining influence upon the Board itself.

Now, what puzzles me is who is to tell what is arbitrary and what is

* in the public interest? There is a natural desire, which should not be
condemned, on the part of the banks to not have any more of their
assets tied up in reserves than is absolutely necessary, and an increase
%}n Il'fserve requirements diminishes the potential loaning power of

anks.

But suppose you are in a period of inflation, and it may be in the
public interest to check the loaning power of banks and not let them
go to the maximum. The Reserve Board raises the reserve require-
ments; but the member banks, which are State banks, those State
banks which are members, perhaps I should say, feel that the provi-
sions are arbitrary and get out of the System in order to have a higher
earning power. :

Now, that is protection for the individual bank, but is it a protection
fo}f tiitQh_er (@) the economy as a whole or (b) the banking system as a
whole?

Mr. Brown. I think it is, because, in the first place, giving up mem-
bership in the Federal Reserve System means giving up very valuable
privileges of access to the credit facilities of the Federal Reserve. A
bank is not going to give up such privileges lightly unless it thinks
it is heavily penalized. ’

In the second place, if the statutory maximums are not too high,
the banks will expect to see those statutory maximums exercised in a,
period of inflation and will stay in-the System. I think the proof of
the pudding is in the eating. We had very few banks go out of the
System with the present maximum during the inflationary period of
the war and the immediate period following the war.

Senator Doueras. But the amount of Government securities held
by the banks is so large that, if they turn those in and get reserves in
the Federal Reserve System for them, it gives them a tremendous
potential lending power, which would not be checked by maintenance
of present reserve requirements.

Mr. BrowN. That is another question than that of the banks getting
out of the System. I think you have got to realize that the present

- policy of the Open Market Committee and the Treasury, if you want
to put it that way—or as I think it is fundamentally and in the last
analysis a Treasury policy—of buying all Government bonds that are
tendered, and in the past supporting all Government issues at par or
above, has undoubtedly weakened the credit controls of the Federal
Reserve System.

That applies to national banks, which cannot get out of the System
without giving up their national charter and all member banks. On
the other hand, if you raise reserve requirements sufficiently high, as
I tried to point out in my statement, you make it impossible for the
private banking system to survive by cutting down on its earnings.
I think it is better to take the chance of too much bank credit than to
get rid of the privately owned chartered banks and substitute a collec-
tion of Government loaning agencies in their place. .

A great many economists and bankers think that reserve require-
ments should be fixed by law and that the Federal Reserve Board

99076—50——17
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should have no power whatsoever to vary them. I personally think
the Board should have the power to vary them—but I think the maxi-
mum limits at all times must be placed at a level which will enable the
private banking system to survive. I think in a discussion’of reserve
requirements. Not enough attention has been paid to the necessity of
enabling banks to make reasonable earnings which will maintain and
gradually build up their capital accounts and enable them to pay
sufficient dividends.

. As T said before, 99 banks out of a 100 in this country could be
liquidated and pay anywhere from 25 to 50 percent more than the pres-
ent market value of their stock. That is a highly unhealthy condition.

Senator Doucras. I have some difficulty remembering always what
the present size limits are, but as I understand it, the maximum limit
for the central Reserve cities on demand deposits is 26 percent, for
Reserve cities 20 percent, and for the country banks 14 percent.

Mr. Broww. Yes. ,

Senator Doucras. And that this in practice results in an average
maximum reserve ratio of approximately 20 percent. 'That is, that the
deposits in the country banks, as I remember it, are approximately
equal to the deposits in the central Reserve city banks.

Mzr. Brown. You are speaking of

Senator Doucras. Demand deposits.

Mr. Brown. Time deposits?

Senator Doucras. Demand deposits only.

Mr. Brown. I thought the over-all percentage was slightly less,
something like 1814 or 19 percent. _

Senator Dougras. It is a weighted average.

Mzr. Brown. The weighted average somewhat less.

Senator Doucras. Not far from the 20 percent.

Mr. Brown. I know in the original Federal Reserve Act as it stood
ap to 1935 it contained maximums of 13, 10, and 7; and the Federal
Reserve Board had no power to vary Reserve requirements.

In the discussions of the Banking Act of 1935 there was a great
deal of discussion as to what the maximum should be. Before the
Federal Reserve System; central Reserve city banks had operated with
reserve requirements of 25 percent, which had to be kept in cash. It
was felt that they had demonstrated they could live with a reserve
of 25 percent in that it was a figure on which they could live; 26 per-
cent was fixed as a compromise that was not very far from the 25;
and they just doubled the reserve requirements, that is, from 13 to 26
and from 10 to 20 and from 7 to 14.°

Senator Dougras. I think I heard you say that you favored a uni-
form reserve requirement based on the type of deposit rather than
according to the size of the city.

Mr. Browx."I am quite sure I did not say that. I said that the
present system was illogical and that another system might work
as well or better, but that the banks of the country operated on this
Reserve city, and central Reserve city and country classifications since
the passage of the Federal Reserve Act, and a change should not be
made without a careful study of its effect on different classes of banks
and banks in different parts of the country, and that if a change was
made to some other system, such as the so-called Bopp plan, the total
over-all maximum reserves which could be required by the System
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+ should not be higher percentagewise than the present reserve require-
ments.

Senator Doucras. If the weighted average is 1814 or 19 percent,
would a uniform requirement on ordinary demand deposits, say, of
1814 but allowing vault cash to count as part of the reserve—would
that be onerous upon the banks?

-Mr. Brow~. No; I do not think so and it probably would not make
as great difference between banks in different classes of cities as you
suggest. All these plans contemplate a higher rate on interbank de-
posits. They are largely centered in New York and Chicago. Demand
deposits would carry a higher rate than time deposits, and banks of
central Reserve and Reserve cities generally have a higher percentage
of demand deposits compared to total deposits, including time, than
country banks do, but no study has ever yet been made—or, at least,
I have not seen it—as to how it would hit the country bank.

It might upset whole regions or various classes of banks, and such
a change should not be made until a careful study has been made of
its effect. ' .

Senator Doucras. Have you any rough estimate as to what per-
centage of demand deposits should be kept in vault cash, as good
banking practice? Have you a rough guess?

Mr. Browx. There is no such thing as any standard practice. A
large bank can keep a much smaller percentage in vault cash than a
small bank can. A bank in Chicago, which can get currency from the
Federal Reserve Bank in 15 minutes, needs much less cash, vault cash,
than a bank in‘'some country town, that has not even got a railroad
in it, in Wisconsin.

Senator DoueLas. Suppose you had a uniform requirement of 18 or
19 percent. That would only be 5 percent above the present require-
ment on demand deposits for the country banks, and if you allowed
vault cash, the difference might either be negligible or nonexistent.

Mr. Browx. I do not know that there would be any particular ob--
Jection by adding in all present vault cash held with the present
required reserves and counting that. The theory of counting vaulting
cash a part of your reserves is that vault cash today is in practice
Federal Reserve notes, and of Federal Reserve control over reserves in
Federal Reserve notes held by banks is just as effective an over-all
creci{it control as control over balances carried at the Federal Reserve
banks.

Senator Doueras. If you were to have a uniform rate of 1814 or 19
percent, accepting-your figures as a weighted average, that would
mcrease the earning power of banks in the central Reserve cities by
lowering their reserves and would increase slightly the earning power
of banks in Reserve cities.

Mr. Brow~. I am not so sure, because I have not seen the tabula-
tions, that if reserve requirements on interbank deposits were to be
very large and if the deposits in the two central Reserve cities had a
disproportionate amount of interbank deposits, their total reserve re-
quirements might work out about where they are now.

Senator Doucras. These differential rates of reserves, I assume, grew
up in the days when the call money market was so important in New
York primarily?

Mr. Brown. No. I think that they date back to the formation of
the national banking system in 1863." There was not any call money
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market. Banks had to carry certain reserves. Country banks could
carry part of their reserves in deposits with banks in Reserve cities,
which were supposed to be money centers. Banks in the Reserve cities
could carry part of their deposits in central Reserve cities, of which
there were originally three—New York, Chicago, and St. Louis.

Because of this pyramiding of bank reserves the cities which held
deposits of other banks were subject to more sudden withdrawals of
their cash and, consequently, they were required to keep larger re-
serves.

Senator Dovaras. May I go back to what you have discussed in
the first part of your testimony—namely, the question of pegging
prices and yields on governmental obligations with Federal Reserve
action. .

Now, Mr. Burgess said he thought that the Federal Reserve System
should not do this. What would be your position? I think you
have indicated it. .

Mr. Browx. I indicated first that I think in the last analysis the
Federal Reserve Board has to follow the policy laid down by the
Secretary of the Treasury and the administration, so that the deci-
sion is in the final analysis the decision of the Secretary of the Treasury
rather than the decision of the Federal Reserve Board. ‘

As Mr. Eccles stated this morning, up to 1948 I was one of those
who believed that the long-term 214’s should be supported at par. 1
urged that both as a banker—as a member of a committee which Mr.
Morganthau had during the war advising the Treasury regarding war
financing, also as a member of the Federal Advisory Council. A
good many statements were made by the Treasury that they intended
to support the price of Government bonds at par in the foreseeable
future. No promise was ever made to the banking system that they
would always be supported.

“Senator Douaras. Mr. Harl testified last week that in his judgment
a promise had.been made.

Mr. Brown. 1 am quite sure it was not. The language of the Secre-
tary of the Treasury was generally pretty carefully chosen. The
words used were generally “in the foreseeable future.”

Since the middle or latter part of 1948 the price of the long-term
214’ has advanced very considerably above par. The bank eligible
2i%’s of the longest issfie are today selling at 106 or 107. The ineligible
{)ong-term 214 ’s are selling around 104. That is about 21/ percent yield

asis.

I think the Treasury could now announce that they intended at all
times to support an orderly market, but that the “foreseeable future”
had passed, if you want to put it that way, that under present condi-
tions they did not feel they had obligations to support Government

bonds at par at all times, that in the future they might very well do
* so but they were not obligated to do so. I do not think there is the
slightest possibility if such an announcement were made today, that
. Government bonds of any issue would break below par.

Then I would have the Treasury or Federal Reserve Board or
Open Market Committee, acting under the domination of the Treas-
ury, maintain orderly markets. I would leave it to the future to
determine that when the price got down to par or close to par on
the long-term issues, whether they should not in effect step In and
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suppoit the bonds at par without making any public statements
that they would do so. I do not think there would be any lack of con-
fidence. I think it would restore a great deal of flexibility to the
Federal Reserve System and that in the long run it would help the
Treasury in its problem of debt financing. )

I want to state that I differed from a great many bankers on condi-
tions as they existed up until about the middle of 1948. I looked at
an announced policy of supporting the long-term 214’s at par as neces-
sary and desirable. ~

enator Doucras. No support is needed now, is there?

Mr. BrowN. No support is needed now with the premiums. I know,
in spite of Mr. Harl’s statement, of no promises by the Government
that they were always going to support long-term Government bonds
at par. I think Mr. Eccles this morning indicated that he knew of no
such promises. Mr. Burgess certainly stated in his testimony, as re-
- ported in the papers, and in his published statement, that he knew
of no such promises by the Government. A good many people think
theyi will be supported, yes, but I think now is the time for the Treasury
to clarify it. .

Theyfgid issue a sphinx-like statement between the Treasury and the
Federal Reserve Board, which nobody could understand—and I think
it was purposely drawn so that nobody could understand it—that they
had changed’ their Government-support policy, and left .everybody
wondering whether they were promising to support bonds at par or
whether it was an indication that they were edging away from the
practice of doing it. ‘

Senator Doucras. Did I understand correctly that you thought the
bonds should not be permitted to fall appreciably below par ¢

. Mr. BrownN. I did not believé they should be allowed—I did not
think they should be allowed to fall anywhere below par up to the
summer of 1948.

Senator Doucras. How about now?

Mr. Brown. If I were running the Treasury or the Federal Reserve
System as of now, I would announce I felt no obligations, and if the
bonds should by any chance break to par, I would in practice support
them at par, but I would not make any promise to do it. Perhaps it
is fortunate for me as well as the country that I am not running the
Treasury.

Senator Doucras. Do you think that a slight increase in yields
caused by a fall of 4 or 5 points in the price of Governments would have
any real deterrent effect upon the amount of private credit loaned by
banlgsl?d That would be a change of less than one-quarter of 1 percent
in yield.

Mr. Browx. I do not know so much about the credit extended by
banks. I think it would have a great over-all effect on the long-term
market. I think the municipalities and large corporations borrowing
long-term money would be greatly influenced by a change of as much
as a quarter of 1 percent in the interest rate. '

Senator DoucLas. They would not borrow as much ?

Mr. Brown. They would not make improvements and capital ex-
penditures or pay boriuses or what not'if they had to pay a higher rate
of interest and, therefore, a change in the interest rate would have a
deflationary effect, if you- want- to call it such, on the total over-all
expansion of credit. : o
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Senator Doueras. So you think that if we were to go into inflation,
and if the Government bonds would still then sell above par, you think
it might be a good means of checking inflation to allow the price of
Governments——

Mr. Browx. To drop to par on the long ones, and it would not
worry me if some of the intermediates ones got to 99 or some such
price in the process.

Senator Doucras. You would not permit a run-away market with
the price of Government bonds breaking to much lower limits?

Mr. Brown. Noj; I think the Government has to maintain an orderly
market in its bonds at all times. It cannot allow panicky conditions
to get under way. . .

Senator Douaras. Of course, there are some who say don’t have the
Government support the price at all; let the Reserve System get out
and then let the price of bonds be determined by “market forces.”

Mr. Brown. Well, that cannot be worked that way. The Federal -
Reserve System holds so many Government bonds that it can deter-
mine the yield on them by the price it pays for them, the price it sells
them. It can determine short-term rates, and short-term rates if they
rise will have a somewhat depressing effect on long-term yields.

Senator Doveras. In other words, the Federal Reserve System is
part of the market, and if you take it out you will alter the market.

Mr. Browx. Yes; and the Federal Reserve System oi some of the
spokesmen—I think Mr. Eccles said this morning we are out of the
market on the long-term bonds. They cornered all the floating supply
of long-term bonds, and now they will not sell them when the price
is up. _

If that happened on the Board of Trade in Chicago, that would be
called cornering wheat or lard or something, but if it is done by the
Federal Reserve Board or the Treasury it is a somewhat different
thing. .

If they wanted to sell some of their large holdings of ineligible
long-term bonds, they could cause the price to go down a point or two,
to my mind, to the benefit of the whole economy. -

Senator Doueras. We had a study made, Mr. Brown, on the require-
ments relating to the safety and soundness of banks, which require-
ments were imposed by the Federal Reserve System as a condition
of membership of State banks in the Federal Reserve System: We
got some 30 requirements, which I read to Mr. Harl last week, which
are not required by FDIC itself. ’

Would there be any value of attaching these requirements dealing
with safety and soundness to membership in the FDIC gystem rather
than to membership in the Federal Reserve System and thus reaching
a broader band of deposits in banks?

Mr. Brown. I do not know what the requirements are, Senator. I
probably should know.

Senator Doucras. They are as follows:

1. Limitations on total loans to one borrower.

2. Regulations governing purchase of investment securities.

3. Prohibition against purchasing stocks. :

4. Prohibition against engaging in underwriting of.investment se-
curities and stocks. ,

5. Restrictions on loans to executive officers.

6. Restrictions on dealings with directors.
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7. Restrictions on interlocking directorates or other interlocking
relations with other banks and with securities companies.

8. Prohibition against bank having less than 5 or more than 25
directors.

9. Provision authorizing supervisory authority to remove officers’
and directors for continued violations of law or continued unsafe or
unsound practices.

10. Prohibition against affiliation with securities company.
~ 11. Restriction on holding companies affiliates.

12. Restrictions on bank stock representing stock of other cor-
porations.

13. Limitations on loans to affiliates. :

14. Requirements of reports of affiliates and publication thereof.

15. Requirements for examination of affiliates.

16. Limitations on investment in bank premises.

17. Minimum capital requirements.

18. Minimum capital requirements for branches. ,

19. Prohibitions against loaning on or purchasing on stock.

- 20. Restrictions on withdrawal of capital and payment of unearned

dividends. .

21. Requirement that reserves specified in the Federal Reserve Act
be maintained.

That is a debatable one.

22. Prohibition against making loans or paying dividends while
reserves are deficient.

23. Requirement for specific number of condition reports annually
and for publication thereof.

24, Requirements in connection with the par clearance collection
system.

25. Prohibition against false certification of checks.

26. Limitations on acceptance powers.

27. Prohibition against acting as agent for nonbanking institutions
in making loans to brokers and dealers in securities.

.28. Limitations on loans to one borrower on stocks or bonds.

29. Limitations on aggregate loans to all borrowers on stocks or
bonds.

30. Limitations on deposits with nonmember banks.

As T understand it, these are provisions relating to the soundness of
the individual bank which are imposed on members of the Reserve
System which are State banks.

Mr. BrowN. I would not say many of them had much to do with
soundness. They might have something to do with over-all govern-
mental policy.

I think, if you tried to make all those conditions a condition for mem-
bership in the FDIC, a lot of banks would decide to get along without
the FDIC membership, the small banks in particular.

Senator Doucras. On the other hand, under FDIC you assume a
liability that the bank may fail, and that normally should carry with
it some powers to protect you against the excessive danger that the
liability. may occur. . : .

Mr. Browx. Yes; but I think most of those regulations that you
read only incidentally deal with the soundness of a bank.
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1 Senator Doucras. Well, I should think a good many of them
ealt——

Mr. Brown. A good many do, but others dedl with other matters of
Federal policy.

Senator DoucLas. Restricting the power of the insiders to use the
banks privately. :

Mr. Brow~. A good many of them are in the nature of restrictions
which are now imposed on national banks.

Senator DoucLas. Yes; I think they are, but not on State banks.

Mr. Brown. State nonmember banks.

Senator Douaras. Except insofar as the States specifically provide
for them.

May T ask you a question or two on the gold and silver policy?

-Mr. Brown. Yes.

Senator Doucras. There has been some talk of advocating the resto-
ration of the unlimited convertibility of money or Federal Reserve
notes into gold coin or gold bullion. Has the Federal Advisory Coun-
cil taken any position on that subject?

Mr. Browx. They have. All 12 members as recently as last week
stated their belief that at this time convertibility of the currency to
gold coin was neither feasible nor desirable. We felt that as an ulti-
mate objective of monetary policy it was desirable and that studies.
should be made as to how it might be ultimately brought about.

We felt at the present time the unsettled condition of the world, the
desire to hoard money, both at home and abroad, would make it highly
undesirable to adopt such a policy at the present time.

We did recommend, or did feel—I will not say recommend—that
Congrss should repeal the act of 1984, which gives the Secretary of
the Treasury the power to buy or sell gold at home or abroad in any
amount at any price he may see fit. :

Senator Doucras. It is a favorite subject of Congressman Wolcott.

Mr. Worcorr. There has been some doubt raised as to whether the
Treasury has the authority to change the rate. It all stems back to
what Mr. Brown referred to, the fact that they may do it, perhaps those
provisions which are not completely offset by the provisions in the
Bretton Woods Agreement to the contrary. The question seems to be.
as to whether the authority in the Gold Act to buy and sell supersedes:
or has been repealed by the Bretton Woods Act. .

If there is a dispute there, it should be corrected.

Mr. Brown. There seems to be some doubt about it. I think the
opinion of most lawyers is that since the act adopting the Bretton.
Woods agreements contains the provision that the President or any
person acting on behalf of the United States should not propose or
consent to any change in the gold value of the dollar the Treasury has.
lost its authority.

Mr. Worcorr. Ithink perhaps Mr. Brown would agree with me that
it was our intent to prohibit it, but whether we did or not seems to-
be in dispute.

Mr. Brown. I think it was a clear intent to prohibit it, and I think
it has probably been done, but there seems to be enough doubt about-
it to make it desirable to clean up the doubt. I believe Mr. Snyder-
in a press release stated that the price for purchases and sales of gold °
could not be varied without the consent of Congress, but even that.
statement of his is not final. The attitude of the Council—and it is:
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my own attitiude, incidentally—is that convertibility is not feasible nor
desirable at the present time, but as an ultimate objective of monetary
policy it is, and that the gold value of the dollar should not be changed,
and 1t would be desirable, since uncertainty does exist because of this
act of 1934 being still in force and effect, to repeal it or amend it so:
as to make it clear that the gold value of the dollar cannot be changed
without the consent of Congress.

Senator Doucras. What are the advantages, as you see them, in
ultimate convertibility ¢

Mr. Brown. I think the value of ultimate convertibility is that it
tends to check. the creeping decline in the purchasing power of the
dollar. Nations devalue; they never increase the value of their cur-
rency, practically speaking,

Senator Doucras. England did in 1924.

Mr. Browx. England did temporarily, with unfortunate results.
It went back to the gold standard; we went back to the gold standard
after Civil War days; but if currency was convertible into gold, since
gold has a commodity value, if you want to call it such, it would make
it less likely that the dollar will keep on decreasing in purchasing
power indefinitely.

I think also, granted somewhat normal circumstances, the feeling
that a lot of people may want to get gold might have some effect on
Congress in matters of deficit financing and expenditures. You are
familiar with the arguments against it of Mr. Sproul and others, but
I still believe on the whole that, granted a stable world, free of the fear
of war, ultimate gold convertibility is desirable.

Senator Doucras. That is on the ground that there are more rigid
limits to the supply of gold than to the potentiality of man’s
foolishness?

Mr. Broww. Exactly, and also the belief that the value of gold is
determined by the cost of the marginal production, and if cuirency is
convertible into gold the dollar as a measure of value would have more
stability over a period of years than it otherwise would without con-
vertibility. :

Senator Doucras. Of course, we had a very sharp rise in prices from
1896 to 1914 under the gold standard.

Mr. Browx. That was due to the fact that South African production
came in at that time. Probably the ability of the United States to go
back to the gold standard after the Civil War was largely influenced
by the gold production of the Virginia lode in Nevada at that time.
I do not think the gold standard is by any manner of means an infall-
ible standard. If you could work out Professor Fisher’s stable dollar
in a practical way, I think I would favor it. I do not see that it can
very well be worked out, but I am very certain that the value of gold
bullion or gold coin, which is the same thing, is more likely to be stable
over a period of years than an arbitrary value set by political bodies or
governments on their monetary standards.

Mr. Worcorr. Mr. Brown, if the United States and the other former
‘gold countries went back on a gold convertible basis, what would you
anticipate would happen to the international fund? :

Mr. Browx. I do not know that I quite got your question.

Mr. Worcorr. If we went back on the gold standard——

Mr. Browx. You mean gold convertibility standard?



262 MONETARY, CREDIT, AND FISCAL POLICIES ,

Mr. Worcorr. Yes; and all the other former gold convertible coun-
tries did likewise— ' A

Mr. Brown. At the present time?

Mr. Worcorr. No; finally when this can be brought about—what
would be the future of the international fund?

Mr. Browx. Oh, I think it would lapse into innocuous desuetude
that probably would not be harmful.

Mr. Worcorr. What did you call it?

Mr. Browwn. Innocuous desuetude.

Senator Dovcras. That was launched into political language, I be-
lieve, by Grover Cleveland, so it has a very respectable lineage.

Mr. Worcorr. I think I know what it means now, with the context.

Mr. Brow~. Pardon me for not making myself clear.

Mr. Worcorr. It is excusable under the circumstances.

Senator Doucras. Mr. Brown, what specific recommendations, if
any, would you make to increase the effectiveness and independence
of the Federal Reserve System? You propose to increase their
salaries?

Mr. Browx. T have already said T proposed an increase in salaries
to attract men of greater stature. I do not know but that the Board
could function as well or better with five membeis as against seven.
To be one of a group of five is probably somewhat more attractive
than to be one of a group of seven. I do not believe that membership
of the Board should be more than seven. I think the present size
of the Board and the terms of its members are effective. 1 do not
+think any change in the number or tenure of the Board would be of
sufficient importance to make it desirable to make the change.
~ Senator Doucras. Do you want to increase the statutory powers
of the Board ? ,

Mr. Brown. No. _ _

Senator Douaras. Do you want to decrease the statutory powers of
the Board? .

Mr. Broww. No. Believing as I do that in the last analysis the
Board has to go along with the administration, I think its statutory
powers are less important than' the character of the Board and its
members. )

Senator Doucras. What are the weaknesses of the Board or of the
System, rather, as you see it ¢ ' A

Mr. Browx. That is a hard question to answer. I would say the
greatest weakness in the past has been that at all times it has not
had men of proper stature on it. Please do not ask me to specify
what times and what men. '

I think I have known every member of the Board since it
was formed in 1918, but I really think that in the long analysis of
the Board, its greatest fault has been that either proper men have
not been appointed to it or that men whom it was desired to appoint
would not take the appointment. :

Senator Dovcras. Do you see any advantage in Congress giving
to the Treasury and to the Federal Reserve System more definite
instructions concerning the operations of the Open Market Committee?
~ Mr. Broww. Noj; I think that would be highly detrimental to the
working of the System. ,

Senator Doucras. And no instructions to the Secretary of the
Treasury ? '



MONETARY, CREDIT, AND FISCAL POLICIES 263

Mr. Browx. No. The administration of government has to be
worked out between men just as the organization of any large busi-
ness has to be. Instructions and charts do not count as much as good
will and intelligent cooperation.

Mr. Worcorr. May I ask a question in there?

Senator Doucras. Yes.

- Mr. Worcorr. Would you recommend that the make-up of the Open
Market Committee be changed in any way %

Mr. Browx. No; I think the present compromise, is a good com-
promise. _

Senator Doucras. Well, you say that the Reserve Board must in
the nature of the case be more or less subordinate to the Secretary
of the Treasury as regards open-market operations, but does not the
Secretary of the Treasury almost inevitably tend to have a prejudice
in favor of low interest rates because that means a smaller burden of-
carrying the debt and makes the refunding problems less than other-
wise would be the case?

Mr. Browx. I do not think that is actually the case. The Secre-
tary of the Treasury has to consider the burden of the interest charge
in connection with the total budget, but I think he realizes that a
proper rate structure will by promoting general prosperity of the
country probably increase tax receipts more than the interest charge
would be increased; and in my discussions with various Secretaries
of the Treasury I have never seen any indication of such a consistent
and hard-boiled attitude in favor of very low rates on their part.

Senator Dovceras. Do you want to comment upon the silver-pur-
chase policy of the Government ? A

Mr. Browx. I cannot make any better comment than the one Lord

. Keynes made at the time of Bretton Woods, and there -was talk of

using silver as a monetary base, the Government buying it. He said,
“Why not buy Irish potatoes?” We are buying Irish potatoes and
buying silver, and buying Irish potatoes is about the same degree
of foolishness. ‘ :

Senator Doucras. Silver is not, as perishable,

Mr. Browx. If you want to subsidize both of them, all right. If
you want to subsidize the potato producer in New Jersey or in Maine,
or subsidize the silver producer, let them do it, but it should not be
called monetary policy. '

Senator DoucLas. I take it, then, that you are not enthusiastically
in favor of the silver-purchase policy.

Mr. Brown. I think it is just a subsidy and I think it is an entirely
unjustified subsidy, even less justified than the subsidy to the potato
growers.

Senator Doucras. I have no more questions.

Mr. Worcort. I do not know that I have, except the comment that
1 think we disposed of the silver question at Bretton Woods by a
resolution that they study the problem.

I do not know whether Mr. Brown wants to do it—perhaps it
has gone in the record—but should we not have in the record the
advantages to banks of going in and staying in the Federal Reserve
System that are not enjoyed generally by nonmember banks? I do

_not know if Mr. Brown wants to take the time to do that.
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Mr. Brown. Haven’t some of the Federal Reserve banks published
books on that? I am pretty busy and I do not have a staff of
economists at my disposal.

Mr. Worcorr. That is why I put the question as I did.” You prob-
ably would not want to give an offhand opinion withott study. We
can get it. .

Senator Doucras. If there is nothing further, thank you very
much, sir.

(Whereupon, the committee adjourned at 4 p. m., to reconvene at.
10 a. m., Wednesday, November 23, 1949.)
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WEDNESDAY, NOVEMBER 23, 1949

Coxgress oF THE UNITED STATES,
SuBcoMMITTEE ON MONETARY, CREDIT, AND F1scaL PoLiciEs,
Joint CommirTEE oF THE Econoaic Reporr,-
Washington,D. C.

The subcommittee met, pursuant to adjournment, at 10 a. m., in
the caucus room, Senate Office Building, Senator Paul H. Douglas
(chairman of the subcommittee) presiding,

Present : Senator Douglas (chairman of the subcommittee) ; Senator
Flanders and Representative Wolcott.

Also present: Dr. Grover W. Ensley, acting staff director; and Dr.
Lester V. Chandler, economist to the subcommittee.

- Senator Doucras. Ladies and gentlemen, I think perhaps it would
be well if we opened the proceedings.

In general, we have tried, by submitting questionnaires to people
in advance, to which they made detailed replies, to obviate the necessity
for reading a prepared statement, and to enable us to plunge immedi-
ately into a discussion of the issues involved, but the Committee for
Economic Development has been probing some of these issues for some

- years, and, since our questionnaire was addressed to individuals and
did not cover organizations, we have asked Mr. J. Cameron Thomson
and Mr. Beardsley Rum], representing the Committee for Economie
Development, to appear. We are going to waive our usual pro-
cedure and suggest that they read the statement which they have
prepared; and, after that, we will move in to questions.

Mr. Thomson.

STATEMENT OF J. CAMERON THOMSON, PRESIDENT, NORTHWEST
BANCORPORATION, MINNEAPOLIS, MINN., ACCOMPANIED BY
BEARDSLEY RUML, VICE CHAIRMAN OF THE RESEARCH AND
POLICY COMMITTEE, COMMITTEE FOR ECONOMIC DEVELOPMENT,

. NEW YORK CITY

Mr. Taomson. This is a prepared statement. I believe that every-
body has a copy. With one exception, 1 will confine my statement to.
this prepared statement.

- TamJ. Cameron Thomson, president of the Northwest Bancorpora-
tion, Minneapolis. In response to your invitation, I appear here as
chairman of the monetary and fiscal policy subcommittee of the re-
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search and policy committee of the Committee for Economic
Development.!

I shall present a statement describing the views of our research and
policy committee on the questions before your subcommittee. Mr.
Beardsley Ruml, of New York City, vice chairman of the research
and policy committee, is here with me; and we shall both be available
for questioning. ’

The Joint Committee on the Economic Report has before it one of
the three or four great problems of our time—how to maintain high
employment in a free dynamic society without serious inflation. A
repetition of anything like the experience of the thirties would be more
than an immediate economic catastrophe to the American people. It
would set off a chain of disastrous consequences in political and social
organization, domestically and internationally.

The idea that great economic instability is inevitable in a free society
is one of the most dangerous ideas at large in the world today. The
Committee for Economic Development was established in the belief
that this idea is not only dangerous but false. The Employment Act
of 1946, which is the charter of your committee, expresses the national
belief that economic - stability can be maintained by democratic
methods in a free competitive economy. Having expressed this belief,
it is now up to all of us to prove its truth. This requires, first of all,
that we should actually avoid serious depression and great inflation.
But this alone would not be enough. We should not be satisfied just
to go on from day to day avoiding depression and inflation. We need
institutions and policies that deservedly create confidence that our
economy will continue to be stable.

We need a positive program for greater economic stability. Such a
program cannot be simply drawn up by economists and enacted by .

1The Committee for Economic Development is an_organization of businessmen formed
to study and report on the problems of achieving and maintaining a high level of employ-
ment and production within a free economy. Its research and policy committee issues
from time to time statements of national policy containing recommendations for action
which, in the committee’s judgment, will contribute to maintaining productive employment

and a rising standard of living. Following is a list of the members of the Committee for
Economic Development research and policy committee :

COMMITTEE FOR ECONOMIC DEVELOPMENT RESEARCH AND PoLICY COMMITTEE

Marion B. Folson, chairman, treasurer, East-
man Kodak Co., Rochester, N, Y.

Beardsley Ruml, vice chairman, New York,
N. Y

william Benton, chairman of the board,
Encyclopaedia Britannica, Inc., and Muzak
Corp., New York, N. Y. . .

John D. Biggers, president, Libbey-Owens-
Ford Glass Co., Toledo, Ohio

James F. Brownlee, Long Meadow Road, Fair-
field, Conn.

‘W. L. Clayton, chairman_of the board,
Anderson, Clayton & Co., Houston, Tex.

8. Sloan Colt, president, Bankers Trust Co.,

* New York, N. Y. .

Gardner Cowles, president and publisher, Des
Moines Register and Tribune, Des Moines,
lowa

Thester C. Davis, president, Federal Reserve
Bank of St. Louis, St. Louis, Mo.

Clarence Francis, chairman of the board,
General Foods Corp., New York, N. Y

Philip L. Graham, president and publisher,
the Washington Post, Washington 4, D. C.

John M. Hancock, partner, Lehman Bros.,
New York, N. Y. .

George L. Harrison, chairman of the board,
New York Life Insurance Co., New York,
N. Y

Robért. Heller, president, Robert Heller and
Associates, Inc., Cleveland, Ohio.

Jay C. Hormel, chairman of the board, Geo.
A. Hormel & Co., Austin. Minn.

Amory Houghton, chairman of the board,
Corning Glass Works, Corning, N. Y.

Eric Johnston, president, Motion Picture
Association of America, Inc.,, Washington,

Ernest Kanzler, chairman of the board, Uni-
versal C. I. T. Credit Corp., Detroit, Mich.

Meyer Kestnbaum, president, Hart, Schaff
ner & Marx, Chicago, Il

Fred Lazarus, Jr., president, Federated De-
partment Stores, Inc., Cincinnati, Ohio.

Robert A. Lovett, partner, Brown Bros.,
Harriman & Co., New York, N. Y.

Fowler McCormick, chairman of the board,
International Harvester Co., Chicago, IIL

W. A. Patterson, president, United Air Lines,
Chicago, I1l.

Philip D. Reed, chairman of the board, Gen-
eral Electric Co., New York, N. Y.

Harry Scherman, president, Book-of-the-
Month Club, New York, N. Y.

H. Christian Sonne, president, Amiinck,
Sonne & Co., New York, N. Y.
J. Cameron Thomson, president, Northwest
Bancorporation, Minneapolis, Minn. .
W. Walter Williams, president, Continental,
Ine., Seattle, Wash.

Theodore O. Yntema, vice president in
charge of finance, Ford Motor Co., Dear-
born. Mich.
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legislators. If the program is to be effective, it will have to grow out
of a responsible discussion in which all viewpoints are represented.
It will have to be understood and accepted by the American people.
In the process of discussion, we shall have to avoid accepting ideas as
true just because they are old or, equally dangerous, just because they
are new. Moreover, we should recognize that reaching wise decisions
can only be impeded by attempts to make it appear that the goal of
economic stability is-the private property of any group or party. We
all share this objective in common. . We have all made mistakes; we
have all learned something ; and we all have much to learn.

I know that the committee invited me down here to express the views
. of the CED on certain specific questions, and I hope that the remarks
1 have just made will not seem too far afield. But I am sure this sub-
committee knows that it will not reach final answers to all the ques- .
tions before it in the limited time it has available. Even if time were
unlimited, there would always be new questions emerging as old ones
were settled. The job upon which you and the Nation are engaged—
the pursuit of greater stability—will be a continuing job. How well we
do 1t will depend upon the effectiveness of the process by which we
seek decisions. T hope that in your report to your colleagues and to
the American people you will urge upon them the need for continuing,
responsible participation in the development of policy.

THE IMPORTANCE OF MONETARY, FISCAL, AND DEBT POLICY

I should like to turn now to the area with which your subcommittee
is chiefly concerned. I believe that the greatest opportunities in the
Federal Government for contributing to economic stability lie in this
area; namely, fiscal, monetary, and debt-management policy. Ob-
viously, the Federal Government must have a policy, or at least must
act, with respect to its budget, its debt, and the money supply.. It is
equally obvious that this action is going to affect the stability of the
economy. And, when we face a $40,000,000,000 budget and $250,000,-
000,000 Federal debt, the effects of Federal action upon economic sta-
bility become of paramount importance.

Senator Doveras. That is now a $44,000,000,000 figure ?

Mr. TraoMmsox.. That is right.

In emphasizing the importance of fiscal, monetary, and debt-man-
agement policy, I do not want to give the impression that nothing else
needs to be done. On the contrary, public and private policy with
respect to international economic affairs, prices and wages, agricul-
ture, and many other matters have much to contribute in a rounded
stabilization program. But it seems to me very unlikely that these
other policies can make an effective contribution if fiscal, monetary,
and debt policies are erratic or perverse from the standpoint of
stability. '

I want to draw a sharp distinction between fiscal, monetary, and
debt-management policies on the one hand and direct controls on the
other hand. By direct controls I mean such measures as Government, .
price controls, wage controls, rationing, allocations, and controls over
the direction of investment. Failure to distinguish between these
two kinds of measures is responsible for much confusion in public dis-
cussion and could lead to serious error in public policy. Two kinds
of confusion are common. One is to reject the attempt to achieve
greater stability by fiscal, monetary, and debt-management policies by
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putting these policies in the same class with direct controls over the
details of private economic activity. The other is to accept and justify
all manner of direct controls by putting them in the same class with
indirect financial measures for stability. '

Senator DoucLas. I don’t want to interrupt continually, but I have
felt that the banking fraternity did not always understand the dif-
ference between these two types of controls and that they argue against
the control of credit as though it were an infringement solely and
exclusively upon private business.

Mr. Taomson. I don’t think that applied to the banking fraternity

-solely, but I admit it does apply to us sometimes.

Fiscal, monetary and debt policies are appropriate means for attack-
ing the problem of instability in a free society. The problem of
instability is essentially a problem of broad forces affecting the over-
all magnitudes of the econemy. The problem arises when millions
of workers are simultaneously unemployed or when there is a general,
although probably uneven, rise of most prices. The advantage of
fiscal, monetary, and debt policies is that they allow the Government
to influence the over-all forces, especially the level of aggregate
demand, that determine the stability of the economy without neces-
sarily involving the Government in detail control of the particulars
of the economy. These over-all measures will, of course, affect differ-
ent individuals and businesses differently. But the differences are
determined by the market process, not by Government decisions. The
Government does not have to make decisions that are with rare
exceptions better left to the market—the price of shoes relative to the
price of automobiles. whether the ABC company or the XYZ company
should prosper, what kind of a job John Jones or Robert Smith should
have. -

Direct controls do involve Government decision about the partie-
ular interrelationships of the parts of the economy. One virtue
claimed for them by their advocates is that they are selective. But
adding together a very large number of selective controls is surely
a clumsy, expensive, inefficient, and politically dangerous way to get
the over-all effect needed to deal with the stability problem. While
the market process is not perfect, any general substitution of Govern-
ment decisions for it would result in serious less of efficiency, progress,
and stability.

But.more than efficiency, progress and stability are at stake. Free-
dom is also'at stake. Any widespread system of direct controls would
-necessarily involve widespread power of government to affect the eco-
nomic fortunes of particular individuals, businesses, industries, and re-
gions selectively; that is, discriminatingly. This power would have to
be exercised by the Executive subject to only the most general statutory
limitations. It would be the power to reward or punish, to coerce,
by administrative action. The existence of such a power would
ominously threaten the survival of our free society for so long as
the free society might endure. :

We hear the concepts of “freedom” and “statism” used so much
and so loosely that we become callous and impatient with them. But
on the speciﬁy; problem of this subcommittee I am convinced that the
importance of fiscal, monetary, and debt policy will not be sufficiently
appreciated until we learn to make the distinction between power
to coerce individuals and power to affect the general behavior of the
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economy. A precise line cannot be drawn between appropriate and
Inappropriate powers, yet we must recognize that there is a direc-
tion in which we should not move except in cases of clearest necessity
and even then only with utmost caution.

Senator DoucLas. May I say that this is almost precisely the dis-
tinction which Mr. Williams, president of the Federal Reserve Bank
of Philadelphia, drew between general controls exercised through
the supply of money and credit affected by debt management on the
one hand and direct controls exercised by the Government on the
other.

.

THE UNITY OF FISCAL, MONETARY, AND DEBT-MANAGEMENT POLICIES

One of the things we have learned most definitely from CED’s
studies in the fiscal-money-debt field is that the three instruments are
inseparable.

I might say that is one of the things we have learned. The first
statement that CED made was on taxes. Then we made one on taxes
and the budget and then one on fiscal, monetary, and debt-manage-
ment policies. We are going to deal with tax policy in our statement
in January; but the long-range statement will be on fiscal, monetary,
and debt management as well.” So we have been learning.

It will not be possible to work out a satisfactory policy that uses
one of the three instruments alone. If you try to develop a stabiliza-
tion program relying solely on fiscal policy, you will find that, while
fiscal policy is very powerful, it is not sufficiently flexible to be effective.
alone in some circumstances and in other circamstances can be effec-
tive alone only at the sacrifice of other important objectives. If you
try to develop a stabilization program relying solely on money and debt. _
policy, you will find that, while the instrument is very flexible, it may-
not, be sufficiently powertful for your purposes in some circumstances.

This means more than that the instruments must be used consist-.
ently. Itmeans that the instruments should be combined in a program -
that achieves the desired net effect most efficiently by using the special
capacities of each instrument. At some times this may involve having-
budget policy running counter to monetary-debt policy. For example,
suppose that in some period not calling for inflationary action we are
faced by a sudden, large, and temporary increase in Federal expendi-
tures. To keep the budget from having an inflationary effect, it might
be necessary to raise tax rates temporarily by a large amount. How-
ever, 1t would ordinarily be better not to raise tax rates in this way.
Rather, we should follow more restrictive monetary and debt policies
to offset the temporarily inflationary effects of the budget. This would
not be inconsistent policy so long as the combined program avoids
inflation and each part of the program does what it is best suited to do..

THE STABILIZING BUDGET POLICY

CED recognizes that it does not have the final answers to all the
problems of an integrated money-budget-debt policy for economic
stability. 'We think we have learned some important things. Also, we
are encouraged by the fact that a consensus seems to be emerging among-
students of this subject and that the CED recommendations lie within-
the range of this consensus. However, we are aware of a number of
unsettled problems and are planning to continue our work in this field..

99076—50- 18
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What I have to say this morning is in the nature of a progress repor*
rather than a final report.

Senator Doucras. The modesty with which you advance this pro-
gram is very disarming, I may say.

Mr. Traoxsox. I am very, very humble when I sit here representing
CED on this very important subject.

I would like to read from our 1947 statement, Taxes and the Budget,
page 20, a description of the three alternatives on budget policy.
[Reading :] '

There are three distinct alternatives in budgetary policy :

1. The annually balanced budget policy—This policy attempts to keep Gov-
ernment revenues continuously equal to or in excess of Government expenditures,
regardless of economic conditions.

2. The managed compensatory budget policy—Under this policy, attempts
would be made to adjust tax rates and expenditure programs as often as neces-
sary and to the extent necessary to keep employment or the national income
steady at a high level. .

3. The stabilizing dbudget policy—This policy is described herein, and advo-
cated as the most practical method of achieving all the objectives of budgetary
policy. Its basic principle is to set tax rates to balance the budget and provide
a surplus at agreed high levels of employment and national income and there-
after to leave them alone unless there is some major change in national policy
or condition of national life.

ANNUAL BUDGET DALANCING

The annual-balance policy cannot be made to work, and the effort to make it
work accentuates inflations and depressions. With its inevitable break-down
fiscal policy becomes a mere day-to-day expedient. :

This program requires that, whenever a decrease in the national income is
forecast, tax rates must be raised or expenditures cut, or both, to prevent a
budget deficit. Whenever the forecast of higher national income promises larger
surpluses, it not only permits but invites a cut in tax rates and a rise in expendi-

‘ture programs. On the record, the program meant tax cuts in the prosperous
twenties, and tax increases in the depressed thirties. .

The implications of such a program are clear:

(a) Tax rates and expenditure programs will be changed at times and in direc-
tions most harmful to high employment and stable prices. When incomes are
low and unemployment is widespread, tax rates must be raised and Government
expenditures cut. In boom times the program welcomes tax reductions and new
expenditures. :

(b) Annual budget-balancing policy does not in the long run promote Govern-
ment economy. The program allows a growth of public-expenditures in booin
times, without any increase of tax rates, even with a decrease in tax rates. The
policy does not furnish steady pressure against the initiation of unnecessary
expenditures; the pressure it does provide, to end entrenched expenditure pro-
grams in depressions, is certain to be ineffective.

(¢) The system dissipates the potentially large surpluses of good times and
strives vainly for balance in bad times. "In a fluctuating economy this program
will not result in debt reduction.

(2) To carry out the program requires a degree of accuracy in forecasting
fluctuations in business activity that has not been achieved in the past and that
is not possible now.

(¢) The program involves irregular and unpredictable variations of tax rates,
with unsettling effects upon business and personal planning.

THE MANAGED COMPENSATORY BUDGET POLICY

The theory of the managed compensatory budget is simple. Whenever employ-
ment is judged “about to be” below a high level, taxes should be cut and expendi-
tures increased by the amount necessary to prevent the forecast from coming
true. Whenever prices seem “about to be” above the proper level, tax rates must
be raised and expenditures cut.

Dependence upon accurate forecasting of husiness fluctuations is even greater
for the compensatory budget than for the annually balanced budget. If fore-
casting is inaccurate, the compensatory budget could easily increase fluctuations
rather than moderate them.
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Senator DoueLas. Isuppose you could point in that connection to the
failure of most of the forecasts in the fall of 1945, when the vast
preponderance of forecasters estimated that there would be § to 10
to 12 million unemployed by the spring of 1946, and if we had followed
that policy we would then have expended expenditures and reduced
taxes and therefore have added enormously to the inflation which
actually occurred? '

" Mr. Tromsox. That is a very definite example in recent times, Sen-
ator, yes. [Reading.]

Like the annually balanced budget system, the compensatory program encour-
ages increased expenditure programs without higher tax rates at some stage of
the business cycle. However, whereas the annually balanced budget plan opens
the door to new spending in boom times, the compensatory plan opens the door
in depression—actual or forecast. In either case the effect upon Government
economy is likely to be the same—periods of rapid increases in spending, followed
by futile efforts at retrenchment and a generally excessive upward drift of
expenditures.

If the managed compensatory system is to make any progress toward reducing
the debt, it must count upon creating large surpluses in prosperous periods by
raising taxes and cutting expenditures. But expenditures resist downward
change and taxes resist upward change. 1In the present state of economic fore-
casting, it will always be possible to make out a plausible case that depression
is around the corner. Such a prediction will permit both unpleasant alternatives
to be avoided, since under the managed compensatory theory the forecast of
depression requires lower tax rates and higher expenditures. This system offers
no realistic hope of debt reduction.

Under this plan, as under the annual-balance plan, tax rates are subject to
frequent and unsettling changes.

Senator DoucLas. May I interrupt for a minute?

Mr. THOMSON. Yes. ] .

Senator Doucras. I don’t want to introduce an excessively personal
note, but when some of us felt that the budget for 1949-50 should be -
reduced, this argument was immediately advanced, that we were going
to have a period of depression, and that therefore we should avoid
reductions in expenditures. So here is another illustration of what
you say. '

Mr. Tmomson. I am glad to have your comments.

As T have said, budget, money and debt policy should be considered
as a unitary program. However, for purposes of exposition I shall
describe the elements of the program separately before telling how we
think of these elements as fitting together. I shall start with budget

" policy. ' ;

The key to CED’s budget policy, which we call the stabilizing budget
‘policy, is in these two sentences: :

Set tax rates to balance the budget and provide a surplus for debt retirement
at an agreed high level of employment and national income. Having set these
rates, leave them alone unless there is some major change in mnational policy
or condition of national life.

I 'should point out at once that the budget we are talking about
is the cash consolidated budget and the surplus is a surplus in that
budget. I shall come back to this later.

CED suggested that tax rates should be set to yield a $3,000,000,000
cash surplus at high employment. However, in our thinking, this
particular figure is less important than that there should be agree-
ment-upon a moderate surplus to be achieved at high employment.

This basic proposition has a number of far-reaching implications.
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First, the size of the surplus would remain constant so long as
the level of employment and national income remains constant. If
Ive rlemain at high employment the surplus would remain at the agreed
evel.

Senator Doucras. May I interrupt?

Mr. THOMSON. Yes.

Senator Doucras. When you speak about the cash consolidated
budget, you refer to total receipts and total expenditures by the Fed-
eral Government, including social-security receipts?

Mr. Taomson. That is correct, Senator, and the social security and
{,)h?] trust funds are the main element that is not in the administrative
udget.

Senator Doucras. It is possible that this type of budget will not
be as much out of balance for 1949-50 as the operating budget because
I think there will be an excess of contributions for the old-age-annuity
account of probably close to $2,000,000,000 with the increased rates
which are going into effect, and while the unemployment-insurance
- account has been drawn down in the last 8 months if unemployment

falls off we may have a cumulative surplus. It is probable that the
budget wouldn’t be quite in balance but there would be an excess of
collections over disbursements in the social-security account, so that
the deficit for 1949-50 for those items would not be probably more than
$2,000,000,000.

Senator FrLanpers. Senator, won’t you have to take into account
the additional purchases of mortgages by “Fanny May” (FNMA)
which go into the cash budget? They go into the regular budget, but
we are talking about the cash budget. .

Senator Doueras. Would you include veterans’ insurance disburse-

“ments?

Mr. TaoMsoN. Yes.

Senator Doucras. If you make an allowance for that it would prob-
ably put the cash consolidated budget at about the same deficit as
the operating budget. '

Mr. Tuomson. That is right.

Mr. Romr. I think, Mr. Chairman, since the point has come up now
with respect to these two budgets, I might say this: I think it is of the
greatest importance, when we talk about inflation and deflation, that
we talk about the impact of Federal Government by way of cash ex-
penditures and receipts, rather than the other budget, which is per-
fectly valid for administrative control, but which really has nothing
to do with inflation and deflation. A

Let me give a somewhat dramatic case on the other side, namely,
that the increase in the redemption value of series E bonds from year
to year is counted as an expenditure in the administrative budget
although no cash is distributed. ‘

It is for that reason that in discussing fiscal policy we felt these
issues of policy should be determined by the cash consolidated budget.

Mr. TromsoN. That is right. May I continue?

Second, the size of the surplus or deficit would vary with the na-
tional income. If the national income declines the tax base will de-
cline and the yield of a stable set of tax rates will decline. This will
cause a decline of the surplus or below some point an increase of the’
deficit. Also variation of the national income will cause some change
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in expenditures under stable expenditure programs. For example,
unemployment compensation payments will automatically increase
if unemployment rises. The amount of variation in the surplus or
deficit with any given variation in national income will be deter-
mined by the variation of tax yields and expenditures under stable
tax rates and expenditure programs. :

Third, in order to carry out this policy once it 1s embarked upon,
an increase of expenditure programs calls for a matching increase of
tax rates, and a decrease of expenditure programs calls for a cut of
tax rates. The distinction between actual expenditures and expendi-
ture programs may need explanation. For example, the unemploy-
ment compensation system sets up an expenditure program provid- -
ing that certain amounts of money shall be paid to certain classes of
persons if they are unemployed for certain periods of time. Under
that program actual expenditures will depend upon the actual amount
and distribution of unemployment. Similarly, actual expenditures
will vary even if programs are held stable in the case of farm price
supports, veterans’ readjustment benefits, and some other programs.
A change in the program calls for a change in tax rates, but a change
in expenditures if the program is unchanged does mot call for a
change in tax rates.

Two exceptions to the general basic proposition are so important -
that they must be considered integral parts of the policy. However,
1-shall come to them and reserve discussion of them after I have ex-
plained the advantages that we would expect to be realized from the
policy in its general outlines.

1. The policy would contribute to the stability of the economy. It
would cushion the cumulative process by which economic fluctuations
build up into great depressions or inflations. When total expendi-
tures for goods and services decline, total incomes earned in produc-
tion of goods and services also decline, which causes a further decline
of expenditures and so a further decline of incomes, and so on. A
similar process works on the inflationary side. The stabilizing budget
policy would insert a shock absorber in this cumulative process,
When expenditures decline, part of the resulting decline of incomes
will be absorbed by the Government budget. Tax yields will fall and
as a consequence private incomes after tax will not fall so much. At
the same time Government expenditures for unemployment compensa-
tion will rise and offset part of the decline in private incomes. The
vesult is to reduce the decline in private incomes available for ex-
penditure and so to dampen the cumulative process, making fluctua-
tions smaller than they would otherwise be.

Senator Doveras. 1 notice that this is very carefully worded, and
that all you claim for that process is that it would provide a shock
absorber, that it would contribute to the stability and that it would
cushion the cumulative process. In other words, the fluctuations
would occur, but their magnitude would be diminished.

Mr. Taomson. That is right, Senator.

Mr. Worcorr. Mr. Chairman—

Senator Doucras. Yes, Mr. Wolcott.

Mr. Worcorr. In connection with stabilizing budget policy and com-
pensatory budget policy, do you want to discuss what effect the result
of this drive by retailers for a reduction'in excise taxes might have on
either one or both of those?



274 MONETARY, CREDIT, AND FISCAL POLICIES

Mr. TromsoN. Would you like to have it discussed now or when we
get through? T think Mr. Ruml is thoroughly familiar with it. )

Mr. Worcorr. Perhaps we can put it on the shelf until you finish
your statement.

Mr. Roym. I shall be very glad to discuss it at the proper time.
That is not CED policy.

Mr. TromsoN. 2. The policy would contribute to economy in Gov-
ernment. No budget policy by itself can assure economy in Govern-
ment. So far as our policy goes, it would permit an increase of Gov-
ernment expenditure programs whenever the Congress and the public
are willing to raise tax rates to pay for them. But the fact that, if
* the recommended policy were followed, an increase of expenditure pro-
grams would call for higher tax rates would lead to more careful count-
in%of the costs of higher expenditures. )

enator Doucras. Perhaps I am anticipating a subject which is
discussed later in your statement, but if you were in an especially
sever% depression wouldn’t you approve of a stepping-up of expendi-
tures?®

Mr. Taomson. That is covered a little later, and would be taken into
account, Senator.

3. The policy would contribute to reduction of the debt out of Gov-
ernment surpluses over the long period, although not necessarily in
every year. The policy would assure cumulative reduction of the-
debt if high employment is in fact maintained on the average. It
seems to me very unlikely that any policy could in fact succeed in
reducing the debt if our average level of activity is much below high
employment, and I think that the attempt to reduce the debt under
such conditions would be dangerous. But this is not to say what.is
sometimes said, that the future course of the national debt will be
determined by events. ‘Whether or not we succeed in reducing the debt
will depend upon :

() Whether all public policies, plus private policies, plus events
combined are such as to maintain at least reasonably high employment
on the average, and

() Whether budget policy is such as to provide for debt reduction
under conditions of reasonably high employment.

I will now come to the two important exceptions to our basic budg-
etary principle which I referred to earlier.

The first relates to the handling of extraordinarily large Govern-
ment expenditures that are known to be temporary.” It seems to us
undesirable to raise tax rates sharply in order to finance such expen-
ditures currently and then cut tax rates when the expenditure ceases.
Therefore we suggested that it would be better not to match the
temporary expenditure increase by a temporary tax increase and
that any inflationary consequence of the expenditure should be offset
by anti-inflationary debt and monetary policy. One of the questions
that our committee wishes to examine further is the proper scope of
this exception. ’

Senator Douceras. Do you have any illustration of what mi ght be an
extraordinarily large governmental expenditure that is known to be
temporary ? '

Mr. Trompson. We think this whole question of what are non-
recurring expenditures should be explored, and we intend to explore
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it in connection with the statement we will issue next year. The thing
that bothers us at this time is that there seems to be so many regular
nonrecurring expenditures.

Somewhere along the line we hope to deal with that subject more
effectively than we have been able to so far.

The second important exception to our general principle relates
to action to be taken in the event of an extreme depression or inflation.
Under our general principle we would not cut tax rates in depression
or raise tax rates in inflation in order to stabilize the economy. In-
stead, we would rely, so far as the budget alone is concerned, upon the
stabilizing effect of automatic variations in revenue and expenditures
from stable tax rates and expenditure programs. We believe that
this stabilizing influence, if combined with appropriate measures in
other fields—and I emphasize that—will certainly moderate fluctua-
tions. We hope they will be sufficient to avoid more than moderate
departures from high employment. But, of course, no-one can guar-
antee that. We have to think about what we would do if, in the
absence of appropriate policies, or in spite of them, we find ourselves
in a severe depression or major inflation. In such conditions, extra-
ordinary action should and will be taken. In our opinion an emer-
gency congressional reduction or increase of tax rates would be one
of the most effective and least dangerous courses. :

Senator Doucras. Mr. Thompson, may I interject there? What
you are proposing, I take it, is to make the stabilized budget policy
the standard, and to apply a portion of the managed compensatory
budget for severe fluctuations insofar as that refers to taxes. Itisa
partial marriage of point 2 with point 3. :

Mr. Troasox. I don’t think we would want to agree that we are
adopting any part of that compensatory philosophy.

Senator DoucLas. What I mean is this, you say in a severe emer-
gency that you would alter tax rates, presumably decreasing them in
a period of depression, and increasing them in a period of severe in-
flation ; so there is at least one element of the compensatory principie
which you graft on to your stabilized budget.

Senator Fra~DERs. %erhaps there is a secret liaison instead of a
marriage.

Senator Doucras. That could be as effective, but if it is put into

effect it would be legitimatized ; we want no illicit relationships.
© " Mr. Roar. I think there are two important distinctions. One is
a real one; the other semantic. The “compensatory” term has a bad
odor. Therefore we want to make a very large distinction between
this policy and the compensatory. The chief distinction, Mr. Chair-
man, is on this point, that these actions on either the tax reduction or
the expenditure side would take place after the fact, rather than in
anticipation of the fact.

Senator Doucras. After the depression has occurred ?

Mr. Roaw. That is right. Therefore, the element of forecasting is
eliminated.

If you take the sitnation that existed in 1949, I think probably most
people would have looked for more trouble by September than actually
occurred, and would have taken actions in July that would have been
very untimely in October.
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Senator Doucras. Would you apply the same modification in the
field of expenditures, that after an appreciable depression has occurred
youshould expand expenditures ?

Mr. Tromson. We do suggest that, in the public works program
later on.

Senator Doueras. And reduce expenditures in a period of severe
inflation after the inflation had occurred ?

Mr. Tuomson. Thatis correct. :

Senator Doucras. I would say that you have affected a partial mar-
riage between theory 2 and theory 3.

Senator FLaxpers. A trial marriage.

Mr. THoMsoN. Since the question has come up recently I want to
say a word about “automatic guides to policy.” Neither the guides nor
the policy recommended by CED is automatic. As we said 2 years ago
In first presenting the stabilizing budget policy: :

The policy recommended here cannot be “adopted” and left to run without
. common sense and vigilance. Basically, we are presenting the principles that
are important in making the decisions that must be made. The policy will not
yield the results of which it is capable unless the principles are consistently fol-
lowed and reasonably interpreted.

We have tried to describe our principles as specifically as possible,
and to provide within the policy itself for the most important excep-
tions to the general principles. "'We do not think it an adequate policy
to say that sound judgment must be used about the relevant facts, with-
out saying what the relevant facts are and how they are to be taken
account of. Any policy that is followed will have certain conse-
quences, which may be called automatic. We choose our particular
policy not because its'consequences are automatic but because we believe
1ts consequences are good.

MONEY-DEBT POLICY

I should like now to describe briefly the money-debt elements of the
program and then turn to an appraisal of the whole program as a unit.

I think it may be useful to distinguish between two aspects of
money-debt policy : |

1. The contribution to stability that a sound financial structure can
make by not itself initiating or aggravating fluctuations. This means
that random changes in monetary reserves—say as a result of gold
flows—should not initiate undesired expansion or contraction of the
money supply. It means that fear about the soundness of financial
institutions should not cause intense pressure for contraction. Busi-
. Dess recession should not make the banking system so illiquid that the
flow of credit is frozen and the money supply shrinks. The economy
should not bear an excessive burden of private debt, especially short-
term debt. : :

I think we tend to underestimate the importance of these factors,
possibly because they are not dramatic. For instance, we tend to for-
get the simple fact that between 1929 and 1933 our money and bank-
ing systems were allowed to collapse. That collapse added materially
to the severity of the depression. There is nothing more essential
to avoiding another great depression than avoiding another financial
collapse; and we have done something about this, as I shall point out in
a moment.
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2. In addition to this more or less neutral function there is a posi-
tive function of monetary-debt policy for stability. This means in
times of recession, deliberate action by the monetary and debt authori-
ties to increase the reserves of the banking system and the money
holdings of the public, to increase the availability of credit and, in
general, to make holding liquid assets less attractive and to make in-
vestment and consumption more attractive. With appropriate re-
versal of direction the same policy holds good for inflation.

We think of this positive stabilizing policy as coming into opera-
tion quickly in response to relatively moderate departures in elther
direction from high employment and price stability. It is one of the

eat virtues of monetary-debt policy, as compared with deliberate

scal policy, that it can come into operation quickly. Monetary-debt
policy does not involve cumbersome legislative or administrative pro-
cedures. Moreover, it can take some risks of being wrong because it
can reverse itself quickly. ,

Our financial institutions are now much stronger than they were,
say, 20 years ago. This is partly the result of legal changes in the
Federal Reserve System and the establishment of deposit insurance.
In part, our financial structure is more stable because of the change
in the composition of bank assets from predominantly private loans
to predominantly Government securities. Our private financial struc-
ture has been strengthened by the use of the amortized mortgage for
home and farm financing and the growth of the term loan for busi-
ness. Moreover, the total burden of private debt on the economy has
been much reduced in relation to total incomes and total asset values.

We should remember that this relatively favorable private debt
}ﬂaosition is largely the product of the war and the accompanying in-

ation. It will not be maintained unless more favorable conditions
for equity financing are created. The present tax structure and the
fact'that a large proportion of our current savings flow through finan-
cial institutions both restrain equity financing. This will not only
make our economy more vulnerable to depression, it will make our
economy less able to meet urgent needs for productive investment at
home and abroad.

The tools and techniques for a positive, stabilizing monetary policy
are well known and available. They include open-market operations,
changes of reserve requirements, and changes of rediscount rates. The
main requisite in this area is recognition that economic stability is the

rimary objective of monetary policy in association with fiscal and
debt policy. I believe this proposition is recognized by the Federal
Reserve. It and its implications need to be more fully understood by
the public generally. One implication of the proposition is that mone-
tary policy must concern itself first with the over-all state of the
economy and should not allow responsibilities with respect to par-
ticular markets and particular prices to interfere with its over-all
responsibility. Another implication is that monetary policy will
involve risks, particularly the risk that action to restrain inflation
may be followed by recession. This risk may be reduced by prompt
and flexible action, but cannot be entirely eliminated. Failure of the
public to understand this may tend to make the monetary authority
unduly cautious.

More problems arise in connection with the debt aspect of the money-
debt combination. Certain general features of a debt management
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policy for stability may be described. In times of inflation the Gov-
ernment should retire debt held by the banks, using for this purpose
the budget surplus and the proceeds of borrowing from the public.
In times of recession the Government should borrow from the banks
to finance its budget deficit and to retire debt held by the public. But
there are problems beyond this. One is how to devise the terms and
selling methods of a Government bond that would more effectively
attract savings when needed. The issue and redemption of such secu-
rity would be a valuable additional stabilization instrument. Another
problem, which will become acute in a year or two, is how to handle
the refinancing of savings bonds as large amounts mature.
~ Of course, the best-known problem in this area is that a vigorously
anti-inflationary monetary policy might, lead to a major drop in the
market prices of Government bonds, with possibly serious adverse con-
sequences. I believe that this problem is likely to be less acute in the
future than it was in 1947 and 1948. For one thing, recent events have
reminded us that the Government bond market is not a one-way street.
It can go up as well as down. Moreover, as time passes since the war-
bond drives, holders of Government securities probably come to regard
them more as permanent investments and become less concerned about
market prices. ‘

Senator Douceras. ¥ suppose you are referring to the fact that in
recent months the price of Government bonds has risen, and I believe
they are now selling at a premium of around 4 points above par?

Mr. Tromson. That is right, Senator; yes.

These remarks are not intended to dispose of the problem, which
may still remain or may recur, even if possibly in less acute form.
Our committee has taken the position that the Federal Reserve, while
it has a continuing responsibility for maintenance of an orderly bond
market, should make its decision in terms of the effects of its action
upon the whole economy. More specifically, “the Federal Reserve
should feel free to reduce the support level unless it finds a superior
alternative way of bringing about a monetary restriction if and when
that is required by the objective of economic stability.” General sta-
bility is the primary objective, and the objective of stability in
the bond market should be reconciled to that, rather than the other
way around. '

Probably the most immediate question about this situation is whether
it requires or justifies an increase of the powers of the Federal Reserve,.
Are there powers not now possessed by the Federal Reserve that would
significantly add to its ability to reconcile the objectives of general
stability and bond-market stability? Would the existence or exercise
of these powers have other effects that would make them on balance
undesirable? Chairman McCabe has presented to this subcommittee
a clear and thoughtful statement of the case for additional powers. I
think these questions require more consideration, and I would not be
prepared to answer them definitely now. They would be appropriate
questions for the National Commission to which I shall refer later.

THE GCOMBINED:PROGRAM

What we are seeking in the whole program I have outlined is this:
A combination of neutralizing, cushioning, and compensating influ-
ences achieved by a suitable division of responsibility among budget,
money, and debt policies.
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First, as a minimum and all the time we want the financial system
10 be at least neutral. . That is, the.financial system should not itself
originate or intensify unstabilizing disturbances. We would get this
effect with respect to the budget, under our policy, by the provision
that the surplus should remain constant if the national income remains
constant. We would also get this effect by maintaining, what we
already essentially have, sound financial institutions that do not give
rise to perverse movements of money and credit, that are not subject
tlo l})anic and collapse, and that avoid an excessive burden of private
debt,

So long as we have high employment and price stability, all we
expect from our policy is neutrality.

Senator DoucLas. 1 notice that you use as your norm high employ-
ment. Now, when the stabilization bill was first introduced, the objec-
tive was stated as full employment. In the act as finally passed, the
objective was to be maximum employment, production, and purchasing
power.

Mr. THOMSON. Yes.

Senator Doucras. I have a dictionary, but, as I remember those
comparative terms, you have great, greater, greatest. I assume that
maximum is “greatest,” if I remember my Latin.

Now, your standard is, apparently, somewhat lower than maximum,
somewhat lower than greatest, and T wonder what definite meaning
you attach to the word “great.” ’ : )

Now, the advocates of full employment, as you remember, were will-
ing to concede that in this country you could have, say, 3 to 4 percent
unemployment caused by seasonal and transitional factors; somewhat
higher in this country than in England, because of the greater fluc-
tuations of the weather and more rapidly a fluctuating-tempo; and 1t
was said that, when unemployment is greater than 3 or 4 percent, then
these compensatory or stabilizing devices should be called into play.

. Now, apparently you do not contemplate as rigid a standard as 3
percent.

Mr. Tronmson. I think we started with the idea, Senator, that there
would be seasonal and transitional unemployment, as classified, and
that high employment would include employment of everyone in the
labor force outside of those unemployed for seasonal or transitional
reasons.

Senator Doucras. I think the advocates of full employment would
concede that. As I remember Mr. Beveridge’s book, he said that we
should not expect to eliminate seasonal and transitional unemploy-
ment. Let us say that the figure is somewhat higher for the United
States than for Great Britain. Say it is 4 percent. Would you say
that we should keep unemployment down to 4 percent, or would you
allow a further figure above that? ,

Mr. THodsoN. Our estimates were based on 4-percent unemploy-
ment representing high employment.

Senator Doucras. And, when unemployment exceeded :4 percent,
then you thought there was a departure from the norm which we would
try to-maintain? )

Mr. THomsoN. Yes. May I just read a paragraph here?

Senator Doucras. Yes.

Mr. TaoMsoN. We did cover this. [Reading:]

These precise figures—
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that is the 4 percent—

cannot be rigorously defended against other figures in the same neighborhood, and
some adjustments may be indicated after the system has been in operation. How--
ever, the appropriate figures cannot be far away in either direction. Actual
unemployment may, from time to time, lie below 4 percent, as it does now—

this was written in 1947—

it probably cannot be much below this figure without serious inflationary pres--
‘sure. With 4-percent unemployment, most involuntary idleness is of the between-
Jobs variety.

That was our thinking at that time.

Senator Doucras.- When you say 4 percent, do you mean 4 percent.
of the; total labor force or 4 percent of the nonagricultural wdrking
force? '

Mcr. Tromson. Four percent of the total labor force.

Senator Doveras. Which would be around 2.4 million ?

Mr. TrOoMsoN. That is correct.

Senator FLaxpers. For the record, I suggest that you tell us what
the document is that you just read from. '

Mr. Tromso~. That is from our 1947 statement called Taxes and:
the Budget, page 32. 4

Senator Doucras. When with the present labor force unemployment
rose above 214 million, then you would want to have some of these
stabilizing influences go into effect ?

.Mr. THoMsoN. Yes. Asamatter of fact, some are in effect now.

Senator DoueLas. Let me raise another query: How severe would
unemployment have to be before you think your added compensatory
feature should go into effect?

Mr. THoMsoN. I don’t believe that we have arrived at an answer to-
that. I don’t think that it is anywhere near the present situation.
We haven’t arrived at a definite answer.

Senator Doucras. The Congress has to do so, however.

Mr. THoMson. That is right.

Senator DoucLas. Would you say 10 percent ?

Mr. THOoMsow. I think, Senator, that I would have to let the state-
ment stand, that we never have taken a position. We will consider that.
further in connection with the statement next year.

Senator Doueras. It would be very helpful, because frequently the
Members of Congress feel that they are given an adjective but not
given the definition of the adjective, and it is always a question as to
whether the actual facts justify one policy or another.

Mr. TrOMSsoN. That is right.

Senator FLanpers. May I introduce here a statement of the Prince-
ton conference which was held on September 16 and 18. Their recom-
mendation was [reading] :

Congress should act in case of a decline in activity involving a genuine increase
in unemployment of more than 134 million persons above present levels. This
would mean total unemployment of about 5,000,000 according to present methods
of computation.

Senator DoucLas. Eight and one-third percent ?

Senator FLanDers. Yes; 814 percent. o

Mr. Romr. Mr. Chairman, it might be worth pointing out that, in
case we gradually moved into a high level of unemployment such as
you talk about, the measures in this program become extremely power-
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ful all by themselves. What we do not know yet is how powerful they
really are, and for that reason we don’t know when the crisis action
should be taken ; but notice that unemployment insurance begins to pay
out, tax receipts from withholding stop being paid, other things begin
to happen that accelerate as the amount of unemployment increases.
For that reason, without more experience than we have had today,
it wonld be a little dangerous to say much more than that at some
point you would take crisis action; when you would have to do that,
we do not know.

Mr. Taomson. As I understand it, these communities that are sup-
posed to be in distress are supposed to have 12-percent unemployment.
They are using 12 percent as a yardstick now for trying to put Gov-
ernment orders into effect there. I suppose there must be a history
or an experience back of that.

But in the event of departure in either direction from this target
position we want more than neutrality. We want a strong cushion-
ing influence to.come into play to restrain the deflationary or infla-
tionary movement. We would get this cushioning influence mainly
from the variations in tax yields and in some expenditures under
stable tax rates and expenditure programs. I have already de-
scribed this factor, which the economists call built-in flexibility. We
expect it to be a very powerful force, much more powerful than it
could have been before the war, simply because of bigger budgets,
greater use of income taxes, including the pay-as-you-go feature, and
the unemployment-compensation system.

The purpose of the cushioning factor is not merely to moderate
fluctuations, to make little depressions out of big ones, although that
in itself is highly important. ~We expect the cushioning force to help
retain the conditions under which such natural forces for stability as
do exist can operate. That is, we want to prevent the natural forces
that make for stability from being swamped by the cumulative process
of instability.

So long as departure from high employment and price stability are
small, our policy calls for no more than neutralizing plus cushioning
measures. But if the departures are larger we want to do more. We
want positive compensating action to get us back to the position of
high employment and price stability. Under our policy this com-
pensating action would be of two kinds and would come 1nto play at
two different levels. First, in case of moderate, even rather small,
recessions or inflations, deliberate monetary and debt policy would
be called for. The precise timing and amounts of action would be a
question for the judgment of the monetary and debt authorities. We
can only say in advance that it should be prompt and large.

There is, I know, considerable skepticism about the effectiveness
of monetary policy, especially against depression. This feeling is
partly derived from consideration of congitions in which a severe
collapse has so impaired the outlook for future sales, incomes, and
profits that no flooding of the economy with money and credit can
stimulate investment and consumption. But it is the purpose of our’
whole program to prevent such conditions from developing. That
* is, we look to the other parts of the program to prevent conditions from
getting so bad that monetary policy cannot work, and we look to mon-
etary policy to make conditions better.
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Finally, if the combination of neutralizing measures, cushioning
measures, and compensating money-debt measures is not sufficient, if
we run-into an extreme depression or inflation, we would want to do
more. We would call for positive compensating action in the budget
to give a strong impetus back to high employment at stable prices.
We would mainly rely on cutting tax rates in severe depression, be-
cause 1t is practical to do much more in‘a.short time in this way rather
than by increasing expenditures. However, we would not rule out
such deliberate changes of public works or other expenditures as
might be feasible.

That is a more definite answer to the question you put a while ago.

Senator Doucras. You don’t rule it out, but you don’t say “No”
and apparently you don’t say “Yes.” .

Mr. Traomson. I wouldn’t think that. I would think that what
we are saying is that it is a matter of information and ‘of judgment
as to when you do these things, with the emphasis on being able to
do a better job, using present techniques, better understood, and with
a policy. ) E

Iéena}tror Doueras. The argument in favor-of increasing expendi-
tures, you see, rather than reducing taxes in periods of depression is
the contention that, if-you reduce taxes, that will not result in a cor-
responding increase in private expenditures, due to hoarding, whereas
the direct expenditure by the Government will translate itself into
such an initial outlay. :

Mr. Taomson. You can get the effect by tax reduction and make it
more effective quicker than you can by a public-works program.

Senator Douceras. But the argument is that it will not translate
itself into corresponding increases in either investment or in expendi-
ture.

Senator FLaxpers. May I make an observation, Senator?

Senator Doucras. Surely, Senator Flanders.

Senator Franorrs. We had from the early 1930’ through the
thirties, what was, for the period, a very high compensatory spending
by the Government, with no satisfactory result in increasing employ-
ment. As I remember, under that period, we increased our national
debt about $15,000,000,000, which then looked very large indeed. At
the same time, in making those expenditures, we went into war prepa-
rations with somewhere around 10,000,000 people unemployed.

It seems to me that there is another factor that was missing during
that period, and that was a-sympathetic state of-mind on the part of
the administration toward private business, toward private enterprise,
toward profits, toward the whole structure of our enterprise system.
That not only can but did negate these expenditures to a very large
measure, and it seems to me that that factor must be kept in mind by
governmental forces if the increases in expenditures are to become
effective. Otherwise, the funds go right into unused liquid capital
and remain stagnant and ineffective in their results.

Mr. Rouymn. Mr. Chairman, I think, to complete the record, that
period was also characterized not only by increases in expenditures but
also by increases in tax rates, which is, of course, just contrary to the
tyge of program we are suggesting. , : :

enator Doveras. That was only in the first 2 years, as I remember,
1933 and 1934, wasn’t it ?
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Senator Fraxpers. The undistributed profits tax came in at that
time.

Mr. Ruae. In 1936 and 1939 there was an upward change in the
corporate rate, I believe. I think there were more than two changes,
Mpr. Chairman. :

. Senator Fraxpers. The undistributed profits tax was one of those
measures which, to my recollection, riegated the other results, in that
it put a penalty on a new investment and the plowing back of such
profits as there were into business expansion and revival. So that
while we had-that one measure of increased taxation, it was increased
taxation that worked unfavorably and, furthermore, in putting a
damper on business enterprise, it was one of those features which
tended to reduce the effect of increased governmental expenditures.

Senator Doucras. I am sure that it is not our purpose to refight the
battles of the New Deal, but T would say in reply to my very esteemed
colleague that if the tax policy followed by the Roosevelt administra-
tion during this period was not precisely perfect, that does not prove
that the expenditure policy was wrong. o

Senator Fraxpers. In looking back to that period, what we are
looking for is to gain from it some experience as to making increased
governmental expenditures during a depression period.

Senator Doucras. That is right. What I am saying is that it 1s
possible that the tax policy may have dampened down the beneficial
effect of an expenditure policy, and that if that is true you should lay
the blame at the door of the tax policy rather than at the door of
public works, PWA, and so forth.

Senator Franpers. I haven’t argued against that.

Senator Douveras. I understand. But you are a very subtle man.
The implications were there, and I wanted to prevent the stream of
opinion from moving in a direction contrary to what I, at least, believe
to be the truth.

Mr. Worcorr. Mr. Chairman, perhaps this is as good a place as any
to bring this up. As to compensatory actions on the part of the Fed-
eral Government to take up the slack, and so forth, I think we are all
agreed that they are desirable. I wonder if Mr. Thomson or Mr. Ruml
could clear up a point which has been bothering a great many people:
The relative importance of public works as compared to private activi-
ties. Somewhere, at some time or other, I read or heard that a Gov-
ernment-created dollar of credit turns over in velocity with a ratio
of about 2, or 214, to 1, and that normally a privately created dollar
of credit turns over at a ratio of about 10 to 1.

Mr. Roar. I think your judgment on that would be affected by one
. paramount fact, that is, the scale of income of the recipient of the
dollar. Obviously, if a governmental dollar goes to the poor it will
be spent rapidly by the recipient; if it goes to people who are better
off, some part of it might be saved. If it goes to a corporation, some
part might go into depreciation ; some into withheld profits. I think
sou can’t draw any general rule except perhaps to say this: That when
there is a lack of confidence in governmental spending it tends to cre-
ate an attitude of unrest and a feeling of lack of confidence.

I think that some of that has happened in the past because of the
unconventional character of some of the things done.

Senator Doucras. May I interject? I would say that lack of con-
fidence in business conditions may impede private expenditure or
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investment. It was that lack of confidence in business conditions
during the middle thirties which the Government strove to offset by an
increase in public expenditures, which would not necessarily be forth-
coming from funds in the possession of private business. .

Senator Fraxpers. I could follow with my point of view on this,
but I think it is understood, so it doesn’t have to be reiterated. .

Senator DoucLas. That is right. Then, I understand, the flag of
truce has been put up on both sides.

Mr. Rumr. Mr. Chairman, could I just pin a bright ribbon on the
flag of truce? :

In studying the public-works situation specifically, it has seemed
to me—and this is a personal view which the CED has not adopted—
that the objective in the public-works program can hardly be more
than to stabilize the over-all construction picture; that if the public-
works program tried to stabilize the whole economy the consequences
would be to give a terrifically unstable character to that particular
industry, creating public demand for labor and materials that would
preclude private activity.

So that there is a limitation of that character on the usefulness of
public works as such.

Mr. Worcort. In that connection there is a formula, which we have
heard about, that heavy-goods-industries expenditures and construc-
tion-industry expenditures are usually about 16 percent of the income
in all the effort. Could the Government determine—that is, broadly—
what the national income could be by providing always that this base
be maintained ? _

Perhaps I am not on the right premise in taking at face value that

16 percent is the base, but, whatever it is, could the Government, -
through Government spending or reductions, and so forth, determine,
within certain reasonable bounds, what our income would be, if the
Government provided that base, 1f private industry was not provid-
ing it? .
r. Rumr. I think in aiming at it we would come closer to it than
in the past. The record of 1931-32 is that when private building went
off so also did State and municipal building. They all went off at the
same time due to the general attitude with respect to building.

Senator Dotcras. A great change occurred in 1933, 1934, and 1935.

Mr. Romr. We made an enormous amount of progress, but did not
quite hit the State and municipal level.

Senators Franpers. Mr. Chairman, I wonder if T might state the
terms of this truce?

Senator Doucras. Yes, Senator Flanders.

Senator FLanDERs. Are not we all interested in having the increase
in Government expenditures in slow times as effective as possible in
generating a general increase in business?

Senator DoucLas. Yes; certainly, that is correct.

Mr. Worcorr. Is there substance to the contention that we can,
through Government expenditures in the heavy goods and construc-
tion lines provide, within reasonable bounds, for a level of national
income ?

Mr. Romr. T think not. T think it can only be a contributing factor.
Certainly we can keep it from going in reverse. :

Mr. Worcort. It doesn’t necessarily follow.
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Mr. Roaw. I think the amount of preliminary planning, the amount
of work that will have to be ready, and all the rest of it, would involve
such fantastic engineering operations that they might be out of date
when the time came to exercise it; but a great deal more can be done
than ever has been done, I think, along those lines.

Senator Doueras. Then your preference for using a reduction in
taxes at the time of a severe depression rather than an increase in
expenditures is 