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CHAPTER IV

REPLIES BY PRESIDENTS OF THE FEDERAL RESERVE
BANKS

INTRODUCTION . .

The presidents of the Federal Reserve banks were informed, when
the questionnaire printed in the appendix to this chapter was sent to
them, that the questions, insofar as they referred to country-wide prac-
tices and conditions, might be answered jointly by the presidents if they
so preferred—each president, of course, adding such supplement or
dissent as he desired. This procedure was followed; each president -
submitted a set of joint answers to most of the questions to which,
when he considered it appropriate, he added his supplemental com-
ments. Some of the presidents also submitted general statements,
best presented as a whole. General statements by the presidents fol-
low, and after them the joint answers with the individual comments
of the several presidents.

GENERAL STATEMENTS BY FEDERAL RESERVE BaAnk PrESIDENTS

Joseph A. Erickson, Boston

We want to assure you of our willingness to cooperate with the
subcommittee in any way that will be helpful to its work. The sub-
jects being investigated represent important parts of the Nation’s
monetary, credit, and debt management. problems. We believe it
would be worth while for your subcommittee to consider further the
question whether it would be desirable sometime in the near future
to establish a National Monetary Commission to review all aspects
of the financial organization of the country, including all of its lend-
ing and investing institutions, both public and private, the controls
to which they are subject, and the extent to which all are contributing
to the objectives of the Employment Act of 1946.

Allan Sproul, New Y ork o ,

This letter and its attachment are my answers to the questionnaire
which you sent me under cover of your letter of October 12, which
reached me on October 15. " As in the case of a similar questionnaire
sent to the presidents of the Federal Reserve banks by a subcommittee
of the Joint Committee on the Economic Report in August 1949, and
as suggested in the heading of the questionnaire of the present sub-
committee, I am using material prepared in behalf of all of the presi-
dents of the Federal Reserve banks to answer most of the questions
asked by the subcommittee, and to provide the background for my
individual comments.

This method of answering the questionnaire recommends itself both
as a means of avoiding unnecessary duplication of effort, and as the

633
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only practical way of meeting the time schedule suggested by your
subcommittee. Even by adopting this time-saving method, however,
it has been impossible to prepare exhaustive answers to a list of 36
questions and many subquestions, covering a very wide range of eco-
nomic theory and banking practice. Volumies could be written on these
questions without exhausting their possibilities for discussion and de-
bate. The only practical alternative, when limited to 1 month for the
Ereparation of replies, is a series of short, sharp answers which try to
it the target of the inquiry. Obviously this method leaves out much
in the way of analysis, and does not permit.of necessary qualifications
and variations. /The answers to the questions, therefore, must be taken
only as a summary of views, not as complete and inclusive expressions
of opinion. :
This observation and caveat leads me to repeat what I said in a
letter to Senator Douglas (then chairman of a similar subcommittee)
under date of October 14, 1949 :

. * * * many of the problems you have raised deserve prolonged study and the

seasoning that comes from extended public discussion. I feel that the national
interest would best be served if a number of these could be reviewed at length
by a special commission, set up to reexamine our entire monetary system in a
manner comparable to the investigations of 1909 to 1912, which preceded the
original establishment of the Federal Reserve System.

In my opinion, a national monetary commission, made up of men in
public life, in private business, and in academic chairs, is the best way
to bring these problems under final review and provide. the Congress
with a comprehensive and seasoned report on which legislative changes
might be based.

My general comments, supplementing the attached specific answers
to the questionnaire which you addressed to the presidents of the
Federal Reserve banks, try to follow three or four main threads which
seem to me to run through the whole inquiry.

The first of these threads is the relation of the Federal Reserve Sys-
tem to the Government, or more particularly to the executive branch
of the Government. This question was brought sharply to the fore
by the public dispute between the Treasury and the Federal Reserve
System in late 1950 and early 1951. It is not a new question, however;
it was debated and decided in favor of an independent Federal Reserve
System at the time the Federal Reserve Act was passed in 1913. It
was a troublesome problem immediately after the First World War,
and it has been a persistent problem during the past dozen years since
the public debt began to occupy so large a place in the whole debt struc-
ture of the country. Yet, whenever there have been major amend-
ments to the Federal Reserve Act the Congress has reaffirmed its orig-
inal judgment on this important point. ' )

I think the wisdom of those who created the Federal Reserve Sys-
tem, in establishing a buffer zone between the System and the executive
branch of the Government, has been demonstrated over the years, and
never more so than during the regrettable dispute between the Treas-
ury and the Federal Reserve System last fall and winter. The execu-
tive branch of the Government, no less than the Federal Reserve Sys-
tem, needs a buffer zone to protect it from the pressures which would
converge upon it if it had final authority and responsibility in the
technical field of monetary and credit policy. This is not to argue
that an independent Federal Reserve System can have policies and a
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rogram which run counter to the national economic policy. That

as never been the case, is not now, and never should be. It does argue
for specialized competence acting under a general directive from the
Congress within the bounds of national economic policy as determined
by the Congress.

The core of the problem as it has recently presented itself is the
coordination of debt management and credit policy. Debt manage-
ment and credit policy cannot work separately, but they can work
badly or well together. Putting the case from the standpoint of the
Federal Reserve System, their coordination requires recognition of
the fact that there cannot be a purposeful credit policy unless the
Federal Reserve System is-able to pursue alternating programs of re-
straint, neutrality, and ease as the business and credit situation may
require, and to act promptly with each change in the general situation.
It requires recognition of the fact that such programs must, as they
accomplish an increase or contraction in the volume of credit and a
tightening or loosening in the availability of credit, affect interest
rates not only for private lenders and borrowers, but for Government
securities—the terms of Treasury offerings for new money and for
refunding issues must be affected. It does not require that the manage-
ment of the public debt be made unnecessarily burdensome to the
Treasury, nor that the cost of servicing the debt, over time, necessarily
be increased, but it does require that (Government borrowing hold its
place in the market instead of being floated on a stream of newly
created money. Successful coordination of debt management and
credit policy depends on the sensitivity of the money and capital
markets, and the possibility of close and. continuous contact with all-
areas of these markets, to make credit policy effective with relatively
small changes in credit availability and interest rates. It depends on
the great growth that has occurred in the Federal debt, its widespread -
distribution, and its importance in the portfolios of the increasingly
important institutional investor, to make this sensitivity real and this
contact with the money and capital markets pervasive. In other words,
it uses the facts as they exist to further the purposes of credit policy
and to combine it with effective debt management; it does not try to
alter the facts. © _ ’

This does not require nor suggest a subordination of the Treasury
to the Federal Reserve System as some have charged or implied. What
is needed is to redress the balance in their coordinate spheres. The
Treasury is one of the oldest branches of the Federal (Government,
and the Secretary of the Treasury is one of the highest executive
officers of .the Government and usually an intimate of the President.
It has been natural for succeeding Secretaries to assume, since the
relatively recent establishment of the Federal Reserve System, that
their responsibility and authority is exclusive in cases where credit
policy and debt management overlap. It should be possible, however,
to separate the Federal Reserve System from a host of advisers to
the Treasury, public and private, so that the Treasury and the System
could approach these overlapping problems as equals seeking solu-
tions and, by mutual agreement, finding solutions which best fit the
needs of the economy of the country at the time. :

Recognizing that there still could be differences of opinion, the situa-
tion suggests to some that the Federal Reserve System be brought
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within the executive branch of the Government, or that the Chairman
of the Board of Governors be made a member of the Cabinet, so that
as a last resort conflicts might be resolved by the President. This
solution runs.counter to the whole idea of a buffer zone between the
central banking system and changing executive administrations, and
compounds the mistake of burdening the President with too many
responsibilities in fields where a tradition of technical competence
is necessary. It would lead either to bottlenecks in reaching decisions,
or to decisions actually made by staff members having no direct respon-
sibility to the Congress or to the public. Its practical effect would
probably be to place the Federal Reserve System under the domination
of the Treasury, or to place both the System and the Treasury under
the domination of something like the Council of Economic Advisers.

A more hopeful avenue to follow is the suggestion of your prede-
cessor subcommittee (the Douglas committee) that Congress give a
general mandate to the Treasury and the Federal Reserve System
regarding the objectives of debt management and credit policy in the
light of present-day conditions. These instructions, as the Douglas
committee said, need not and in fact should not be detailed. They
would not challenge the primary responsibility of the Treasury for
debt management. They should specify, however, as part of the legis-
lative framework of debt management, that the Treasury have regard
for the structure of interest rates appropriate to the economic situa-
tion. The implication of such a directive, to me, would be that the
Treasury could not, as a matter of right or of superior position, call
upon the Federal Reserve System to “make a market for its securities”
at rates which the System believed to be out of line with the degree of
credit restraint considered necessary by the System. I recognize that
there would continue to be differences of opinion about these matters,
and I realize that you cannot legislate cooperation between ‘people,
but the Congress, as final arbiter, might be able to provide a mandate
which would charge debt management as well as monetary manage-
ment with some responsibility for the objectives specified in the
Employment Act of 1946. The country cannot afford to keep money
cheap at all times and in all circumstances, if the counterpart of that
action is inflation, rising prices, and a progressive deterioration in the
purchasing power of the dollar—including the purchasing power of
the dollars which the Government itself must spend and the purchasing
power of dollars invested by the public in Government securities.

That brings me to what seems to me to be a second main thread of
your inquiry, a challenge to bring proof of the effectiveness of mod-
erate changes in the availability of credit (and the consequent changes
in interest rates) in counteracting inflation or deflation. Questions
in this area cannot be answered categorically by recourse to the record.
You are always faced with the problem of the facts and statistics
which are not there—the record of what would have happened if no
action had been taken in the field of credit policy. The fact is, of
course, that at times too much emphasis and at times too little emphasis
has been placed on the effectiveness of credit policy in combating
inflation and deflation. General économic situations are made up of
a whole complex of individual situations, and economic developments
are the resultant of a variety of economic forces. All that should be
claimed for credit policy is that, combined with other measures
working in the same direction, such as fiscal policy, debt management,
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and, in extraordinary circumstances, direct controls, it can contribute
to anti-inflationary or anti-deflationary forces. :

It is quite generally admitted, however, that a severe policy of
credit restraint, and the resultant sharp increase in interest rates, can
be effective (even by itself) in combating inflation. Such a policy
works itself out in terms of a sharp restriction of the money supply,
contraction of production, contraction of employment, and contrac-
tion of income. This few would now advocate, but it is not necessury
to jump from rejecting the strong-arm useof the power of the purse
to complete rejection of monetary measures. The tendency of some
is, however, to claim or to suggest that there is no point of effective-
ness between such drastic use of credit power as is socially unaccept-
able, and such mild use as is wholly ineffective, and even harmful in
the vocabulary of those who talk about “wading through $250 billion
of public debt” to get at a segment of the private debt. Such an
attitude, which denies that there is any place between the extremes
where credit policy could be made effective, seems to me to fly in the
face of common sense. And common sense as well as fine-spun theo-
retical argument has its place in the consideration of this economic
problem (which is also a problem in human reactions), if the public
and the Congress are to understand what it is all about.

Certainly there are difficult problems to be worked out, in finding
the proper sphere of effectiveness of general credit policy under pres-
ent conditions. But if any are to be asked to bring proof of their
theories, it should be those who are trying to discredit general credit
controls (or general credit controls which must operate within a frame-
work of orderly conditions in the Government security market), and
who would place main reliance on selective credit controls, or who
suggest recourses to old laws, directed to other purposes, to bring about
rationing of bank credit to individual borrowers. To quote from a
recent issue of the London Economist:

The proper reply to those who deny the effectiveness of (changing credit
availability and) interest rates is not, however, to cite instances in which they
would be effective: on the contrary, it is to point out that it is precisely because
no one can possibly know and catalog the manifold instances, and neatly classify
them in degrees of vulnerability, that the sifting function of a variable interest
rate cannot be duplicated by a planning mechanism. Such a mechanism, if
operated by a physical licensing system of sufliciently great complexity, might
conceivably succeed in exerting a sufficient restraint upon total demand; but,
if it did succeed, it would be at the cost of intolerable frictions, wastages, and
anomalies. A variable interest rate, like any other price mechanism, sifts auto-
matically a virtually infinite number of marginal and near marginal demands,
and discriminatingly grades the remainder according to economic “priorities’™
established naturally in the market place. * * * [Matter in parentheses
supplied.]

A third thread of inquiry in the various questionnaires relates to
the structure of the Federal Reserve System and the allocation of

owers within it. Private participation in the affairs of the Federal

eserve System seems to be called into question, and an attempt seems "
to be made to trace undue private influence upon the formulation of
national credit policy, through the directors and presidents of the
Federal Reserve banks. This aspect of the operations of the Federal
Reserve System has been discussed in the answers to sections A, B, and
C of the questionnaire addressed to me as president of the Federal
Reserve Bank of New York. I would emphasize what I believe to be
the advantages of the present modest measure of private participatiomn
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in the affairs of the Federal Reserve System, and I would enlarge
upon the suggestion that the responsibility for all of the major instru-
ments of credit policy be placed in the group now called the Federal
Open Market Committee. Here I can do no better than repeat what
I said at the hearings of the Douglas committee in December 1949 :

This is a question on which men in the System may differ, displaying a bias,
perhaps, toward the side they know best. As a Reserve bank president, it.is
probably natural that I should see advantages in this proposal, while members
‘of the Board of Governors may react against it, as an intrusion upon their
authority. On this question, just as on the substantive questions of crédit policy,
both views deserve a hearing. My own view is that we shall do well to retain,
wherever we can, the regional characteristics of the System, both in the matter
of decentralized operation and, more important, in the matter of System national
policy. No one would deny the need for coordination of general credit policy,
but we now have, in the Federal Open Market Committee, the statutory means
of achieving this while retaining some regional participation and responsibility.
This committee is composed, as you know, of the seven members of the Board
of Governors and five of the presidents of the Federal Reserve banks. Here are
brought together, under stautory auspices and with statutory responsibilities,
men who are devoting their full time to the problems of the Federal Reserve
System and who are in touch with governmental policies and private views and
opinions, in Washington and throughout the country. It is the best expression
which we have of the Federal character of the System, a character which is in
tune with our political organization, with the continuously expressed intent of
the Congress, and with the desires of our people. :

And let me nail right here one or two arguments which have been advanced
on the other side. First, there is the argument that the presidents on the
Federal Open Market Committee exercise authority without having responsibility.
"In the first place, as I have stated, membership on the Federal Open Market
Committee, and the duties and responsibilities of the committee are now fixed
by statute. Every man who accepts a place on that committee derives his au-
thority from the Congress and assumes a responsibility to the Congress and,
through it, to the public. These presidents are mostly men who have devoted
their lives to the Federal Reserve System-—they are career men in the public
service. * * * You do not plant honor and integrity in a man by bringing
him to Washington and giving him an official position in the Government.

Second, there is the argument by threat; by posing a wholly unacceptable
solution as the only alternative to the giving of additional powers to the Federal
Open Market Committee. This is the argument that if you are going to give
additional powers to the committee, you should abolish the Board of Governors.
Such an argument seems to me to miss the whole point of the original sug-
gestion. The essential and unique characteristic of the Federal Open Market
Committee is its blend. The Board retains all of its existing duties, but
exercises its principal powers through majority membership in the Federal Open
Market Committee. The presidents, with their experience gained through carry-
ing out policy in the field, sit as minority members of the committee. All
participate in policy-making discussions, and conflicting views are given the test
of thorough debate. You are protected from being blown off your course by
either the political winds of Washington or the financial winds of Wall Street.

* * & L] * * *

This is a case where the whole cannot adequately be replaced by either of
its parts. In my view, we have developed through the Federal Open Market
Committee a unique contribution to the processes of democratic administration.
The System will best meet its responsibilities if this successful pioneering
experiment is expanded to embrace all of the major policy determination of the
System,

A fourth field of inquiry embraced in most of the questionnaires
sent out by your subcommittee, which seems a little apart from the
main thread of investigation, is the availability of capital and credit
for small business. The implication here is that small business has
not had adequate access to capital and credit and that this has led to
a concentration of economic power and a lessening of the dynamie
character of our economy. The answers to questions 35 and 36 of
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the questionnaire prepared in behalf of the presidents of all of the
Federal Reserve banks try to separate myth from fact in this area,
and suggest that while there may be some difficulty in obtaining .
capital for small business, it cannot be held that credit has generally
been lacking.

It is my own observation that the difficulties of small business, to
the extent that they may be distinguished from the difficulties of big
business, do not ordinarily arise from a lack of credit. They arise
from a lack of management ability, from a lack of distribution and
sales skill, from the keeping of inadequate records, from a lack of
knowledge of cost accounting, and from a lack of access to the stream
of research discoveries and technological developments which are so
conspicuous a part of our economic progress. Attempts to supply
these lacks, where they can be supplied, through private initiative or
public aid, have not gotten very far but, in my opinion, should be pur-
sued further. At the Federal Reserve Bank of New York we are
actively pursuing this objective, with gratifying results, in our mla-
tions with our small member banks, :u%hnw them 1in the setting u
commercial and agricultural credit ﬁles, in the handling of }ﬁelr
check operations, and prospectively with some of their other problems
and procedures. It would be a disservice to small business, in my
opinion, to try to cure its ills by more liberal injections of credit. The
maladies of small business, which obviously suffers from a high birth
and death rate, are not due to credit anemia.

I should like to close this letter with a general observation. The
purpose of the inquiry launched by your subcommittee is to contribute
to our knowledge of economic problems so that we nmiay be better able
to make effective the policy of the Congress, with respect to economic
stability, which is implicit in the Employment Act of 1946. Under
circumstances such as have existed during most of the past 5 or 6
years, and such as still may exist during the next year or two, the
pursuit of economic stability has required resistance to inflationary
pressures in our economy. The basic elements of an anti-inflation
program in a country such as the United States are not unknown.
They include:

1. A fiscal policy which demands a balanced cash budget or a
surplus, achieved by—

(e) Rigid pruning of Government expenditures, both civil
and military, to achieve the results demanded by the domestic
and international situation in the most efficient manner;

(6) Taxes which so far as possible retain pr oduction’ in-
centives and keep consumer spending in line with available
supplies of goods and services.

2. A debt man‘mgement policy which—

(a) Competes for nonbank funds in the market rather
than waiting for such funds to accumulate and become avail-
able at some predetermlned level of interest rates;

() Aggressively seeks to channel directly into Govern-
ment hands a substantial part of the savings which accumu-
late in a period of full employment high national income,
and relative scarcity of goods.

3 A credit policy or program which places restraint on the
availability of bank reserves “and thus on the ability of the bank-
ing system to e\ipand its loans and investments.
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4. In war or semiwar, when there are special military demands
on the economy, certain direct controls to channel scarce materials
into the defense production effort, and to check a wage-price
spiral from developing or continuing. (If the wage-price con-
trols have form but not substance, and a farm price. policy re-
quires that increases in wages and industrial prices be matched
by rises in farm support prices, you have built-in inflation, not a
check rein.)

All of these things must be working in the same direction and to-
ward the same end 1f there is to be a chance of success in combating
inflation .in an economy in which the maintenance of a high level
of employment and production is desirable and, in fact, necessary. If
we don’t want to meet the tests of such a program, we don’t really
want to avoid inflation. Credit measures alone can’t do the job. In-
flation can come about through the push of costs as well as the pull of
‘demand, even though the end result may be too much money chasing
too few goods. An increasing money supply which merely permits
the business of the country to be carried on at a higher level of costs
may be more a symptom than a cause.

I hope that the answers which I have given to your questionnaire,
and the views which I have expressed in this letter, will be of help to
your subcommittee in the important study which it has undertaken in
behalf of the Joint Committee on the Economic Report.

Alfred H. Williams, Philadelphia

My replies to the questions addressed to the presidents of the Federal
Reserve banks by the subcommittee of which you are chairman are
attached to this letter. The answers are identical with these prepared
under the direction of a special committee of Federal Reserve bank
presidents, except as to No. 34 and the concluding paragraphs of Nos.
6, 35, and 36, which relate to the third Federal Reserve district and are
attached to the answers of the special committee.

I wish to supplement these answers to your specific questions with
judgments on several of the basic issues raised by the range of questions
as a whole. I shall limit these observations to four such issues, as
follows:

1. The relationship between the Federal Government and the
Federal Reserve System as the central banking organization of the
country.

2. The internal functioning of the System.

3. The roles of fiscal, debt management, and monetary policies
in a competitive enterprise economy, with particular emphasis
on the area for which the System has primary responsibility:
namely, general and selective Instruments of monetary policy.

4. The functions and availability of capital and credit, espe-
cially for small business. ' S

1. The relationship between the Government and the Federal Reserve
System.—The Constitution of the United States, based on the principle
of the separation of powers, vests in the Congress the power to coin
money and regulate its value. The decision to place the regulation of
money in the legislative branch was based on sound principles of gov-
ernment and on extensive experience in many countries with executive
control over money.
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The Congress, in turn, has created the Federal Reserve System to
regulate the amount, availability, and cost of money and credit in ways
that will promote the purposes specified by the Congress. In the Fed-
eral Reserve System the Congress created a central banking system
that is apart from but not above the Government. It provided safe-
guards to assure that the System would operate in the long-run public
interest and not, under the exigencies of the moment, for short-run

rivate or political advantage. The ultimate assurance that the
ystem will operate in'the long-run public interest arises from the fact"
that, as a creature of the Congress, it is responsible to the Congress.

The question of making the System responsible to the President
raises the much more basic issue of the separation of legislative pow-
ers from executive powers. The President of the United States, unlike
the prime minister in parliamentary systems of government, is not
responsible to the Congress or the legislative branch of government.
The President has a fixed term and does not resign when he is unable
to secure a congressional or parliamentary majority. The basic issue,
therefore, is not whether the System should be independent in an
absolute sense, but whether it should be responsible to the Legislature
or Congress on the one hand or the Executive or President on the
other. I believe our experience confirms the judgment of those who
drafted the Constitution and that the System should continue to be
responsible to the Congress.

9. The internal functioning of the Federal Reserve System.—The
formal structure under which it operates is an important aspect of
any organization; but it is only one of several aspects that produce
a living institution. Others are traditions and people. In judging
the competence of an institution and the desirability of change, 1t is
important to view the institution as a whole and to recognize that a
change in one aspect may produce profound changes in other aspects,
A change in organization, for example, will affect the traditions and
the willingness of people to serve. (Given changes in organization
produce some effects that are apparent or can be foreéseen; but they
can—and often do—produce unforeseen effects that are undesirable,
That is why change merely for the sake of change or merely for the
purpose of creating a logically comsistent organization structure
seldom proves desirable.

These general principles are relevant to the organization of the
Federal Reserve banks. If we had no central banking system and
were now confronted with the necessity of establishing Federal Re-
serve banks, we probably would not organize them precisely as the
existing Reserve banks are organized. Actnally the Reserve banks
have been operating for 37 years. A characteristic that permeates
these banks is the tradition that the public interest is paramount.
Directors, officers, and employees receive this tradition as they enter
the service of a Reserve bank. Over almost four decades they have
enriched it through their own service. It is now deeply embedded.
A significant feature of this tradition is that the Reserve banks have
developed in the direction intended by the Congress when it estab-
lished them. A change in methods of selecting directors or in organi-
zation could impair this tradition significantly. I believe it would be
a serious mistake to run that risk in the hope of achieving gains whicl,,
even if fully realized, would concern appearance rather than sub-

92245—52—pt. 2 2
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stance. I do not envision, however, that any adverse consequences
would result from placing final responsibility for all instruments of
credit control in the Federal Open Market Committee, as is indicated
in the answer to question 11. I agree also that the present allocation
of authorities has proved workable and satisfactory, and that change
in this particular is not urgent.

3. T'he role of general and selective mongtary and credit policies.—
The future of our dynamic competitive organization may well de-
pend on our ability to achieve economic stability at high levels of
employment and production. Since the subcommittee is concerned
with debt management and monetary policies, my observations will
be directed primarily to these fields. It is imperative to remember,
however, that such stability cannot be achieved through these means
alone because it is inherently a collective responsibility.

Since we have a money and credit economy, a heavy share of re-
sponsibility rests on the major agencies that determine our fiscal, debt
management, and monetary policies: the Congress, the Treasury, and
the Federal Reserve System. _

The Congress has responsibility for expenditures and receipts and
consequently also for the cash surplus or deficit of the Federal Gov-
ernment. In a period of inflation, congressional action which pro-
duces a surplus contributes to stability and makes easier both the
Treasury’s problem of managing the debt and the System’s task of
restricting credit. A deficit, on the other hand, reinforces infla-
tionary developments and aggravates the problems of both the Treas-
ury and the System. The tax and expenditure structures also in-
fluence the volume and flow of expenditures and may contribute to
stability or aggravate instability.

The Treasury takes up where the Congress leaves off. It has a basic
responsibility for managing the public debt and the Government’s
cash balance. The terms established by the Treasury in financing
the debt influence the willingness of investors to buy and to hold
the securities and the flow of expenditures throughout the whole
economy. Unattractive terms stimulate expenditures and exert up-
ward pressures on prices of goods and services, including those pur-
chased by the Government. The debt management policies of the
Treasury, therefore, have important influences on economic stability.

The Federal Reserve System has primary responsibility for mone-
tary policy. It influences the flow of expenditures primarily through
the use of instruments which affect the supply, availability, and cost
of money. - A program of monetary ease—Iincreasing the supply and
availability and reducing the cost—tends to encourage expenditures;
and a program of monetary restraint tends to discourage spending.

Policies in these three fields should be formulated with reference
to developments in the entire economy. Although Government finan-
cial operations dwarf those of any other individual or institution,
even at currently projected maximum prospective levels, Government
expenditures will be less than one quarter of total expenditures for
goods and services. We should not, therefore, choose what may ap-
pear in the short run to be the easiest way to meet the immediate|
needs of the Government when that choice will impair the strength
of the entire country, including the Government, in the long run.

Monetary policy influences the flow of expenditures primarily
through its effects on the amount, availability, and cost of money and
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reserves. Unless a central bank controls both the amount of assets
eligible as reserves and—in a country such as ours with many inde-
pendent banks—reserve requirements, it cannot impersonally and ef-
fectively control the volume.of deposits and money. Impersonal
quantitative control, such as can be achieved only through the use
of general instruments, is an essential bulwark to the maintenance of
free competitive enterprise, which is a basic objective of the Employ-
ment Act of 1946.

Open market operations, changes in reserve requirements, and
changes in discount rates place upon the market the function of allo-
cating credit among competing uses. Use of these general instru-
ments of monetary policy thus decentralizes this important function.
In my judgment, we cannot hope to maintain a strong free competitive
enterprise system if we concentrate in the central bank the allocation
of credit through a complex system of rationing.

Use of the general instruments will, of course, affect the cost of re-
serves and money. It is tempting, therefore, to look toward the se-
lective instruments as a means of avoiding this effect. Selective in-
struments directed toward the use of credit, however, are no substi-
tute for general instruments directed toward the total amount of .
money. T# the total amount, of money is allowed to increase relative
to the demand at current prices, borrowers will be able to meet rising
down payments and shortening maturities. Selective instruments are
relatively ineffective unless they are built on the solid foundation of
general instruments. _

At times, despite appropriate over-all control through general in-
strument, credit developments in particular sectors may be getting
out of hand. Under these circumstances, selective instruments can

* be helpful in promoting economic stability. That is their limited but.
important role. They are a supplement to, not a substitute for, open
market operations, changes in reserve requirements, and changes in
discount rates in a free competitive economy. :

4. The functions and availability of capital and credsis, especially
for small business—A highly dynamic economy is inherently a mix-
turé of individual successes and failures. It is distinguished by a con-
tinuous flow of new ideas, new methods, new operations, new institu-
tions. It is difficult and at times impossible to say in advance which
will survive. Each survivor tends to make its competitors obsolete.
We cannot expect to maintain this dynamic character if we insist that
-every new idea shall succeed and that every old one shall survive.

Capital and credit are an important aspect of this process. We
shall weaken our system if we provide ever-increasing amounts of
funds to those who cannot meet the competition of the market place.
‘To do so would reduce first the profitability of the efficient and next
the incentive to efficiency itself. The small-business unit generally
competes with other small businesses as well as with large businesses.
To retain through subsidy or otherwise the competition of the inefi-
cient producer merely because he is small will weaken the efficient
competitor, whether large or small.

The hope of profit motivates those who have funds to invest as well
as those who desire funds. Owners of funds are under strong incen-
tives to select from among their applicants those most likely to suc-
-ceed. With the advantage of hindsight, it may be concluded that
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mistakes are made. But some mistakes are inevitable. The reak
question is whether a centralized agency would make fewer and smaller
mistakes than are made under our present private decentralized sys-
tem in which profitability is the primary motivating force for those
with funds and for those in need of funds. In my judgment, the
probability is that such an agency would make more and larger
mistakes.

I have made these comments because I want to make clear my own
point of view on some of the basic issues that all of us wish to have
resolved in the best interest of the entire country. Unfortunately, a
basic philosophy is apt to be cbscured in answers to a list of particular
questions, including some that are necessarily rather detailed. Since
my general comments and the answers to specific questions prepared
by the System subcommittee are consistent, I have not made minor
changes in phraseology.

C. E. Earhart, San Francisco

Generally speaking, the questions in section D call for discussions of
the various instruments of monetary policy, with reference to the roles
they play, and the effects they create, and their accomplishments and
shortcomings in restraining inflation. In any series of questions and
answers dealing with a subject which has as many facets as monetary

" and credit policy, it is virtually inevitable that problems are treated

somewhat piecemeal. Limitations upon the effectiveness of a particular
credit control measure, and the disadvantages to some persons that
result if the measure is-effective, may be rather readily apparent.

A restrictive credit policy pursued by the Reserve Systein may well
result in a rise in the interest charge on the public debt ; allow Govern-
ment securities to fall below par, thus bringing losses to sellers of .

‘Governments ; oblige commercial banks to deny some of their customers

credit for ventures which hold promise of success; and even prevent a
particular individual, in certain circumstances, from buying a house,

" an automobile, or a television set. These and similar readily apparent

consequences of credit controls are certainly not desirable for their own
sake. For instance, taxpayers may well object to the first result,
investors to the second, businessmen to the third, and consumers to
the last. However, before concluding that the policies which have such
apparent effects should not be followed, one should attempt to assess
the results if another available course of action, or inaction, were to be
chosen instead. Sometimes the cure is worse than the disease, but at
other times, the disease is worse than the cure.

We should like to develop this point a little further with respect to
the situation which has probably provoked more discussion in the
postwar period than any other aspect of credit policy, namely, the
pegging of prices (or yields) of Government securities. Aslong as the
Federal Reserve System keeps a firm floor under Government security
prices and a ceiling on yields, it appears that Treasury borrowing will
be facilitated, refunding of maturing issues will be readily accom-
plished, the burden of interest payments on public debt will not increase
relative to the total debt, and holders of Government securities wilt
consider them as good as cash. :

But if it is necessary to peg the Government security market (as
opposed to intervention to maintain an orderly market), it is because
Government securities have not been made sufficiently attractive to find
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buyers in an unsupported market. Preference of investors for other
uses of their funds means that the Federal Reserve System must buy
the unwanted Governments in whatever amounts are being offered in
the market at the pegged prices. The ultimate result is much the same
as if the Reserve System had purchased directly from the Treasury
these securities that the market refused to accept or retain.

The unwillingness of Congress, both to give the System more than
limited authority to buy Government securities directly from the
Treasury and to allow the Treasury to issue currency with no reserve
whatever in lieu of borrowing, reflects its recognition of the undesir-
ability of insulating Government borrowing from the test of the
market, except under temporary, emergency conditions. Yet to peg
the Government security market short circuits market influence in
essentially the same fashion.

The inflationary dangers of “printing press” money, and of direct
sale of securities by the Government to the central bank, have been
recognized by Congress and the public alike, but they are not quite so
apparent when securities reach the central bank through a supported
market. Yet, as long as it is peggihg Government security prices and
maintaining a fixed pattern of yields, the Federal Reserve System has
been aptly described as “an engine of inflation.” Pegging the market
makes Government securities as good as cash, to be sure, but as inflation
progresses and prices rise, cash itself becomes less and less desirable.

The taxpayer might find that the effect of price increases on Govern-
ment expenditures far outweighs the saving in interest charges: the
investor might find that the reduction in purchasing power of his
Government bonds is more serious than the capital losses he might
possibly have incurred through their sale before maturity in an un-
supported market; the businessman might find that rising costs, un-
certainty of supplies, and distorted markets have increased his diffi-
culties of profitable operation ; and the consumer might find that rising
prices have swept a house, an automobile, or a television set well beyond
his reach. '

If the economy hopes to avoid the effects of inflation but does not
wish to bear the effects of restrictive open-market operations, it might
rely on an extensive system of direct controls. Price and wage con-
trols, rationing of commodities and credit, controls over industrial
materials and end products, would all be needed to dam the pressure
upon prices.

The taxpayer then might find other restrictions even more irritating
than taxes; the investor might find himself compelled to hold Govern-
ment securities; the businessman might find that his output was
strictly limited, either by raw materials controls or by direct order
and that his selling prices were strictly regulated; and the consumer
might find himself in one queue after another. .

To substitute administrative decision for that of the market
throughout the economy is feasible only for periods of serious and
temporary emergency when patriotism can insure reasonable com-
pliance. Even if they are effective, direct controls only postpone the
resumption of price increases, if nothing is done to check the growth
of the money supply.

Unchecked inflation and a network of dirvect controls over economic
activities obviously have their unfavorable aspects, too. Whether or
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not any attempt is made to check inflation, regardless of the kinds of
anti-inflation measures that might be adopted, and regardless of how
much our productive capacity may be expanded, the fact remains that
the men and materials being used to provide for our defense and our
foreign-aid program cannot contribute to current civilian production,
and.someone must forego the use of the goods and services they repre-
sent. That fact is inescapable and is the reason that the advantages
and disadvantages of open-market operations, selective credit regula-
tions, or any other instrument of economic control, can only be evalu-

ated with reference to the advantages and disadvantages of other
courses of action.

Rrprims To Inpvipuar Quesrrioxs

A. OWNERSHIP OF THE FEDERAL RESERVE BANKS AND TIiEIR RELATIONSHIP
TO THE GOVERNMENT_

1. Describe the present arrangements with respect to the ownership
of the stock of the Federal Reserve banks. What are the im-
plications, advantages, and disadvantages of this ownership as
compared with ownership by the Federal Government ?

Joint answer :

Stock of the Federal Reserve banks is owned by banks which are
members of the Federal Reserve System, but their ownership of stock
is as much an obligation as a right. Member banks are all the na-
tional banks and the qualified State-chartered banks that have been
admitted to membership by the Board of Governors of the Federal
Reserve System. Each member bank is required to subscribe to
stock of the Federal Reserve bank of its district in a sum equal to
6 percent of its paid-up capital stock and surplus. Member banks
have been required to pay in only one-half of their subscriptions, the
remaining one-half being subject to call by the Board of Governors
of the Federal Reserve System.

Ownership of stock does not imply proprietary interest in or the
control over policies and operations of the Reserve banks, and thus
differs essentially from the case of ordinary commercial or industrial
corporations or banks carried on for profit.” It implies, rather, private
provision of capital for, and membership in, one of a federated system
of regional banks which administer and help to formulate monetary -
and credit policies which will contribute to a sound and stable
economy. )

Member banks are entitled to a cumulative dividend at a specified
rate on the stock they hold. Member banks have no other claim upon
the earnings of the Reserve bank. The stock cannot be transferred
or hypothecated. Each member bank, regardless of the number of
shares it holds, has but one vote, which may be exercised only for
the election of directors of a Federal Reserve bank, according to the
procedures described in the answer to question 6. Member bank own-
ership of the stock of the Reserve banks was not intended to place
control of the System’s policies in the hands of the member banks,
and has not, in fact, done so. ' :

The present stock ownership arrangement stimulates among mem-
ber banks a greater interest in Reserve bank affairs than Would exist
in the absence of such ownership. It helps to secure effective co-
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operation between private business and Government for the attain-
ment of objectives in the interest of the general public, at the same
time avoiding both political partisanship and narrow private interest.
The Federal Reserve System has achieved much of its effectiveness
because of its regional organization and internal freedom from domi-
nation by any particular group. In the actual administration of the
12 banks, a unique combination is obtained through the positive contri-
butions of able directors and experienced officers combined with
effective supervision by a public body.

Because the Reserve banks have many of the attributes of private
management while conducting operations in the public interest, they
have been able to combine the advantages of businesslike efliciency
with the spirit of public service. Directors are willing to serve be-
cause they feel that they are elected or appointed on the basis of
ability and reputation to render service within their field of compe-
tence; officers who have made a career of central banking have done
so both because they are attracted to a public service institution and
because they feel that advancement for merit and security from arbi-
trary political preferment ave available in the Federal Reserve banks.

The present stock ownership of the Federal Reserve banks has con-
tributed to a distribution of powers commensurate with the duties
to be performed. Some powers have been given to the central agency,
the Board of Governors; some to, the regional banks; and some to a
combination of the two. This distribution of powers assures group
judgments, which provide variation in emphasis, and decentralized
administration, which encourages initiative.

The advantages just cited are achieved by a type of stock ownership
which does not imply control. Transfer of ownership to the Gov-
ernment would deprive the Federal Reserve System of most of these
advantages. Government ownership, unlike private ownership, would
imply control which would be unnecessarily centralized. I‘ears of

olitical interference would impair the cooperation with banks and

usiness already achieved and would reduce the willingness of able
men to serve the Reserve banks. These consequences of Government
ownership would be reflected in a loss of efficiency in operations of the
Reserve banks and reduced effectiveness in achieving the ultimate ob-
jectives of maintaining business stability and high levels of production
and employment. .

The only disadvantage of private ownership of the stock, from the
viewpoint of the Federal Reserve System, is the occasional miscon-
ception to which it gives rise. The principal misconception is that the
policies of the System are or may be subject to private domination.
That this is a misinterpretation is shown by the statements of fact con-
tained in this and subsequent answers. The method of dealing with
this problem is to conduct a continuing program of public information
as to the role and functioning of the Federal Reserve System. The
same misconception may have led some Members of Congress to sup-
EOSG that private ownership of the stock of Federal Reserve banks

as made the policies of the System subject to undue influence by
private interests, and may consequently have been an obstacle to full
support of the System, including legislative action as needed, in the
efforts to carry out its responsibilities. If that is the case, congres-
sional inquiries such as the present one should help to clarify the
situation. '
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Comment of B. B. Gilbert, Dallas

In connection with this answer, I think it might be pointed out that,
although at the time of organization of the Federal Reserve System
the organization committees were permitted under certain limited
restrictions to allot stock in the Federal Reserve banks to the United
States to be paid for at par out of any money in the Treasury not
otherwise appropriated, such authority was in the nature of a “last
resort” provision.

In fact, the act provides that subscription to stock of the Federal:
Reserve banks was intended to be limited to national banks and other
member banks and that only if such subscriptions did not provide ade-
quate capital could the organization committees turn to other sources
for such funds. Even then, however, it was first provided that addi-
tional funds, if needed, should be obtained through stock offered to the
public, and then, finally, if that secondary source did not provide ade-
quate capital funds, stock was to be allotted to the Treasury as a last
resort device.

2. Who, in your opinion, owns the surplus of the Federal Reserve
banks?

Joint answer

The surplus of the Federal Reserve banks belongs to the Federal
Reserve banks and not to their stockholders or to the United States.
The surplus of a Federal Reserve bank protects its depositors and
other creditors, and so long as a Federal Reserve bank is a going con-
cern its surplus should continue to perform this normal function.
Should a Federal Reserve bank be dissolved or go into liquidation, any
surplus remaining after payment of debts, dividends, and par value of
its stock becomes the property of the United States.

3. Do you consider the Federal Reserve banks to be part of the United
States Government? Part of the private economy? If neither,
or partly one and partly the other, discuss their status.

Joint answer

As distinguished from the Board of Governors of the Federal
Reserve System, Federal Reserve banks are not independent establish-
ments of the Government. Federal Reserve banks are “instrumentali-
ties” of the Federal Government. As such, they act as agents of the
Government in performing Government functions.

There are many kinds of Government instrumentalities. Distinc-
tions may be drawn between such instrumentalities of the Government
as (@) private independent contractors working on Government con-
tracts; (b) national banks, which are wholly privately owned and
controlled, and are operated for private profit; (¢) Federal Reserve
banks, all the stock of which is privately owned, a majority of the
directors of which are elected by such stockholders, and which are
operated (under the general supervision of the Board of Governors of
the Federal Reserve System, an independent establishment of the Gov-
ernment) primarily for public and governmental purposes and not
at all for private profit; and (&) the numerous corporations wholly
owned and controlled by the Federal Government and operated entirely
for Federal governmental purposes, such as the Reconstruction
Finance Corporation.
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- In our opinion Federal Reserve banks are partially part of the pri-
vate economy and are part of the functioning of the Government, (al-
though not technically a part of the Government). Because they are
a part of the functioning of Government the public interest is dominant
in their policies. They thus carry out the original intent for which
they were formed which was to function somewhere between private
enterprise and the Government itself (much closer to the Government
than are national banks, but not so close as are “Government
agencies”). We believe that it was an essential part of the intent of
Congress, in enacting the Federal Reserve Act, that Federal Reserve
banks should thus be allied to the Government but not be a part of the
Government itself. '

Comment of Allan Sproul, New Y ork :

[Mr. Sproul would substitute the following for the last paragraph
of the joint answer.] :

In my opinion Federal Reserve banks are not part of the United
States Government nor are they wholly a part of the private economy.
Disregarding the pitfalls of semantics, I would say that in discharging
their most important responsibilities—participation in the formula-
tion and execution of monetary and credit policy—the Federal Re-
serve banks are part of the functioning of Government. In perform-
ing their duties as fiscal agent, they are instrumentalities of Govern-
ment. In the provision of such services as the clearing of checks,
they are part of the private economy. In the field of monetary and
credit policy, the Government or public interest is dominant and con-
trolling as 1t should be. In the field of fiscal agency operations, the
Federal Reserve banks act as agents of a Government principal. In
the field of check clearings, and similar operations, the private economy
is served in the public interest. '

I share the belief that it was the originalintent of those who created
the Federal Reserve System, that the Federal Reserve banks should
function somewhere between private enterprise and the Government.
I believe that it has been the continuing intent of each succeeding
Congress that the Federal Reserve banks should be allied to Govern-
ment but not part of Government. I believe that there has been and
is wisdom in this segregation. It has generally protected the Federal
Reserve banks from partisan political pressure; it has enabled the
Federal Reserve banks to repel the pressure of private interests; and
it has provided the country with a central banking system staffed by
men who have made central banking a career, and operated the Federal
Reserve banks according to standards of efficiency and service which
compare favorably with the best in Government undertakings and
private enterprise. It is significant that there have been no scandals,
no charges of influence peddling, no evidence of favors given an
{)ecelived, in connection with the operations of the IFederal Reserve

anks.

Comment of R. R. Gilbert, Dallas

As further evidence in support of the position that the Federal
Reserve banks are not part of the United States Government, I believe
it is significant that the Congress does not appropriate Government
funds for use in connection with the System’s operations; neither does
the System obtain funds from the Government by borrowing. More-
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p'ver, funds required by the Board of Governors of the System for
its operation are derived from the Federal Reserve banks and not
from the Government.

4. State the congressional policy directives applying to the Federal
Reserve banks, citing appropriate statutes. In what resgects, if
any, do you believe that these directives should be altered ?

Joint answer

_ The following are brief references to statutory provisions which
In our opinion may be regarded as congressional policy directives
applying to the Federal Reserve banks or to the Federal Open Market
Committee, upon which are five representatives of Federal Reserve
banks.

Paragraph 8 of section 4 of the Federal Reserve Act provides that
the board of directors of each Federal Reserve bank—
shall administer the affairs of said bank fairly and impartially and without
discrimination in favor of or against any member bank or banks and may,
subject to the provisions of law and the orders of the Board of Governors of
the FFederal Reserve System, extend to each member bank such discounts, ad-
vancements, and accoinmodations as may be safely and reasonably made with
due regard for the claims and demands of other member banks, the maintenance

of sound credit conditions, and the accommodation of commerce, industry, and
agriculture,

1t further provides that each Federal Resetrve bank—

shall keep itself informed of the general character and amount of the loans
and investments of its member banks with a view to ascertaining whether undue
use is being made of bank credit for the speculative carrying of or trading in
securities, real estate, or commodities, .or for any other purpose inconsistent
with the maintenance of sound credit conditions; and, in determining whether
to grant or refuse advances, rediscounts, or other credit accommodations, the
Federal Reserve bank shall give consideration to such information ;
and that (after report and recommendation by the chairman of the
Federal Reserve bank to the Board of Governors) : _
Whenever, in the judgment of the Board of Governors of the Federal Reserve
System, any member bank is making such undue use of bank credit, the Board
may, in its discretion, after reasonable notice and an opportunity for a hearing,
suspend such bank from the use of the credit facilities of the Federal Reserve
System and may terminate such suspension or may renew it from time to time.
Subdivision (b) of section 12A of the Federal Reserve Act provides
that no Federal Reserve bank shall engage or decline to engage in
open market operations under section 14 of the Federal Reserve Act
except in accordance with the direction of and regulations adopted
by the Federal Open Market Committee ; and subdivision (¢) provides
that the time, character, and volume of all purchases and sales of
paper described in section 14 as eligible for open-market operations
shall be governed with the view to accommodating commerce and busi-
ness and with regard to their bearing upon the general credit situation .
of the country. Section 14 of the Federal Reserve Act has the head-
ing “Open-market operations” and authorizes Federal Reserve banks
subject to specified conditions and limitations to purchase and sell
cable transfers, bankers’ acceptances, bills of exchange, direct and
guaranteed obligations of the United States, bonds of the Federal
Farm Mortgage Corporation, bonds issued under the provisions of the
Home Owners’ Loan Act of 1933, obligations of States and other



MONETARY POLICY AND' MANAGEMENT OF PUBLIC DEBT 651

municipalities, obligations guaranteed by the United States, accept-
ances of Federal intermediate credit banks and national agricultural
credit corporations. - In .addition, Congress has directed in section
14 (d) that the Federal Reserve banks shall establish discount rates
“with a view of accommodating commerce and business.” ‘

Although some of the wording of the first part of paragraph 8 of
section 4 of the Federal Reserve Act reflects concepts of the function-
ing of a central bank at the time the Federal Reserve System was
created, and might be changed if it were written now, we see no com-
pelling need for revision of any of these directives. They serve the
purpose, and occasion no difficulties. .

While the Employment Act of 1946 contains no explicit directive to
the IFederal Reserve banks, the stated objectives of that act guide the
consideration of Federal Reserve policy.

Comment of Ray M. Gidney, Cleveland

" It is not clear from the question whether congressional policy di-
rectives applying to.the Federal Reserve banks is intendec{) by your
committee to refer only to the extension of credit by the Federal
Reserve System as is apparently assumed in the answers submitted
to the joint reply. I believe that there should be reference to con-
gressional directives which give rise to major activities of the Reserve
banks in terms of numbers of employees and volume of daily trans-
actions, and result in Reserve banks performing services of great
value to banking, business, individuals, and the Nation.

The preamble of the Federal Reserve Act states that the purpose is
to “furnish an elastic currency” and section 16 gives detailed direc-
tions as to the issuance of Federal Reserve notes. Under this direc-
tive, the Federal Reserve banks supply the currency of the country
and carry on huge daily transactions in doing so.

Section 16 of the Federal Reserve Act provides: .

Every Federal Reserve bank shall receive on deposit at par from member
banks or from Federal Reserve banks checks and drafts drawn upon any of its de-
positors, and when remitted by a Federal Reserve bank, checks and drafts drawn
by any depositor in any other Federal Reserve bank or member bank upon funds
to the credit of said~depositor in said Reserve bank or member bank.

Under this directive and the broader authorization of section 13,
the Federal Reserve banks engage in huge operations in collecting and
clearing checks, an invaluable service to the people of the country.

Section 15 of the Federal Reserve Act requires the Reserve banks to
act as depositaries and fiscal agents of the United States upon the di-
rection of the Secretary of the Treasury. This requirement is the
basis for a very large volume of services performed efficiently for the
United States Government for which appropriate reimbursement is
made to the banks by the Treasury. )

Note should also be taken of the purpose stated in the preamble of
the act—

to establish a more effective supervision of banking in the United States—

and the provision of section 21 relative to the power of the Board
of Governors of the Federal Reserve System and the Federal Reserve
banks to conduct bank examinations of member banks.
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Delos C. Johns, St. Louis

[Following are Mr. Johns’ comments on the joint answers to ques-
tions under section A. Ownership of the Federal Reserve Banks
and Their Relationship to the Government.]

My opinion, with respect to the replies to questions 1, 2, 8, and 4,
coincides with that expressed in the joint replies prepared under the
direction of a special committee of the presidents of the Federal
Reserve banks to these questions. I wish to emphasize, however,
certain points with respect to these questions. My comment is gen-
eral and relates mainly to questions 1 and 8.

The primary responsibility of the Federal Reserve System is to in-
fluence the supply, cost, and availability of credit with a view to main-
taining full employment, stable values, and a rising standard of living.
History would seem to indicate that a central banking institution has
proved to be the best instrument yet devised for influencing the
monetary and credit conditions of a country in the public interest.
The reasons, distilled from experience, for separating in some measure
Government’s participation in the formulation of monetary and credit
policy from the political functions of Government are generally
understood. High on the list of such reasons are the necessity to keep
monetary and credit policies flexible and responsive to continuously
changing conditions, even to the point of trying to foresee changes,
the necessity to preserve continuity and unity in these policies, and
the need to maintain nonpartisan objectivity in their determination.
This concept involves considerations which in some respects resemble
those underlying the separation of the judicial branch from the po-
litical branches of Government.

This is not to argue that the central bank should be so independent
of the several branches of Government as to destroy the unity of
Government. In a democracy, monetary policy cannot be made in
disregard of the opinion of Government elected by the péople. In the
United States where the monetary authority is responsibile to the
legislative branch, such obviously cannot long be the case. What is
meant by independence on the part of the central bank is its non-
partisan approach and its freedom to make appropriate decisions as
to national monetary and credit policy in the light of broad economic
considerations. That independence to make policy is subject to broad
veto power on the part of the legislative branch.

The principle of this kind of independence for the central bank
apparently was in the minds of the framers of the act when the
System was begun almost 40 years ago. The American approach to
constitutionalism involves laying down certain broad principles and
then attempting to write into law and bring into practice certain
specific safeguards for those broad principles. The legal form set
up for the central bank and subsequent modifications in the form were
designed to safeguard that broad principle of independence.
Among such safeguards are provisions for 14-year terms for the Gov-
ernors, for stock ownership by the member banks, and other like
requirements. The regional characteristics of the System and the
forms of regional representation have been built into the act. All of
these steps and others were merely devices to insure the kind of inde-
pendence in the central bank that the Congress believed desirable.
Insurance that the public interest would be served was provided by

4
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fixing responsibility of the Federal Reserve System to the Congress,
but in such a way as to insure at the same time the System’s non-
partisan approach. These provisions seem to have served their pur-
poses pretty well and I do not believe they should be changed.

I wish to emphasize the fact that, while the Federal Reserve banks
are not Government agencies in the legal or technical sense, they are
regional elements in the Federal Reserve System and as such are.re-
sponsible to the Government through the direct responsibility of the
Board of Governors to the Congress. Without question the System
in its entirety is a public institution operated in the public interest
and responsible to the public. :

B. ORGANIZATION OF THE FEDERAL RESERVE BANKS

-

5. Describe the role of the presidents and the boards of directors of
the Federal Reserve banks and of the Board of Governors in the
management of the Reserve banks.

Joint answer

The Federal Reserve Act provides that each Federal Reserve bank
is to be controlled and supervised by its board of directors. Certain -
actions of the bank boards, however, are subject to the control vested
by law in the Board of Governors of the Federal Reserve System.

The directors of a Reserve bank perform the duties usually apper-
taining to the office of directors of banking associations and all such
duties as are prescribed by statute. The board of directors prescribes
the bylaws under which the bank’s general business is conducted and
its privileges are exercised. It has the responsibility of determining
the management policies of the bank. It appoints the officers of the
bank, defines their duties, bonds, and in some cases tenure, and, subject
to the approval of the Board of Governors, fixes their compensation.
The president and first vice president are appointed with the approval
of the Board of Governors for terms of' 5 years. All appointees by
the board of directors are subject to dismissal. By statute any officer
or director of the bank may be suspended or removed by the Board
of Governors. .

The directors have a continuing responsibility for obtaining and
maintaining management personnel of the necessary quality to make
possible efficient, progressive, and economical operations, careful analy-
sis of information, and expert counsel for the board of directors, the
* Board of Governors, and the Open Market Committee.

The directors have a special responsibility for maintaining and
supervising the internal auditing system of the Reserve bank. They
appoint the auditor who conducts an independent and continuous
audit of the accounts of the banks. The auditor reports directly to
the auditing committee of each bank’s board of directors. The direc-
tors share with the Board of Governors the responsibility for reviewing
annual budgets of the banks. '

The chairman of the board of directors-presides at all meetings, and
in his absence his powers are executed and duties performed by the
deputy chairman. The chairman of the board of directors is also
designated as Federal Reserve agent and as such has administrative
duties in connection with the issuance of Federal Reserve notes. The
chairman of the board is appointed by the Board of Governors as
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is the deputy chairman. The chairman is the official representative
of the Board of Governors at the bank. : .

. The board of directors or its executive committee meets at least fort-
nightly to review banking and business conditions and to pass upon
discounts and advances, discount rates, or any other matters requiring
consideration or action.

The directors of a Reserve bank share a broader public responsi-
bility than their counterparts in the ordinary banking association.
This .responsibility extends beyond the banking field to the broad
interests of commerce, industry, agriculture, and the whole economy.
In the conduct of the bank’s affairs, the directors must administer
fairly and impartially without discrimination in favor of or against
any member bank or banks. Discount rates, although established
in the first instance by the directors, take into account credit policies
of the System as a whole, and are subject to review and determination
by the Board of Governors.

The Federal Reserve Act requires that each Federal Reserve bank
must keep itself informed on the general character and amount of
loans and investments of its’ members with a view to ascertaining-
whether undue use is being made of bank credit for speculative pur-
poses or other purposes inconsistent with the maintenance of sound
credit conditions. The board of directors is required to give con-
sideration to such information in extending or refusing to extend
credit, and the chairman of the board must report to the Board of
Governors cases of undue use of bank credit with his recommenda-
tions. In practice this is usually delegated to the internal manage-
ment of the bank and is reviewed by the board of directors.

The president is the chief executive officer of the bank and actual
manager of the bank as a working mechanism, and he is directly in
charge of the bulk of relationships between the bank and its members.
In his absence, the first vice president acts in his place. Both officers
in their managerial duties are subject to the supervision and control
of the board of directors. All executive officers and all employees
are directly responsible to the president.

The president has general supervision and direction of policy of
the bank in effectuating the regulations of the Board of Governors ‘
and the Open Market Committee on major matters of System policy,
and over the administration of these policies in the district. )

Officers responsible to the president exercise general supervision
over discounts, collections, clearings and transfers, examination of -
State member banks, and, if necessary, other member banks; apply
for Federal Reserve notes and provide the security to be pledged -
against them as may be necessary for the general requirements of
the bank; supervise the participation of the bank in the open market
account, and manage personnel. They perform fiscal agency func-
tions for the Government; collect, assembl, and analyze pertinent
economic information and statistics; and carry out other duties of
an administrative and operating sort related to the business and
affairs of the bank.

The president communicates with member banks on matters of
policy and administration affecting them and is also responsible for
developing ways and means of improving services rendered to mem-
ber banks, the banking community, and through them to the gen-



MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT 655

eral public. He participates in discussions at meetings of the presi-
dent’s conference held to exchange information and to coordinate, to
the necessary extent, the internal administration of the banks and
the application of policies. The presidents meeting jointly with the
Board of Governors help to formulate System policies and methods of
implementing them.

The Board of Governors of the Federal Reserve System, as noted
above, has important powers concerning the internal administration
and operation of the Federal Reserve banks. Some of these powers
are direct, some of a supervisory nature, and others of a coordinating
character. :

Among the more important powers of the Board of Governors con-
cerned with internal administration of the Reserve banks are the
following:

Examination of the Reserve banks.

Approval of operating budgets. :

Approval of compensation of individual officers and the staff
salary classification system.

Appointment of the class C directors, one of whom is designated
chairman and Federal Reserve agent. e

Approval of appointment of president and first vice president.

Right to remove officers or directors of the banks for cause.

Review and determination of discount rates set by directors.

Definition of paper eligible for rediscount.

Right to require inter-Reserve bank rediscounting.

Permit or require establishment or closing of branches or
agencies.

Right to withhold issues of Federal Reserve notes.

Right to impose interest charges on Federal Reserve notes.

Authorization and approval of arrangements made and right
of participation in transactions and relationships with foreign
central banks and governments.

Setting the terms and conditions under which selective credit
conté-ol regulations and operating regulations are to be adminis-
tered.

Requiring Federal Reserve banks to follow certain standard
practices in dealing with member banks.

b Irll{itiating, in some instances, changes in services offered member
anks. ,

Approval of the appointments of the officer in charge of exami-
nations and of examiners. =~ -

The management of the Reserve banks thus is subject to the influence
of both the local boards of directors and the central body, the Board of
Governors. The method of organization of the Federal Reserve Sys-
tem, in which some powers have been given to a central agency, some
to the regional banks, and some to a combination of the two, provides
room for initiative and imagination in the formulation and adminis-
tration of System policies, and contributes toward a better understand-
ing of System policies and problems.

Comment of Ray M. Gidney, Cleveland

I am in agreement:.with the joint answer but would like to add to
- the list of duties of directors the following: ‘
1. Appointment of four of seven directors of branches.
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2. Election of member and alternate member of the Federal
Open Market Committee as specified by law.

3. Appointment of industrial advisory committee to advise
the officers and directors on applications for industrial loans under
the provisions of section 13b.

4. Appointment of a member of the Federal Advisory Council.

5. Appointment of the chairmen of the boards of directors at
the branches.

6. Making of recommendations to the Board of Governors on
applications for fiduciary powers of national banks.

. 7. Making of recommendations to the Board of Governors.on
applications for voting permits of holding company affiliates.

The agenda of two directors’ meetings at this bank are attached with

the thought that they may give an idea of the duties, responsibilities,

and practices of the directors of the Federal Reserve Bank of Cleve-

land as they are met with in the course of current operations. (Ex-

hibits A and B.)

ExXHIBIT A

FEDERAL RESERVE BANK OF CLEVELAND—MEETING OF BOARD OF DIRECTORS,
JaNvuary 11, 1951, 9:45 A. M.

ORDER OF BUSINESS

1. Executive session (directors).
(a) Appointment of officers.!
2. Minutes of meetings (summaries in folders).
(a) Board of directors, December 14, 1950.
(b) BExecutive committee, December 28, 1950. '
3. Report of chairman (Mr. Brainard).
(@) Announcements.
4. Resolution—retirement of Mr. A. Z. Baker (Mr. Brainard).! -
5. Appointments (Mr. Brainard). N
(a¢) Executive committee for 1951.
(b) Standing committees, board of directors, 1951.2
(¢) Federal Open Market Committee, member and alternate, year begin-
ning March 1, 1951.}
(@) Industrial advisory committee, year beginning March 1, 1951.}
. Correspondence from Board of Governors (Mr. Gidney).
. Annual statement, 1950 (Mr. Gidney).
. Report of the officers (Mr. Gidney). .
. Retirement plan, change of rate of contribution (Mr. Gidney).!
. Personnel matters (Mr. Morrison).
(@) Salary adjustments effective February 1, 1951.2
(b) Salary adjustments made December 1, 1950, December 16, 1950, and
January 1, 1951.2
(¢) Changes in salary-adjustment schedule effective January 1, 1951.
(d) Graduate schools of banking.!
(e¢) Four-month leave of absence—31-year employee.?
(f) Leaves of absence.
(g) Report of separation wages paid during 1950.
- (h) Report of operations of confidential funds, 1950.
() Personnel report for 1950.
11. Report of audit review committee (Mr, Bainer).
12. Statement of investments (Mr. Fletcher).
(e¢) Loans and discounts.
(b) Regulation V and industrial loans. :
13. Cincinnlati branch, management agreement, Robert A. Cline, Inc. (Mr. Ful-
ton).
14. Pittsburgh branch, lease of vault space (Mr. Kossin).?
15. Preliminary comparison of expenses with budget for 1950 (Mr. Laning).
16. Assessment, Board of Governors’ expenses (Mr. Laning).?!

SOoWwWam

t Presented for action by directors,
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17. Fire insurance, renewal of (Mr. Clouse).

18: Report on bank and public-relations activities (Mr. Clouse).
19. Report on open-market operations (Mr. Hostetler).

20. “Price control in 1951 (Mr: Cutler).

21. Discount and interest rates (Mr. Gidney).

ExuisiT B

FEDERAL RESERVE BANK OF CLEVELAND—MEETING OF BOARD OF DIRECTORS,
SEPTEMBER 13, 1951—9:30 A. M.

1. Minutes of meetings (summaries in folders).
(a) Board of directors, August 9, 19511
(b) Executive committee, August 23, 1951 ; September 6, 1951.1
. Report of chairman (Mr. Brainard).
(a¢) Announcements.
. Correspondence from Board of Governors (Mr. Gidney).
. Report of the officers (Mr. Gidney).
. Reports of committees.
(a) Personnel committee (Mr. Virden).
(1) Salary adjustments.
(2) Leaves of absence.
(3) Employees, obligation reports.
" (b) Budget committee (Mr. Bowlby).
(1) Expense budget 1952}
(¢) Research committee (Mr. Stilwell).
6. Statement of investments (Mr. Fletcher).
(a) Loans and discounts.?
(b) Advances and commitments under section 13b of the Federal Re-
serve Act. .
(¢) Foreign loan, Banque Centrale dela Republique de Turquie.!
(d) Regulation V loans.
. Report on open market operations (Mr. Thompson).!
. Report of Pittsburgh branch chairman (Mr. Burchfield).
. Report of Cincinnati branch chairman (Mr. Cramer).
10. “Boom, Bust, or Phfft” (Mr, Thompson).
11. Discount and interest rates (Mr. Gidney).*
12. Remarks by Governor PPowell.
13. Discussion of matters of public interest (directors).
14. Adjournment.*

Comment of B. B. Glilbert, Dallas _ :

An additional important responsibility of the boards of directors
of the Federal Reserve banks is their selection of a Federal advisory
councilman to represent their respective districts.

I believe that greater emphasis also should be given to the responsi-
bility of the boards of directors of the Federal Reserve banks with
- respect to budgetary control of expenses than is given in the answer
to this question. The broad business and professional experience of
the directors is a very valuable asset to the System in connection with
the directors’ study of the banks’ budgets and control of expenditures,
as well as in many other respects. Budgetary views of the directors
are influenced to some extent by many of the same principles of comn-
servative budgeting that are essential for the successful operation of
a private business. This tends to minimize waste and to promote et-
ficiency in the Reserve banks. Although final approval of the budgets

St N
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1 Presented for action by the directors.
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of the Reserve banks rests with the Board of Governors of the Systemr,
it should be emphasized that most careful and conservative considera-
tion has been given by the banks’ directors to the hudgets before
submission to the Board of Governors.

6. State the qualifications required for election as class A and class B
directors of the Federal Reserve banks, and the method of electing
such directors. Include in your description both qualifications
and. procedures prescribed by statute and those established by
customary usage, distinguishing between them when necessary.

J oint answer

Section 4 of the Federal Reserve Act provides that each Federal
Reserve bank shall be conducted under the supervision and control
of a board of directors consisting of nine members holding office for
3 years and divided into classes A, B, and C. Class A consists of three
members who are chosen by and are representative of the member
banks. Class B consists of three members chosen by the member banks
who at the time of their election are actively engaged in their district
in commerce, agriculture, or some industrial pursuit. Class C con-
sists of three members appointed by the Board of Governors of the
Federal Reserve System.

No officer or director of a member bank is eligible to serve as a
class A director unless nominated and elected by banks which are
members of the same group as the member bank of which he is an
officer or director.

No director of class B may be an officer, director, or employee of
any bank. No director of class C may be an officer, director, em-
ployee, or stockholder of any bank. Thus the majority of each board
1s made up of persons having no aftiliation with banks.

Directors of class C at the time of their appointment must have been
residents of the district from which appointed for at least 2 years.
One of the class C directors is designated by the Board of Governors
as chairman and as Federal Reserve agent, and another class C director-
1s designated as deputy chairman. No Member of Congress may be
an officer or a director of a Federal Reserve bank.

The class A and B directors are elected according to a special plan
designed to prevent domination of the electoral procedure by -any
group. The Board of Governors classifies the member banks of the
district into three general groups, each of which is designated by
number. Each group consists as nearly as may be of banks of similar
capitalization, and elects one class A and one class B director. Gen-
erally, group 1 contains the largest banks of the district, group 2
the middle-sized banks, and group 3 the smaller banks. Each mem-
ber bank of the group then electing is permitted to nominate to the
chairman of the board of directors of the Federal Reserve bank of
the district one candidate for director of class A and one candidate
for director of class B. A list of the candidates so nominated is pre-
pared, indicating by whom nominated, and a copy of this list is fur-
nished to each member bank by the chairman within 15 days after
completion. Tach member bank by a resolution of its board of di-
rectors or by amendments to its bylaws authorizes its president,
cashier, or some other officer to cast the vote of the member bank in
the elections of the class A and class B directors. Whenever two or
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more member banks within the same Federal Reserve district are
affiliated with the same holding company, participation by such mem-
ber banks in any such nomination or election is confined to one of
such banks, which may be designated by the holding-company afliliate
for the purpose.

Within 15 days after receipt of the list of candidates, the duly au-
thorized officer of a member bank of the group then electing certifies
to the chairman of the board of directors of the Federal Reserve bank
of the district his first, second, and other choices for director of class A.
and class B, respectlvely, upon a preferential ballot furnished by the
chairman. Each such officer makes a cross opposite the name of the
first, second, and other choices for a director of class A and for a
director of class B but cannot vote more than one choice for any one
candidate.

Any candidate having a majority of all votes cast in the column
of first choice is declared elected. If no candidate has a majority
of all the votes in the first column, then the votes cast by the electors
for each of the candidates in the second column and the votes cast
for each of the candidates in the first column are added together.
The candidate then having a majority of the electors voting and the
highest number of combined votes is declared elected. If no candi-
date has a majority of electors voting and the highest number of
votes when the first and second choices have been added, then the
votes cast in the third column for other choices are added together
in like manner, and the candidate then having the highest number of
votes is declared elected. An immediate report of election is de-
clared.

Vacancies that may occur in the several classes of directors of Fed-
eral Reserve banks may be filled in the manner provided for the origi-
nal selection of such directors. Such directors hold office for the un-
expired terms of their predecessors.

811 three occasions the Board of Governors has ruled concerning
the eligibility of certain persons for election to a Reserve bank board,
and the Attorney General has ruled in this connection on one oc-
casion.

On December 23, 1915 the Federal Reserve Board * adopted a reso-
lution which read in part

It is the opinion of the Federal Reserve Board that persons holding political
or public office in the service of the United States, or of any State, Territory,
county, district, political subdivision, or municipality thereof, or acting as
members of political party committees, cannot, consistently with the spirit
and underlying principles of the Federal Reserve Act, serve as directors or
officers of Federal Reserve banks.

Under date of July 2, 1925, the Federal Reserve Board advised that
it had .
reached the conclusion that a person whose sole occupation is that of officer of an
insurance company is not eligible for election as a class B director of a Federal
Reserve bank—
and, similarly, the Board ruled on October 18, 1939, that a person
whose sole occupation is that of president of a Federal savings and
loan association is not eligible for election and service as a class B
director.

1Under sec. 203 (a) of the Banking Act of 1935, the Federal Reserve Board is now
known as the Board of Governors of the Federal ReServe System,



‘660 MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT

In a letter dated March 4, 1926, the Attorney General expressed the
‘opinion that mutual savings banks are banks within the meaning of
section 4 of the Federal Reserve Act prohibiting directors of class B
and class C from being officers, directors, or employees of any bank.

The Board of Governors has also ruled on the procedure of nominat-
‘ing and voting for directors. On October 27, 1920, the Federal Reserve
‘Board declared that it is optional with the member banks whether they
‘shall nominate candidates for class A and class B directors, but under
‘the terms of the law it is mandatory for each member bank to empower
some officer to cast its vote in the election of directors. ,

In some districts it has become the practice for member banks to
form: committees whose purpose is to suggest nominees. In other
districts committees of State bankers’ associations may suggest can-
didates. In still others .the stockholding member banks have formed
‘associations, one of whose functions is to suggest nominees. In some
districts, including the ninth, no such groups are formed for the
‘purpose of suggesting nominees, and in all districts any bank can make
nominations in accordance with the procedures outlined above.

Comment of Joseph A. Erickson, Boston

In the first Federal Reserve district the membet banks have formed
‘the stockholders advisory committee, which has been in continuous
existence since 1923. This committee, composed of seven members,
is elected each year. Two members are elected by the member banks
present at the annual convention of the Massachusetts Bankers’ Associ-
ation, and one member each by the member banks present at the an-
nual conventions of the State bankers’ associations of the other five
New England-States. ) '

This committee annually appoints a committee on Reserve directors
of seven members each to present to member banks of the group par-
ticipating in the regular election of class A and class B directors of
_the bank to be held that year recommendations of one or more names
for the directors to be elected. Thus, one committee is appointed
for group 1 banks (capital and surplus of more than $1,800,000) in
the year in which group 1 banks elect a class A director or class B dir-
ector, one for group 2 banks (capital and surplus of $400,000 to $1,800,-
000, both inclusive) in the year in which group 2 banks elect a class A
.director or class B director, and one for group 3 banks (capital and
surplus of less than $400,000) in the year in which group 3 banks elect
‘a class A director or class B director. The membership of each com-
mittee on Reserve bank directors is made up of two members from
Massachusetts and one from each of the other New England States.
Similar recommendations are made by the appropriate group com-
mittee whenever special elections are held to fill vacancies occurring
in the class A and class B directorships. '

Oomment of Alfred H. Williams, Philadelphia

In the third Federal Reserve district a nominating advisory com-
mittee was- created in 1923 to stimulate interest in the election of
directors and to recommend qualified persons for nomination. . In
operation, the committee is divided into three subcommittees, one for
each electoral group: Large, medium, and small member banks. Iach
of the groups of the Pennsylvania Bankers Association having terri-
tory in this district, the Delaware Bankers Association, and the New
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Jersey Bankers Association appoints one member to each of these:
subcommittees. Prior to an election, the members of the appropriate.
subcommittee canvass the member banks for suggestions as to possible
candidates. The subcommittee then meets to review the suggestions
and to recommend a candidate or candidates to the member banks in:
its group. As its name implies, the functions of the commitfee are
purely advisory. Actual nominations are made by the member banks.

Comment of Hugh Leach, Richmond ]

There is no distinction between the qualifications required for elec-
tion as class A and class B directors prescribed by statute and those
established by customary usage in the fifth Federal Reserve district.
However, a procedure peculiar to the district is followed in the nomi-
nation and election of such directors by the three general groups of
member banks prescribed by statute.

" The fifth Federal Reserve district is composed of the States of:
Maryland, Virginia, North Carolina, and South Carolina, all of West
Virginia except six counties in the northern panhandle, and the Dis-
trict of Columbia. Since the member banks in the district had to
elect six directors prior to the opening of the bank, they arranged to
hold a conference in Richmond of representative bankers from these:
six geographical divisions on May 18, 1914, approximately 6 months
before the bank was opened. Representatives of 210 member banks:
were present at the conference, at which it was decided to appoint a-
committee of 18 (3 from each of the 6 geographical divisions) to'con-:
sider the question of nominations and the adoption of some method to
insure a satisfactory distribution of representation among the 6 divi--
sions. This committee recommended that one director be elected from -
each of the six geographical divisions and that the nominees of group
1 banks be a class A director from Maryland and a class B director from
Virginia; of group 2 banks, a class A director from North Carolina’
and a class B dirvector from South Carolina; and of group 3 banks, a“
class A director from West Virginia and a class B director from the
District of Columbia. oo

The recommendations of the committee were unanimously adopted’
by the conference and it was ordered that the action of the conference-
be formally reported to all member banks in the district. The agree-
ment thus arrived at voluntarily by member banks of the district
before the Federal Reserve bank was opened has been adhered to!
continuously from the beginning.

Comment of J. N. Peyton; Minneapolis » .
In some districts it has become the practice for member banks to.
form committees whose purpose is to suggest nominees. In other:
districts committees of State bankers’ associations may suggest can-;
didates. In still others the stockholding member banks have formed
associations, one of whose functions is to suggest nominees. In some:
districts, including the Ninth, no such groups are formed for the
purpose of suggesting nominees and in all districts any bank can.
make nominations in accordance with the procedures outlined above.

Comment of C. K. Earhart, San Francisco

In connection with the concluding paragraph of the joint reply
there are no formal committees or associations of twelfth district
member banks that suggest candidates for director. Any consulta-
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tions among banks that occur are informal and are initiated by banks
that may be interested in particular individuals as possible nominees.

7. Do you believe that all the directors of the Federal Reserve banks
should be chosen as public representatives rather than as repre-
- . sentativesof specified groups? If se, how should they be chosen?
If representation of specified groups is to be continued, do you
. believe that- labor should be added to the groups represented?

If so, how should the labor representatives be chosen?

Joint answer :

-The class A and class B directors, although not designated or famil-
iarly referred to as public representatives, are in fact such representa-
tives. All classes of Reserve bank directors may be considered and
consider themselves to be trustees of the public interest. The direc-
tors of the Federal Reserve banks are chosen for their competence to
render a service to the Reserve banks and through them to the public.

The unique character of the Federal Reserve System in its operation
for the benefit of the whole economy imposes upon directors in each -
class a special public responsibility which extends beyond the banking
field to the broad interests of all economic groups. The public nature
of the Reserve System is well illustrated in its functions and services
and the absence of the profit motive, but with regard for maximum
efficiéncy, in its operations, .

In the case of class A directors who “are chosen by and are repre-

sentative of” the member banks, their specialized professional experi-
ence and advice is helpful in connection with the improvement of tech-
. nical operations and the overseeing and management, of banking func-
tions performed by the Reserve banks. Their professional experience
and advice is helpful in judging the impact of broad policy decisions
affecting the supply and cost of money and credit. Their knowledge
of local conditions provides valuable sources of economic information
for guidance in making policy decisions, and their standing in their
communities provides local support for the Reserve System and helps
to widen public.understanding of the functions.of the Federal Reserve
System and: of the purposes of itspolicy actions.

_Class' B directors are chosen from those actively engaged in their
districts in commerce, agriculture, or some other industrial pursuit.
Thgir point of view reflects that of the commercial bank customer
which complements and balances the point of view of the bankers
on matters apart from technical phases of operation. Just as the
class A directors may be expected to be familiar with the problems of
lenders, so the class B directors may be expected to be familiar with -
the problems of borrowers. The class B directors, like those of class
A and class G, are a local source of information about the System
and its function.

+ No group of banks can dominate the Federal Reserve banks’ boards
of directors. While each member bank has one vote for one class A
director and one vote for one class B director, irrespective of its size,
the group classification prevents small, medium, or large banks from
electing all six of the A and B directors and insures roughly equal
representation of banks of differing size.

- Class C directors appointed by the Board of Governors are usually
men of standing in their communities—public-spirited individuals,
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serving because of a sense of community responsibility. (The occu-
pational groups from which the present directors have been drawn
are listed in the answer submitted by the Chairman of the Board of
Governors to question 9 addressed to him by the subcommittee.)

At all Reserve banks, a broad cross section of the public has always
been represented on the boards of directors. The distribution of rep-
resentation of various groups has differed from district to district
but this has reflected the distinctive economic characteristics of the
districts. The word “representation” should not be construed to
mean that the directors come to meetings as the instructed delegates
of a constituency. In fact, the tradition has become established that
in acceptance of a directorship the individual puts aside the narrow
interest, of any one group and serves the public generally.

In discharge of their statutory duties at the Reserve banks, it is
essential that the banks’ boards continue to include in their composi-
tion men experienced in the techniques of banking, both as lenders
and as borrowers and aware of the impacts of credit policy upon our
economy. The prescription for board composition at the present time
is diversified enough to reflect the public interest. It would permit
the appointment by the Board of Governors of a labor man if that
were desirable on grounds other than occupational classification or
group representation alone. Further definition of occupational clas-
sifications, or repeal of present occupational designations, would risk
destruction of the present balance and might fail to recognize the -
background against which the Reserve banks operate, causing confu-
sion and misunderstanding which would more than offset any theo-
retical gains.
 The Federal Reserve Act does not call for representation of organ-
ized groups as such on the boards of directors; rather, it is based on
the concept that those able to serve the Reserve banks because of ex-
perience or training will aid in developing a more effective adminis-
tration of the banks, and thus make the banks more useful instruments
to the community and to the Nation. Credit policy is determined
and finally made by the System’s central bodies—the Federal Open
Market Committee and the Board of Governors. It is the decisions
of these groups that influence monetary and credit conditions which
are of greatest importance to labor, capital, agriculture, and business,
rather than the decisions made by the individual Reserve banks’ boards
of directors. The interests of the public generally are now repre-
sented on the banks’ boards and we do not favor a change designed
to encourage representation of the narrow interest of any particular
group.

Comment of C. E. Earhart, San Francisco

The joint replies, as set forth in section I, to questions 5 and 7 do
not describe the role of branch directors. Each of the four branches
of the Federal Reserve Bank of San Francisco has a board of directors
consisting of five members; three branch directors are appointed by
the district board of directors at San Francisco and two by the Board
of Governors. One of the Board of Governors’ appointees is desig-
nated by the district board as chairman of the branch board of di-
rectors.  Chairmanship designations have usually been on an annual
rotation basis. While there are no occupational or other requirements
governing the appointment of branch directors, it is the practice of
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this banks’ directors to appoint bankers, and of the Board of Gover-
nors to appoint men in other fields who are not officers or directors
of commercial banks.

The benefits obtained from this composition of the branch board
are essentially the same as those discussed in the answer to question 7
with respect to class A and class C directors of Federal Reserve banks:
Through the branch boards,, further participation is obtained in
System affairs by men of particular competence in the field of bank-
ing, and men, other than bankers, who are public-spirited men of
- standing, all with intimate knowledge of business conditions in their
branch zone.

The role of the branch boards in management is to quite an extent
advisory. The officers of the bank and the San Francisco directors
-obtain valued counsel and recommendations of branch boards on
various matters affecting the branches and on questions relating to
bank and System administration and policy. Thus, additional “grass-
roots” experience and advice are made available with respect to thé
conduct of this bank and the System as a whole, on the one hand, and
additional local understanding of the System’s purposes and functions
is obtained, on the other. -

Delos C. Johns, St. Lowis -
[Mr. Johns submits the following comments on the joint answers to

questions under section B. The Organization of the Federal Reserve

Banks] : :

I concur completely in the joint replies of the special committee of,
the presidents of the Federal Reserve banks to questions 5, 6, and 7.

I might point out that with respect to the eighth Federal Reserve
district, nominations for the bank-elected directors follow precisely
the provisions of the Federal Reserve Act. There are no formal com-
mittees of member banks or of State bankers’ associations which exist
for the purpose of nominating directors for the St. Louis -bank.
Nominations are made by informal and ad hoc groups of banks or
by individual banks as a desire to see a particular individual serve on
the bank board arises. :

I might note further that it has become the practice in recent years
for St. Uouis bank class A and B directors elected by the large banks.
to serve no more than two terms. This is not an unchanging custom
but a matter for joint determination of the individual director and,
the nominating and electing banks. There is no definite practice with
respect to length of service for the class A or B directors elected by,
the medium-sized and small banks. ' , -

I wish to emphasize two points with respect to the boards of direc-
tors of the Federal Reserve Bank of St. Louis and its branches. I am
sure these comments apply equally to the directors of the other Re-
serve banks and branches. First, the men who have served and are
serving on the St. Louis bank board and the three branch boards have
been of unfailing help in providing judgment and counsel to the in-
ternal management of the bank and branches, fostering understand-
ing of and good working relations for the Federal Reserve System in
the eighth Federal Reserve district, and providing helpful informa-
tion and opinion as background for the St. Louis bank’s participation
in the shaping of national monetary policy. There is little question
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in my mind that the management of the bank, the strength of the
Federal Reserve System in general, and the formulation of monetary
policy benefit from their presence. o

‘The second point I wish to emphasize is brought out in the joint
reply to question 7. All of the members of the St. Louis bank or
branch boards serve as public members. They bring to the St. Louis
bank and branches wide experience in public affairs, intimate know]-
edge of district conditions, and, in the case of the bankers, specific
knowledge of technical credit problems. None of the directors serves
as the representative of a special group. An industrialist on our board
does not consider himself the representative of industrial interests
but rather as a difector who is in a position to provide counsel with
respect to business-management practices and to the general course of
business developments. A farmer who serves on our board considers
himself as a director with a knowledge of agriculture but not as a
specially instructed representative of agriculture. The same is true
for the bankers. All of the class A and B directors are just as much -
public members as are the class C directors.

As T see it, there is no reason why a labor man should not serve on a
Federal Reserve bank or branch board. However, he should serve as
a public member acquainted with labor problems, practices, and condi-
tions, and not as an instructed representative of organized labor as -

-such.

C. DISTRIBUTIO;'\Y WITTIIN THE FEDERAL RESERVE SYSTEM OF AUTHORITY ON
CREDIT POLICIES

.8. Discuss the extent to which it is possible to maintain regional credit
policies differing from national credit policies. Who is respon-
sible for the formulation of such policies and what are the instru-
mentalities by which they can be maintained? '

Joint answer

The Federal Reserve System does not attempt to formulate and
maintain regional credit policies which differ from national credit
policies. Rather, it attempts to take regional considerations into
account in developing national policy and to adapt that policy to local
conditions.

It is chiefly through the Federal Open Market Committee on which
five presidents of the Federal Reserve banks and the seven members of
the Board of Governors serve that national eredit policy is formulated
and implemented. Thus is provided a body for centralized decision-
making on credit policy in which is reflected the thinking of people
from all regions of the country. Diverse viewpoints and opinions are
brought together and welded into a national policy.

The application and adaptation of national policy to local conditions
is achieved in the Federal Reserve System through the presidents and
officers of the Federal Reséerve banks and their boards of directors.
Examples may be found in the administration of loans to member
banks, the administration of consumer credit and real estate credit

‘regulations, direct or guaranteed loans to business, and guaranteed
loans to defense contractors. Additionally, the voluntary credit re-
straint program, which was developed largely under the aegis of the
Federal Reserve System, illustrates the feasibility of adapting gener-
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alized guiding principles to local conditions. In each of the areas
mentioned the Federal Reserve banks follow the over-all policy which
has been developed with their participation. .

When the Federal Reserve System was started, regional differences
in credit policy were emphasized. The improvement in facilities
for transferring funds and the increasing interdependence of the
various districts brought about a gradual lessening of regional dif-
ferences and the System’s experience led to an increasing awareness
of the need for a more unified credit policy. The present System or-
ganization, which has evolved from experience, provides for the estab-
lishment of central banking policy on a national basis. At the same
time it provides the means whereby the policy can be adapted or
modified to meet the needs of regional conditions. At times there
may be local situations which may call for local action to restrain bank
financing of speculative or other unhealthy developments through
discount policy or bank supervisory policy, which situations can be
" handled within the framework of general System policies. Similarly,
there may be special needs for credit in particular localities which
likewise can be met by the regional Reserve banks within the over-all
policies of the System. The present organization provides the best

assurance that the existence of such needs will be quickly recognized.
" The procedures followed in the formulation and administration of
Federal Reserve credit policy stand in sharp contrast with any cen-
tralized determination of policy in which participation of regional
representatives is absent and in which administration also is cen-
tralized.

The processes by which policy is determined, implemented, and ad-
ministered under the Federal Reserve System are a unique embodi-
ment of the political, economic, and social traditions built up in this
country.

9. Describe the role played by the boards of directors and the presi-
dents of the Federal Reserve banks in the formulation of national
credit policy.

Joint answer

In the determination of national credit policy the directors of the
Federal Reserve banks act directly and formally only on discount
rates, subject to review and determination by the Board of Gover-
nors, and on requests for opinions received from the Board of Gov-
ernors. In addition, they contribute informally or indirectly in the
formulation of the entire range of credit policy. They do so, from
time to time, by communicating with the Board of Governors, and
by expressing to the presidents of the Reserve banks their impres-
sions and opinions on economic developments and on desirable credit
policy in the light of those developments.

The presidents thus have the benefit of the views of the boards
of directors which they are able to utilize in developing their own
views which they present in the Federal Open Market Committee and
in discussions with the Board of Governors. They also have the
benefit of economic information  and analysis furnished by the re-
search departments of the Reserve banks, as well as the advice of
Reserve bank operating officers based on their direct experience in
administering credit policies.
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It should be noted that the presidents as members of the Open
Market Committee do not go to meetings of the Committee with spe-
.cific instructions from the boards of directors of the Federal Réserve
_banks, for in that capacity the presidents act as individual members of
_the committee. They do not reveal to their boards of 'directors policy
‘actions that are to be considered at forthcoming meetings of the com-
mittee, and they do not report to the directors concerning the de-
cisions made by the Committee until those decisions are public infor-
mation. Thus, although the informed judgments of the directors are
obtained concerning the broad characteristics of economic develop-
ments and the-desirable direction of open market policy, and although
the directors are in a position to help broaden the public understand-

ing of policy decisions taken, the girectors are not given access to
confidential information about open market policy.

It is in meetings of the Open Market Committee that lines of
thought from two directions converge to form national credit policy,
as far as the Federal Reserve System is concerned. The one flows
from banking, business, and the general public in the various regions

“of the country-through the presidents of the Reserve banks. The
other flows from the Board of Governors of the Federal Reserve

System. Each member of the Committee, with statutory responsibil-
ities for the determination of national credit policies, brings to the
deliberations of the Committee the sum total of his knowledge and -
experience. ' : _

The Board of Governors before reaching decisions on important
matters usually consults with the presidents of the Reserve banks.
These consultations take place either informally, in meetings of the
IFederal Open Market Committee, or in joint meetings with the Con-

- ference of Presidents of the Federal Reserve Banks.

The procedures outlined indicate that the Open Market Committee is
supplied with regular and continuing sources of information from all
parts of the economy.

Comment of H. G Leedy, Kansas City :

While the direct participation of the directors of the Federal Re
serve banks in the determination of national credit policy is limited
to the establishment of discount rates subject to the approval of the.
Board of Governors, the indirect contribution of their advice and
judgment in the determination of credit policy is of great importance.
By reason of their contacts with the various segments of the economy,
including banking, and their familiarity with economic developments
in their respective districts, they are in a position to make an impor-
tant contribution to the System’s economic knowledge and under-
standing. This capacity to effectively serve the Federal Reserve
‘System 1s greatly increased as a result of the fact that these directors
come from a wide variety of business, banking, agri¢ultural, profes-
sional, and other pursuits, and are outstanding men in their respective

fields of endeavor. s
From time to time, the Chairman of the Board of Governors requests
‘the views of members of the boards of directors on problems that-are
-under consideration by the Board. Moreover, the presidents of the
‘Reserve banks have the benefit of the views of the boards of directors,
including their impressions and opinions on economic developments
‘and on desirable credit policy in the light of those developments, which
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the presidents are able to utilize in déveloping their personal analysis

" and judgment on matters that come before them in the Federal Open
Market Committee and in joint meetings of the presidents’ conference
with the Board of Governors.

The directors of the Federal Reserve banks also perform an impor-
tant function in contributing to public understanding of Federal
Reserve policies in their districts and throughout the country. It is.
of considerable importance that bankers, businessmen, and others
should be informed regarding the problems to which Federal Reserve
actions relate and the reasons for the policies adopted. Over the
years, this should lead to a better appreciation of the role of appro-
priate central bank policies. In order for directors of Federal Re-
‘serve banks to perform their various functions as successfully as they
have in the past, it is essential that capable and outstanding men be
attracted to these functions and continue to serve as directors of the
Reserve banks. : ' :

The presidents of the Federal Reserve banks have a part either
"specifically or indirectly in the formulation of virtually the entire
range of credit policy. The specific role is that of serving on the
Federal Open Market Committee, in which capacity they not only
have a part in the determination of open market operations, but also
~participate in the consideration of the use of the other instruments of

credit policy, which need to be coordinated with open market opera-
-tions. As members of the Open Market Committee, the presidents
go to meetings of the committee without specific instructions from the
boards of directors of the Federal Reserve banks, for in that capacity
the presidents act as individual members of the committee. Although
the informed judgment of the directors is obtained concerning the
broad characteristics of economic developments and desirable direction
of national credit policy, and although the directors are in a position
‘to help broaden the public understanding of policy decisions taken,
the directors are not given access to confidential information about
open market policy. ,

In addition to the participation in the formulation of national credit
policy through the Federal Open Market Committee, the presidents
also contribute indirectly in the formulation of that policy in many
other ways. Matters of credit policy pending before the Board of
Governors are discussed in joint meetings of the presidents’ confer-
‘ence, with the Board of Governors. Moreover, at other times, the
Board requests the views of the presidents with respect to pending
decisions and enlists the aid of the presidents in assembling pertinent
economic information in their districts with respect to problems under
consideration. Furthermore, the presidents on their own initiative
pass on to the Board of Governors their views on credit policy
matters and pertinent information that reaches them through the
Reserve banks’ research departments and operating officers and in a
multitude of informal ways.

Comment of B. B. Gilbert, Dallas :

The answer to this question points out that the boards of directors of
the Federal Reserve banks contribute informally and indirectly in
the formulation of national credit policy by communicating with the
Board of Governors and by expressing to the presidents of the Reserve
‘banks their impressions and opinions on economic developments and
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desirable credit policy in the light of those developments. . In addi:
tion, it should be stated that the boards of directors of the Federal
Reserve banks also communicate’ their impressions and opinions on
such economic matters and related credit policy questions to the Fed-
eral Advisory Council members of their respective districts. The
Federal Advisory Council members, thus, are in a better position to
discuss such questions and problems at their council meetings and to
perform their legal responsibility under the act at their periodic meet-
mgs with the Board of Governors of the Federal Reserve System.

10. Trace the historical development of open-market operations cover-
ing both their significance as instruments of monetary and credit
policy, and the nature and composition of the bodies which have
successively had control over them.

Joint answer .
The present role and administration of open-market operations as -
an instrument of Federal Reserve policy have been the result of a
process of gradual development. This development has taken place
in accordance with the changing credit situation and the increasing
recognition of the importance and use of open-market operations as
an instrument of central bank policy. The administration of these
operations as an instrument of Nation-wide credit policy under the
" control of a single body developed as the money and capital markets
became increasingly national in scope and the Nation-wide effects of
open-market operations were more fully comprehended. During the
life of the Federal Reserve.System, their use has been adapted to the.
changing character of the credit requirements of the economy.

To a considerable degree, the changes in the use of open-market
operations and in the control over them have taken place without spe-
cial legislation, and some of the legislative actions taken have given
legal status to changes in policy and organization already in effect.
These changes, along with the legislative changes, have been the result
of the test of experience which has revealed both the strength and the
weakness of past decisions. The developments that have taken place
have been influenced by the problems that have arisen and the situa-
tions with which the System has been confronted.

In contrast with present understanding, which recognizes open-
market operations as the most important single instrument of credit
control, the discount rate was considered the most important instru-
ment in the early years of the Federal Reserve System with open-
market operations not regarded as a major instrument of policy. The
use of open-market operations was viewed as essentially a local matter.
Although the Federal Reserve Act empowered the Federal Reserve
banks to buy and sell specified types of credit instruments in the open
market, it was originally expected that these transactions would be
carried out primarily to enable the Federal Reserve banks to acquire
sufficient earnings on occasions when rediscounting by member banks
was small.  The fact that open-market operations could be an effective
instrument of credit control was learned only, gradually.

In 1921 and 1922, the individual Federal Reserve banks on their
own initiative and in order to build up their earnings began to buy
Government securities in the New York market. Since these invest-
ment operations tended to disturb the market and to affect the re-
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serve position of the member banks, it became evident that some de-
gree of coordination was required. In April 1922, therefore, the
Conference of Governors of Federal Reserve Banks (the predecessor
of the Conference of Presidents of Federal Reserve Banks) appointed
a Committee on Centralized Execution of Purchases and Sales of
Government, Securities, consisting of the Governors of the Boston,
New York, Philadelphia, and Chicago banks, to buy and sell securi-
ties at the request of the Reserve banks and thereby to coordinate
these operations. In October 1922, the committee also began to make
recommendations, purely on an advisory basis, as to policy.

The experiences of 1922 also led to a recognition of the importance
of open market operatjons as an instrument for making the discount,
rate éffective in genetal credit policy and of the need for coordination
of open market policy and discount rate policy to make credit control
effective. In view of this need, the Federal Reserve Board discon-
tinued the committee in April 1923, and supplanted it with an Open
Market Investment Committee, whose membership was identical with
that of the preceding Committee except for the addition of the Gover-
nor of the Federal Reserve Bank of Cleveland. At that time, it was
agreed that the Federal Reserve banks would not carry out .open
‘market operations on a significant scale without the approval of the
Board, and that all such operations would.be governed “with primary
regard to the accommodation of commerce and business” and to their
effect “on the general credit situation.” The individual Reserve
banks retained the power to determine whether they would partici-
pate 1in open market operations, however. In 1930, this committee
gave way without special legislation, as in the earlier instances, to the

Jpen Market Policy Conference censisting of the Governors of all
12 Federal Reserve banks. An executive committee of five Governors
was established to act under authorization of the full committee.
Again, the decisions of the committee were subject to the approval
of the Federal Reserve Board, which also was authorized to call
meetings of the committee and to participate in its discussions.

- The Banking Act of 1933 gave legislative status to the Committee
and changed its name to the Federal Open Market Committee. The
Federal Reserve banks were forbidden to engage in any open market
" operations except in accordance with regulations of the Federal Re-
serve Board, but neither the Committee. nor the Board was empowered
to require any Reserve bank to engage in such operations. However,
any Reserve bank not participating was required to state its objections
" in writing. In keeping with regulations already in effect, the law
provided that open market operations should be conducted—
with a view to accommodating commerce and. business and with regard to their
bearing upon the general credit situation of the country.

Finally, the Banking Act of 1935, as amended in 1942, placed full
authority for open market operations in the hands of a reconstituted
Federal Open Market Committee, consisting of the.seven members
of the Board of Governors, a representative (in practice the presi-
dent) of the New York bank, and representatives (in practice the
presidents) of four other Reserve banks chosen in rotation annually.
The control overt open market operations has remained in the hands
of this body since that time. The Committee meets whenever re-
quired, but at least four times a year, and sets general policy. It ap-
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points an executive committee (three members of the Board and two
presidents of Reserve banks) which meets frequently and implements
the broad policy laid down by the full committee.
Thus the authority for open market operations has been placed
in the hands of a single body to act for the Federal Reserve System
as a unit. This body has been given authority to determine policy
and to engage in open market operations in accordance with that
policy, and the individual Reserve banks are prohibited from engag-
mg in open market operations except in accordance with the Open
Market Cominittee’s direction and regulations. These provisions are
based upon a recognition of the fact that open market operations are
of Nation-wide rather than local significance. While the organiza-
tional arrangement is in keeping with that recognition, it also recog-
nizes the advantages of the combined views of the members of the
Board of Governors and of the presidents of the Federal Reserve
banks. ’
During the course of their evolution, Federal Reserve open market
operations have been undertaken with a number of different objectives.
Originally, as already noted, open market purchases were made pri-
marily as investments and as a means of obtaining earnings for meet-
ing expenses and dividends. In the earlier years of the System’s his-
tory, the importance of open market operations as an instrument of
national eredit policy was not recognized. For a decade beginning
with 1923, open market operations were undertaken predominantly
as a means of influencing the volume of bank reserves and bank credit.
During the 1920’s, these operations were used as an important part of
System policy directed to promoting credit restraint at times of ap-
parently excessive business and speculative activity, and credit ease
at times of business depression. A common view was that open
. market operations should be used primarily to make the discount rate
- effective. In the early 1930’s, open market operations were conducted
with a view to establishing easier credit conditions in an effort to en-
courage bank credit expansion and economic recovery. This program
Jed to the virtual elimination of member bank indebtedness without
the credit expansion hoped for, and in 1932 and 1933, operations were
conducted for the express purpose of building up excess reserves. As
the large increase in the monetary gold stock contributed to an in-
creasingly larger volume of excess reserves, the System did not again
undertake open market operations for the purpose of changing the
total volume of member bank reserves until the United States entered
World War I, and the size of the Government security portfolios of
the Federal Reserve banks showed little change from 1934 to 1941.

“With the growing importance of the public debt, increasing atten-
tion has been directed, in deciding upon open market operations, to
conditions in the market for Government securities. In the spring
of 1937, for the first time, the Federal Reserve banks purchased long-
term Government bonds specifically to limit their decline in price and
to maintain “orderly conditions” in the bond market. These pur-
chases were undertaken in connection with the liquidation of Govern-
ment securities by a limited number of banks, particularly in New
York City, which were adjusting to increases in the level of member
bank reserve requirements, and were not undertaken for the purpose
of affecting the total volume of member bank reserves. Purchases in
order to maintain orderly conditions in the market were again under-



672 MONETARY POLICY AND MANAGEMENT OF. PUBLIC DEBT-

taken at the time of the outbreak of war in Europe in September 1939,
the invasion of Norway, Denmark, and the Low Countries in the
spring of 1940, and the entry of the United States into the war in
December 1941, with offsetting sales during the intervening periods.
The purpose of these operations was not the maintenance of any par-
ticular level of prices or yields on Government securities but was.
limited to the maintenance of orderly conditions in the market.

In May 1942, however, this objective was carried further by the
‘initiation of a policy, in agreement with the Treasury, of maintaining:
a fixed pattern of interest rates on Treasury obligations, whereby a
virtual price floor was placed under the entire structure of the public
debt. The objective of maintaining stability in the Government
securities market was to assure the ready financing of the war, to keep
down the cost of Treasury borrowing during the war, and to remove.
the incentive for investors to delay purchases of Government securi-
ties in anticipation of higher yields. The System also had another
basic objective during the war, namely, the restriction of credit expan-
sion within the limits permitted by the attainment of the first objec-.
tive. However, the process of maintaining stability in the market
transferred the initiative in open market operations from the Federal
Reserve System to the market and make it impossible for such opera-

tions to be used as an effective credit control device. - '

The objective of maintaining stability in the Government securities
market was continued into the postwar period, but the System also
necessarily continued to carry the responsibility for an effective credit
policy. So long as the System maintained a fixed pattern of rates in
the Government securities market, however, it was not in a position
to exercise effective control over the volume of reserve funds available
to the banking system. In view of the strong inflationary pressures
that prevailed during much of the postwar period, the conflict be-
tween these two objectives became especially acute, and the System
undertook to restrict the extension of credit through open market
operations by endeavoring through sales and redemptions to offset
purchases in the segment of the market under pressure. Following
some earlier modifications beginning in 1947 in the policy of main-
taining fixed prices in the Government securities market, that policy.
was finally revised under the Treasury-Federal Reserve accord of:
March 1951, so that the System withdrew its intervention in the Gov-
ernment securities market except to the extent necessary to maintain
orderly conditions.

11, What is the rationale of the present assignment of authority over
open market operations to a body other than the Board of.
Governors? Why should the allocation of responsibility for
open market policy differ from the allocations with respect to
discount rates and reserve requirements? Do you consider these
differences desirable? Why, or why not?

Joint answer

The Federal Open Market Committee brings together, with statu-
tory responsibilities for the exercise of the most important instrument
of credit policy—the direction of open market operations—men of
diversified background who are devoting their full time to the prob-
lems of the Federal Reserve System and who are in touch not only
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with Government views in Washington but also with private views and
opinions throughout the country. The assignment of the authority
over-open market operations to the Committee has been an evolution-
ary development.

The Federal Open Market Committee in its present form has worked
well for a number of years. It provides a method for conducting
policy deliberations that is uniquely in tune with our political and
economic institutions. It is a body in which Government is directly
represented through the Presidential appointees to the Board of -
Governors, and regional interests and the lessons of experience “in
the field” arve represented by the Reserve bank presidents. It is an
organization in which responsibility for the determination of reserve
requirements and approval of discount rates might properly be lodged.

The fact that the Federal Open Market Committee directs open
market operations, the Board of Governors fixes reserve requirements,
and the Reserve banks establish discount rates subject to review and
determination of the Board of Governors, has not in practice con-
stituted any serious difficulty. Changes in reserve requirements and
in discount rates are considered in relation to open market policy.
Since actions with respect to all instruments of credit control are
discussed by the Open Market Committee and since open market op-.
erations generally ave recognized as the most important single instru-
ment of Federal Reserve policy, it may be expected that other policy
actions of the Board of Governors, or of the Reserve banks, with the
concurrence of the Board of Governors, will not run counter to-those
of the Open Market Committee.

If any past actions taken with respect to reserve requirements or
discount rates appear to have been inconsistent with the direction of
open market operations in the same period, it should be recognized
that such apparent inconsistencies are not necessarily attributable to
faults in the organizational structure of the Federal Reserve System.
This point is elaborated in the answer to the next question.

Although the present allocation of responsibility over the various
instruments of credit control has proved workable and satisfactory,
greater assurance of coordination In the use of those instruments in
the future could be achieved by placing the fixing of reserve require-
ments and the approving of discount rates in the hands of the Federal
Open Market Committee. :

12. Can open-market policy, discount policy, and reserve require-
ment policy pursue different general objectives or should these
various instruments always be directed to a common policy?
When differences of viewpoint among different policy-deter-
mining groups must be compromised in order to adopt a com-
mon policy, what ave the factors of strength and weakness n
the position of each of the parties to the comproniise—i. e., the
Board of Governors. the Federal Reserve bank president mem-
bers of the Federal Open Market Committee, and the boards of
directors of the Federal Reserve banks?

Joint answer

Open-market policy, discount policy, and reserve-requirement pol-
icy should be directed to a common objective. The public interest

92245-—52—pt. 2 4
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would usually-be better served if all instruments of monetary control
were coordinated to facilitate greater availability of credit or to re-
strain monetary expansion, as the general condition of the economy
«demands. :

If the various instruments of credit policy are directed toward
different objectives, the over-all effectiveness of credit policy is likely
to be impaired. For example, if open-market operations are directed
toward the maintenance of stable prices and interest rates for Gov-
-ernment securities, the effectiveness of other actions, such as increases
in Reserve bank discount rates or increases in member bank reserve
requirements designed to restrain credit expansion, is likely to be
gréatly’ reduced. Under such circumstances, higher discount rates
would have only a psychological influence, if any, since there would
be little need for borrowing by member banks. Higher reserve re-
quirements could easily be met by member banks through sales in
the market of Governmnent securities which the Federal Reserve Sys-
tem would have to buy in order to maintain the stability of the mar-
ket, and the higher reserve requirements would thus have little effect
in deterring credit expansion. :

It is true that at times during recent years, the Federal Reserve
System has employed the tools of monetary policy in a manner which
may have appeared inconsistent. For example, during the year be-
ginning in November 1947, the System considered it necessary, in the
Iight of circumstances prevailing at that time, to maintain a stable
and orderly market for Government bonds even though the infla-
tionary tendencies of the early postwar years were still apparent. As
a result, the System offset widespread selling of Government bonds by
banks and nonbank investors with purchases“of bonds in amounts
sufficient to keep market prices slightly above par. At the same time,
the Board of Governors on several occasions during 1948 (acting in
part under the temporarily enlarged authority granted it by the spe-
cial session of Congress in August of that year) increased the per-
centage reserve requirements of member banks. With the aid of
Treasury surpluses, it was possible largely to offset the effect on bank
reserves of the large-scale purchases of bonds through Treasury re-
demption of maturing securities held by the System and through
market sales of short-term securities by the System, but, other factors,
such as gold inflows, provided the banks with additional reserves.
The increases in reserve requirements may have helped to immobilize
some of the additional reserves, but they also led to further bank
sales of Treasury securities which the Federal Reserve System had
to absorb if the stability of the market was to be maintained. On
the whole, the actions taken during this period did not result in such
large additions to the lending power of the banks as has been com-
monly assumed, but neither did they constitute a fully effective pro-
gram of restraining credit expansion as a means of combating infla-
tionary tendencies. :

To the extent that such actions by the Federal Reserve System-
appear to be inconsistent—in that one action tended to facilitate
monetary expansion, while others were directed toward restraint of
monetary expansion—it should be recognized that the apparent incon-
sistency was attributable to special circumstances prevailing at that
time. Large amounts of the war-expanded public debt were loosely
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Tield by investors who had become unaccustomed to the fluctuations
in interest rates and security prices that had been considered normal
in earlier years and tended to become alarmed over the possibility
of substantial declines in the value of their securities when heavy de-
mands for capital and credit began to be reflected in an upward drift
in interest rates. Furthermore, many institutional investors who
preferred greater diversification of their investments, and saw the
prospect of obtaining higher yields from other types of investments,
sold Government bonds in substantial amounts. There was danger of
the development of panicky conditions in which acute weakness n the
security markets might have had serious repercussions in the general
business situstion. . Consequently; while the Federal Reserve Systeni:
never abandoned its objective of restraining inftationary pressures to
the extent possible-through credit action, it felt obliged to engage in
open market operations which-would prevent serious disturbances and
would:-thus work toward a situation in which more normal use of the
instruments of credit policy might be possible in the future.

Actions taken under such circumstances, therefore, in no sense sug-
gest any abandonment of belief in the desirability of coordination of
all the instruments of credit policy toward a common objective.

The second part of this question might seem to suggest that lack of
logical coordination in. open market policy, discount policy, and
reserve requirement policy, or a lack of common direction in the use
of the various instruments of credit control, might be attributable to
differences of viewpoint among “policy determining groups” within
the Federal Reserve System. These groups are named in the question,
i. e., the Board of Governors, the Reserve bank president. members
of the Federil"Open Market' Committee, and the boards of directors
of the Reserve Banks. '

While the general credit powers are lodged with different bodies
within the System, that arrangement does not prevent a coordinated
use of those credit instruments. Inasmuch as they should be used
so as to complement each other, it is important that a forum be pro-
vided for the careful consideration of their coordinated use. This is
provided by the Federal Open Market Committee, in which both the
members of the Board of Governors and the presidents of the Reserve
banks are represented. The directors of the Reserve banks do not
have a direct role in policy formulation in the Open Market Com-
mittee, but. they- do: have an indirect part in the process of judging
the economic situation and appraising the factors influencing credit
policy. It must clearly be stated that in the Open Market Comrnittee,
where open market policy is determined, members of the committee .
have not banded-irito’ groups. They have come into the meetings of
the committee as individuals, each with his opinion concerning the
actions which might most appropriately and effectively be taken.

"They have come uninstructed and free to express their opinions, and
each has exerted an influence proportionate to his persuasiveness and
his ability to marshal facts supporting his opinions. Hence the fac-
tors of strength or weakness in the position of each party—each indi-
vidual—depends on the strength or weakness of his position when
pitted against or compared with the strength or weakness of the
position taken by others. Past experience indicates that when there
is division of opinion within the Federal Open Market Committee,

‘ °
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the division is likely to be between individual members of the com-
mittee, regardless of whether they are members of the Board of Gov-
ernors or Reserve bank presidents, rather than between the Board
members as a group and the presidents as a group.

Comment of C. 8. Y oung, Chicago e :
In addition, it should be noted that oftentimes technical and tempo-
rary considerations require apparently conflicting operations on the
part of monetary authorities. The impact of some restrictive actions
must be cushiored and spread over time in order to avoid transient
market disruptions. Thus, the imposition ‘of higher'reserve require-
ments may be accompanied by a modest amount of Federal Reserve
purchases of Government securities during the few days immediately
preceding the effective date of the new requirements. Such action, "
while providing fewer new bank reserves than are immobilized by
the new requirement, alleviates strain on the banking system.and
pressure in the Government securities market which would otherwise
develop as banks in tight reserve positions attempt to acquire neces-
sary additional reserves. In succeeding days, asthe new reserve posi-
tions of banks become more stabilized, some of the temporary reserves
supplied by Federal Reserve purchases of Government securities can
be absorbed by subsequent sales by the System.” Within the framework
of one common policy, such partially compensatory operations are
frequently required in order that the degrees of credit ease or strin-
gency introduced on any given day do not exceed the capacity of the
financial markets to absorb them.

Comment of J. N. Peyton, Minmeapolis

[Mr. Peyton would substitute the following for the first part of
the System answer. |

Open-market policy, discount policy, and reserve requirement policy
should not pursue different general objectives; they should rather be
directed to a common policy. Coordination in the use of the instru-
ments of credit control is certainly desirable. The structural arrange-
ment of the Federal Reserve System does not prevent such coordination
from being achieved. On occasion, there may appear to be a lack
of coordination in the use of the various instruments of credit control
even though they are directed toward a common policy, or the pursuit
of a coordinated use of the instruments may be difficult because of
considerations other than monetary policy. :

The public interest would more likely be better served if all in-
struments of monetary control would be coordinated to effect over-all
monetary expansion or monetary contraction, as the general condition
of the economy demands. Such coordination of the uses of the various
instruments of monetary control—each complementing the others—
would provide the most effective implementation of general credit

olicy.
P It may be pointed out that in past years the Federal Reserve System
at times has employed the tools of monetary policy in a manner which-
may have appeared inconsistent—for example, the open-market oper-
ations have at times effected monetary expansion while at the same
time changes in reserve requirements have been used in an attempt to
effect monetary contraction, or that the one instrument. has been used
in an attempt to offset the effects of the other. This was clearly the

H
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case in 1948 when the Federal Reserve, in accord with the Treasury,
deemed it an overriding objective that a stable and orderly market for
Government bonds should be maintained. In pursuit of this objective
‘the System met widespread selling of bonds by banks and nonbank
investors with purchases in an"amount sufficient to keep the market
prices of those bonds slightly above par. Recognizing that such pur-
.chases.created: commercial bank reserves, to the extent that they were
not offset by System sales and redemptions; it was decided by the
Board of Governors that reserve requirements should be raised in order
to immobilize at least a part of the reserve so created.

If such actions by the Federal Reserve should be deemed incon-
sistent—that the one action worked in the direction of monetary ex-
pansion while the other worked toward monetary contraction or
‘toward offsetting expansion—it also should be recognized that the n-
.consistency was assignable to debt-management considerations rather
‘than to monetary-policy considerations. The pegging of Government
bond prices overrode appropriate monetary-policy considerations in
that such action forbade interest rates to perform freely an economic
function. As Chairman McCabe observed in his report to the Sub-
.committee on Monetary, Credit, and Fiscal Policies in 1949 :

* .& % Tokeep down therate of interest by making credit freely available at
.a time when capital demands exceed current savings has an inflationary result.
Conversely, to increase rates of interest and thereby discourage borrowing at a .
time when business activity is low, is conducive to further contraction. Mone-
‘tary policies should be flexibly adapted to the changing needs of the economy.
However, in view of the lirge outstanding debt and its widespread distribution,
the Federal Reserve faces the dilemma of endeavoring to follow fiexible monetary
policies without detracting from the willingness of investors to be firm holders
-of Government securities.

Delos C. Johns, St. Louis

[Mr. Johns offers the following comments on the joint answers to
questions under section C. Distribution Within the Federal Reserve
System of Authority on Credit Policies.]

The joint replies of the special committee of the presidents of the
Tederal Reserve banks to questions 8 through 12 are generally satis-
factory to me. The comment which follows represents no substantive
difference with those replies. It relates to the section as a whole and
is not tied specifically to the individual questions.

One of the great strengths of the Federal Reserve System is found
in its regional-characteristics. As is noted in my reply to question 35,
the eighth Federal Reserve district is a definite regional entity with
regional conditions and problems which differ in degree and in kind
from those of other regions. In a nation as extensive as the United
States such differences may be expected. They reflect differences in
the amount and kind of basic resources, in population, and in the type
and extent of resource utilization.

It is important to recognize that these regional variations exist and
important to take them into consideration in the formulation of na-
tional policies. This should not be taken to mean that national policies
should reflect merely narrow and selfish sectional interests; rather it
means that national policies should reflect realistic recognition of the
facts of regional differences so as to make those policies serve most
fully the purposes for which they are designed and hence the true
nationalinterest. This principle, of course, underlies the federal form
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of government we have chosen. Policies are formulated in the broad
national interest but they are formulated with the benefit, of regional
representation and opinion. This approach implicitly recognizes that,
while national aggregates and national averages have meaning, poli-
cies based-solely on such aggregates and averages without.censidera-
tion-for the regional deviations from them may well be at best inade-
quate, at worst harmful.

System policies are forged with due consideration for regional de-
viations from national averages. This helps prevent adoption of un-
sound or unworkable national policies and helps promote adoption of
policies that are sound and workable. The fact that there are 12
Reserve districts and the fact that each bank and branch has directors:
drawn from the particular district provides for full recognition of the
characteristics of the district. Each Reserve bank president is in a
position to judge possible alternatives of national monetary policy with
due regard to the particular characteristics of his region. . This makes
for adoption of national monetary policy that squares realistically
withactual -conditions in the regions rather than, with a statistical
average of all regions, which average may or may not bé meaningful.

At the same time the Federal Reserve banks and branches are in a
position to make the policy chosen best fit the characteristics of the
various regions, as indicated in the joint reply to question 8. Thus,
proper flexibility is assured and the adopted policy serves its purpose.
No Reserve bank acting by itself can or would contravene the real
purpose of the national monetary policy, but it can provide for special
regional circumstances.

The desirability of the regional characteristics of the Federal Re-
serve System thus seems clear. Much of the System’s strength stems:
from this factor. And the official record of the decisions and votes of
the Open-Market Committee demonstrates the fact that the regional
characteristics do not result in or reflect selfish sectionalism. Such
divisions as have occurred on open-market policy have not been com-
monly between the five bank representatives -and :the seven board
representatives- as two distinct groups but between shifting groups,
each of-which may contain both presidents and board-members. The
differences reflect the individual committee members’ analyses, inter-
pretations, and viewpoints. In actual practice, even on matters of
reserve-requirement policy, for which statutory authority rests solely
in the Board of Governors, and on discount policy, there is consulta-
tion between the presidents and the board, demonstrating full recog-
nition of the principle of considering regional factors of difference and
also demonstrating the fact that regional representation is a source of
strength.

In this connection I wish to emphasize strongly a point upon which
there seems to be considerable misunderstanding. The presidents of
the Federal Reserve banks naturally are in close contact with the com-

_mercial bankers in their districts. This fact is interpreted by some
people as meaning that the presidents reflect commercial-banking
opinion and apparently that such opinion necessarily .is at odds with
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the public interest. In my opinion, the Reserve bank presidents’ views:
are not unduly influenced by the commercial bankers he works with.
daily. Rather, these intimate contacts provide him with a “feel” for-
conditions as they exist in his district and enable him to make a greater-
contribution to System policy consideration. Also, T do not believe:
that commercial-banking opinion is necessarily at odds with the public
interest. I believe that it may well be as patriotic and as publicly
oriented as any other opinion. Furthermore, the very fact that the-
Eresidents are 1n regular contact with commercial bankers gives them:

etter insight into the practical administrative problems of monetary--
policy implementation. Lack of such contact would seem more likely
to result in unrealistic approaches to policy formulation rather than:
to more objectivity. The System has taken great pride in the fact
that it does not employ the “ivory tower” technique in formulating-
policy, but that it seeis to obtain as much evidence and informed:
opinion as possible before taking action.

Finally, I wish to note specifically my concurrence in the joint reply
to question 12, which points out that open-market policy, discount.
policy, and reserve-requirement policy actually have not pursued dif--
ferent objectives, although supergcial examination of the record might.
lead to the belief that such had been the case at various times. Con-
sequently, the fact that open-market-policy power is lodged in the-
Open Market Committee, while reserve-requirement-policy power rests.
with the Board of Governors, and discount-policy power with both:
banks and Board, has not in practice led to action in one field deliber-
ately offsetting action in another. Ihave already noted that the Board'
ordinarily seeks the advice of the Reserve bank presidents and stafls.
prior to taking action with respect to reserve requirements. Discount--
rate changes are initiated at the Reserve banks, but require approval
by the Board. Action in both fields ordinarily is discussed and con-
sidered at Open Market Committee meetings, and policies in practice: -
are coordinated.

It might seem more logical to lodge all three policy powers with
the Open Market Committee, but there would seem to be no compelling-
reason to do so on the basis of the record. However, in keeping with
the broad principle of constitutionalism, referred to in the discussion.
of section A of the subcommittee questionnaire, if there is to be full
assurance for all time of proper recognition of regional differences:
and of coordination of open-market, discount, and reserve-requirement
policies, the discount and reserve-requirement powers might well be-
placed in the Open Market Committee. This step would follow the
general American approach in safeguarding a principle with specifie
legislative action. ,

n summary, my opinion with respect to the points raised in the-
questions forming section C of the questionnaire agrees generally with
that expressed in the joint replies. My supplementary comment has:
attempted to stress the strengths resulting from the regional charac-
teristics of the System and to emphasize the fact that the distribution
of powers within the System reflects that regional strength and has:
worked well in practice.
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. ‘D. GENERAL CREDIT AND MONETARY POLICIES

13. Analyze the effects of the rising yield upon short-term Govern-
ments between August 1950 and March 1951 from the standpoint
of (a) effect upon the volume of bank loans, () effect upon the
level of private interest rates and the differential between those
rates and the yield on Governments, (¢) effect upon the market
prices and the volume of sales of long-term Governments, (d)
effect upon the policy of the Federal Reserve System to support
the long-term Governments.

Joint answer _

The analysis of any segment of the historical record of credit control
must proceed from an explanation of the mechanism and the essential
principles of that control. For that reason, a reading of the reply to
“this question might best follow a reading of the replies to all other
questions in section D on general credit and monetary policies. The
present question deals only with certain effects of a program of general
credit restraint, without embracing all aspects of that program.
While each of these selected aspects is important, it will also prove
desirable to summavize briefly the background of other developments
and the over-ull effects of general credit restraint during the period
from August 1950 to March 1951, to which this question directs
attention.

During a period of emergency affecting the national security, credit
policy must consider the immediate interests of national defense as
well as its primary responsibility for a monetary policy which will
contribute to economic stability. For this reason, although the Fed-
eral Reserve System was prepared to implement a credit program de-
signed to combat reviving inflationary pressures prior to the Korean
outbreak, the System withheld action on such a program and aimed
its policy along the lines of credit neutrality when the Secretary of
the Treasury asked the System to stand aside until the President had
presented a special message to Congress on the defense needs growing
out of the Korean hostilities, and until the Secretary himself had
determined the probable magnitude ot early needs for additional
financing. By the middle of August 1950 both of the conditions set.
forth by the Secretary had been clarified, and the civilian sector of
the economy was in the throes of a substantial boom, while defense
expenditures were scheduled at a rate which would not in itself con-
tribute directly to inflationary pressure for some time to come. The
President had called for tax increases and restriction of credit to coin-
bat the inflationary tendencies in the private sector of the economy.
In that setting, on August, 18, the Board of Governors approved an
increase in the discount rate of the Federal Reserve Bank of New
York, and the Board and the Federal Open Market Committee an-
nounced that they were—
prepared to use all the means at their command to restrain further expansion
of bank credit consistent with the policy of maintaining orderly conditions in
the Government securities market.

Unfortunately, on the same date, the Secretary of the Treasury an-
nounced that $13.5 billion of Treasury securities called or maturing
on September 15 and October 1 would be refunded through a short-
-term-offering-identical. in form and rate with similar offerings of
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June 1 and July 1 that had been announced before the Korean out-
break and the intensification of inflationary pressures which followed.

The Federal Reserve System then chose the only course which af-
forded an opportunity for compromise between a Treasury decision
that required an abundant supp1p7 of funds in the market and an over-
all governmental policy (cf. the&‘resident’s message. of July 19) call-
ing for credit restraint. The System made no attempt to peg the
entire short-term market in line with the terms of the Treasury’s offer-
ings; but it stood ready to purchase any of the outstanding securities
scheduled to mature on September 15 or October 1 at. the higher prices
(lower yields) consistent with the Treasury’s terms. The System,
in turn, sold other securities from its own portfolio at the relatively
lower prices (higher yields) consistent with market demand. The
results over the ensuing 7-week period were System purchases.of
roughly $8.billion, offsetting sales (or redemptions) of roughly $7'
billion, and a net rise of $1 billion in Federal Reserve crecit. The.
inflationary repercussions of this unfortunate lack of coordination
continued throughout the autumn and early winter. On November
29, the Treasury made an advance announcement of the terms for its
refunding operations of December 15, 1950, and January 1, 1951,
and the System was obliged to stabilize a wide segment of market
prices until after January 1. Thus, in effect, a large part of the Sys-
tem’s effort to restrain credit over the 29-week period from the an-
nouncement, of August 18, 1950, through the announcement of Treas-
ury-System accord on March 4, 1951, was consumed in offsetting the
Federal Reserve credit released during the 13 weeks within this period
that Treasury refunding issues (other than bills) were before the
market. Despite these handicaps, however, tlie over-all growth of
the money supply (demand deposits and currency) during this period
amounted to only slightly more than 1 percent. Continuing gold
outflows throughout the period were a principal source of restraining
pressure on bank reserves; and an increase of member bank required
reserve percentages during January helped to reinforce the System’s
efforts to exercise a restraining influence through open market opera-
tions during the relatively free interlude.

(a) The effect wpon the volume of bank loans—The effects of rising
yields on short-term Governments during this period were largely
counteracted by the System’s purchases i support of Treasury re-
funding operations, and therefore did not prevent an unduly large loan
expansion. But the amount and the inflationary character of this ex-
pansion might have been considerably greater if two positive results.
had not been achieved. First, rising yields enabled the Federal Re--
serve System, in effect, to sell such a large volume of short-term securi-
ties to the market that member banks were left with barely two-thirds
of a billion dollars of added reserves to use as a base for credit ex-
pansion (after allowing for the effect of the increase in the ratios of
required reserves) over the 29-week period as a whole. Second, be-
cause the member bank reserve base was thus limited, much of the
loan expansion which occurred in the banks was financed through bank.
sale of short-term Government securities to nonbank investors (mainly
business corporations)—and thus represented a shift of bank assets
without an expansion of the total credit and money supply. The total .
loans of all commercial banks (for which estimated data are available
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-only as of the end of each month, without breakdown as to type of
loan) rose $7.6 billion in the 7 months from August through February,
inclusive ; their holdings of Government securities declined $6.2 billion.
For the same 7 months, total loans of the weekly reporting member
banks rose $5.9 billion ; their business loans rose $4.8 billion ; and their
boldings of Government securities declined $4.9 billion. Some of these
Government securities sold by the banks found their way to the Federal
Reserve banks, thus'adding to reserves; but because short-term rates
were attractive to the market the combined Federal Reserve acquisi-
TE}ion]s from all sources were well below the amounts unloaded by the
banks. -

(B) Effect upon the level of private interest rates and the diff eren-
tial between those rates and the yield on Governments—When Fed-
-eral Reserve credit is scarce, interest rates on all classes of credit tend
to rise. The resulting increase in yields on short-term Governments
may often precede increases in other yields, but such increases are
interrelated results of the general reduction of credit availability ; one
increase is not necessarily the cause of the other. Over the 7-month
period, the issue rates on new Treasury bills (3 months) rose from 1.173
-on August 17 to 1.406 on March 1, or not quite one-quarter of 1 percent.
‘The rise in Federal Reserve discount rates by one-fourth of 1 percent
-on August 18 was matched almost immediately by all of the open-
market private money rates. In general; short-term Government in-
‘terest rates rose more slowly, and not so far, as the private short-term
rates over the 7-month period. Longer-term rates fluctuated moder-
-ately around a very slight rising yield trend. There was little change
in the differentials between Government bonds and other longer-term
issues. The causes and significance of these changing differentials are
-discussed further under question 17.

(¢) Effect upon the market prices and the volume of sales of ling-
term Governments—To some extent, rising short-term rates contrib-
uted to expectations of somewhat higher long-term yields (i. e., lower
market prices), and may have encouraged some anticipatory sales of
‘Government bonds during these 7 months. But the major factor in
‘the bond sales was the steady unloading by insurance companies, sav-
ings banks, and other investors in order to obtain funds for other
-commitments promising higher rates. They had been undertaking
larger commitments than could be met out of newly arising savings or
‘the repayment of past loans or investments. They did so because long-
term Government securities themselves were bemng kept at an arbi-
trarily high price (low yield), in the face of mounting inflationary
pressures, and because they expected that support would continue to
make Government bonds virtually the equivalent of cash on demand—
-available whenever the commitments came in to be met. The fact that
_yields on most types of longer-term private securities or other outlets
for funds did not rise appreciably under these inflationary circum-
:stances reflected the fact that easy access to freshly created credit

(through sales of Government securities to the System in a supported’
market), kept the supply of long-term funds closely abreast of the
-demand. <
The rise of short-term rates did exert a counterinfluence, however.
~iSome of the sellers of long-term Government bonds, while continuing
their regular unloading programs, were persuaded by the-grewing-
‘prospects-of rate uncertainty to return some of the proceeds to the
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short-term market. In addition, the rise in rates also attracted large
investment in-short-term Government securities by other nonbank
investors. Thus, by meeting this demand through further sales of
short-term Governments, in the relatively attractive short-term
market, the Federal Reserve was able to offset to some extent the infla-
tionary effects of its support of the long-term bond market.

_ (d) "Effect upon the policy of the Federal Reserve System to sup-
port” the long-tirm Governments—The System’s Eolicy of- support,
which was focuséd upon the two longest-term bank-restricted bonds,
made it impossible for the System to achieve any sustained measure
of effective control over the credit supply through sales of Govern-
ment bonds. At times, within the anchor prices set for the longest-
term bonds, the System could make some sales, as it had done to offset.
the credit released in supporting the Treasury’s June and July re-
financing. But the volume of such potential sales was limited at all
events, and had been largely exhausted by August 18. Nonetheless,
the System continued supporting the Jong Governments throughout
this period, hoping to be able to more than offset the effects of such
support by sales of short-term securities at the more attractive yields
demanded by the market. By January and February of 1951, how-
ever, System purchases of the long-term bonds began to accelerate
under selling pressure. A final break was made away from arbitrary
support following. the: Treasury-System “accord” of March 4, .1951.
The gradual rise of short-term yields had not made possible enough
sales out of the System’s short-term portfolio to offset the purchases of
bonds entailed by the support technique during a period of mounting
inflationary stress. The purposes of bond support through the long
“digestion” period following the great growth of long-term debt in
World War IT had already been largely served ; and, as events proved,
the transition to unsupported long-term markets below par no longer
presented insurmountable problems. Since March and April of 1951
credit restraint has been reflected in the prices and yields of all classes
of Government securities, as well as throughout the long-term securi- .
ties market. - :

Comment-of: B E. @itbert, Dallas

The answer to this-question refers to the approval by the Board of

Governors on August 18 of an increase in the discount rate of the
Federal Reserve Bank of New York. It should be added that the
Board: of Governors approved increases in the discount rates-of the
other Federal Reserve banks, with such increases becoming effective
between August 21 and August 25. By the 25th of August th
discount rate at all Federal Reserve banks was 134 percent. .

14. Describe the mechanism by which a general tightening or easing

, of credit, and the changes in interest rates which may result, is
expected to counteract inflation or deflation. Discuss the impact
on borrowers and lenders in both the short-term and long-term
eredit markets and on spending and savings. Indicate the effect
on each of the broad categories of spending entering into gross
national product. What are the (actual or potential) capital
losses or gains that would be brought about by changes in inter-
est rates? To what extent is the effectiveness of a program of
credit restraint affected by or dependent upon expectations.with
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respect to subsequent changes in interest rates? " Distinguish in
your discussion between small changes in rates and large changes
In rates: e

Joint answer o

The reply to this question will serve as an introduttion to-thereplies
to other questions in section D on general credit and monetary poli-
cies. Those other replies develop in further detail the broad prin-
ciples which are outlined here largely in terms of an inflationary
situation that necessitates a general tightening of credit. Centering
this reply on inflationary conditions should lend orderliness to the.
presentation, and will also high-light the fact that credit policies are
most influential in curbing inflationary distortions before the economy
reaches a stage of crisis (and the subsequent collapse into depression).
Credit controls help to counteract inflation mainly by limiting those
volatile additions to aggregate demand that are financed with bor-
rowed funds. They do not, of course, remove other causes of cyclical
disturbance, but credit-financed demand frequently accentuates dis-
turbances -set, off by other causes. Consequently, effective credit con-
trols must be an important part of any program aimed at limiting
cyclical swings and preserving a sustained high level of employment
and production. They cannot, however, be relied upon to offset or
conceal all other causes of cyclical disturbances.

In an inflationary situation, no source of bank reserves should be
permitted to serve as a basis for an over-all expansion of credit or the

- money supply in excess of the economy’s physical capabilities at cur-
rent prices. The volume of Federal Reserve credit must be restricted
to prevent an increase in bank reserves sufficient to support excessive
expansion of credit. Broadly speaking, that volume is largely con-
trolled by changes in the Federal Reserve System’s holdings of Gov-
ernment securities. Variations in Reserve bank discount rates and
discount policy also exert some influence, but their significance derives
largely from the reinforcement they supply to the System’s open-
‘market operations in Government securities. Increases in the ratio
of required bank reserves may, for banks which are members of the
Federal Reserve System, help to immobilize Federal Reserve credit
already outstanding, but that will be the case only so long as banks
cannot, readily meet the higher requirements by selling additional
Government securities to the Federal Reserve banks. Thus, so far
as anti-inflationary control over the volume and usability of Federal
Reserve credit is concerned, the key to effective action is the System’s
‘open-market account. :

The dependence of general credit control upon the System’s ability
to operate in the Government security market is dictated by the debt

(i. e., the credit) structure of the economy. Because the Government
debt is now equal to one-half the total debt of the economy, and because
the wide distribution of the holding of that debt has been successfully
encouraged by developing a well-organized market for Government
securities (for which few, if any, parallels exist in other countries),
it is inevitable that general credit control must be exerted through the

Government security market. . oo
- Characteristically, under inflationary conditions, private demands
for credit increase beyond the supply of léanable funds arising from
current savings and the repayment of other debt. Lending institu-
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tions confronted by this large demand for funds attempt to liquidate
some of their other assets in order to satisfy this demand. Their usual
recourse is sales of those assets which represent the closest substitutes
for cash—that is, Government securities. If sales are made to others
who have currently accumulated savings, or have funds arising from
debt repayment, the net effect is merely a transference of existing loan-
able funds without necessarily adding to inflationary pressures, al-
though there may be an increase in the velocity of use of funds. But,
if the sales of Government securities are financed by an expansion of
bank credit, or especially by an expansion of Federal Reserve credit,
they will in most circumstances produce an excessive volume of credit
and intensify theupward pressure upon prices that results when aggre-
gate demand exceeds (at current prices) the physical volume of goods
and services that the economy can produce. Under some inflationary
conditions, notably when the Treasury incurs a cash deficit, it is not
sufficient to check an expansion of private credit; a part of the current
flow of savings must actually be diverted away from private demands
to the Government, so that there will be no expansion in total credit,
Government and private. (See question No. 16.) Other conditions
requiring some direction of the use of currently investable funds, with-
in the framework of general credit restraint, are described under ques-
tions 21 through 25. ’

Certainly the essence of credit control, as a check upon inflation in
existing circumstances, is use of the Federal Reserve open-market ac-
count to prevent “monetization” of the large outstanding public debt.
That must, necessarily.mean, at times, strict limitations on the volume
of System ‘purchases and consequent reductions in the market prices of
Government securities. It does not mean that the credit of the Govern-
ment, itself is impaired in any way. It does mean that holders who
attempt to dispose of Government securities in a manner that will
produce an excess supply of new credit, instead of holding to maturity
when full repayment is assured, must expect to find their way im-
peded under inflationary conditions. For the small individual saver,
or for others who cannot, be expected to take account of changing mar-
ket prices, nonmarketable savings bonds are available in suitable
amounts at yields fixed arbitrarily above the yield levels that usually
prevail in the market. The impact of changing market prices is felt
by the banking institutions which provide the major proportion of the
Nation’s over-all credit supply and by the large and informed institu-
tional investors. : '

Credit control during an inflation is not, however, aimed specifically
at lowering the prices of Government securities, nor at raising interest
rates. The entire complex of the forces of market supply and demand
will determine what happens to prices and yields when the Federal
Reserve refuses to buy, or aggressively sells.. But unless all Govern-
ment securities are immobilized in the portfolios of all classes of lend-
ers by compulsion, and additional supplies of cash resources do not
become available to the banks from other sources, the pressure of an
excessive demand for credit upon a limited supply will unavoidably
force some reduction in prices on Government and other securities, and
a corresponding rise in interest rates. Generally speaking, interest
rates on shorter-term Government securities will have to rise far
enough to assuré nonbank purchases of these securities in whatever
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volume thé Treasury has put into the market. For longer-term securi-
ties, a rise of yields means larger capital losses in the event of sale than
a similar rise in shorter-term securities, and the attention of some hold-
ers will necessarily be focused upon the magnitude of those potential
losses. In general, if the over-all credit volume is to be effectively
limited to economic requirements, market yields on longer-term securi-
ties will rise until potential capital losses become large enough to
discourage most sellers, or alternatively, until the lowered market
prices, attract other buyers in sufficient volume to.absorb all.sales that
continue to be offered. :

Because of the wide participation in the Government security
market, and because important groups of institutional lenders have
a preference for relatively riskless assets and have income require-
ments of an actuarial type that change relatively slowly, rather small
changes in yields (or capital gains or losses) will usually bring
about a balance in the market. Asa general rule, short-term rates will
fluctuate more frequently, and over a wider range, than long-term
rates. However, no clear-cut assurance can be given as to the mag-
nitude of the changes in interest rates which occur as a result of re-
straint upon credit expansion. This depends upon'the demand for
‘credit as well as the reduction in the supply of:credit available to
meet it. The choice is not between very small and very large changes
Aan rates; there may be an almost infinite number of gradations of
-change as credit restraint is imposed. Recent experience indicates
that effective credit restraint can be accomplished without causing
more than relatively small changes, in existing circumstances, but
any commitment to that effect by the Federal Reserve System would
- remove the element of uncertainty over rate movements that fre-
quently serves as a useful substitute for further restraining action.

This uncertainty over rate changes is one aspect of expectations
that plays an important role in reinforcing the+specific action taken
to restrain credit. Of course, if a general rise in rates is expected to
continue for a long period, some borrowers may try to avoid higher
borrowing costs later by borroing more now ; but lenders tend, under
these same circumstances, to become unwilling to lend except for rela-
tively short periods; and all classes of investors become increasingly
interested in short-term Government securities as a temporary resting
place for their investable funds. By feeding this demand for short-
term securities, the Federal open-market account can actually
strengthen its-hold on bank reserve positions. Government borrow-
ing plans must also be adjusted to the investor responses growing out
gfl these expectations of rising rates, as will be further described

elow.

The principal impact of credit tightening upon borrowers comes
through the limitations imposed on the availability of funds. As
lenders reject applications, borrowers are corpelled to postpone or
scale down their plans. To be sure, some borrowers, particularly
those intending long-term capital investment, may take themselves
out of the market if rates rise above a point consistent with their
projections of costs and probable income, or if they think they may
be able to obtain the funds at lower cost (and perhaps carry out
their expenditure programs more economically) at a later time.” Ris-
ing short-term rates, in an atmosphere of uncertainty over the pros-
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pects for particular businesses, may also deter borrowing for inven-
tory expansion or for carrying additional trade receivables. These
are important effects; they occur on a significant scale; but by far
the most important influence upon borrowers is the difficulty of ob-
taining funds from lenders who feel they have become “loaned up.”

There is an apparent, but not an actual, loophole 1n attempts to
restrain lenders who hold short-term Government securities. It would
seem that they could obtain additional loanable funds merely by
allowing their holdings to run off at maturity, accepting cash instead
of the new issue. For any individual lender that is indeed possible
from time to time, but there are few lending institutions that have
such regular, frequent, and ample maturities that they can obtain
by that means all the additional funds they could use. Moreover, it
is not possible for all lenders unless the Federal Reserve System pur-
chases enough of the refunding issues to supply the Treasury with
the cash to pay off the holders of maturing issues. It is the Treasury’s
inherent responsibility for combating inflation that it offer securities
which are acceptable to the prevailing market. '

Another apparent difficulty concerns the implications of investor
expectations for Treasury financing operations, when interest rates
rise as a result of restricted credit availability, In the face of rising
rates, investors may shrink away from any given Treasury offering,
and await the better yields to be expected shortly. In that event, 1t
has been suggested, the Treasury might be forced to turn directly or
indirectly to the Federal Reserve banks, and thereby actually cause
the total volume of money and credit to expand. Paradoxically, it
would seem, rising market rates of interest would, in that event, have
caused a greater release of new credit than might have occurred if
bank money had been used to support prices (peg yields) in order to
attract a greater response by other investors to the Treasury’s offer-
ing. There is no doubt that this is a difficult problem. It cannot be
resolved by a simple formula. But when it 1s met squarely by the
Treasury and the Federal Reserve acting together, it can be reduced
to a matter of skillful timing and studied selection of the terms for
Treasury issues. (See questions 13, 16, and 17.) Slight errors, or
miscalculations, sometimes occur. But on balance, although continu-
ously pegged markets might on some occasions assure greater direct
response to an individual Treasury offering, the cumulative effect over
time would necessarily be a complete loss of control over credit avail-
ability since pegged markets can be maintained only by more or less
continuous support by the Federal Reserve System, which means the
extension of Federal Reserve credit at the option of “the market.”

The effects of credit restraint upon savings and spending are clear
as to the direction of influence, discernible as to the relative magnitude
of their influence, but altogether unmeasurable in terms of statistical
aggregates because they act by preventing what might have been. So
far as savings are concerned, those of individuals are certainly stimu-
Tated (over what they might otherwise have been) by any appreciable
rise in the return on savings media that accompanies a general tighten-
ing of credit, but the over-all magnitude of this response is not likely
to be large. By far the greater impulse to individual saving results
from a steadying of general prices, for which credit restraint must
always divide responsibility with other measures. Business savings
tend to rise over what they might otherwise have been, in the aggre-
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gate, as credit restraint reduces access to borrowed funds, and pro-
vides an incentive to rely more heavily on retained earnings as a
source of funds. A dampening of excessive consumer demand affects
business inventory policy and other business expenditures. Both
directly and indirectly this rise of business saving serves as a sig-
nificant anti-inflationary factor.

With respect to “the broad categories of spending entering into
gross national product,” credit restraint exerts a wide range of direct
and indirect influences. Consumption expenditures are affected di-
rectly when general credit restrictions check the growth of credit for
the purchase of durable consumer goods; further price increases for
such goods become less likely ; and, while output is likely to remain at
the peaks permitted by available materials in a period of heavy over-
all demand, consumers devote less of their current (or future) income
to such purchases. The real income of consumers is protected or en-
larged by preventing a swollen money supply from inflating the entire
price structure. When there is general credit restraint, the dollar
volume of gross private domestic investment expenditures, like that
for consumer durables, will not be expanded by duplicating grants of
credit to competing investors, which cause them to bid up prices for the
inventories, equipment, plant, residential housing, or other construc-
tion that the economy is capable of producing. The ricocheting effects
of these price increases upon other costs, money wages, and the general

. level of prices may thus also be avoided.

And it must be remembered that general credit controls are not

punitive; they are not imposed to cut the aggregate volume of avail-
- able credit below the aggregate volume of goods and services that the

economy is physically able to produce for the civilian economy at

prevailing prices. They do tend to prevent excessive demands for

the same goods, financed by borrowed money. They leave the alloca-
- tion of the limited -credit supply to the operation of the price mecha-
nism and the combined wisdom of the specialized lending institutions
of the economy which are best able to allocate credit among its most
‘economic uses—so long as the total volume of loanable funds which
they have to allocate is not so easily expansible as to remove the
necessity for selection among borrowers.

The other “broad categories” of spending are net foreign invest-
ment and Government purchases of goods and services. For both of
these the effects of credit restraint-are indirect—the results of holding
prices lower than they would otherwise have been if money and credit
had continued to expand freely. In the case of the Government, how-
ever, these indirect effects may be very substantial because credit re-
straint directly limits excessive demand for the wide range of invest-
ment goods which utilize the same types of materials that are embodied
in a large proportion of the goods purchased by the Government.
There is no direct effect upon Government expenditures, since these
are determined by Congress and, in effect, have priority over all other
demands for goods and services; but the price tags on Government
purchases are held down. .

As indicated at the outset, the reply to this question has been pre-
pared in terms of inflationary conditions. That approach seemed
appropriate both because the exposition of these broad principles
could be undertaken more systematically by tracing all of them
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through a single set of conditions, and also because credit control is
relatively more effective as a check upon inflationary tendencies than
as a stimulant during deflation. -However, because changes in credit
availability may exert a very early effect upon most of the categories
of investment, 1t is also possible for a well-timed program of credit
ease to play a significant part in resisting a downturn during its early
stages, particularly 'if that downturn has resulted from a gradual
wearing out of expansionary forces rather than the precipitate cur-
tailment associated with an economic crisis. The measures under-
taken to check such a “sagging deflation™ will be essentially the same
in character, although perhaps not in magnitude, as those undertaken
to stimulate recovery from severe depression. é‘onsequently, a sum-
mary of those measures may provide a useful conclusion to this review
of the contracyclical effects of general credit, control.

The stimulus toward recovery would, under most deflationary cir-
cumstances, be exerted initially by Federal Reserve System purchases
of Government securities, or a. lowering of required reserves, with a
consequent increase in excess reserves available for credit expansion.
Credit availability will be increased ; interest rates may be expected to
decline. Having an opportunity for capital gains on longer-term se-
curities, and with the prospect of lower yields on shorter-term money
market instruments, lenders will attempt to enlarge their longer-term
investments, particularly if they fear that yield levels may decline
still further. The flotation of new securities, particularly fixed-
interest obligations, will be encouraged. Longer-term investment
projects that had been postponed during the period of limited credit
availability, and higher interest rates, may be revived. Lenders and
underwriting organizations will aggressively seek out new investment
opportunities. Industrial concerns may take advantage of the easy
credit conditions to borrow for the financing of receivables (credit
extensions to distributors), using this means to build up their own
sales outlets and indirectly to assist those outlets themselves, particu-
larly smaller concerns or concerns of marginal creditworthiness. Re-
tailers will be able to borrow readily in order to make credit sales to -
consumers. As the interest costs of carrying inventory lessen, some
concerns may carry more diversified stocks to attract additional busi-
ness. The construction of residential housing will be especially en-
couraged, because the segment of carrying costs represented by in-
terest charges (which is normally a large proportion of the total) will
have been materially lowered. Similarly, the production and sale of
consumers’ durable goods may be aided. Treasury borrowing costs’
will probably decline.

In these ways, and through a variety of associated psychological in-
fluences, a turn toward credit. ease may help to check or offset un-
desirable deflationary tendencies. Although the “spur” effect of credit
ease may be less pronounced than the “bit” effect of credit restraint,
both have a necessary place in fulfilling the Nation’s economic ob-
jectives—sustained high level production and employment, steady .
growth, and rising living standards.

Comment of Hugh Leach, Richmond .

. As indicated in the joint answer, open-market opérations can be the
most flexible and effective instrument of general credit control for use

92245—52—rpt. 2——75
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in tightening or easing bank credit. However, it should not be over-
looked that the other quantitative credit-control instruments—reserve
requirements and discount rates—are an integral part of System
policy. Even though changes in reserve requirements are admittedly
a clumsy tool to be used sparingly and the effect of discount rate
changes is now largely psychological, these instriments can be of
considerable value under certain circumstances. -+ s -. .. :

1t 1s true, of course, that an increase in requirements at a time when
‘member banks have few loans and heavy investments in Government
securities selling above cost will have little restraining effect on most
banks beyond reducing potential expansion on a given amount of ex-
cess reserves, because they can sell securities (at a profit) to the Fed-
eral Reserve System. However, the situation would be quite different
- if the volume of outstanding loans was so large that many member

banks would find it difficult or impossible to adjust their reserve posi-
tions to additional requirements by offsetting salés of Governinent
securities. Under such conditions an increase in reserve requireinents
-would undoubtedly be restrictive. The restrictive effect would be ii-
criaased at times when banks could sell Government securities only at.
a loss. :

Granting - the current effect of discount rate changes as largely
“psychological,” it has been clearly demonstrated in the postwar
period that discount rate increases do have an immediate effect (apait.
from open-market operations) on the credit climate and. short-term
money rates.

Comament of C. E. Earhart, San Francisco

If taken as a statement of general principle, we agrée entirely with

~the following sentence taken from the joint reply to question 14:

" In an inflationary situation, no source of bank reserves should be permitted
to serve as a basis for an over-all expansion of credit or the money supply in
excess of the economy’s physical capabilities at current prices (second para-
graph, first sentence).

This should not be taken to mean that the Reserve System believes.
that it can be free to restrain credit to this extent under all infla-
tionary conditions, as might be inferred if this statement were read out
of context. Reference to two statements in the joint replies to other
(uestions clearly illustrates this point:

During a period of emergency affecting the hational security, credit policy
must consider the immediate interests of national defense as well as its primary
responsibility for a monetary policy. which will contribute to economic stability
(question 13). :

Financing a major war involves two conflicting objectives—adequate financial
support of the war program and avoidance of inflationary effects, * * #* Deficit
financing on a large scale would be a serious obstacle to a strongly restrictive
monetary policy, as the Federal Reserve System would have to avoid inter-
ference with, and even assist in, Treasiuiy financing of the deficit (question 16).

15. How rapidly and to what extent would you expect the volume of
bank loans to respond to measures of general credit control
under present conditions?

Joint answer - : ) .

- It is never possible to measure quantitatively the effects on the -
volume of bank credit of general ¢rédit control actions. To so measiire-
. the effects would require definite knowledge of what would have:
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happened had no action been taken, and that must necessarily remain
a matter of informed opinion rather than knowledge. Nevertheless,
we would expect some response in bank extensions of credit to re-
strictive measures of general credit control almost immediately, with
increasing effects over a period of time.

For example, the change of open market policy by the Federal Re-
serve System in the spring-of 1951 -and the fall in prices of Govern:
ment securities which ensued were reflected almost immediately in
a reduced availability of funds for mortgages other than those for
which ‘éommitments had been*made previously. The market for
corporation and “municipal” securities also was affected, so that the
flotation of new issues became more difficult.

Furthermore, we are informed that the action by the Federal Re-
- serve System had the effect of making many banks feel “loaned up,”

thus leading them to adopt a more restrictive policy with respect to

new extensions of credit. The fact that market prices of Govern:-
ment securities fell below par contributed to the “loaned-up” feeling,

as banks (and other lending institutions) were reluctant to take actual

losses by selling such securities as a means of obtaining additional cash

resources. We are informed that this situation has contributed ma-

terially to the success of the voluntary credit restraint program.

In the case of use of meastres of general credit control to make
credit more freely available, the response may involve some time lag,
especially if the action is taken in a period of pronounced business
recession. In such circumstances, potential borrowers may be more
intent upon reducing their liabilities than upon obtaining additional
funds for the purpose of extending their activities. Nevertheless,
there is reason to believe that tendencies toward credit liuidation
are likely to be relieved by the easier credit conditions brought about
by a change of general credit policy, except perhaps under conditions -

" of extreme depression. And when the immediate cause of more mode-
rate business recession (such as an overextended inventory position)
has been corrected, easy credit conditions facilitate the financing of
a resumption of activities. Here again; however, it is impossible to
measure the effects of the credit action in quantitative terms.

16. Compare the applicability of general credit and monetary meas-
. ures and the resultant increases in interest rates as a means of
restraining inflation (@) when the Treasury is not expected to
be a large borrower in the foréseeable future, (5) when a large
volume of Treasury refunding operations will have to be effected
in the foreseeable future, (¢) when it is expected that the T'reas-
ury will be a large net borrower during the foreséeable future,

(d) under conditions of total war. '

Joint answer

A basic objective of economic policy in this country is assumed to
be the maintenance of high levels of production and employment,
free from the disruptive influences of either serious inflation or serious
deflation. In view of this objective, we believe that in an inflationary
period both general credit and monetary policies and publi¢idebt
management policies should be directed toward restraining inflation-
ary pressures, whether or not the Treasury is expected to have to carry
out large borrowing or refunding operations in the foreseeable future.



692 MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT

While not all inflationary pressures are directly attributable to mone-
tary expansion, nor can be dealt with completely by monetary action,
we believe that, in most circumstances, action to check monetary ex-

pansion is an essential part of an anti-inflationary program. In a
free market, a restricted supply of credit in the face of heavy demand
for ¢redit will unavoidably be reflected in somewhat higher interest
rates. . :

. In our opinion the Treasury’s borrowing operations can and should
be adjusted to the requirements of over-all economic policy. Public-
debt. operations may supplement and reinforce monetary action and
may even reduce the need for strong measures in the monetary and
credit field, or they may interfere with, and hamper the effectiveness
of monetary action if they are not appropriate to the existing econom-
ic situation. For example, the Treasury surpluses of the early postwar
years and their use to retire securities held by the Federal Reserve

- banks not only helped to offset the effects on the income stream of
credit expansion, but helped to offset the expansionary effect on the
banking system of gold inflows and to exert recurrent pressure on
bank reserves and thus to restrain credit expansion.

:.(@) A situation in which the Treasury is not expected to be a large
borrower in the foreseeable future implies that Treasury receipts are
expected at least to equal Government expenditures, and also implies
such a distribution of maturities in the public debt that frequent re--
funding operations are not necessary. The presumption would be
that, at least so far as the amount of Treasury receipts and disburse-
ments is concerned, Treasury operations were not contributing to in-
flationary pressures and were imposing no obstacles to the execution
of monetary measures designed to comgbat inflationary tendencies.

() The prospect of a large volume of Treasury refunding opera-
tions would in no way relieve the need for action to combat inflation.
But depending upon how well the refunding operations were adjusted
to current market conditions, that is, adjusted to meet competitive de-
mands for credit and capital, they might facilitate an appropriate
m(’ipetary and credit policy or might interfere seriously with such a
policy. .

In an inflationary situation there are likely to be heavy demands for
capital and credit to finance industrial-plant expansion and improve-
ment, commercial and residential construction, and, quite possibly,
State and local government projects, and to finance increased business
inventories and receivables and increased consumer spending. ‘ If the
Treasury offers securities in its refunding operations that are com-
petitively attractive, interest rates and risk considered, the exchange
of new securities for the maturing issues can be accomplished without
any permanent addition to commercial bank or central bank credit.
On the other hand, if Treasury operations are not competitively at-
tractive, heavy recourse, directly or indirectly, to central bank credit,
is likely to be necessary to. prevent their failure. The result will be
additions to bank reserves and the creation of a basis for multiple
expansion of bank credit and the money supply, which is likely to
accentuate the inflationary pressures and the depreciation of the
purchasing power or real value of the currency. . .
- If, as a result of restrictive monetary policies and heavy demands
for credit and capital, interest rates tend to. rise, the Treasury may
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have to pay higher interest rates on the new securities it offers than on
maturing securities of comparable maturity, and the demand for
securities of various terms to maturity may be affected. Usually a
rise in interest rates tends to create uncertainty as to the future course
of rates and to increase the relative demand for securities of short
maturity. Since short-term rates generally have been considerably
lower than long-term rates for many years, the increased demand for .
short maturities might enable the Treasury to do its refunding without
increasing materially the total interest cost on the public debt by
‘taking advantage of this demand. However, interest cost should be a
secondary consideration in refunding operations during an infla-
tionary period; and both the interest rate and the length of maturity
should be selected with the primary objective of placing the refunding
issues as largely as possible with nonbank investors to avoid con-
tributing to monetary expansion. ’

Even with the best of financing methods, however, some degree of
interference with an effective monetary policy is likely for the period
during which the refunding operations are carried out. A consid-
erable amount of shifting of holdings of securities from one investor
to another always occurs in refunding’ operations, Government or
private. Fairly stable market conditions ordinarily are necessary
during the period of the refunding operation to facilitate the redis-
tribution. In the case of a large Treasury refunding operation, which
frequently runs into billions of dollars, maintenance of stable market
conditions during the refunding period may require the injection of
Federal Reserve credit into the market, temporarily at least. The
result is that additional reserve funds are made available to the bank-
ing system, on the basis of which credit can be extended. The more
frequent the refunding operations, therefore, the greater the disruptive
effect on an anti-inflationary monetary and credit policy. Conse-
quently, well-spaced maturities in the public debt are highly desirable
f the management of the public debt and monetary policy are to work
together in combating inflation. :

(¢) When the Treasury is expected to be a large net borrower,
there is even greater need for measures to restrain expansion of private
credit, if inflationary tendencies are to be held in check. Such a
situation implies that an increased share of over-all production of
goods and services is to be diverted to governmental purposes, and
that there is no corresponding reduction of private spendable income
through taxes. If Treasury borrowing operations are such as to
encourage increased savings by the public and to attract such savings
to the financing of Government expenditures, the inflationary effects
of the Government deficit financing will be mitigated, and the need
for strong measures to restrict private credit will be reduced. On the
other hand, if not enough is done in debt management operations to.
divert income from the private sector to the financing of Government:
expenditures, strongly restrictive measures to restrain expansion of
private credit, or even to force contraction in such credit, are likely
to be necessary if the inflationary tendencies are not to be allowed to
develop unchecked. _
 In the case of large net borrowing by the Treasury, it is even more
important that the financing of the Government be done in ways that
will stimulate and attract savings and so minimize the inflationary
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effects of Goovernment spending, even though higher intérest cost on

the public debt,is.involved. Avoidance of such cost is likely to result

in genmerally higher costs for the goods and services acquired by: the-
Government, as the. zesult. of an aecentuation of inflationary tenden-

cies. It has been suggested that this dilemma might be resolved by

direct limitations on private demands for credit, coupled with com-

pulsory allocation of Treasury securities to institutions and indi-

viduals: - If inflationary tendencies are permitted to develop un-

checked, the cost to the Government is likely to be many times the

interest cost of making Government securities more attractive to -
investors, and there will be other costs in the form of injury to groups

who are unable to protect themselves against the inflation. Compul-

sory allocation of securities would almost certainly encounter strong

public resistance in circumstances short of all-out war, and, if applied,

would have a deleterious effect on the,credit of the Government and on

the voluntary demand for Government securities.

In addition to general restraints on credit expansion, the need
for supplemental use of selective credit controls, such as restrictions
on consumer credit, is likely to be intensified in periods of heavy Treas-
ury borrowing in order to reduce the demand for goods in the pro-
duction of which there is much use of materials and manpower needed
for governmental purposes, such as the greatly expanded national
defense program.now in progress. Measures designed to direct credit
and capital into the financing of the more essential activities and
away from nonessential uses, such as the current voluntary credit
restraint and “V loan” programs, are also helpful in these
circumstances, . .

(@) Experience has demonstrated that under conditions of total
war, when the existence of the Nation and all the freedoms of its
people are threatened, there must be not only economic sacrifice, but
also the sacrifice “for the duration” of some of the normal economic
freedoms of a democracy. To some extent there can be reliance upon
appeals to patriotism, but there is likely to be the necessity also of
increased recourse to compulsion in order to assure the disciplines
and the equality of sacrifice that are necessary for the winning of
war and for survival. Less reliance than in peacetime can be placed

“upoxnr-the normal functioning of the market, whether for goods or
for money. Under such conditions, restrictive monetary measures
are needed to deter tendencies in the private economy which conflict
with the war effort, but the major roles in combating .inflation must
be played by fiscal and debt management policies designed to keep
to a minimum monetary expansion arising out of the financing of
the war. In addition, these policies must be supplemented by direct
controls, such as allocations of materials, inventory controls, price
and wage controls, and the rationing of consumers’ goods.

Financing a major war involves two conflicting objectives—ade-
quate financial support of the war program and avoidance of infla-
tionary effects. A major share of the income of the public has no
counterpart in the production of peacetime goods and services, and
must be ‘drained off through taxes or.immobilized through savings
that are not returned to the private income stream if inflationary
pressures are to be kept within bounds and direct controls are to
have a reasonable chance of effective application, " The choice is be-
tween making the sacrifices necessary to channel a sufficient amount
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of current income into the Treasury, through taxes or savings, to.
meet, its requirements, or enduring the hardships imposed by price
inflation (open or concealed) when a major part of Treasury financing
is done through the banking system.

Determination of the extent to which Government expenditures
are to be met by taxation is the responsibility of Congress, and its
action will greatly influence the feasibility of restraining inflation-
ary monetary expansion. Deficit financing on a large scale would be
a serious obstacle to a strongly restrictive monetary policy, as the
Federal Reserve System would have to avoid interference with, and
even assist in, Treasury financing of the deficits. To the extent that
deficits ‘should prove unavoidable, every effort should be made to
finance them through the investment of savings. But if the Treasury
were unable, with the best of financing methods, to raise enough funds
without recourse to bank credit, the central banking system would
have to provide the necessary reserves to enable the banks to do their
part in financing the war. In any case, a coordinated debt manage-
ment and monetary -policy designed to keep monetary expansion at
a minimum would {)e essential, not only to minimize the inflationary
pressures during the war, but also to avoid creating the monetary
basis for serious inflation after the war when the restraints of war-
time patriotic impulses no longer are effective. The alternative might
be to keep the economy in a strait-jacket of direct controls for an
indefinite period,-in the effort to keep dormant inflation from be-
coming active inflation. ,

Comment of Allan Sproul, New York
[Mr. Sproul would eliminate the last sentence of the joint answer,

stating that the alternative there presented is not really possible,
practical, or desirable, given our form of society and Government. ]

Comment of Ray M. Gidney, Cleveland

I am in substantial agreement with the joint reply. However, I
should like to comment on the sentence containing the following :
Compulsory allocation of securities would almost certainly encounter strong
public resistance in circumstances short of all-out war, and, if applied, would
have a deleterious effect on the credit of the Government and on the voluntary
demand for Government securities.
1 believe that compulsory allocation of securities would be undesirable
and would éncounter strong public resistance even during an all-out
war. During World War I1, there were occasional rumors that the
Government intended to take action of this kind perhaps by levying
on savings accounts. Frequent denials were made of any such in-
tention but, even so, each new rumor caused heavy withdrawals from
banks and apparent increases in currency hoarding. I do not favor
including compulsory allocation of securities as a possible method
of financing Government needs. :

I.should like also to comment on the paragraph stating:
In addition to general restraints on credit expansion, the need for supplemental
use of selective credit controls, such as restrictions on consumer credit, is likely
to be intensified in periods of heavy Treasury borrowing in order to reduce the
demand for goods in the production of which there is much use of materials

and manpower needed for governmental purposes, such as the greatly expanded
national defense program now in progress. ’




696 MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT

I do not share the confidence in the use of selective credit controls:
implied by this paragraph and shall make further reference to the
matter in discussing other questions. ’

The closing sentences of the joint answer state:

a coordinated debt management and monetary policy-designed-to-keep monetary
expansion at a minimum would be essential, not only to minimize the inflationary
pressures duribg the war, but also to avoid creating the monetary basis for
serious inflation after the war when the restraints of wartime patriotic impulses
no longer are effective—

and—

the alternative might be to keep the economy in a strait-jacket of direct controls
for an indefinite period, in the effort to keep dormant inflation from becoming
active inflation.

I agree with these statements to the extent that they imply-that
under the conditions indicated, the absence of sound, coordinated,
anti-inflationary fiscal public: debt and general monetary policies
might result in ruinous inflation unless the American economy and
people were put into an effective strait-jacket of controls and regi-
mentation. However, I do not believe that a “strait-jacket of direct
controls” could be maintained. It would interfere with the economic
forces which, in the normal course, would be moving to bring about
a replenishment of the deficiencies remaining as a result of wartime
conditions, and would break down from weariness, cynicism, public
resistance, and spreading lack of integrity in application. I have
not shared the frequently expressed view that it was a- mistake to
remove direct controls after World War II. I believe that the free-
dom given to economic forces at that time was a principal reason why
the country so quickly increased production of goods that in a rela-
tively short time we moved from a condition of undersupply to one of
balance or in some lines of oversupply. It is essential that our power-
ful economic machine have freedom to function.

17. To what extent is the demand for United States Government and
other high-grade, fixed-interest-bearing securities by nonbank
investors influenced by (@) the current level of interest rates,
(b) expectations with respect to changes in interest rates, (c)
other factors?

Joint answer

. Nonbank investors are a very mixed group, including savings banks,
insurance companies, business corporations, and individuals. Their
composite demand for Government securities, or for other high-grade,
fixed-interest-bearing securities, represents a wide variety of influ-
ences, many of which are subject to continuous change. While it is
necessary in the implementation of credit policy and debt manage-
ment to observe these changing influences very closely, one lesson of
that observation has been that few timeless generalizations can be made
concerning the reactions of nonbank investors. It is only possible to
describe certain patterns of behavior that recur from time to time.
Consequently, the three sets of influences indicated in the wording of
this question, (a), (3), and (c), may best be discussed together, in
order to indicate some of their interactions upon one another-and some
of the changes in their relative significance.
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Under any -circumstances, however, changes in interest rates, the
current level of rates, and expectations with respect to market factors
“that may bring about changes in rates, all play important parts in
determining the distribution of nonbank holdings among Government
securities, privately issued securities, and such other outlets for funds
s business loans, mortgages, or direct investments in businesses, as
will-as in influencing the distribution between shorter- or longer-term
‘obligations. ~ As a longer run matter, many nonbank investors, par-
ticularly those which are financial institutions, attempt to work within
‘some bench marks of diversification that are consistent with the nature
.of their liabilities. Such bench marks are apparently adjustable, how-
.ever, when fundamental or prolonged changes occur in interest rates
.or in the composition of outstanding Government and private in-
-debtedness. :

Because United States Government securities are free from credit
risk, market forces develop differentials between the yields on Govern-
‘ments and those on other classes of marketable securities. The fact
‘that this spread generally tends to widen as credit becomes tighter

indicates that over-all demand, in which the demand of nonbank in-
vestors is a substantial part, often moves toward Government secu-
rities, on balance, when interest rates rise. Part of the explanation
lies, no doubt, in'the fact that many thrift institutions (such as life
insurance companies) must give very high priority to safety of the
‘principal amount of their investments, and will consequently tend to
hold as many Government securities as they can consistently with
their income requirements. These income requirements, so far as they
relate to dividends on thrift accounts or actuarial yields on insurance -
‘policies, do not change frequently. Consequently, a rise in interest
yields at a time of inflationary developments may soon dry up much
of the potential selling of Government securities by these institutions,
and encourage some to resume purchases. Meanwhile, as the obverse
.of this reaction in the Government security market, the market for
other types of loans or securities will have been narrowed, and some-
. what greater price reductions (yield increases) will occur as supply
and demand are brought into balance in the non-Government market.
For comparable reasons, the yield differential between Government
. securities and others tends to narrow under deflationary conditions as
credit is eased and rates decline.

Expectations have an important bearing on nonbank investor de-
mand, sometimes adding to; and sometimes simplifying, the Treasury’s
financing problems. They also serve as an important bridge between
the shorter-term and longer-term markets; and occasionally the un-
certainty "created by rising short-term rates, for example, creates
market responses in the longer-term segment of the market that serve
the interests of credit policy effectively without actually producing
any material change in long-term prices or yields. Moreover, ex-
pectations differ in kind, varying from a predominantly speculative
character under some circumstances to a predominantly investment
character in others, with the result that both credit policy and debt
management must be sensitively attuned to the nature of prevailing
expectations, as well as to their intensity.

To illustrate, if large blocks of longer-term Government securities
should be lightly held, as was clearly the case through the first 2 or 3
years after the completion of the Treasury’s enormous wartime financ-
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ing, any vigorous attempt by the Federal Reserve to back away from
such securities when they were offered for sale would lead to expecta-
tions of a severe decline 1n the market and might cause a great volume
of panic selling. To avoid chaotic repercussions throughout the se-
curities markets, and to avert a paralysis of the orderly capital
financing that is needed to sustain economic activity at high levels,
the System might be forced to step in to make substantial purchases.
It would then have to rely upon offsetting sales of very short-term
securities to those who were nervous about long-term security prices
(or upon Treasury redemption of System-held securities it the Gov-
ernment should then be enjoying a cash surplus) in order to reabsorb
the Federal Reserve credit created by its purchases of longer-term
- securities. But if the holders of longer-term securities should be pre-
dominantly investors concerned mainly with the long-term yields from
sustained holding (as was the case in the spring of 1951), the Federal
Reserve can readily absorb any lightly held fringe of longer-term
securities by carefully calculated scale-down purchases, can offseét the
Federal Reserve credit thus created by sales of shorter-term securities
at rising yields, and can then let the market bottom out on its own.
The results of these differing forms of restraining action will follow
the general patterns outlined in the reply to question 14.

The important point to recognize is that the approach. to credit
restraint must be conditioned by the state of prevailing expectations,
and often primarily the expectations of nonbank investors. Another
aspect of nonbank-investor psychology that gave strength to credit
restraint in recent months was the growing realization among many
of the larger investors that they must themselves accept an attitude
of responsibility toward the market. Holding large blocks of longer-
term Governments, many of them were individually capable of pro-
ducing sharp price declines if they should attempt to unload heavily
in an abrupt manner. Recognizing that, some were persuaded by the
expectation of capital losses (as a result of sales at prices which would
be lower than those currently quoted in the market) to continue their
holdings of Governments and to limit their commitments for new
credits to the volume of their own currently arising inflow of new
savings or debt repayments. Others spaced or reduced their offer-
ings and were thus able to obtain funds through the market from other
investors without sharp repercussions on prices. The net effect was
to permit the System to hold the volume of Federal Reserve credit,
and in turn the aggregate volume of money and credit, within bounds
that were consistent with the prevailing Ievel of prices.

From the Treasury’s viewpoint, the rising interest rates associated
with credit restraint raised the problem (also alluded to under ques-
tion 14) of investor reluctance to accept a given Treasury financing
offering. In the investor’s view, delay may mean a better return a
few weeks later. But a Government securities market that is on its
own will actually reflect the balanced effect of such expectations in its
current pricing. When credit demands are heavy and investors under-
stand that Federal Reserve credit will not be supplied (through the
Government securities market) to support financing of a total demand
- in excess of the economy’s physical capacity valued at current prices,
the market itself will find the prices (and yields) that are consistent
both with the available credit supply and the Treasury’s projected
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financing needs. And under those circumstances, although admittedly
a high degree of skill in debt management and some measures of tech-
nical—but temporary—market stabilization will be required, the
Treasury can successtully place its offerings provided they are tailored
to the market. The market mechanism, and credit restraint as well,
would only break down if the setting were reversed, and new credit
were pumped out to tailor the market to the terms chosen for a given
Treasury offering. :

Another characteristic investor reaction to rising rates may be a
general shift in preferences to shorter-term issues. That, too, will
be reflected in market prices and yields, and is likely to mean that
Tredsury financing, as well as any needed System sales in the interest
of general credit restraint, may often be concentrated 1argelz in the
shorter-term sector of the market during periods of credit tightening.
The shorter-term sector has also been Increasingly strengthened in
recent years by a growing interest of business concerns in Government
securities as a suitable lodgmerit for funds (including their tax ac-
ruals) not immediately required in the conduct of their businesses. It
is significant that this interest developed on an important scale after
short-term rates had risen markedly above the arbitrarily low levels
‘at which they had been pegged during and immediately following
World War 1I.

As stressed at the beginning of the reply to this question, there is
no single or set pattern of nonbank investor demand for.Government
securities and for other types of loans or investments. General busi-
ness conditions as well as the condition of each individual investor
will exert a changing over-all influence upon such demand. But the
brief résumé given here should serve to illustrate the manner in which
credit controls, which produce changes in interest rates, and in expec:
‘tations concerning investment opportunities (including possible fur-

_ ther changes in interest rates), also exert a strong influence upon the
investment decisions of nonbank investors. The relative importance
of actual rates, or expectations, or other factors, will vary consider-
ably. All of these aspects must be kept under close observation; and
continuously tested through the price mechanism of the Government
security maiket, the money market, and the capital market, if credit
policy and debt managernent are to be effective in meeting their common
objectives.

18. What is the reason for the relatively slight use by commercial
banks of the Federal Reserve discount and borrowing privilege?
Do you believe that greater reliance should be placed on this
privilege as a means of obtaining Federal Reserve credit? Un-
der what conditions, if any, would you expect to see a greater
use made of the discount privilege?

J oint answer :

The liniited use by commercial banks of the privilege of borrowing
from the Federal Reserve banks in recent years is primarily attrib-
utable to the ability of the banks to obtain adequate amounts of reserve
~ fuhds from other sources; but is partly attributable to the rather gen-
eral reluctance of bank managements to rely upon borrowed funds
at least for more than very short periods. Continued indebtedness
has long been considered by most banks as an indication of an over-
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extended position, and the reluctance of bank managements to show
indebtedness in their statements of condition was accentuated by the
serious banking difficulties of the early 1930%. In their efforts to
avoid borrowing, the banks usually tend to extend credit less freely
when they are in debt to the Reserve banks. '

During the depression of the 1930’s, the Federal Reserve System
took action through open market opérations to provide the banks with
ample reserve funds to enable them to repay any indebtedness and
to accumulate fairly sizable amounts of excess reserves so that they
would be in a position readily to supply their customers’ needs for
credit. From 1934 to 1940, inclusive, the heavy inflow of gold from
abroad resulted in the accumulation of a huge volume of excess bank
reserves which became widely distributed throughout the country, and
as a result there was so little occasion for the banks to borrow that they
became unaccustomed to that method of obtaining reserve ‘funds.
Furthermore, after the serious banking troubles of the early 1930,
many banks feared to have it become known that they were borrowing
lest their customers interpret their indebtedness as a sign of weakness.

After the United States entered World War II, the heavy public
demand for currency, some outflow of gold, and the large increase in
the banks’ reserve requirements that accompanied the growth in their
deposits quickly depleted the banks’ excess reserves. Measures were
then taken to ease the préssure on bank reserves; moderaté reductions
were made in the percentage of reserve requirements of central re-
serve city banks whose reserves were under the heaviest pressure,
and Government deposits in the banks were exempted from reserve
requirements. Nevertheless, the banks needed large amounts of ad-
ditional reserves and, despite the fact that the Federal Reserve banks
established the unprecedentedly low rate of 14 percent on advances to
member banks secured by Government obligations maturing in 1 year
or-less, their reluctance to borrow limited the extent to which they
took advantage of this extremely cheap sources of reserves, and the
banks obtained most of the reserve funds they needed by selling short-
term Government securities. The banks obtained reserves in part
by sales of Treasury bills to the Reserve banks at the fixed rate of 34
percent which was maintained from 1942 to 1947, and in part by
sales in the market of other Treasury securities, which the Federal
Reserve System was forced to buy in order to maintain the structure
of interest rates adopted by the Treasury in 1942 for the period of
the war financing.

After the war, the gold inflow was resumed and continued vir-
tually without interruption until the fall of 1949, reaching a total
for the postwar period of approximately $5 billion. In addition,
there was a moderate return flow of currency to the banks after 1946,
which also added to the supply of reserve funds available to the banks.
The main problem of the Federal Reserve System during most of this
period was to prevent a plethora of reserve funds from leading to a

" further inflationary growth in bank credit and the money supply,
following the very large increase during the war. Total Government
securities held by the Federal Reserve banks were reduced by more
than $6 billion in this period from the beginning of 1946 to the
autumn of 1949, which had the effect of absorbing a like amount of
reserve funds. In the process of reducing its holdings by redemptions
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and sales, the Federal Reserve System succeeded, with the aid of
Treasury surpluses, in keeping the reserves of the commercial bank-
ing system under recurrent moderate pressure, but the tradition
against borrowing weakened only gradually. A practice that came
into more common use in that period was interbank borrowing of re-
serves, or Federal funds, which are traded at rates at'least slightly
lower than the Federal Reserve discount rate. ) :

During the recession of 1949, the Reserve System took action to ease
the reserve position of member banks somewhat and to make it un-
necessary for the banks to borrow any considerable amount. This
policy gave way to a firmer credit policy as business recovered and
signs of inflationary tendencies reappeared. But as long as the System:
maintained fixed prices of Government securities, the commercial banks
could obtain most of the reserve funds they needed as the basis for
credit expansion (or to offset gold outflows) by selling Government

- securities indirectly to the Reserve banks through the market. The
only way in which the System could have forced the banks to obtain
the reserve funds by borrowing would have been to have refrained
from buying the Government securities offered for sale by banks and
other investors in the market, regardless of the effects on Government
security prices and interest rates. '

With the accentuation of inflationary pressures that -followed the
outbreak of war in Korea and the development of a greatly expanded
national defense program, the Federal Reserve System endeavored to
restrict its extensions of Federal Reserve credit through open-market
operations in order to curb the growth in bank credit, and in March:
1951, by agreement with the Treasury, withdrew its intervention in
the Government security market except to the extent necessary to main-
tain orderly market conditions. While borrowing by member banks
has become somewhat more frequent, most banks continue to show

-reluctance to borrow for more than a few days at a time, if at all, and
continue to resort to sales of Government securities to meet other thamn
their temporary needs for reserve funds. But when the Reserve banks
are not buying securities freely and market prices are not assured, the
banks tend to extend credit less freely and with greater discretion.

From this brief review of past experience, it may be concluded that
whether or not greater reliance should be placed upon member bank
borrowing from the Federal Reserve banks as & means of obtaining
Federal Reserve credit depends upon the general economic situation.
In times of recession in business, employment, and prices, it would be
undesirable to require banks to borrow in order to obtain Federal
Reserve credit, as the banks’ aversion to borrowing would discourage:
them from extending readily the credit needed by their customers.
Lending by the Reserve banks at low interest rates in such periods
might reduce somewhat, but would not fully overcome, this tendency.
On the other hand, in boom periods, when credit expansion needs to
be discouraged to restrain inflationary pressures, forcing banks to
borrow to obtain Federal Reserve credit works in the right direction.
When banks borrow from the Reserve banks, they realize that they
are dependent upon Federal Reserve credit for part of their loanable
funds, whereas 1f they sell Government securities in the market and
the securities are absorbed by the Federal Reserve System, there is
not the same realization, if any, of dependence upon Federal Reserve
credit, ind, consequently, less restraining effect. Furthermore, sales
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of securities provide permanent additions to loanable funds, while
funds obtained by borrowing are usually regarded as repayable at
an early date. The restraining influence of borrowing will be en-
hanced if discount rates are high enough to reduce the profitability
of using borrowed funds for the extension of credit. The lower the
discount rate, the less the effectiveness of such a policy.

We would expect greater use to be made of the discount privilege
only if the commercial banks have difficulty in obtaining the reserve
funds they need by other means. Such a situation would be most
likely to prevail if a “neutral” open-market policy were being followed
by the Federal Reserve System and demands for credit and currency
were increasing; with no offsetting elements in the situation, or if a
strongly restrictive credit policy involving net sales of securities were
followed by the Federal Reserve System.

19, Do you believe that there is any conflict-between measures to re-
strain excess demand by credit control and the need for expand-
ing the economy to meet the requirements of a continuing readi-
ness to resist aggression and a continuing high standard of .
living? If so, how can the effects of this conflict be mitigated ?

Joint answer

There is no real conflict between the use of credit controls to restrain
excess demand and an expanding physical volume of production. The
reference to “excess demand” in this question presiimes a situation in
which the demands for goods and services at current prices are beyond
the current ability of the economy to supply them. Expansion of the
_ productive capaicity of the country to meet the combined requirements
-of a large national defense program and a continuing high standard of
living in such circumstances is likely to require the diversion of ma-
terials and manpower from the production of end products to the
creation of additional productive facilities. Consequently, during
the process of expanding capacity, there is likely to be an intensifi-
cation of shortages of end products. For example. if more steel and
copper are used for the building and equipment of new plants, less will
remain for the production of such things as automobiles, household
appliances, and homes: '

" "The measures needed to deal with such a situation include fiscal
policies designed to reduce the disposable income of the public, mone-
tary policies designed to discourage. credit expansion that. wauld en-
large. effective demand, and other measures designed to direct the use
of resources from less essential to more essential purposes. Competi-
tive efforts to expand in all directions at the same time would ac-
centuate inflationary pressures and would be definitely undesirable.
Hence, credit restraints are an essential element in an appropriate
economic policy under the conditions stated, as they cah play a useful
role in dampening competitive demands for scarce. resources, and in
that way exert a restraining influence on inflationary pressures, There
‘would be no thought, however, of applying credit controls to a degree
that would prevent maintenance of the highest standards of living
practicable in the circumstances. Any reduction of living standards
would be the result of diversion of physical resources to defense pur-
péses, not the results of credit controls to restrain excess demand. - -
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In the circumstances stated, it may be useful, as indicated in the
reply to question 16, to supplement general credit controls with other
. credit measures, such as consumer credit regulation and a voluntary
eredit restraint program designed to channel credit and capital into
the financing of the more essential activities. If needed, Government
guaranties may also be used as an additional means of assuring the
financing of essential activities as in the case in the “V loan” proce-
dure with respect to the financing of defense contracts. The objective
of such programs would be to supplement other controls in directing
limited resources into the most essential uses.

20. What do you believe to be the role of bank examination and super-
vision in furthering the objectives of the Employment Act??

J oint answer _

‘The role of a bank examiner is essentially that of a fact finder. He
determines whether or not the operations of the bank under examina-
tion conform appropriately to statutes and regulations, and reports
any violations noted to his superior, the supervisor. In addition, the
examiner is charged with.evaluating the assets of the bank in an effort
to inform the supervisor whether the institution is solvent, whether
its credit and investment policies are such as to endanger its solvency
and destroy its ability to serve the banking needs of the community.

‘The appraisal of the condition of a bank 1s made in the light of Tocal

semgent and Prospective economic conditions and the quality of the

“management. The nature and degree of exposure to possible loss in
the loan, investment, and other operations of the bank are carefully
appraised in ovder that risks deemed disproportionate to the moderate
protection to creditors afforded by the capital funds may be reduced
and the bank enabled to serve the reasonable needs of the community
without undue jeopardy to its depositors and other creditors. The
examiner is also charged with the duty of reporting on the competence
of the management. 'Fhus the examiner is concerned solely with the
condition of each individual bank rather than with the condition of
the banking system as a whole. -

The supervisor, whether appointed under authority of the Federal
or State statute, is the official or institution charged with the admin-
istration and enforcement of the banking laws and regulations and
with the initiation and carrying out of efforts to obtain correction of

_unfavorable trends as revealed by findings of the examiner. The
“objective of bank supervision is threefold: :
1. To see that the public is provided with adequate banking
services; _ )
2. To enforce the banking laws of the legislative body under
which his office operates; and:
3. To maintain solvent and effective banking institutions.

Ready access to deposit and checking account facilities and to a
reliable source of credit is essential to the effective functioning of free
enterprise. To thé extent that bank supervision achieves its objec-
tives it contributes to those “conditions under which there will be

2 The .obje_ctives of the Employment Act as set forth in sec. 1021 thereof are: “Creating
-and maintaining, in a njanner calculated to. foster and promote free enterprise and the
L general w._elﬁare. ‘conditigns under which there will be afforded useful employment oppor-
Ttunities, inc¢luding self:employment, for those able, willing; and seeking to work, and to
proniote maximum. employment, production, and purchasing power.” )
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afforded useful employment opportunities” and the other collateral
objectives of the Employment Act. Otherwise, the role of bank ex-
amination and supervision in furthering the objectives of the Employ-
ment Act is indirect and difficult to trace.

In past periods of business recession the examiner and his superior,
the supervisor, have been accused of augmenting deflationary tend-
encies by bringing additional pressure for liquidation. His influence
in this direction tends to increase because the uneasiness of bankers
over prospects renders them more willing to conform to the super-
visor’s criticisms, just as in prosperous times bankers frequently dis-
count the supervisor’s cautions. The supervisor and his field repre-
sentative, the examiner, are concerned with the soundness of the bank
‘assets in those periods when inflationary pressures are predominant
just as they are when deflationary pressures are predominant. One
of the important problems of examination and supervision is the es-
tablishment and maintenance of standards of appraisal of assets which
will not reflect unduly the swings of the weather vane of business
sentiment.

Comment of Ray M. Gidney, Cleveland

In the statements of the objectives of bank supervision, the joint
reply has as No. 1, “to see that the public is provided with adequate
banking services.” I do not understand that the supervisory authori-
ties have considered that they have a responsibility to promote the
organization of banks. It has usually been assumed that free enter-
prise in banking would bring about organization of enough banks to
nieet the reasonable needs of the public. I take the joint reply to mean
that the supervisory authorities, particularly those who have the right
to give or withhold bank charters, should have among their objects |
. the adjustment of the number of banks and banking offices, to provide
for both successful operation and good service to the public.

Comment of Hugh Leach, Richmond

The first of the three objectives of bank supervision  given on
page 703 of the joint answer—“To see that the public is provided
with adequate banking services’—is interpreted as meaning that su-
pervisory authorities give considerable weight to adequacy and avail-
ability of banking services when considering applications for per-
mission to open new banks or to establish additional branches of
existing banks. This should not be considered as implying that su-
pervisory authorities do or should look upon themselves as “prime
movers” in the organization of new banks or branches. '

21. What do you consider to be the role of selective regulation of
consumer credit in restraining inflation under the conditions
of each of the assumptions with respect to the magnitude of

-@overnment borrowing stated in question 16? What attention
should be given by the controlling authority to inventories and .
price and employment changes in the particular industries af-
fected by the regulation? Discuss the operation of regulation
W since 1ts revival in the fall of 1950.

Joint answer _ : - :
The various selective credit regulations are a supplementary type .
of control instrument which should be used as needed as an adjunct:
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to general credit and monetary measures to enable the System to
achieve most effective control over the volume and use of credit. Se-
lective credit controls are not substitutes for general credit and mone-
tary measures, nor do they in any degree minimize the importance
of achieving effective use of general controls. In an inflationary situ-
ation, the ability to apply restraints upon particular types of credit
may be of considerable significance in an over-all anti-inflation pro-
gram, but such selective credit regulations are of necessity limited
to a few areas. They cannot do the job that must be done through
restraints upon the creation of additional bank reserves plus an ade-
quate fiscal policy.

When general credit and monetary measures bring about a balanced
credit situation from the standpoint both of the economy as a whole:
and of the various sectors of the economy in which particular types
of credit are important, the need for selective instruments of control
is either reduced, or possibly eliminated. In the past, despite the
use of general credit and monetary measures, unsound credit develop-
ments have occurred in different sectors of the credit economy, and it -
is probable that they will occur in the future. Under such circum-
stances, the central bank, if it has authority to use selective controls;
may be in a position to operate in certain sectors that for one reason
or another are not being effectively restricted through the use of the
general types of control. In addition, the use of selective controls
enables the central bank to supplement general controls in influencing:
to-some extent changes in the velocity of money, for they. offer the:
possibility of more specialized control over the use of funds in some:
of the particular sectors of the market in which wide variations in
velocity may be most likely to occur. It would appear that if the:
central bank should be prevented, for one reason or another, from-
using general credit and monetary controls for the purpose of re--
straining the availability and cost of bank reserves, there would be-
an even greater need for the use of selective instruments of control’
as supplementary devices. Unfortunately; however, it is not prac- -
ticable to apply selective credit controls except in limited areas, and’
without an appropriate general credit policy, the effectiveness of any-
selective measure would be greatly impaired. :

. Questions 21 through 25 refer to the role of various selective and:
supplementary credit control instruments under differing conditions*
of Treasury fiscal requirements. Inasmuch as the same principles are-
involved in each of the cases raised in these various questions, a general
statement may be useful at this point. :

In general, certain basic tests might be relied upon to determine the-
need for and the particular type of selective eredit control that would
be most effective under the circumstances. First, how effective are
general credit and monetary measures in bringing about a balanced
credit situation in the economy? Second, how strategic and impor-
tant to the stability of the general economy are those expansive devel-
opments which might occur in a particular sector? Third, how exten--
sive is the use of credit in that sector of the economy, and how widely
does its volume fluctuate? Fourth, is it administratively feasible to-
exercise effective selective credit control in the particular sector of the
economy in which expansive excesses appear to be developing? = - -

In line with these tests, the role of selective regulation of consuirier-
credit in restraining inflation at a time when the Treasury is not in
92245—52—pt. 2——6



706 MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT

the market as a borrower would be less important than under the other
alternative conditions indicated in the question. IEven in this circum-
stance, however, conditions might exist or develop—wholly foreign to
Treasury financing requirements—which might make the application
of selective regnlation of consumer credit desirable. In other words,
determination of the role and need for selective control of consumer
credit or any-other selective credit-control device must be measured
in terms of and in relation to all influencing conditions in the market
and not merely with regard to Treasury financing requirements.

If the Treasury were forced to enter the market as a large borrower,
the role of consumer credit regulation might become more important,
the degree of importance depending upon the extent to which Treasury
debt -management policies were coordinated -with general credit and
monetary measures to limit to a minimum the devélopment of mfla- .
tionary forces. Even under this circumstance, however, all other .
factors influencing the consumer credit market would need to be taken
into consideration; the judgment should not be based merely upon
Treasury financing. ‘

Under conditions of total war, the role of selective regulation of
consumer credit would be influenced largely by the severity and effec-
tiveness of noncredit direct controls. The problem of preventing an
expansion in the volume of consumer credit and an excessive demand
for consumer durable goods would be reduced in proportion to the
severity and effectiveness of direct controls covering consumer durable

- items: If consumer:duraple goods werezeffectively and.severely ra-

tionéd, it is questionable whether thé threat of an expansion of con-
sumer: credit for the purchase of such goods would be very serious,
although such credit restrictions might help to relieve the strain upon

- direct controls. In other words, the greatest need for the application

of selective control over consumer credit will tend to occur when the
desired goods are available to consumers without direct restriction
othi:lr than that which is naturally imposed by a short supply of such
goods.

Inasmuch as inventories of consumer goods, prices of consumer
goods, and employment in the consumer goods industries reflect de-
velopments and conditions in those industries, these factors should
be given consideration in eonnection with the administration of con- .
sumer credit regulation. All other relevant factors, however, also
must be given careful consideration, and in the final analysis the ulti-
mate, test: of the effectiveness and appropriateness of the regulation’s
terms must be measured by their impact on credit conditions. * Admin-
istration of consumer credit regulation during a period of general
inflation has as its objective the limiting of the availability of con-
sumer credit in a manner that is most consistent with the over-all credit
policy. Therefore, inventories, prices, and employment cannot be
considered as the only test of the soundness of the regulation—or pos-
sibly: even the most important test—but merely one set of conditions
which, along with others, is carefully studied to appraisethe effective-
ness of this particular type of credit control.

In a free-enterprise system, “rationing” of goods and services is
accomplished through the price system. On the surface, it may ap-

= pear that regulation W Is more restrictive against.those with lower
T o . - e e o) En T
* Incomes than ‘against those’ withrhigher inéonies. However, such a
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view rests on the assumption that all demands can be satisfied without
price increases. DBut, with increased defense demand, some things
will have to be foregone by someone. Without higher taxes and re-
straints upon credit expansion, those with lower incomes and smaller
savings would be the first to be priced out of the market. In addition,
price increases would further lessen the purchasing power of their
savings bonds, their bank accounts, and.their life insurance. It is the
man with small savings who is least able to protect his savings against
the ravages of inflation, and who most needs the additional protection
against credit-inflated prices that a selective regulation of consumer
credit affords. , i

_.Adthough it is never possible to single out one instrument of credit
control from mairy- others and measure its effectiveness without regard
to the: possible effects of..other credit-controls.in.operation, it would
appear to be more than mere coincidence that the increase in the
volume of consumer credit outstanding began to level off with the
application of regulation W and actually declined during the first 7
months of 1951. This same pattern prevailed with respect to install-
ment credit and would seem to indicate that regulation W has played
a valuable part in the effort to control the total volume of credit and,
particularly, to limit excesses in the consumer credit sector of the econ-
omy. In addition, the majority of reports received from those who
have been affected by the regulation appears to indicate that the appli-
cation of this form of credit control has had a notable restraining
influence: upon- demand in this pajticular consumer goods sector of
-the economy.

Comment of Ray M. Gidney, Cleveland
I agree substantially with the comnient in the joint reply that—

selective credit regulations are a supplementary type of control instrument which
should be used as needed as an adjunct to general credit and monetary measures
to enable the System to achieve most effective control over the volume and use
of credit. * * * Selective credit controls are not substitutes for general credit
and monetary measures, nor do they in any degree minimize the importance of
achieving effective use of general controls,
However, I do not consider these controls to be as useful or effective
as supplementary devices as the joint reply infers. It 1s too easy in
practice to turn to selective controls as alternatives or supplements to
madequate general policies. In such cases either they are ineffective
or they may have to be applied so severely as te penalize unduly cer-
tain types of credit and of economic activity. -To the extent that they
may be effective, their impact is felt djrectly by .such-a-large number
of persons as to subject the administrative authorities and the Congress
to pressures sufficient to compel modification. Recent legislation
affecting regulations W and X is illustrative of this point. In addi-
tion, the difficulties of administration, particularly of regulation W,
are so great as to lead me to doubt the efficiency of this device except
when accompanied by effective general credit policy and by controls
directly affecting production and distribution of articles affected by
the selective credit controls. In such a situation the need of selective
* credit controls becomes much less apparent.
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22. What do you consider to be the role of selective regulation of real--
estate credit in restraining inflation under the conditions of each:
of the assumptions with respect to the magnitude of Government:
borrowing stated in question 162 Discuss the operation of selec--
tive regulation of real-estate credit during the past year.

Joint answer

Certain unique characteristics of the real-estate market are espe-
cially significant. First, because of the durability of houses and other-
structures, the number of buildings in existence at any time is much.
larger relative to new construction than is true of consumer durable
goods, even automobiles; thus credit restrictions in this field should
not be limited to construction. Second, price control and rationing
are not administratively applicable to houses or other structures:
(except for rentals), and consequently prices of houses and other
structures are likely to rise sharply in an inflationary period and the
demand for real-estate credit may be maintained even when there are:
direct restrictions of other sorts upon new construction.

Real-estate credit restrictions need not run counter to national policy
calling for aid to low-income groups through public housing or aid to-
veterans through.financing made possible by Government guaranties.
The extension of Government aid by whatever measures in the field
of housing clearly is a matter of congressional decision. It should
be recognized, however, that to expand the demand for housing at a
time when the construction industry is operating virtually at capacity
(or up to the limits of available suf)plies ‘of materials after meeting
the needs for war and defense) will result only in higher prices, not
more houses. These price increases in turn intensify the housin
problems of the very groups the Government is seeking to aid. -

The position.of the Treasury is not the sole determinant of the use-
fulness of selective regulation of real-estate credit in restraining infla-.
tion. Under the assumption that the Treasury will not be a borrower
in the market in the foreseeable future, selective regulation of real-
estate credit would be relatively less important than when the Treasury
should be actively in the market for credit. A balanced Treasury posi-
tion, such as might be expected under this assumption, would tend to
remove one strong-potential inflationary force. To determine, how-
ever, whether real-estate credit regulation of a selective type would be
necessary would require.thorough analysis of all factors influencing
the market. In the event of inflationary developments, general credit
and monetary measures should be more effective if the Treasury has
ho occasion to enter the market, and consequently a relatively firm
money-market condition might be maintained, thus tending to prevent
diversion of excessive amounts of credit into real estate.

- If the Treasury were to be a substantial borrower in the market and
if its debt-management policies were of such a nature as to lead to an
mcrease in the money supply and to inflationary pressures, the need
for selective regulation of real-estate credit would become increasingly
important ; but without an effective general restraint upon credit, the
anti-inflationary effect of such a selective regulation could not be great.

Under conditions of total war, selective regulation of real-estate
credit should be a valuable aid in restraining inflation in the real-estate
market. During total war it might be assumed that construction of
new properties would be limited and that housing shortages would
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begin to appear. Moreover, if war damage should result to properties
in this country, the pressure for housing and nonresidential accommo-
-dations would increase very markedly, thus imparting an inflationary
:bias in that sector of the economy. In fact, it 1s virtually certain that
-direct controls of a noncredit nature, in addition to selective regula-
tion of real estate credit, would become necessary under conditions
-6f total war. . . .

Selective regulation of real-estate credit has not been in effect long
«enough to permit a reliable judgment concerning its effectiveness.
Moreover, during the period a number of extraneous but closely re-
lated developments have affected real-estate trends. For instance,
during the first several months of the regulation the exemption of
prior commitments resulted in a large number of units being outside
of the coverage of the regulation. Also, the very large amount of
-commitments outstanding by lenders tended to restrain the full ef-
fectiveness of the regulation. In recent months, however, there have
‘been indications, according to reports received from -builders and
lenders, that the regulation is taking hold more effectively. Even in
this respect, however, the extent to which the increase in effectiveness
is due to the tighter conditions which have been brought about in
the money market through general credit and monetary measures, or
to the regulation itself, may be subject to question. It is probable,
however, that the limitations that the regulation places upon real-
restate credit have been important in reducing the effective demand for
both residential and nonresidential properties and have been a con-
tributing factor in reducing the amount of building construction from
the very%ligh 1950 level. ’

During the past year no particularly difficult problems have de-
wveloped in connection with the administration of the regulation. In
fact, registrants, including builders, lenders, and contractors, have
shown a high degree of compliance and cooperation.

On the whole, this type of selective regulation seems to meet the
principles indicated in question 21 that should be considered in de-
termining the applicability of selective instruments of control. In
‘brief, the selective control of real-estate credit was delayed in its
impact because of the large number of commitments outstanding at
the time of its introduction in Oectober 1950. After March 1951,
:§eneral credit controls probably were a greater factor than the se-
lective control in curbing the flow of new credit into purchases of
real estate. But the selective control has undoubtedly helped to
-direct the impact of restraint upon the new construction sector of the
residential real-estate market, where credit has more often been freely
granted. A more reliable.appraisal of the role of regulation X,
however, probably cannot be made until more experience under the
operation of the regulation has been obtained.

Comment of Ray M. Gidney, Cleveland

I believe that control of real-estate credit as provided for under
the Defense Production Act of 1950 has been somewhat helpful in
reducing the activity in residential construction growth and consist-
ent with the aim of reducing the use of materials used in building
more closellyI to the quantities available in the circumstances for that
purpose. However, I believe also that in the fourth Federal Reserve.
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district the accomplishment in reducing housing construction was dué
more to the tightening of the money market and the greater difficulty
in obtaining mortgage financing after the change in the open-market
policy of the Federal Reserve System than it was to the real-estate
credit controls. :

23. What do you consider to be the role of selective regulation. of
stock-market credit in restraining inflation under the conditions
of each of the assumptions with respect to the magnitude of
Government borrowing stated in question 167

Joint answer

. The selective regulation of stock-market credit through the author-
1ty to regulate margin requirements on loans for the purpose of pur-
chasing securities registered on a National Securities Exchange has
proved to be an administrativély feasible and valuable selective mnstru-
ment of central bank credit control. Throughout the past several
years of strong inflationary forces in the general money market and
in other sectors of the economy, and excessive use of credit in the
securities markets has been prevented, and, consequently, inflationary
developments in that particular area of the economy have been kept
to a minimum.

_ The role of selective regulation of stock-market credit in restrain-
ing inflation would be less important when the Treasury is not faced
-with the necessity of obtaining new money from the banking system
or engaging in large refunding operations. Again, all other factors,
however, which might have a bearing upon the money supply would
need to be considered fully. _

If the Treasury were in the market as a substantial borrower for
new-money purposes, the role of selective regulation of stock-market
credit would take on added importance. Under such circumstances,
inflationary pressures would tend to be aggravated and, unless offset
-by wholly effective general credit and monetary measures, would lead
to additional inflation and to the development of an inflation psy-
chology. Whenever an inflation-mindedness develops, public interest
in equities as an inflation hedge increases. As more people attempted
to protect themselves against a declining value of the dollar—real or
anticipated—speculative purchases of equities would be likely to be
stimulated, and the role of stock-market credit regulation would be-
come more important. Regulation of stock-market credit, by affect-
ing the demand for stock-market credit rather than the total supply
of credit available, would not tend to raise interest rates. Thus it
would tend to facilitate rather than hinder Government financing.

Price controls and rationing are not applicable to the securities
markets. Therefore the possibility of a substantial credit expansion
in that area is increased by total war or preparation for war, which
limits the supplies. of consumption goods and services. Purchasing
power may well be diverted to the stock market if the fear of rising
prices increases the demand for stocks as a hedge against inflation.
© A total war would lead to an increase in the money supply relative
to available coods and sevvices: inflationary pressures would be strong
even under most effective credit, monetary, and fiscal policies; and
" anticipation of a further decliné in the dollar would tend to divert
credit into equity securities. In general, the principles outlined in
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* question 21 apply with eduﬁl force to the selective regulation of stock-
-market credit.

. 24. What selective regulations, other than those over consumer credit,
real-estate credit, and stock-market credit do you consider to be -
feasible? What would be their applicability under the condi-

.. - tions of each of the assumptions with respect to thé magnitude
of Government borrowing stated in question 16?

Joint answer

The feasibility of selective regulations other than those applicable
to consumer credit, real-estate credit, and stock-market credit should
be judged on the basis of the four tests outlined in question 21. These
areas follows: .

1. The effectiveness of general credit and monetary measures in
bringing about a balanced credit situation in the econoiny.

2. The strategic position and the importance to the stability of
the general economy of expansive developments which might occur
in a particular sector. '

8. Extensiveness of the use of credit in that sector of the econ-
omy and the extent of its fluctuation in volume.

4. Administrative feasibility- in exercising effective selective
credit control in the particular sector of the economy in which
expansive excesses appear to be developing.

Inasmuch as selective regulations are supplementary to general
credit and monetary measures, no additional selective regulations
should be undertaken unless it is evident that general credit and mone-
tary measures need the additional reinforcement provided by sich
regulations in order to achieve reasonable economic and credit stabil-
ity. Every effort should be made to achieve this satisfactory degree of
stability through the general measures, for, otherwise, a multiplicity of
direct controls over credit will introduce into the financial and eco-
nomic system an undersirably large amount of governmental or official

" intervention, with all of the inflexibilities and inequities that would
be inherent in such a development.

In the area of real-estate credit control, the extension of regulation
X to existing properties, that is, to houses and other structures begun
before August -3, 1950, would be administratively feasible. From the
standpoint of the anti-inflationary objectives of real-estate credit con-
trol, it is essential to include old structures as well as new. A very
substantial share of the credit in this area is, in fact, extended in con-
nection with transactions involving such properties. The only basis
for distinction between new and old properties rests upon the objective
of facilitating the diversion of materials to the defense program.

Short of conditions of total war, no additional selective regulations
are needed, for it should be possible, assuming that there is an adequate
fiscal program and a reasonable coordination of Treasury debt man-
agement policy with general credit control objectives, to secure a satis-
factory degree of economic and credit stability through general credit
and monetary measures plus the supplementary selective devices which
already have been legislated. Even under conditions of total war,
except for extending real-estate credit regulation to include existing
structures, there is some question as to whether additional selective
regulations would be seeded or whether the regulation of consumer
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- credit, real-estate credit, and stock-market credit, together with a
strengthening of the voluntary credit-restraint program, would not
prove adequate. '

Conceivably, selective regulation of credit might be applied to the
‘commodity markets, to inventory and other business loans, and to
agricultural loans. In terms of the first principle stated above, none
«©of these sélective devices should be considered favorably unless dis-
tortions develop in these areas which cannot be reached effectively
through general means of control. In that event, it would become
necessary to consider the feasibility and necessity of these different
types of selective control in terms of the remaining three principles
that have been previously stated. ]

Credit is not used extensively in futures trading in the organized
.commodity markets; and, thereforg, on the second principle of the
«determination of the propriety of selective control, extension of se-
lective regulation to commodity trading would not be justified. More- .
«over, inasmuch as the Commodity Exchange Commission already has
rather extensive authority over speculative commodity trading, this
would appear to be a matter for the Department of Agriculture’s
«consideration, rather than the central bank.

Selective regulation of inventory and business loans, as well as
agricultural loans, would pose such difficult administrative problems
‘that it would probably not be effective if inaugurated on a formalized
basis, with responsibility for the determination of proper loans resting
with a governmental agency or with the central bank. These problems
.are further discussed in the replies to questions 32 and 33, below.

An approach to the same objective that would be sought through
sselective regulation of these types of credit is being obtained
under the more flexible voluntary credit-restraint program, which
establishes certain patterns of lending on a recommended basis and
permits the individual lender to carry out his operations in com-
pliance with that pattern.

We conclude that selective regulations other than those over con-
sumer, real-estate, and stock-market credit are neither feasible nor
«desirable. )

Comment of Ray M. Gidney, Cleveland
On this question the suggestion is made that—

in the area of real-estate credit control the extension of regulation X to existing
properties * * * would be administratively feasible

and—

from the standpoint of the anti-inflationary objectives of real-estate credit
control, it is as essential to include old structures as well as new. .

1 agree that inclusion of existing properties probably would be ad-
ministratively feasible though productive of restraints and frictions
disproportionate to the benefits to be derived from such inclusion.
I do not believe that their inclusion is essential at this time. We are
informed that in the fourth Federal Reserve district lenders are
generally conforming to the terms of regulation X on existing prop-
erties because of their own interests and also as a part of the voluntary
credit-restraint program.

Note on reply of J. N. Peyton, Minneapolis

[Mr. Peyton’s reply omits the paragraph referring to futures trad-
ing in the organized commodity markets.ﬁ)
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25. Explain and evaluate the voluntary credit-restraint program
which has been developed during the past year. What are the
precautions taken to insure fair treatment of competing firms?
What do you consider to be the role of voluntary credit restraint
under each of the assumptions with respect to.the magnitude
"of Govérnmént borrowing stated in question 16 ¢

Joint answer

Acting under section 708 of the Defense Production Act of 1950,
the President authorized the Board of Governors of the Federal Re-
serve System to encourage financing institutions to enter into volun-
tary agreements and programs to restrain credit where such restraint
will further the objectives of the act. The program and principles
for voluntary credit restraint were worked out by representatives
of the American Bankers Association, the Life Insurance Associa-
tion of America, and the Investment Bankers Association of America,
in-consultation with the Board of Governors, and have as their major’
objective— :
loan screening by all financing institutions in the United States to eliminate
loans which are not necessary to financing the defense program and are not
essential to the needs of agriculture, industry, and commerce. :

. Although financing institutions are urged to cooperate in carrying
out the voluntary credit-restraint program, participation is entirely
voluntary; no financing institution is required to consult with any
voluntary credit-restraint committee; the identity of the applicant
for the loan need not be disclosed ; and final decision with respect to
making or refusing a loan remains with the particular financing
institution.

- A national committee of 12 members was appointed by the Board
of Governors for the purpose of considering the functioning of the
program and advising the Board of Governors with respect thereto.
Due regard was given in the appointment of the committee to a fair
representation for small, medium, and large financing institutions
and for different geographical areas. Regional commercial banking,
insurance, investment banking, and savings and loan committees were
appointed by the national committee to be available for consultation
with individual financing institutions and to assist them in determin-
ing the application of the program with respect to specific loans. An
official of a Federal Reserve bank is a member of each regional
committee.

The original statement of principles of the program and the six
subsequent bulletins which have been issued identify the types of
loans that are considered as being consistent with the objectives of
the program and the types of loans which should not be made under
present circumstances. In general, the criterion under the program
for sound lending in a period of inflationary danger is: Will the
loan commensurately increase or maintain production, processing, and
distribution of essential goods and services?

Types of loans that are considered as proper under the program
include— S

(a) Loans for defense production, direct or indirect, including
fuel, power, and transportation. _

_(b) Loans for the production, processing, and orderly distribu-.. -

tion of agricultural and other staple products, including export
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and import as well as domestic products, and of goods and services
supplying the essential day-to-day needs of the country.

~ (¢)” Loans to augment working capital where higher wages and
prices of materials make such loans necessary to sustain essential
production, processing, or distribution.. )

(d) Loans to security dealers in the normal conduct of their

_business or to them or others incidental to the flotation and dis-
tribution of securities where the money is being raised for-any
of the foregoing purposes.

(¢) Loans on securities covered by regulation T or U and all
loans on securities for purchasing or carrying unlisted securities
if the amount of the credit is no more than that permitted by
regulation T or U.

(f) Loans required for the rehabilitation of disaster areas.

Types of loans that are considered to be inconsistent with the prin-
ciples of the program include—

(@) Loans to acquire or retire corporate equities in the hands
of the public, including loans for the acquisition of existing com-
panies or plants where no over-all increase in production would
result.

v (5) Loans for speculative investments or purchases. The first
- test of speculation is whether the purchase is for any purposa
-other than use or distribution in the normal course of the bor-
rower’s business. The second test is whether the amounts in-
volved are disproportionate to the borrower’s normal business
operations. This would include speculative expansion of real-
estate holdings or plant facilities, as well as speculative accumula-

- tions of inventories in expectation of resale instead of use.

(¢) Loans on existing (non-regulation X) residential (1 to 4
units) properties which would cause the total amount of credit
outstanding to exceed the limit imposed by regulation X on new
construction, or a limit of 6624 percent of the fair value of the
property, whichever is the greater. .

(d) Loans on multiunit residential property, commercial prop-
erty, and agricultural property which would cause the total
amount of credit outstanding to exceed 6624 percent of the fair
value of the property.

(e) Long-term business-capital expenditure financing for such
‘purposes as the construction of facilities to improve the com-
- petitive position of a producer of nonessential goods; expansion
and modernization of concerns in distribution or services not de-
fense-supporting; and expansion and modernization of manu-
facturers of consumer goods not related to the defense effort.

(f) State and local government borrowing for the replace-
ment of existing. facilities that can continue to perform their
function during the emergency period ; soldiers’ bonus payvments,
and recreational and other types of facilities not recommended
by the Deferise Production Administration; acquisition of sites
or rights-of-way not immediately needed; and purchase of pri--
-vately owned utilities by municipalities where borrowing is re-
quired to replace equity capital. .

Tt is very difficult, if not impossible, to-appraise statistically the ef-
fect of a single instrument of credit control, such as the voluntary
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credit-restraint program, because of the multiplicity of factors and
the cross-currents which influence the demand for bank credit and its
avallability. - Moreover, there is no statistical way of ascertaining
what the amount of outstanding bark credit would have been during
any ﬁgiven period if particular credit-control instruments had not been
1n effect. :

It is true, however, that the contraseasonal increase in commercial

and industrial loans of the weekly reporting member banks came to an
end at mid-March and coincided with the beginning of the voluntary
credit-restraint program; and that the increase in bank loans during
the third quarter of this year was much less than in the same period
in 1950. :
- Full credit for these developments obviously cannot be fairly at-
tributed to the voluntary credit-restraint program; but, on the other
hand, neither should the program be discounted. The voluntary
credit-restraint program has made a worth-while contribution to credit
restraint, to the reduction of speculative loans, and to the channeling
of bank credit into defense, defense-supporting, and essential civilian
uses.

Perhaps one of the most valuable contributions of the voluntary
¢redit-restraint program has-been the fact that it has created a
conseciousness in the minds of lenders and, in fact, many borrowers of
the importance of eliminating speculative.loans and restraining non-
essential borrowing. The program has received very wide support
from private lenders over the country. These lenders undoubtedly are
screening their loan applications much more carefully and selectively
than they did prior to the inauguration of the program. Moreover,
the wide publicity ‘given the program in the press, on the radio, and
in financial journals has had an important educative and sobering
effect upon many borrowers, tending to induce them to limit their
loan applications to essential requirements. Many individual oral
reports bearing out these accomplishments of the program have been
received by Reserve System officials.

Another advantage of the program has been that it has provided
private lenders with a sort of standard or yardstick by ‘which they
may measure the acceptability of loan applications during a period
of-national defense such as now prevails: In other words, accepta-
bility of a loan is not now being considered by most lenders merely
on the basis of its soundness from the standpoint of the individual
bank but, instead, is being considered on the basis of financial sound-
ness plus its appropriateness and possible effect in terms of the
national economic situatiorn. ,

Finally, the absence of detailed, burdensomé rules and regulations
has enabled the program to operate with a dégree of flexibility and
with a lack of inequity and injustice to individual borrowers that
would not be possible under a type of direct Government loan ration-
ing. It has been possible under the program for private lenders to
meet the bank-credit requirements of the defense program as it has
developed and the essential requirements of the civilian economy and,
at the same time, refuse to extend credit for nonessential or specu-
lative purposes. _

The problem of assuring fair treatment to competing firms under
the voluntary credit-restraint program has been met by the national’
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and regional committees through their agreement upon a uniform set.
of principles and their policy of acting upon all applications referred
to them on the single basis of whether the purpose of the particular
credit conforms fully to the principles of the voluntary credit-re-
~ straint’program. The question of competition as between prospective
borrowers 1s of no significance to the voluntary credit-restraint com-
mittees; in fact, the lending institution is requested not to disclose
the name of the prospective borrower, except in the case of munici-
palities. On the other hand, fair and equitable treatment to every
borrower in terms of the principles of the program is a “must” that.
the committees have consciously sought to achieve. For instance,
an application submitted to a regional committee for approval of a
loan to restore a depleted inventory to a level normal for the particular
business would be considered as falling within the classification of a
proper loan, assuming that the type of business was not inconsistent.
with the objectives of the defense program. On the other hand,
an application submitted for the purpose of building inventories
above normal levels and involving speculative inventory aspects
would be considered as a type of loan not appropriate under the
program. ’
- The voluntary credit-restraint program is another of the types of
credit control that should be considered as supplementary to the basic
general credit and monetary measures.  The prefatory general com-
ment to question 21 is applicable with respect to the voluntary credit-
restraint program. '

If the Treasury is not to be a large borrower in the market in the
foreseeable future and if other forces influencing the market are not
such as to bring about an over-all inflationary situation, it might be
assumed that general credit and monetary measures were satisfactorily
effective, and the importance of the voluntary credit-restraint pro-
gram as a restrictive measure would be relatively small. Under such
conditions it could be assumed. that banks were extending credit
in such a manner as not to induce inflationary or speculative develop-
ments.

If Treasury financing operations were of an inflationary character,
and if general credit and monetary measures were exerting an effective:
restraint upon the over-all availability of credit, the importance of a
voluntary credit-restraint program' would be increased because it
would provide guidance to banks for the allocation of that limited
credit supply in the national interest. The applicability and the role
of the voluntary credit-restraint program cannot be tied exclusively to
Treasury financing operations but should be related to the full set of
inflationary forces influencing the market and their strength. More-
over, in view of the wholly voluntary character of this program, a
reasonably effective general credit and monetary policy probably is
necessary to assure its successful operation.

The applicability and the role of the voluntary credit-restraint.
program and the organization that has been set up to administer that
program might become very important under conditions of total war.
If under these conditions it was decided that credit rationing was
necessary, as a supplement to the general credit and monetary meas-
ures, it could be administered much  more efficiently, with less inflexi-
bility and less inequity, through existing groups such as the national:
and regional voluntary credit-restraint committees than through a
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«centralized governmental body, assuming that the authority granted

to the committees—appropriately supervised—and the governmental
" agency was the same. In other words, if additional authority were
given to the voluntary credit-restraint committees in the event of
total war, these committees, with such modifications and additions as
-might prove necessary, should be able to serve effectively in directing
the degree of credit rationing that might feasibly be imposed on the
banking system. '

Comment of Ray M. Gidney, Cleveland

I am in general agreement with the joint reply. I believe that the
voluntary credit-restraint program has made a really significant con-
tribution to economic stability. The program is collateral to other
anti-inflationary actions and depends on voluntary and enthusiastic
support of lenders. 'This suggests certain limitations on its use. Lend-
ers must be satisfied that genuine efforts by monetary, fiscal, and debt-
management authorities in particular, and all agencies of Govern-
ment generally, are being made to mitigate inflationary forces as much
.as possible and to cope with them where they exist. Relying as the
program does, in large part, on enthusiasm and patriotic appeal, it
‘cannot be long sustained in the face of policies which do not support
the efforts of the participants. :

96. Discuss the use of moral suasion as a tool of credit control. How
has 'this_, been used in th(_a cases of member banks and of savings
Institutions, including life-insurance companies? -

J oint answer

There are different concepts of the meaning of the term “moral
suasion.” In the broad sense it encompasses the everyday activities
of Reserve System officials as they meet with bankers and others whose
operations are important to the immediate credit needs of business
and industry and to the money market and hence have an influence on
monetary and credit policy, or vice versa. Across-the-desk conversa-
tions between System official representatives and bankers take place
constantly, both within commerical banks and within Reserve System
offices, and-Reserve System official representatives are constantly being
asked to make speeches. A considerable proportion of these across-
the-desk conversations and of the speeches deals with the reasons be-
hind monetary policy. The relationship of everyday business and
banking operations to the economy as a whole, the effect of the opera-
tions of large investors such as banks and insurance companies on
the Government securities market, and the necessity to consider the
effect of business, banking, and monetary policy on the public welfare
are never lost sight of in Federal Reserve activities. When banks
borrow from their Reserve bank, channels are always open for an
‘exchange of ideas as to the influence of additional reserves on the
economy under conditions that prevail at the time. More or less
formalized conferences between System personnel and bankers, busi-
nessmen, and others are employed to a considerable extent in the
efforts of the System to understand what those affected by monetary
policy are thinking and doing, and to. afford an opportunity for an
interchange of ideas as to underlying situations and the need for and
possible effect of a given monetary policy. These activities are all
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part of the everyday functions of the Federal Reserve System. They
are directed at the developnient of a more general understanding and
do not constitute an attempt to force acceptance of System thinking
in any sense of the word, as a narrower concept of moral suasion might
imply.

Moral suasion, in this broad sense, is a valuable adjunct of the in-
struihents of credit control. Its purpose.is to give bankers, other
lenders, large users of credit, and the business community generally
a better understanding of the economy as a whole and- the. relation
of their-activities to its functioning. -In this way it aimsto make the
objéctives of monetary policy betteir understood and moie acceptable
to those whose activities it affects, and hence makes monetary policy
imore effective. o
~ These activities of the System have another important aspect.
They give Federal Reserve officials information on the current busi-
ness situation and the reaction of bankers, businessmen, and others to
it and to monetary policy as well. This is an aid to the System in
‘developing better policy.

Moral suasion may also mean the pressure exerted upon member
banks or other financial institutions by the central bank (or conceiv-
ably by the Government) through appeals to reason and considera-
tion of the common good, as an alternative piior to consideration of
more positive action.

Late in 1947 and continuing on into 1948 when inflationary pres-
sures in the economy were very strong and the-central banking au-
thorities had indicated! the possibility of more restrictive credit
controls, the American Bankers Association urged its membership to
scrutinize applications for credit very carefully, to the effect that its
use would be restricted to that which would stimulate immediate
production and would avoid increasing the pressure on consumption
except in areas of large supply. In particular, banks were urged not
to contribute to rising prices, fictitious values, oi other inflationary
developments. While this program was not officially participated in
by the Board of Governors, it was supported as a highly desirable
undertaking. At the same time, moreover, spokesmen for the Board
indicated some skepticism regarding the full effectiveness of the pro-
gram and continued to discuss the possibility of more positive
restrictive measures. :

Another example of the use of moral suasion is the voluntary credit-
restraint program, inasmuch-as it has developed, to some extent, an
impression among lenders that if the voluntary program is not rea-
sonably satisfactory in its results, some type of more positive and less
desirable (i. e., to the lenders) means of restriction may be imposed
by the central bank or Government. In fact, a member of the Board
of Governors recently (October 10, 1951) stated that—
the program is, in essence, nothing but enlistment of the collective horse sense
of all kinds of lenders to sort out the kinds of credit which should hiive priority
under today’s conditions and in that way avoid governmental regimentation of
credit which, at best, must be a clumsy affair.

A mild degree of moral suasion probably was exercised in the fall
of 1950 when Board and Reserve bank officials on several occasions$
indicated that reserve requireménts of member banks probably would
be increased unless the rapid expansion of bank credit was checked
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and indicated to insurance companies that their practice of large-scale
selling of Government securities was not in the best interest of a sound
economy. Also, on different occasions during the past few years,
there have been references to unorthodox or particularly restrictive
teserve proposals as a possible consequence of continued monetization
of Government securities by banking and nonbanking investors, which
might be considered as a form of moral suasion. © Neither of these
efforts, however, met with any appreciable degree of success:

On the w ho]e, the use of moral suasion (in this narrower and sterner
sense) as a tool of eredit control has been relatively iifrequent, and, in
general, 1t has not proved to be a particularly effective credit- control
instrument. It has the disadvantage of swaying the conscientious and
licensing the uncooperative; thus impairing competitive relationships.
For reasons indicated in the reply to question 25, the voluntary credit-
restraint. program, while having made some contributions to credit
restraint, has not been fully tested; a more severe test of its inde-
pendent effectiveness might be made if inflationary forces should
strengthen and if additional reserves should be made available to the
banking system in substantial amounts through open-market opera-
tions or otherwise.

Note an Beply of J. N. Peyton, Minnedpolis
[Mr. Peyton’s reply omits the fourth and. seventh paragraphs of
the joint answer.]

27.. What is the function of bank reserves? What are present reserve
requirements with respect to banks? .

Joint answer

The priiicipal eason for requiring banks to hold reserves against
their deposits is to enable the central bank to exercise an effective
influence over the volume of such deposits and thereby over the sup-
ply of inoney. The volume of deposits is limited by the amount of
reserves avallable to-banks and by reserve requirements—or the rela-
tionship between reserves and deposits. Unless a central bank con-
‘trols reserves, it cannot impersonally and effectively control the volume
of deposits.
*From the point of view of the individual commercial bank, in turn,
‘the primary function of its reserve is to meet its requir ement to hold
reserves. An individual bank may also use its reserve in performing
routine banking operations, such as meeting adverse clearing balances
and customers’ 1'equirements for currency. If, however, such uses re-
duce the bank’s actual reserve below its requirement, a penalty is in-
volved and the reserve must be restored.

We understand that the present reserve requnements for member
" banks, and for nonmember banks subject to different State require-
-ments have been summarized in the reply submitted by the Chairman
of the Board of Governors to a similar question from the subcommittee.

Commenit of Bay M. Gidney, Cleveland

. While I agree that probably a principal reason for requiring mem-
ber barks to hold against their deposit liabilities reserves in the form
of balance§ with the Federal Reserve banks is to enable the Federal
Reserve System to exercise effective control over the volume of baiik
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deposits, I believe that the joint reply does not give adequate con-
sideration to various other points of view governing reserves.

" Member banks naturally are concerned with the necessity of main-
taining reserves sufficient to meet minimum requirements. From the
viewpoint of the individual bank, reserves both primary and secondary
are also extremely important for liquidity purposes. By tradition
and experience afid because of supervisory practice, the banker is re-
luctant to borrow or even to get into a position where he thinks he is
too dependent on the central bank. The practice has developed of
actually maintaining reserves in excess of minimum requirements in
order to have a little more room to move in, and of maintaining in ad-
dition substantial amounts of secondary reserves. Inasmuch as most, -
if not all, supervisors and the thousands of individual bankers are
vitally concerned with the liquidity function of reserves and have it
in mind constantly, it is an important real function and affects bank-
ing and public policy. This is true even though, from the viewpoint
of the central bank, liquidity is provided less by primary reserves than
by the credit granting powers of the central bank.

Comment of C. 8. Young, Chicago

Under the management policies of some banks, reserves perform the
additional function of providing partial assurance of the safety and
liquidity of deposits in case of abnormal drains. This “liquidity” or
“solvency” role of reserves is most important for nonmember banks,
which do not have direct access to Federal Reserve bank credit in time
of stress.. Only that portion of reserve assets over and above require-
ments specified by State banking authorities can be freely utilized by
the individual bank for such a purpose. In many cases, however,
the formal or informal reserve requirements set by State banking
authorities are considered to be established primarily as a safety
measure.
Comment of O. E. Earhart, San Francisco

In our opinion, another function of bank reserves, from the point
of view of the individual commercial bank and its depositors and
other creditors, is to providea limited but definite amount of protec-
tion to its creditors in the event of liquidation of the bank. The
bank’s required reserve should not be drawn upon, except tempo-
rarily, while the bank is a going concern, but it remains an asset of
the bank available to the bank’s creditors in case of need.

98. Should nonmember banks be required to maintain the same re-
serves as member banks? Why, or why not?

Joint answer

" Although it is recognized that this is a highly controversial ques-
tion, there are strong reasons for requiring nonmember banks to main-
tain the same reserves as member banks. If a national monetary policy
is to be established, and to be effective, its burdens should be applied
to all banks and not solely to those that are members of the Federal
Reserve System. Since deposits in nonmember banks are part of the
total money supply in exactly the same way as deposits in member
banks, nonmember banks-should be required to maintain the same
reserves as member banks.
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Establishment of this requirement would be in keeping with our
constitutional development. Article I, section 8, of the Constitution
provides that the Congress shall have power to coin money and regu-
late the value thereof. In 1865, when bank notes represented a major
part of our money supply, the Congress exercised this power by im-

osing a 10-percent tax on notes issued by State banks. In 1913, the
gongress created the Federal Reserve System as its agent to regulate
the supply, availability, and cost of money. Today, the Congress
through the Federal Reserve System has ultimate control over that
part of the money supply created by the Federal Reserve banks and
the member banks, but it does not have the same direct control over
_ that part of the money supply created by nonmember banks. This de-
fect in the mechanism of control over the Nation’s money supply
impairs the discharge by the Congress of its Constitutional responsi-
bility and needs correction. Furthermore, to subject only member
bank reserves to Federal Reserve System requirements imposes an
inequitable burden on those banks relative to nonmember banks.

Establishment of this requirement would not, as it is sometimes
contended, be a move to undermine the dual banking system. On the
contrary, adequate control over the total supply of money in the na-
tional interest is indispensable to the continued maintenance of the
dual system. The essence of that system in this country lies in the
recognized authority of the State and Federal Governments to (a)
charter banking organizations and (&) supervise those banks of their
respective creation toward the end of assuring sound, safe banking
institutions, These vital aspects of the dual banking system would not
be threatened if nonmember banks were subjected to the reserve re-
quirements of the Federal Reserve System. '

Comments of Ray M. Gidney, Cleveland

I do not believe that it is in keeping with our American ideals of
fair play to permit any competitive group to have special advantages
in a matter so vital to the national welfare as the creation of money
(bank deposits). Accordingly, as a matter of principle, I believe that
nonmember banks should be required to maintain substantially the
same amount of reserves as member banks, entirely independent of
questions.of membership, chartering power and examination author-
ity. However, nonmember banks do not now have to carry such re-
serves and there is question as to the necessity for changing the present
set-up at this time. So long as the major part of bank deposits, about
85 percent are subject to Federal Reserve requirements and so long
as the Federal Reserve System is able to. operate freely in-the open
market and pursue general credit policies consistent with the Employ-
ment Act of 1946, I believe that the present privileged position of’
nonmember banks is not likely to interfere seriously with achieve-
ment of those policy objectives. To the extent that Federal Reserve
open-market policy is made. subservient to other policies with dif-
ferent objectives, the use of other control devices may appear to be
more urgent. These devices might include the so-called selective credit
controls and the changing of reserve requirements. Under such cir-
cumstances, the ability of a large group of banks to avoid and perhaps
to nullify national credit policy as expressed in changes in reserve
requirements could become serious. It is significant that Congress

92245—52—pt. 2——7
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in authorizing the use of selective credit controls has made them ap-
plicable not only to member banks but also to all lenders, including
others than banks.

‘Qomment of C. 8. Young, Chicago A

At the very least, some mechanism should be established requiring
nonmember banks to conform to the increases and decreases in re-
serve requirements established for member banks. As a possible
remedy, division of powers over the reserve requirements of non-
member banks could logically be introduced. AsT noted in my answer
to question 27, an important purpose of most of the reserve require-
ments with which nonmember banks now comply is the provision of
partial protection against cash shortages in case of abnormal drains.
State banking authorities would retain unimpaired power to set re-
serve requirements for nonmember banks at whatever levels are felt
desirable in the interests of bank solvency and liquidity. Over and
above this provision, however, the Federal Reserve System could be
given the authority to add (and later remove) supplemental reserve
-requirements for nonmember banks in line with similar changes re-
guired of member banks. Without some such power to influence
changes in the 15 percent of the aggregate national money supply
provided by nonmember banks, the System will remain unable fully to
comply with its congressionally charged responsibilities to restrict
or encourage bank credit expansion in accord with national economic
trends.

Comment of C. E. Earhart, San Francisco

We are in agreement with the position expressed in the last para-
graph of the joint reply to this question that to require nonmember
banks to maintain the same reserves as member banks would not un-
dermine the dual banking system, because it would not threaten the
recognized authority of both the State and Federal Governments
to charter and supervise banks. However, to say that adequate con-
trol over the money supply in the national interest is indispensable
to the maintenance of the dual system (second sentence of that para-
graph) describes a factor applicable only indirectly to nonmember
banks, in the sense that their existence, along with that of member.
banks, is,dependent upon the continued functioning of the economy.
In other words, adequate control over the total supply of money in the
national interest is of primary importance to economic stability, rather
than to the dual banking system as such.

Without the same reserve requirements applicable to member and
nonmember banks, there is not the same control over that part of the .
money supply created by nonmember banks as over that created by
member banks. Also, the problem of equity as between member and
nonmember banks is a most important consideration. To have reserve
requirements the same for all banks would be the most desirable situ-
ation from the standpoint of effective credit policy, as the joint reply
indicates. In the light of the history of legislative developments re-
lated to the American banking structure, however, it would be more
feasible, in our opinion, to relate but not necessarily equate member
and nonmember bank reserve requirements. :

This eould be.accomplished if nonmember banks were required to
carry the same additional reserve over State requirements as member
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banks must carry over their statutory minimum requirements (except
that provision could be made to limit the total reserve required of any
nonmember bank to no more than that required of a member bank).
In other words, were reserve requirements for country member banks
(for whom the legal minimum requirement on demand deposits is
7 percent) to be set at, say, 16 percent, a comparable nonmember bank
subject to no more than a 7-percent reserve requirement would be
required to carry on deposit with the Federal Reserve System a reserve
of 9 percent in addition to its reserve, in whatever form, required by
State law. Should country member bank reserve requirements later
be reduced to, say, 12 percent, the additional requirement for non-
member banks should be lowered correspondingly from 9 to 5 percent.
Only if member bank reserve requirements were reduced to their legal
minimum would the additional requirement for nonmember banks
be suspended.

In terms solely of a logical monetary and credit mechanism this
proposal is admittedly not so satisfactory as that calling for identical
reserve requirements for member and nonmember banks or for mem-
bership of all insured banks. However, it would strengthen consider-
ably the control of the monetary authorities over the volume of bank.
reserves and lessen appreciably the inequities with respect to reserve
requirements that now accompany membership in the Reserve System.

. At the same time, this proposal would not strip the States of power
over reserve requirements; it would maintain differences in minimum
reserve requirements as they now exist between State and Federal
levels and among the States, and as they might be changed in the
future for nonmember banks by State authorities and for member
banks by Congress. But when it became necessary, in the national
interest, to impose additional reserve requirements, the differences
between member and nonmember banks would not be aggravated.
Nonmember banks hold a relatively small part of the total deposits
of the banking system at present. Kxisting inequities between mem-
ber and nonmember banks, although real and working against the
growth of membership, do not appear to be severe enough to cause
widespread withdrawals from Reserve System membership. There-
fore, we would not be inclined to press for legislation at this time.
The situation should be resolved, however, should it become necessary
to provide the Board of Governors with authority to raise member
bank reserve requirements above existing statutory limits. A further
increase in reserve requirements of member banks alone would place .
them in such an inequitable position that they might not feel able to
retain their membership in the Reserve System. Withdrawal from
the System by any significant number of member banks would indeed
mean that control over the money supply would be seriously impaired.
It would be vital to correct, but preferable to prevent, such a condition.

929. Discuss the advantages and disadvantages of basing reserve re-
quirements on types of deposits irrespective of the geographical
location of banks.

Joing answer
- To an individual bank its reserve is a nonearning asset. The ex-

tent to which it is required to hold such assets is a measure of its
contribution to an effective national monetary policy. The structure
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of reserve requirements should be designed to distribute such con-
tributions equitably among banks. In addition, the structure should
be logically defensible, administratively simple, and adapted to the
American system of banking. It should be recognized that no struc-.
ture is perfect and that any new structure may disclose in operation
difficulties that are not foreseen.

The present structure, based on geographical location of banks, is
a carry-over from the national banking legislation in effect when the
Federal Reserve System was established. Higher requirements were
originally imposed for banks in Reserve and central Reserve cities

because, as their names imply, a substantial portion of the legal re- , .

serves of national banks consisted of deposits in such banks. Perhaps
the leading advantage of the present structure is that it has the virtue
of familiarity ; banks have operated under it for a long time and have
adjusted themselves to its requirements.

Mere geocrra}i){hic location does not, however, determine the char-
acter of a bank’s business. For example, many so-called country
banks hold a substantial amount of interbank deposits and carry on
a banking business similar to that done by some banks located in

-Reserve cities or central Reserve cities. On the other hand, there are
Reserve city and central Reserve city banks which hold no substantial
amount of interbank deposits but simply provide banking services
for businesses and individuals in their localities. As a result, the
present system. of reserves frequently involves indefensible inequities
and raises very difficult administrative problems.

Inasmuch as the purpose of reserve requirements is to enable the

central bank to control the volume of bank credit, it can be contended
with some basis that a single reserve requirement subject to varia-
tion within reasonable limits without differentiation as to bank or
type of deposit might be effective in enabling the central bank to dis-
charge its responsibility. However, a change from the present system
of reserves to a system involving a single reserve requirement would
be too disruptive, as large excess reserves would be created in central
Reserve city banks, while huge deficiencies would appear at country
banks. In addition, to a considerable extent, interbank deposits have
some of the characteristics of bank reserves. While many fine shad-
ings regarding different types of deposits might be made, from an
administrative point of view it is desirable to classify deposits for
reserve purposes as interbank deposits, other demand deposits, and
~-time deposits. Such a deposit classification is readily understandable
in the banking system, has the value of traditional acceptance, would
provide the basis for an equitable system of reserves, and, assuming
appropriate discretionary authority to the central bank, would enable
effective control over the limits within which expansion of the volume
of bank credit could occur.

A system of uniform reserve requirements based upon the three
major classes of deposits and involving the specific features outlined
below would reduce inequities existing under the present reserve struc-
ture, would facilitate administrative control, and would ‘conform to
sound economic principles with respect to the control of deposits in a
dual system of private banking such as exists in this country.

1. Abolish central Reserve city and Reserve city designations
of banks.
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2. Establish reserve requirements uniform for all banks accept-
ing deposits on the basis of type of deposits classified as inter-
bank, other demand, and time deposits. Initial reserve re-
quirements should be established at differential levels that would
permit the transition to the new system to be made with a mini-
mum unfavorable impact on individual banks and which would
result in an aggregate volume of required reserves of a magni-
tude appropriate to the circumstances at the time of change.
The transition might be facilitated if it were undertaken at a
time when economic developments called for a reduction in
total reserve requirements. .

3. Banks should be allowed to consider vault cash as required
reserves. Since the purpose of required reserves is to influence
the volume of bank credit, it is a matter of indifference to the
central bank whether banks hold reserves in the form of central
bank currency or reserve deposits with the central bank.

4. Banks should be allowed to consider as reserve that part
of their balances due from other banks which those latter banks
are required to hold as reserves against such balances. This
provision would recognize the correspondent bank relationship
as an established part of our banking system but would relate
correspondent, balances to reserves in such a way that a shift of
funds by banks into or out of “due from banks” would not af-
fect the total volume of the banking system’s excess reserves.

To assure effective control over the volume of deposits it would
be necessary under this structure, as under any other,-to authorize the
Federal Reserve System to change specific requirements within rea-
sonably broad statutory limits. '

Comment of Ray M. Gidney, Cleveland _

I believe that the joiht reply overrates the advantages and ig-
. nores the disadvantages of basing reserve requirements on types of
deposits irrespective of the geographical location of banks. In my
80 years of experience with the Federal Reserve Banks of New York
and Cleveland I have not been impressed with the administrative
difficulties of the present system, nor have I heard many complaints
of inequities except with regard to the inability of banks to count
their vault cash as reserve.

Differentation by type of deposit is difficult to attain administra-
tively. Only two types—time and demand—are now in use and the
proposal in the joint reply would add a third by separating inter-
bank from other demand deposits. The change would alter the im-
pact of requirements on individual banks and might disrupt some
long-establishied practices and competitive relationships. A clear

understanding of the implications of the plan requires a further de-
scription of the reserve ratios which would apply if the plan were

adopted and I believe that they would involve changes which would
be considered by many to be too drastic to warrant serious consider-
-ation. :
T believe that it would be helpful to have the subject of reserves re-
viewed by a group widely representative of banking and finance.
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Comment of J. N. Peyton, Minneapolis

[Mr. Peyton would substitute the following for the paragraph in
the joint answer immediately preceding the numbered points: ]

To serve merely as a base for discussion, and without recommenda-
tion for its immediate adoption, a system of uniform reserve re-
quirements is presented. This plan would base required reserve
balances upon the three major classes of deposits and would, it has
been argued, reduce inequities existing under the present reserve
structure, facilitate administrative control, and conform to sound
economic principles with respect to the control of deposits in a dual
system of private banking such as exists ini this country.

Comment of R. R. Gilbert, Dallas

The answer to this question indicates several favorable features of
the plan of basing reserve requirements on types of deposits, irre-
spective of the geographical location of banks, but it does not point
out certain important disadvantages of the plan. While the plan
would correct, certain of the undesirable features of the existing type
of reserve structure, it has, in my.opinion, certain important dis-
advantages and raises some difficult problems. Therefore, while I
believe that this plan, along with other approaches to the reserve
problem, should continue to receive study, I am not willing to give
my approval at this time to the plan as developed in the answer to
this question. . .

Comment of C. E. Earhart, San Francisco

The joint reply states, with respect to the proposal that reserve
requirements be based upon types of deposit without regard to bank
location, that the transition from the present method—
might be facilitated if it were undertaken at a time when economic develop-
ments called for a reduction in total reserve requirements. -
‘We agree and, in fact, would be more explicit; in our.opinion, the
proposal outline should not be adopted. under present circumstances,
and consideration of such a step should be postponed until a period
- of definite credit ease develops.

80. Discuss the advantages and disadvantages of requiring additional
reserves which might be held in whole or in part in the form of
Government securities. Illustrate with a specific plan or plans.,

Joint answer
Central bank control over reserves and therefore over the money
supply stems from: (1) a limited supply of bank assets which can be
counted as reserves, and (2) the ability of the central bank to con-
~ trol the creation and the extinction of reserves through its loans and
" investments. Without the first condition, member banks would not
‘need to go to the Federal Reserve banks for reserves to support an
expansion of credit and deposits, and without the second the Federal
Reserve System would not have control over the volume of reserves
it created. The policy of maintaining fixed prices of Government
securities, for example, seriously impaired control over the amount
of reserves created because the volume of Government securities pur-
chased by the System was determined by the market rather than by
the Federal Reserve.
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The supplementary reserve plan which would require banks to hold
additional reserves in whole or in part in the form of Government
securities has been suggested as a means of retaining control over
reserves while the System was also supporting the Government se-
curity market at predetermined interest rates during an inflationary
period. For purposes of illustration, let us assume that banks are
‘required to hold a supplementary reserve in Government securities
equal to 25 percent of their demand deposits in addition to a primary
‘reserve requirement of 15 percent. The higher reserve requirement
would reduce the ratio of a deposit expansion based on non-Govern-
ment assets from about 6 to 1 down to 2% to 1. It would not, how-
_ever, reduce the ratio of deposits to primary reserves-if expansion
were based on bank acquisition of Government securities. By im-
mobilizing a large block .of the banks’ existing holdings of Govern-
ment securities, the supplementary reserve might make some banks
more reluctant to sell Governments as a means of obtaining reserves
for expanding loans and other investments. There might be an
effect in the opposite direction, though, as banks would be encouraged,
in effect, to purchase additional Government securities as the means
"of expanding their earning assets. Any support by such action that
the banks would give to the Government security market by purchases
from nonbank investors would result in further expansion in the
money and credit supply.

For the banking system as a whole, a supplementary reserve re-
quirement might impose little additional restraint. In the first place,
the additional amount of required reserves would be more than offset
by the increase in bank assets eligible as reserves. Government se-
curity holdings of member banks, for example, at the end of August
1951 ‘were about 55 percent of their total demand deposits. Secondly,
the supplemental reserve requirement would have little effect on the
ability of member banks to get reserves to support expansion as long
as the Federal Reserve banks supplied additional reserves. Most
member banks would still have free Governments which they could
sell and, if not, they could liquidate other securities or could borrow
from the Federal Reserve banks on the basis of any sound asset if the
Reserve System took no other action to restrict the availability of
Teserves. ' '

The supplemental reserve plan has the serious disadvantage of not
reducing the availability of reserves. Reducing the amount of de-
posits which could be created on the basis of $1 of new reserves would
not give more effective control over the money supply so long as the
central bank creates a correspondingly larger amount of reserves.
The plan would immobilize a part of member bank holdings of Gov-
ernment securities, but would not likely affect a sufficient portion of
the transactions in these obligations to impart any significant amount
of stability to the Government securities market. It also has the se-
‘rious disadvantage of placing no restrictions whatsoever on the liqui-
dation of Governments by nonbank holders, and to the extent these
securities were purchased by the Federal Reserve under a policy of
supporting the price of Government securities, an equal amount would
be added to bank reserves and bank deposits. Furthermore, there is
the danger that the plan might become a device for financing Federal
deficits cheaply rather than a tool which would contribute to effective
‘monetary policy.
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In short, if the Federal Reserve System has effective control over
the supply of reserves under a flexible open-market policy, a supple-
mentary reserve is unnecessary; without such control, a supplemen-
tary reserve would be ineffective.

31, Discuss the advantages and disadvantages of requiring during the
national defense emergency a supplementary reserve to be main-
tained against increases in either loans and investments or de-
posits. Illustrate with a specific plan or plans

Joint answer

The principal objective of requiring banks to keep a supplementary
reserve against increases in either loans and investments or deposits
during the national defense emergency would be to provide more ef-
fective control over credit expansion and the money supply.

For purposes of illustration, let us assume a 100 percent reserve re-
quirement against increases in deposits above a certain base level. By
eliminating a multiple expansion of deposits (e. g., $5 of deposits on
the basis of $1 of reserves when the reserve requirement is 20 percent),
a 100 percent reserve requirement would tend to provide more effec-
tive restraint on further deposit expansion. It would reduce substan-
tially the profit incentive for banks to expand their earning assets
since under present conditions banks need provide immediately only
a fractional reserve against the deposits resulting from an expansion
of their loans (and can usually count upon some time interval before
the full amount of such newly created deposits will be withdrawn).

However, it does not necessarily follow that the ability of the
banks to expand credit would b reduced. Their capability for ex-
pansion would be checked only if additional reserves were not freely
available to the banks to enable them to meet the 100 percent reserve
requirements. On the other hand, the likelihood of expansion would
probably be considerably lessened. : '

The effectiveness of a complete cash reserve against increases in de-
posits, as a restraint upon monetary expansion, would largely depend
upon whether the central bank has effective control over the volume of
reserves it creates. If the central bank does not have effective control
over the volume of reserves, as under a policy of supporting the price
of Government securities at some fixed Jevel, it is unlikely that even a
100 percent supplementary reserve requirement will provide effec-
tive restraint.

The supplementary reserve requirement would not make Govern-
ment securities more attractive to nonbank holders. . Therefore, the

_plan would neither reduce the sales of nonbank holders during periods
of inflationary pressure nor the amount the banking system as a whole
would have to absorb. Commercial banks faced with a stiff increase
in required reserves would tend to liquidate Government securities
to meet the new requirement. Unless the market for Government se-
curities were permitted to decline markedly the Federal Reserve Sys-
tem would be forced to purchase a much larger volume of Government
securities than if commercial banks were required to maintain only
the primary reserve against deposit increases. If the Government
were borrowing large amounts of new money the System would be
forced to buy Iarge quantities under a policy of maintaining a sup-
ported market. It is likely, therefore, that under such conditions a
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large part of the presumed effectiveness of a 100 percent supplemen-
tary reserve would be dissipated in a shift of Governments from the
commercial banks and others to the Federal Reserve banks. This
proposal overlooks the fact that the real key to control over deposit
expansion stems from both the percentage reserve required and the
ability and the willingness of the central bank to limit the amount
of reserves it creates. :

A high supplementary reserve requirement against deposit increases
has other important disadvantages. Development of our national
defense economy is likely to require large shifts of economic resources
from one region to another. A high supplementary reserve against
increases in loans and investments or deposits would tend to impair
the desired mobility of funds. Banks in rapidly growing areas would
‘need to expand their loans and investments to provide the funds
needed for industrial and commercial expansion. However, these are
the very banks that would be penalized by a high supplementary re-
serve requirement against loans and investments or deposit increases.
On the other hand, banks in declining areas would be able to meet their
credit demands more easily, thus tending to retard the shift of re-
sources to other communities.

1t is difficult to envision a plan that would accomplish its presumed
purpose and yet be equitable and administratively feasible.

Comment of Hugh Leach, Richmond

[Mr. Leach submitted the following supplementary comments on
questions 80 and 81 of the joint answer:]

While the inequities and administrative and other difficulties in-
herent in these proposals are fully recognized, it is conceivable that a
situation might arise in which consideration of individual equities and
administrative feasibility should be subordinated to the immediate
national interest. If a situation developed in which existing general
and selective controls proved inadequate, it would be necessary to ex-
plore further these and. other plans tailored to the need of the specific
emergency, despite the important shortcomings of such proposals as
have been suggested. Just as we feel that additional selective credit
controls are undesirable but might have to be considered under some
circumstances, we would not rule out the possible need for exploring
other types of reserve requirements.

32. Discuss the advantages and disadvantages generally of maintaining
bank reserves against classes of assets rather than against classes
of liabilities as at present. :

Joint answer. 4 '

The primary reason for basing reserve requirements on deposits is
that deposits are money, and it is the volume of money that reserve
_ requirements are designed to influence. Hence this method accom-
plishes directly what a structure of requirements based on types of
assets would accomplish only indirectly. Linking requirements to de-
posits also recognizes that movements of deposits are accompanied by
shifts in reserves. '

On first thought it might appear that a structure of requirements
based on classes of assets would enable the central bank to direct the
flow of funds into selected areas of the economy. It is unlikely,
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however, that the proposal would be effective in achieving that objec-
tive. Experience with selective regulation of credit indicates that
such regulations must be based on functions rather than institutions.
If the flow of lending is to be directed effectively, it would be necessary
to regulate all lenders. Basing bank reserve requirements on classes
of assets might, of course, affect the relative attractiveness of different
classes of assets for bank lending and investing. But this could easily
result merely in offsetting changes in the loan and investment policy
of other lenders rather than influencing the flow of funds into various
channels. The wide distribution of Government securities in the hands
of lending institutions and individuals would greatly facilitate such
shifting. Other lenders could simply sell Government securities and
lend the proceeds to those borrowers whose loans and securities were
subjected to higher requirements if held by banks. The banking -
system, in turn, would buy the Goveriment securities against which
the reserve requirements presumably would be less. The net result,
however, would be that neither the total volume of deposits nor the
flow of funds would be controlled. It should not, of course, be con-
cluded that application of reserve requirements should be extended
from banks to all lending institutions and individuals. It should be
understood, however, that even if this were done it would still be -
necessary to control the total volume of reserves as well as the pro-
portional requirements against classes of assets. In other words, a
flexible central bank open-market policy would still be necessary.

The operation of a structure of reserve requirements based on classes
of assets would encounter very serious administrative difficulties. It
should be recalled in this connection that it has taken a long time and
many decisions on individual cases to establish a clear-cut definition
of time deposits. But this problem was simple compared with the

* problem of actually defining types of assets. Business firms and indi-
viduals spend for a variety of purposes, and it is a matter of indiffer-
ence which particular dollars, whether those secured from sales or
from borrowing, are used for specified purposes: If, however, different
reserve requirements were applied to loans for different purposes, it
might become important for the borrower to earmark his receipts in

‘such a way that the borrowed dollars'could be used for purposes
against which requirements were lowest. It is not certain that either
total spending or the direction of spending would be affected at all.
The administration of such a system, in an attempt to try to assure
the desired results, would require a large staff of highly trained per-
sons whose decisions, in the nature of the case, would often be arbi-
trary. o :

Another difficulty is that it is not always desirable to encourage or
discourage given activities to the same degree throughout our wide
and diverse economy. At the present time, for example, it is gen-
erally desirable to limit the construction of houses, but it is also de-
sirable to encourage their construction in certain defense areas. It
is difficult to envision the full complexities of a structure of reserve
requirements designed to deal with such diverse objectives.

Difficulties and possible injustices would be encountered in Initiating
the system. Banks that happened to have relatively more assets re-
quiring higher reserves would be penalized. The penalized banks
might be those that had done most to help develop their own com-
munities, including the assumption of greater risks through the exten-
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sion of private credit. This would not be true, of course, if higher
reserves were required against Government securities than against
other earning assets. If the new structure of requirements were to be
superimposed on the present structure and made applicable only to
future increases in types of assets, the administrative difficulties would
be greatly increased. :

33. State the statutory authority for the power, if any, of the Board
of Governors, the Federal Reserve banks, or of any agency of the
United States Government to control directly or to ration the
extension of credit by individual banks. Specify the (legal)
circumstances under which such rationing could occur and the
control of the President over its operation. Under what (eco-
nomic) circumstances, if any, would you recommend the use of
credit rationing? Describe the manner in which you believe that
such a system would operate.

Joint answer

The principal provisions of law which might possibly be construed to
authorize the control or rationing of the extension of credit by indi-
vidual banks are the provisions of section 5 (b) of the Trading With
the Enemy Act of 1917 (as amended) and section 4 of the Emergency
Banking Act of 1933. Section 5 (b) of the Trading With the Enemy
Act authorizes the President, through any agency that he. may desig-
nate— .
during the time of war or during any other period of national emergency de-
clared—
by him to— .
investigate, regulate, or prohibit * #* * transfers of credit or payments be-
tween, by, through, or to any bauking institution * * %

During World War IT, pursuant to the authority conferred upon
the President by section 5 (b), he issued Executive Order No. 8389
designating the Secretary of the Treasury to administer the so-called
blocked accounts. Under this authority the President also issued
Executive Order No. 8843 conferring upon the Board of Governors
authority to control consumer credit. . _

Section 4 of the Emergency Banking Act of March 9, 1933 provides
that— '

* * * gduring such emergency period as the President of the United States
by proclamation may prescribe, no member bank of the Federal Reserve System
shall transact any banking business except to such extent and subject to such
regulations, limitations, and restrictions as may be prescribed by the Secretary
of the Treasury, with the approval of the President.

The President pointed out in his memorandum of February 27,1951,
that the Secretary of the Treasury, under the authority vested in him,
subject to the President’s approval, by the Banking Act of March
1933—
could by regulation delegate the administration of this program to the 12 Federal
Reserve banks, each to act in its own Federal Reserve district—

" but this was not done.

The exercise of the authority conferred by Congress upon the Presi-
dent under section 5 (b) of the Trading With the Enemy Act and the
issuance of any regulations by the Secretary of the Treasury, pursuant
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vo section 4 of the Emergency Banking Act of March 9, 1933, are
predicated upon the existence of a national emergency. The national
emergency declared by the President by the banking holiday procla-
mations of March 6 and 9, 1933, has never formally been declared at
an end, and on December 16, 1950, the President issued a proclamation
of national emergency in connection with the Korean situation. It
is for the courts to decide whether the national emergencies as de-
clared by these proclamations constitute a legal basis for action by the
President and the Secretary of the Treasury under the Trading With
the Enemy Act and the Emergency Banking Act of 1933 with respect
to control of extension of credit by individual banks. We¢ believe it
would be undesirable to institute direct controls over the extension of
credit by individual banks under the provisions of these laws for pur-
poses and under circumstances not contemplated at the time of their
enactment. It would be preferable to have specific action by Congress
authorizing such controls, if they were to be undertaken. .

The question implies that rationing of credit by banking institutions
only would be contemplated. If that were done, the tendency would
be to shift demands for credit to nonbank lenders not subject to the
control. Even if such lenders financed their extensions of credit by
attracting the savings of the public, many of their loans and invest-
ments might be for purposes contrary to those permitted for banks.
Furthermore, it is quite likely that, in the face of heavy demands for
credit which the banks were not permitted to extend, the nonbank
lending institutions might finance a considerable part of their exten-
sions of credit through sales of Government securities, which, if they
were absorbed by the commercial banks or by Federal Reserve banks,
would result in indirect extensions of bank credit for unapproved pur-
poses. To avoid such developments, not only banks, but all other
lenders, would have to be brought under the controls, if they were to
be effective, and that would involve an extremely difficult enforcement
problem.

- If a form of credit rationing were to be undertaken under conditions
short of an extreme emergency, probably the simplest approach would
be to give mandatory status to something like the current voluntary
credit restraint program. But to make such a program compulsory
would imply enforcement procedures to assure that lenders generally
conformed to the rulings of the central organization directing the pro-
gram. The policing problem would be of a magnitude far beyond
anything previously experienced. Probably the most feasible and
manageable part of such a program- would be control over capital
1ssues. It is conceivable that a Government-sponsored capital issues
committee, with authority to enforce its decisions, might be needed
in the event of another full-scale war.

A possible approach to a more theroughgoing system of credit
rationing might be to prohibit all extensions of credit except those
specifically authorized. Even the first step in such a procedure, how-
ever, would involve serious difticulties. For example, if credit exten-
sions to war contractors were exempted from the general prohibition,
it would be necessary to limit the amount of credit they could obtain
to that required for the execution of their war contracts. Presumably
that would mean setting up a certification procedure which would
include not only certification of the need for credit, but also of the
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amount and perhaps the duration of the need as well. Otherwise,
some of the credit might be used for nonwar purposes, for which com-
petitors would be unable to obtain credit. But to certify the amount
of credit required would necessitate thorough examination of such
factors as the prospective borrower’s present and prospective position
with respect to current assets and liabilities and cash flow.

The certification procedure might be applied also to defense-sup-
porting activities, but that would probably involve even more difficult
problems of ascertaining the actual needs for credit for approved
purposes. Beyond the field of war contracts and supporting activi-
ties, the classification of demands for credit, according to the degree
of essentiality and urgency of need, would become much more nebu-
lous and correspondingly more difficult. It might become necessary to
pass upon individual loan applications, in which case a huge staff of
men experienced in credit analysis, and competent to judge the pur--
poses and permissibility of credit extensions in individual cases, would
be required to administer the rationing—very probably an impossible
requirement. '

ven if this difficulty could be surmounted, the problem of determ-
ining the precise use of credit applied for and deciding whether or
not it was essential would be almost impossible. A large part of
business borrowing is for working capital purposes. That may in-
clude such variables as the financing of larger inventories (in physical
amount, cost, or both), larger receivables, a reduction in trade credit,
or the maturing of tax liabilities. To appraise the legitimacy of the
" need for credit it would be necessary to arrive at a judgment as to the
-necessity of the items giving rise to the demands for credit, the neces-
sary level of inventory, for example. Aside from the problem of
- classifying potential borrowers as to the degree of essentiaﬁty of their
activities and the extent of their actual need for credit, a credit-ration-
ing system would encounter other difficulties. For example, the crea-
tion of a large war industry might result in an extraordinary growth
of the community where it was located and require the financing not
only of a large amount of housing construction, but also of a great
variety of servicing facilities, the financing of which in other com-
munities might not be approved. Exemptions from the general pro-
hibitions in such cases would need to be carefully restricted to avoid
the financing of nonessential-activities or unnecessary amounts of
essential activities. To take account properly of such local variations
in credit needs and- administer exceptions to the general restrictions
fairly, in addition to more fundamental responsibilities, would be
likely to constitute an almost impossible task for the central organiza-
tion. '

One other aspect of the matter may deserve mention. - A thorough
review of applications for credit, of the sort outlined above, would
necessarily be time-consuming. The time required to obtain approval
of loan applications and actual extensions of credit might, in a num-
ber of cases, impede essential activities.

In summary, we have a repugnance to regulating credit transactions
on a case-by-case basis. We do not believe that the Federal Reserve
System or a governmental agency could estabish and administer stan-
dards which presumably would be substituted for the judgment of
lenders in individual transactions. Even with the best standards the
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decisions of members of the large enforcement staff would necessarily.
be arbitrary. Were it possible to overcome these difficulties, rationing
would be ineffective if applied to banks alone. For these reasons we
do not recommend, save possibly in catastrophic emergency, the use
of direct rationing of extensions of credit by individual banks.

Delos C. Johns, St. Louis

[Following are Mr. Johns’ comments on the joint answers to ques-
tions under section D. General Credit and Monetary Policies.]

The joint replies prepared under the direction of a special com-
mittee of the presidents of the Federal Reserve banks represent my
general opinion with respect to the questions 13 through 83, in this
section. I have no major substantive differences with these replies and
my comment is primarly supplementary and general. In this section,
however, comment is tied more specifically to the particular questions
than it has been in the three previous sections. In certain cases it is
included mainly to supplement the joint reply with some information
on the eighth Federal Reserve District.

Open-market operations—With respect to questions 13 through 17,
wliich deal with open-market operations and their effects, I am in
complete agreement with the joint replies. I have just two supple-
mentary comments to make. In the joint replies to question 16 it is
pointed out that under full-scale war conditions direct controls (on
prices, wages, allocations, and rationing) are needed; an opinion in
which I concur. I wish to emphasize strongly, however, my opinion
(1) that successful application of such direct controls depends in .
large measure upon monetary and fiscal policies aimed at restricting
growth in private purchasing power, and (2) that it is generally
wiser to place most dependence upon indirect controls such as mone-
tary and fiscal policy which permit greater flexibility in the economy.
The great economic danger of the direct controls, as T see it, is the
introduction of rigidities into the economic system and the probable
resultant impairment of dynamic strength, which is the basic factor
in our productive power. The longer direct controls operate, the
greater the distortions generated by rigidities become.

Discounting and moral suasion.—I have no supplementary com-
ment with respect to the joint replies to questions 18 and 26, which
deal with the discount function and with the use of moral suasion.

Selective-credit regulations—The joint replies to questions 21
through 24, which deal with the selective-credit regulations, coincide
with my opinion almost exactly. I agree that these selective-credit
instruments are supplementary to general quantitative-credit regula-
tion through action on the volume of reserves and that they cannot be
taken as a substitute for such general credit regulation. I also am in
agreement with the statement concerning the four tests to be met by a
prospective selective-credit-regulation device and with the conclusion
that the present selective-credit instruments meet those tests and are
useful. further agree that selective regulations other than those
over consumer, real-estate, and stock-market credit are neither feasible
nor desirable, as stated in the joint replies to question 24, but I would
- amend that statement mildly by including the phrase “under present
conditions and given the present institutional structure and state of
knowledge.” Itisconceivable that future developments could result in
discovery of means to make selective regulation in other fields admin-
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istratively feasible and perhaps desirable. In other words, I concur
in the statement as of the present, but I am inclined to be somewhat
less certain about the future. o )

Voluntary credit-restraint program.—With respect to question 25,
which concerns the voluntary credit-restraint program, I have two
comments. One involves a point brought out in the joint reply, the
other merely is a note on eighth-district experience with the program.

The joint reply indicates that the committee (or a similar group)
might be given certain additional powers (under adequate supervi-
sion) in the event of total war; that such action would be preferable,
from the standpoint of economic efficiency, to instituting “credit ra-
tioning” administered by Government. I question most seriously the
desirability of administered ‘“credit rationing” whether performed
directly by Government or by groups such as the National Voluntary
Credit Restraint Committee or the regional committees. In my
opinion the function of “credit rationing” is performed best by the
individual lender who is on the local scene and is conversant with Jocal
conditions. This is his economic justification for being; he'is expected
to channel credit to essential uses and to efficient users. Limitations
on general credit supply should be general limitations and permit the
lender to exercise his best-judgment as to where his credit should flow.
In other words, “credit, rationing” by Government or an administra-
tive body, when it is called for, should apply to the economy as a whole,
and “credit rationing” in individual cases should be left to the deter-
mination of individual lenders. By this approach the economy is kept
flexible and dynamic and hence stronger.

Furthermore, this approach seems to me most in keeping with our
basic American political philosophy. The commercial-banking sys-
tem in this country is unique among financial institutions in that it
has the power to create money (bank deposits) through extension of
credit. That power has laid upon the commercial banking system
the correlative responsibility to create (in a broad sense) no more and
no less money through its credit operations than is necessary for the
smooth functioning and stable growth of the economy. The Federal
Reserve System was established to share this responsibility and does
so by making reserves more or less available and costly to the com-
mercial banks. Thereby, it establishes a broad over-all maximum
limit and provides the basis for a minimum limit to the money supply.
Within those broad limits the commercial banking system and the
individual banks exercise their responsibilities:to select the desirable

- and economic users and uses of credit. 1 believe it would be undesira-
ble to eliminate those responsibilities, not only on the grounds of eco-
nomic efficiency as noted above but also under the general democratic
principle that responsibilities should be roughly correlative with
powers.

This comment applies also to question 88, and is my only supple-
mentary comment on that question.

The voluntary credit-restraint program has been taken quite seri-
ously in the eighth Federal ReservegDistrict. The Eighth District
Commercial Banking Voluntary Credit Restraint Committee was
established at the inception of the program and originally served
banks throughout the district. Subsequently a Little Rock (Ark.)
Regional Commercial Banking Voluntary Credit Restraint Commit-
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tee was established to serve banks in the Little Rock: branch zone
(most of Arkansas) ; the eighth-district committee continues to serve
banks in the rest of the district. An Eighth District Savings and
T.oan Voluntary Credit Restraint Committee also hasbeen established
to serve all savings and loan associations in the district. ) :

In line with the point made in the joint reply, it is not possible to
measure precisely what the program has accomplished in the eighth
district. It is noteworthy, however, that total loans at all member
banks in the district rose just $86 million from the end of May 1951
to the end of October 1951, as compared with an increase of $276
million in the like period of 1950, and a 3-year (1947-49) average
gain for the same period of $146 million.

- It is_also noteworthy that the record of business-loan changes at
large district banks indicates some channeling of credit to defense
activities and away from nondefense activities. In the 5 months
(June-November 1951) new credits for defense contracts at these
banks totaled $16 million and for defense-supporting activities totaled
$31 million. In the same period the net increase in outstanding busi-
ness loans of these banks to all nondefense activities was just $56
million (less than expected on seasonal grounds). While the defense-
loan figure is not large, it should be recognized that defense contracts
in this district have lagged behind the amount that might have been
expected, given. the district’s proportion of national industrial
capacity. . .

eserve requirements—I concur fully in the joint replies ta ques-
tions 27 to 32, inclusive, which deal with the general topic of reserve
requirements and methods for fixing such requirements. I have, how- -
ever, one supplementary comment which relates to reserve require-
ments applying to nonmember banks.

The joint reply to question 27 indicates that the major reason for
reserve requirements 1s to give the central bank influence over the
total money supply. The joint reply to question 28 indicates that

- nonmember banks should be made subject to the same reserve require-
ments as member banks. I argee, and my opinion is based on three
points, as follows:

(1) Asnoted in the joint reply to question 28, the nonmember-bank
deposits are part of the money supply just as are deposits in member
banks. It would be in keeping with our constitutional development
to have the Federal Reserve System, as the agent of Congress, exercise
the same degree of direct control over that part of the money supply
held as nonmember-bank deposits as is exercised over that part held
as member-bank deposits.

(2) Ina very real sense, the legal requirement to hold reserves may
be viewed as a price paid, a contribution made, by the banks for
greater economic stability. The reserve burden should be shared
equitably by all banks. ‘ :

(3) The fact that nonmember banks hold only a small part of the
Nation’s bank deposits theoretically does not impair central banking
action with respect to total reserve volume and its influence on the
total money supply. However, more than half the number of banks
are nonmember banks. Practically, the fact that nonmember banks
are not subject to member-bank reserve requirements may well inhibit
central banking action at various times. The System is keenly aware
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of the problem of equity, noted in my second point, and naturally finds

it repugnant, when restrictive measures are called for, to widen fur-

ther the disparity in reserve burden between member and nonmember

:banks. This question of equitable treatment is very sharply outlined

. %)n the eighth district, where two-thirds of the banks are nonmember
anks.

I should stress the fact that I am not advocating compulsory mem-
bership, but only the application of member-bank reserve require-
ments to nonmember banks. Membership in the Federal Reserve
System involves many more. responsibilities than the keeping of re-
serves with the Federal Reserve bank. Generally speaking, nonmem-
bers are not subject to the same degree of responsibilities as are
members. In my opinion, membership should be predicated on full
appreciation of the responsibilities involved and should, for State
banks, be voluntary.

Finally, I probably should note, as does the joint reply, that making
member-bank reserve requirements apply to nonmember banks would .
not break down the dual banking system, which rests basically upon
the chartering and supervisory authority of Federal and State gov-
ernments, .

CUredit policy and an expanding economy.—Questions 19 and 20 have
to do with credit policy and supervisory activity and their roles in an

expanding economy. The joint replies to these questions coincide -

with my views. I should emphasize my belief that supervisory policy
and the bank-examination function are aimed at preservation of the
soundness of individual banks and through them a sound banking
system. Promotion of this objective should aid promotion of the -
objectives of the Employment Act.

I see no basic conflict between measures to restrain excess demand
by credit control and the need for an expanding economy. As the
joint reply indicates, the way resources are used and by whom they
are used are the keys to expanding the economy. As I pointed out
earlier, the economic function of finance in general is to channel credit
to essential uses and efficient users. Credit policy aimed at restrain-
ing excess demand creates the climate for the exercise of this economic
function of finance and hence should contribute to promotion of an
expanding economy. By preserving balance between the money sup-
ply and the goods supply, credit policy helps assure that less efficient
and less essential producers cannot bid up prices and absorb resources
better used elsewhere.

E. THE BANKING STRUCTURE

34, Will you please submit a memorandum discussing the adequacy
of banking facilities in your district? For this purpose, take as
your standard of adequacy the ideal of bringing banking facili-
ties within convenient reach of all persons having need of them,
and, so far as practicable, giving all persons the opportunity
of choosing between two or more competing banks. Distinguish
between deposit facilities and loan facilities

Answer for the First Federal Reserve District (Joseph A. Erickson, |
Boston ): :

The economic age, development and geographic make-up of the
first Federal Reserve District is such that we have in our opinion
92245—52—pt. 2—8
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a mature and adequate banking structure. With very few exceptions
banking facilities, both deposit and loan, are within convenient reach
- of all persons.and business firms and so far as practicable there exists
the opportunity of choosing between two or more competing banks.
This does not necessarily mean that every town and village in New-
England has one or more banks located therein. It does mean that
such facilities are available on a competitive basis within easy com-
muting distances. There are attached at the end of this reply a series
of scaled maps of the New England States which present in graphie
form the location of banking facilities in New England in relation
to density of county population (commercial banks exhibit A 1-6,
savings banks exhibit K 7-12). ' S
As of December 30, 1950, there were 518 commercial and 342 mutua
savings banks in New England as reflected by exhibit B. In addition
to commercial and mutual savings banks there are 104 State-chartered
savings, building and loan associations, 175 cooperative banks, 56 Fed-
eral savings and loan associations and 13 other types of financial in-
stitutions operating in New England aside from numerous credit
unions both State and Federal and small-loan companies.

Cooperative
banks and
State-chartered
building and
loan associa-
tions

Federal savings
and loan asso- | Other types
ciations

Connecticut. .. —— 31 17 9
Maine .. 30 5 2
Massachusetts. 179 29 f .
New Hampshire 24 2 2
Rhode Island._ ... 7 ) S PO
Vermont 8 2 |

Total___. 279 56 13

Comparative figures indicate that banking has kept pace with the
increase in population in New England over the past 10 years. In
the following tabulation column A gives the comparative population
n 1940 and 1950 per commercial bank facility, column B the compara-
tive population per commercial and savings bank deposit facility,
and column C the population per supervised loin and depository,
exclusive of credit unions, small loan companies, and the like.

A . B (o]

1940 1950 1940 1950 1950
Connecticut 12, 800 12,000 8,300 8,300 7,000
Maine : 6, 700 6, 800 5,300 5, 400 4,400
Massachusett; 13, 500 13, 000 7,900 7,800 5, 800
New Hampshire 7,400 6, 800 4,470 4,700 3, 800
Rhode Island 11, 800 10, 000 9, 900 8, 600 8,000
Vermont___._._ 4,100 4, 600 3,500 3, 800 3,500
Recapitulation_. _ 10, 700 10, 400 7,000 7,000 5,

Reference is made to exhibit C which shows the population per bank-
ing office by counties for the New England States.

Banks are recognized as quasi-public institutions. To warrant their
existence they must serve the community. To serve a community well
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Tequires that each bank as well as the entire banking structure be
sound. The extent to which expansion of present facilities is needed
and could be undertaken on a sound basis is a moot question. Need
for additional banking facilities and the ability of the area to support
new facilities is evidenced in part by the fact that only 12 applications
have been filed for new State and National commercial and savings
bank charters during the 10-year period ended December 31, 1950.
Of this number only eight charters were granted.

: New
Connect- . .| Massa- - | Rhode |
icut Maine | chusetts Iﬁﬂg‘ - Island | Vermont
Granted - .o 4 1] 1 3 ] 0
Declined . . 1 0 1 2 0 0
Withdrawn. oo oo 0 0 0 0 0 [
Total received. ..ol 5 0] 2 5 0 0

Lack of growth prospects and of evidence that the area could sup-
i)r(lls a bank were the reasons for declining four of the applications
ed.

On the other hand expansion has occurred in banking facilities
during the past 10 years, as is evidenced by the data contained in
exhibit B. Referring thereto it will be noted that although there
has been a decrease from 546 to 518 commercial banks in New Eng-
land during the 10-year period ended December 30, 1950, branches
operated by such banks have increased from 243 to 371, resulting in
a net increase of 100 in commercial banking facilities. Mutual sav-
ings banks during the same period decreased from 356 to 342.
Branches of these banks, however, also showed an increase from 48
to 70, with the result that there was also a net increase in this type
of banking facility of 8. There was accordingly a net increase of
108 in these two types of banking facilities during the 10-year period.

The decrease in the number of commercial and savings banks re-
flected by exhibit B has been to some extent the result of mergers,
consolidations, and liquidations, with the resultant purchase of assests
and assumption of liabilities by other banks. However, the result
has been not only to expand the banking facilities of New England
but to. bring. better and more adequate service to the smaller com-
‘muiities of our region, since in the.vast majority of cases the resultant
or acquiring bank has been the more progressive with better organi-
zation and broader banking services.
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BxHIBIT B.—First Federal Reserve District—Number of banks

Commercial and stock S '
savings banks 1 Mutual savings banks Total banks
Dec. Dec. Dec. Dec. Dec. Dec. Dec. Dec. LCec.
31,1940 | 31, 1945 | 30, 1950 | 31, 1940 | 31, 1945 | 30, 1950 | 31, 1940 | 31, 1945 | 30, 1950°
Connecticut: 2
Banks. _oeeeoooooo____ 117 L 117 112 72 72 .72 189 189 184
Branches___..._.___..__ 16 16 50 1 0 5 17 16 55
Total banking units. _ 133 133 162 73 72 77 206 205 239
Maine: .
Banks___. 68 64 63 32 32 32 100 96 95
Branches_. 58 66 71 2 2 2 60 68 73
Total banking units_ . 126 130 | 134 34 34 34 160 1684 168
Massachusetts:
Banks.____ 201 192 182 192 190 189 393 382 371
Branches:. 117 139 177 33 33 47 150 172 224
Total banking units._ _ 318 331 359 225 223 236 543 554 595
New Hampshire: .
Banks. . ... ___ 64 65 75 43 42 34 107 107 109
Branches_. . _......_..__ 2 3 2 1 1 1 3 4 3
Total banking units_'. 66 68 77 44 43 35 " 110 111 112
Rhode Island: - ) ’
Banks..ooooocaooaiioo 23 25 16 9 9 8 32 34 24
Branches. . _.________.__ 38 | 45 60 2 2 6 40 47 66
Total banking units. _ 61 70 76 11 11 14 72 81 90
Vermont: -
Banks. ... 73 72 70 8 8 7 81 80 77
Branches__........._... 12 9 11 9 9 9 21 18 20
Total banking units. _ 85 81 81 17 17 16 102 98 97
Recapitillation, New Eng-
Banks._________._..______ 546 535 518 356 353 342 902 888 860
Branches. . ____..___.___ 243 278 371 48 47 70 291 325 441
Total banking units_ _ 789 813 889 404 400 412 | 1,193 1,213 1, 301

1 Includes 9 stock savings banks located in New Hampshire,
? Includes Fairfield County.

Ans'g)fr ior the Second Federal Reserve District (Allan Sproul, New
ork) ;

As the wording of this question implies, there are various possible
tests for the “adequacy of banking facilities.” The test upon which
this question focuses attention is the physical accessibility of banking
offices to the persons and business firms having need of them. While
there are banEjng facilities available within a reasonable distance and
over adequate roads for virtually all individuals or businesses located
in the second Federal Reserve district, ready accessibility must
always be measured in relative terms, taking into account the density
of population in the area being served. A sparsely settled area ob-
viously cannot support as many banks as a densely populated area of
similar size. A summary of the variations in the distribution of bank-
ing offices among regions within the district, in terms of population
per square mile and the number of square miles per banking office,
will consequently constitute the major portion of this reply.

It should be noted, however, beforé turning to the statistical data,
that the operation of a banking office must meet the usual test con-
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fronting any business functioning in a private enterprise economy.
That is, the office must be able to extend its services to a group that is
sufficiently large to provide a volume of business that will cover costs
and yield a satisfactory profit. On this criterion, the evidence sug-
gests that commercial banking facilities have for some time been ex- .
tended into all regions or localities of the district where profitable

operation is a reasonable possibility. The way is always open for

enterprising individuals or groups to apply for new bank charters, or

to open new banking offices, where there appears to be room for the

successful operation of additional banks. There have been-very few

requests for new bank charters in this district over the past two

decades. Banking offices have been opened as branches of existing

banks, however, in a number of instances where the shift or growth

of population opened up new opportunities for profitable banking

services. By and large, it has been our observation that the elemental

stimulus of the enterprise system—seeking out opportunities for ex- .
tending services wherever there is an opportunity to function at a

rofit—has assured the provision of economically adequate banking

acilities in this district. For New York State, this observation will

soen be further tested by a detailed study of the present distribution

and adequacy of banking facilities, particularly with a view to the

possibility of approving additional branch offices for savings banks,

which has recently been inaugurated by the New York State Bankers

Association, in cooperation with the Savings Banks Association, at

the request of the State Superintendent of Banks.

The statistical data which we have prepared summarizes the dis-
tribution of banking offices in the second Federal Reserve district as
a whole, including the entire State of New York, the 12 northern coun-
ties of New Jersey, and Fairfield County in Connecticut. Within the
district there are 868 banks with 1,847 offices. The total number of
banks include 850 which are classified as commercial banks, 5 classified
as private banks, and 18 industrial banks (only industrial banks in
New York State are included; the 3 industrial banks in the segment °
of Connecticut included within the second district have not been
listed because they are not authorized to accept demand deposits).

" Among the 1,847 offices of these various banks, there are 5 offices which

operate only on a seasonal basis, and 2 which are merely paying or
receiving stations. All these banking offices, except the two just men-
tioned, offer both loan and deposit facilities. Thirteen branch offices
located on military reservations have not been included in the total of
banking offices because they are not open to the general public. The
geographical distribution of these banks and banking offices, in rela-
tion to the density of population, will be discussed further below.
While in the aggregate these banking facilities provide an adequate
network of both deposit and loan accommodation throughout the dis-
trict, there are in addition a large number of other financial institu-
tions which also provide loan facilities (and in many cases a special-
ized type of deposit facility also). No attempt will be made to com-
pare their location within the district with that of commercial banks,
primarily because none of them can accept demand deposits. None-
theless, as repositories for savings, and as sources of loanable funds,
these other institutions provide a wide range of financing facilities
that are superimposed on the commercial banking structure. The
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following table lists a variet); of institutions which together maintain
nearly 3,000 offices within the second district:

Some financing institutions in the second district, 1951

IRV - Number of { Number of JTotal number
Type of institution . head offices | branches of offices

Mutiial savings banks._ .. oo cemmemmcm—————- 165 ] 111 276
8avings and loan associations_____._________ ... ... __ 544 50 594
8mall loan companies_.._._._.._._____ - 1220 1325 1 545
Commercial finance companies 2 - 7 305 312
Credit unions. .- ..o__....__._ R 1,086 |ocecamaeana 1,086
Production credit associations____._._. PR, Y7 |ooiee 17
National farm loan associations. .. _.__ 32 24 56
7 2,071 815 2,886

1 Approximate nuriber.
2 New York State only.

In addition, most of the life-insurance companies, some specialized
investment companies, several independent factoring concerns, and
a number of large manufacturing or sales concerns (who sell on install-
ment terms) conduct active lending operations within the district.
Data on the number of actual offices through which these lending
activities may be conducted are not available, and, of course, many
policy loans from insurance companies are arranged through local
insurance brokers whose functions could not be considered those of
a loan office. ' '

So far as commercial banking offices are concerned, for the district
as a whole there is an average of 1 office for each 28 square miles of
territory. The average bank serves 10,300 people within its geograph-
ical area. Any such average is, however, merely a statistical conven-
ience; in order to provide a better indication of regional differences
within the district, each county has been studied separately. The
shading on the accompanying map indicates the differences among
counties in population density (measured as the number of people per
' square mile in each county). small circle superimposed upon each

county indicates the num%er of square miles per baxBiing oigce. By
and large, although ‘each bank generally serves a much larger area in
counties where the population is relatively thin, the actual number
of persons served by each bank in such counties is relatively low. Thus,
in most of the counties which have no more than 100 persons per square
mile, the population per banking office is actually less than the figure
cited above as the average for the district as a whole. This simply
means that in the thinly settled areas banks serve many fewer people
per banking office than are served by banking offices located in the
larger metropolitan centers. At the other extreme, while the counties
representing the various boroughs of New York City include large
numbers of banking offices within a limited area, each of these banking
offices serves many more persons than the number indicated as the
average for the district as 2 whole. -

Within New York City, the county of New York (borough of Man-
hattan), has a banking office located on the average within each one-
tenth of a square ‘mile, while the counties of the Bronx, Kings, and
Queens have banking offices for each 0.6, 0.7, and 1.0 square miles,
respectively. ’

i
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these counties is naturally low and ranges from one bank for each 304
square miles of territory to one bank 1n each 146 square miles. The
remaining sparsely inhabited counties are those lying outside the large
concentrations of population previously mentioned. Among these
counties there are eight in which there is one bank for each 100 to
125 square miles, 15 counties where there is one bank for each 75 to
99 square miles, and 14 counties in which the average area per bank is
51 to 74 square miles. Further details concerning each county. are
presented in the following table.

Banking offices in relation to nature of economic activity, population, and area,
by counties, Second Federal Reserve District

[Banking offices as of October 1951; population, census of 1950]

P ) Average
: . Total of | Popula- | {,.0PU1a- [ Square
County Nature of county banking | tion per | ton per [ miles
s offices office square served
- mile by each
office
NEW_YORK STATE
Albany. ... ...._._.__ Mixed industrial, governmental, and 22 10, 88t 451 24
agricultural, - .
Alleghany..___._._____ Agricultural, oil industry.___.__._____ 17 2,576 42 62
Bronx_.__. -{ Residential industrial.__ 66 21, 989 35,397 62
Broome___ :_{ Industrial, agricultural __ 14 13,193 50
Cattaraugus. .| Agricultural, oil industry_ 14 5, 564 58 95
Cayuga__.._._ Agricultural, fruit farming. . 1 6, 376 100 63
Agricultural_._______._____ 18 7,510 125 60
Industrial, farming..__ 8 10, 853 211 51
Medical and knit goods. 10 3,914 43 o1
Fruit farming....._._. 6 8, 937 51 176
Agricultural 6 7,197 67 107
Cortland. . d 5 7,432 74 100
Delaware.. 13 3,417 30 113
"Dutchess.o...o.__.__. Agricultural.. 18 7, 599 168 45
Erie . oo el Industrial._____.__ 104 8, 647 853 10
6 5, 848 19 304
7 6, 404 27 241
Fulton...__._....____. 7 7, 289 103 71
8 5,048 95 63
7 4,106 44 93
Forestry oo coocoeoooe 1 4,105 2| 1,747
Resort, wood products._ . 12 5,117 43 120
Resoit, mining._.___.___ 15 5,701 66 86
Residential, industrial 108 25, 353 38, 566 .65
Mining_._.__._.__ 3,217 1 185
Agricultural_____ e 10 4,026 63 04
Dairy farming, silverware. 8 5,777 70 83
Industrial —— ——- 40 12,191 725 17
Agricultural.__________________________ 9 6, 622 146 45
Residential, industrial. ... _.._.________ 63 10, 679 2,243 5 .
Financial, industrial ... _.._._.._.____. 288 | 6, 306 89, 096 .07
Fruit farming, industrial.._._.________ 12 15,833 356 44
Copper and knit goods, dairy farming. 19 11,729 182 64
Industrial ... ______________ 33 10, 355 431 24
Fruitfarming_________________________ 10 6,017 93 65
Agricultural . ..._.______ ... ___.___ 23 6, 620 184 36
_____ [ . [, 4 7,458 75 99
QO 10 7,718 80 97
_____ do....... [ 13 3,905 50 78
Fruit and dairy ... .. 4 5,077 86 59
Residential ... ___ ... ____ 87 17,826 14, 360 1
Industrial . ___________________.______ 10 13, 261 199 67
Richmond. Residential, industrial ________________ 12 15, 963 3,361 5
Rockland._._ Residential, agricultural ______________ 11 8,116 502 16
St. Lawrence Mining, fruit, dairy farming._._____.__ 19 5, 205 36 146
Saratoga._..__ Resort and agrienltural________________ 8 9, 359 92 102
Schenectady. Locomotives and electrical industries__ 11 12,991 |. 684 19
Schoharie. . Agricultural ... _____________________.. 5 4, 541 36 125
Sehuyler.......________|..___ do____.____ 4 3, 546 43 83
Seneca.._ Fruit farming 5 5, 851 89 66
Steuben. Glassware, agricultural 16 5,715 64 88
Suffolk .. al 46 6, 003 209 20
i 12 3,394 41 82
7 4,309 57 75
5 11,824 120 98



MONETARY POLICY AND MANAGEMENT .OF PUBLIC DEBT 743

In the semicircle of counties immediately around New York City

and in Richmond County, which is part of the city proper, the

density of the population in each county is in excess of 1,000 persons
per square mile and the available banking facilities are correspond-
ingly numerous. Among these counties, Hudson County, N. J., which
embraces Jersey City, has a population density of 10,800 per square
mile and the banking offices are spaced on the average at one to the
square mile. In Essex County, N. J., which includes Newark, the
third largest city in the district, the population density is 6,900 to the
square mile and banking offices average one to every 2 square miles.
Union County, N. J., which includes the city of Elizabeth, has a popu-
lation density of 83,800 per square mile and its banking offices each
serve an area of 8 square miles. In five other counties—Richmond
County (Staten Island), Nassau and Westchester Counties in New
York State, and Bergen and Passaic Counties in New Jersey—the
population density ranges from 1,400 to 3,400 people per square mile
and the banking facilities are spaced at one for each 5 to 7 square
miles. '

In up-State New York and in the Connecticut portion of the second
district there are 5 cities with a population in excess of 100,000, namely,
Buffalo, Rochester, Syracuse, Bridgeport, and Albany. Erie County,
in which Buffalo, the second largest city in the district, is situated,
has an over-all population density of 850 persons to the square mile.
It contains 104 banking offices or branches, on the average, one for
each 10 square miles of territory. Monroe County includes the city of
Rochester. 1t has a population density of 725 persons per square
mile and is served by 40 banking offices, 1 for each 17 square miles.
Onondaga County includes the city of Syracuse and has a population
density of 430 people to the square mile. It contains 33 banking offices
or 1 for each 24 square miles. Albany County, with 450 people per
square mile, is largely similar to Onondaga County in population
density, and the coverage of banking facilities, 1 for each 24 square
miles, is exactly the same. Fairfield County, Conn., has the city of
Bridgeport within its boundaries and it is also relatively close to New
York, so that it receives a certain amount of New York’s commuter
yopulation. It has a population density of 800 persons per square
mile and contains 48 banking offices, one for each 13 square miles of
territory. '
" There are four additional counties with a relatively dense popula-
tion that are about as far removed from New York City as Fairfield
County. They are Middlesex and Monmouth Counties in New Jersey,
and Suffolk and Rockland Counties in New York. The incidence of
banking facilities in these counties ranges from one office for each 14
square miles to one office for each 20 square miles.

Among the sparsely inhabited counties of the district, Hamilton
County in the heart of the Adirondack Forest Preserve is outstanding
with but one commercial bank for the entire area of 1,747 square miles.
Relative to the population, however, Hamilton County with only
4,050 all-year residents, may be considered a sufficiently “banked”
county. The other northerly counties, namely, Essex, Franklin, Lewis,
Clinton, St. Lawrence, and the northerly part of Herkimer County,
are all either part of the Adirondack Preserve or are devoted mainly.
to resort areas and agriculture. The incidence of banking facilities in-
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Banlking offices in relation to nature of economic activity, population, and area,
C by counties, Second Federal Reserve District—Continued

[Banking offices as of October 1951 ; population, census of 1950]

P ) Average

Total of | Popula- | ;0PWa- | sduare

County Nature of county banking | tion per | t08 Der mllea
offices office square serves

mile by each

office
Resort ... 14 6,616 81 82
_-| Resort and agricultural 8 - 4,901 44 110
..... do__._ .. 8 5,893 56 105
Fruit farming. 1 5,211 94 55
Residential . 65 9, 628 1,439 7
Agricultural. 11 2,084 551 54
Fruit {farming . 4 4,404 51 86

CONNECTICUT
Fairfield.._...._._._.__ Mixed industrial, residential . .__..___. 48 10, 476 797 13
NEW JERSEY

Bergen Residential, shopping .- ..occoocoooooo_- 52 10,314 2,171 5
Industrial__________._.. 80 11, 261 6,930 2
_____ do..___. 60 10, 769 10, 769 1
Agricultural .. ______. 12 3, 557 7 37
Mixed industrial and 23 11, 507 817 14
Resort, agricultural .. ._ 29 7,700 415 19
Agricultural 16 10, 288 343 30
Mixed industri 32 10, 541 1,704 6
Agricultural ... _____________._. 8 12,342 324 38
Dairy farming_ 8 4,280 64 . 67
.| Industrial_____ 34 11,693 3,786 3
Dairy farming_ ... _____._______ 10 5,441 149 37

The detailed analysis of data concerning banking offices located
within each county still tends to conceal, however, instances in which
Earticular communities may only be served by a single bank, or per-

aps in some instances may not contain any banking offices. There
are, of course, many smaller communities in which, by force of eco-
nomic circumstances, no more than one bank can be supported. Com-
petition is generally provided, however, through the operations of
other banks in nearby communities, as well as through other lending
institutions or agencies. To illustrate the way in which nearby bank-
ing facilities may supplement those available within a given com-
munity, an additional study has been made. The following table lists
all municipalities within the second Federal Reserve district whose
population exceeds 14,000 persons and whose local commercial banking
facility is limited to no more than one institution. In every case, as
the table also indicates, there are additional commercial banking of-
fices within a relatively short radius. In most of the communities
listed, there are also offices of savings and loan associations or savings
banks—in some instances several such offices exist in the same com-
munity. However, the details presented in the table relate only to
the existence of commercial banking facilities.
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.Cities of over 14,000 with only 1 commercial bank office, Second Federal Reserve
District, 1951

Populs- | C iol banks in | @ ooan”
: opula- ommercial banks in mate
Location County tion nearby cities distance
in miles
NEW YORK STATE
Floral Park g 15

________________________ Nassaul...____..___ 14,535 | New Hyde Park (1).._____|

Franklin Square (1). -
i Garden City (1)...
Garden City ... _______ . .. _____|..._. P [ T 14,364 | Floral Park (1)....

Hempstead (2)....
Mineola (3).....
West Hempstea
Valley Stream..._.________________| ____ do... ... 26,833 | Lynbrook (2).
Malverne (1)_
‘Woodmere (1) -
| Springfield Gardens (1)__
Hornell.. ... .. ______.__ Steuben_..__...... 15,649 | Canisteo (1).....
. Arkport (1)
Johnson City...._...__.________.__ Broome...._____.. 18,039 | Binghamton (4)
Endicott (3)..._...
North Tonawanda._______.________ Niagara_._.._.._.__ 24,730 | Tonawanda (2).
Ogdensburg_._________.___________. St. Lawrence...___ | 16,126 | Heuvelton (1)
Lisbon (1).. ..
Oswego.__.____ ... Oswego_...___.___ 22,611 | Fuiton (1)..
Watervliet. ... ... _________ Albany...._...._. 15,036 | Troy (3) .- ceecoreccaeaen

-
P DD 00 =1t b b U O RD G0 S0 DD DD DD D G0 G GO SO b =

NEW JERSEY

Bergenfield Borough....._.._._..__ Bergen._........._. 17,611 } Tenafly (2} - _...__..___..

- Englewood (2)..
Teaneck (2)_.
. Dumont (1)__
Cliffside Park Borough......._..___|._.__ do 17,123 { Edgewater (2)
Fort Lee (2)___..
.| Ridgefield (1).
..... do..._.......} 15391 | Paterson (6)..

East Paterson .......................
Fair Lawn
North'Arlington Borough__________|.__._ [ 1 D 15,977 | Belleville (2

JHawthorne_ ... ... ____ Passaic. oo 14,828 | Paterson (6)..

Linden. ... ..o Union_.._._.__..__ 30,434 | Rahway (1)._

Roselle (1)...
Elizabeth (4).
. Carteret (2)..
Rahway_______ R U do. .. 21,287 | Linden (1).

Roselle’Borough______________ ... _|-._.. [« 1 17,646 | Linden (1)_____.

Roselle Park (1)._
: Elizabeth (4).._.

West Orange.._____.___.___.___._. hORET.S S, 28,624 | Orange (4)...

Montelair (2) -
Livingston (1). .
South Orange (2
e Maplewood (1)
Verona (1)...
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Answer for the Third Federal Reserve District (Alfred H. Williams,
Philadelphia)

Banking facilities in the third Federal Reserve district appear to be
adequate both from the standpoint of depositors and borrowers. There
are 839 commercial banks and 10 mutual savings banks in the district
doing both a deposit and loan business. The commercial banks are




"MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT 747

distributed throughout the district so that banking facilities are within
@ convenient distance of all residents, except possibly for a few living
n isolated mountain areas where population and wealth are insuffi-
«cient to support a bank within a radius 6f a few miles. In addition,
most people have an opportunity to choose either among two or more
banks in the same town or among towns and villages each with one
bank in their general area which are readily accessible with modern
transportation facilities. In fact, excess banking faeilities, in the
sense of insufficient wealth in the community to provide all of the
existing banks with the minimum resources. necessary for strong,
efficiently operated institutions, are probably a greater problem in the
third district than inadequate banking facilities. . .

Banks in relation to population—One index of the adequacy of-
banking facilities is the number of banks in relation to the popula-
tion—their potential customers. This relationship in the third dis-
trict is shown in chart 1. : :

Of the 60 counties in the district, 15 or one-fourth have a banking
office for each 4,000 or less population. These 15 counties, 12 in Penn-
sylvania, 2 in Delaware, and 1 in southeastern New Jersey, are
mainly agricultural, some of them also having diversified manufac-
turing, mostly small scale. Most'of these counties are sparsély popu-
lated as compared to the density of population for the district as a
whole and have a number of small villages with only one bank.

The largest number of counties, 27 or nearly one-half, fall in the
classification of one banking office for each 4,000 to 7,000 population.
Typically, these counties are agricultural, diversified manufacturing,
or coal mining areas with few, if any, large cities. However, in gen-
eral, they are more densely populated than the counties with a banking
office for each 4,000 popuﬁltion or less. -

There are 12 counties with a banking office for each 7,000 to 10,000
people. Four of these counties are in the soft coal region of Pennsyl-
vania, two are in the heart of the anthracite region, each with a
medium-size city; five are close to the metropolitan area of Philadel-
phia, and one is in the heart of the resort area along the New Jersey
coast.

Six of the counties have a banking office for each 10,000 population
or over. These are densely populated industrial areas so that the
large number of people per banking office does not indicate any lack
of adequate banking facilities conveniently available.

Geographical distribution of banks—Another requirement of ade-
quate banking facilities is that the banks be distributed so that resi-
dents of the district have convenient access to a banking office. The
distribution of the banks in the third district is shown in chart IT, the
open circle representing a single bank or branch office and the solid
dot-representing towns with two or more banks.

The average number of banking offices per county is 17. There are
25 counties with 10 or fewer banking offices, and 1 county, Philadel-
phia, has 127 banking offices. A

It is clear from the chart that the banks tend to be concentrated in
the densely populated areas. There is, however, a good distribution
of banks in the sparsely populated counties except for a few in the
most rugged mountain regions. In these counties there are relatively
large areas without a bank, but the primary reasons are inadequate
resources and population to support one.
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Additional lending facilities—Other lending agencies, such as sav-
ings and loan associations, insurance companies, production credit
associations, mortgage companies, finance companies, and credit
unions, supplement the credit facilities of the commercial and mutual
savings banks. Savings and loan associations, insurance companies,
and mortgage companies are very active in the real-estate loan field,
especially residential mortgages.. The production eredit associations
supply a substantial amount of short-term credit to farmers. Personal
and sales finance companies and credit unions specialize in credit to
the consumer, either directly or through the purchase of consumer
credit paper from stores and dealers as in the case of sales finance
companies.

Data are not available on the number and the distribution of these
various lending agencies in the third district. However, they are
numerous, and one or more of these institutions supplement the credit
facilities of the banks in nearly every community. They not only
‘enlarge the total credit facilities available but also provide competing
sources of funds. In view of the wide distribution of these institu-
tions, as well as commercial banks, there are probably very few, if any,
residents of the district who do not have access to more than one
lending institution. '
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Answer for the Fourth Federal Reserve District (Ray M. Gidney,
Cleveland)

The accompanying maps (exhibits A, B, and C) indicate that bank-

- ing facilities are within convenient reach of virtually all persons and

business firms throughout the fourth district, and that, except perhaps

in the most sparsely populated areas, ample opportunity exists for

depositors and borrowers to divert their patronage from one bank or
lender to another in response to competitive conditions.

Exhibit A shows the approximate location of each of the 1,440 banks.
and branch offices in the fourth Federal Reserve district. The map
shows that the offices are more thickly located in the heavily populated
areas than in the less heavily populated areas but that they are well
distributed throughout the district and that the distances between
banking offices are not excessive, particularly when consideration is.
given to the quality of our modern transportation facilities, to the
character of our highway system, and to the widespread ownership
of automobiles.

Location alone of banking offices is not a sufficient measure of ade-
quacy of those facilities. The most important question is whether the
number of offices, the resources, and the variety of services available
are sufficient to facilitate the commerce, industry, and agriculture of
the community and to finance the reasonable growth and development
of the community and its business.” We have not developed data on
the volume of business and incomes of different communities but, in-
stead, have used density of population as our measure, and have related
banking facilities to population. Exhibit B shows how the banks
compare with population in each county. Viewed on this basis, certain
general observations can be made.

1. Banking offices and banking resources tend to concentrate
in densely populated centers with a large volume of business. In
the fourth district these centers include such cities as Cleveland,
Cincinnati, Pittsburgh, Toledo, Dayton, Columbus, and Youngs-
town. These places can be located on the map by the clusters
of dots. The fact that some of the dots are small is without
significance; they have been made small in an effort to get them
crowded into a small space.

9. Because of the density of population in the larger centers,
the number of persons per banking office tends to be greater than
in the rural areas. This does not indicate less adequate facilities.
in the cities; rather it reflects the fact that the facilities tend to
become larger and provide more varied services to their local
clientele.

3. In the rural areas the banking offices tend to be pretty well
distributed geographically so that distances between offices are
not excessive.

Urban centers—In most of the 22 counties of the fourth district
with population of more than 100,000, there is one banking office for
each 10,000 to 20,000 population. In five of the centers the ratio is one
banking office for each 6,000 to 10,000 population. The largest in this
latter group is Hamilton County (Cincinnati) with 83 banking facili-
ties for 725,000 persons.

The densely populated urban areas, because of the concentration of
people, have more and generally larger banking offices for a given unit



MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT. 751

of area but fewer offices per unit of population than do the less heavily
populated rural areas.

The banks in the larger centers tend to be larger, are generally able
to provide directly a more diversified service, and can also make larger
loans, thus serving the needs of larger business firms than can many
of the smaller banks. Furthermore, by acting as correspondent banks.
the larger city banks enable the smaller rural or country banks, in
turn, to provide their local communities with a wider variety of
services than would be possible if the smaller rural banks tried to do
it all themselves. Thus, both in the large cities and in the rural areas
mere numbers, size, and location are not a sufficient test of adequacy.
Rather, the whole range of banking practices and of interbank rela-
tionships must be considered. In my opinion, those who have a need
and use for banking facilities in the fourth district have reasonably
satisfactory access to adequate facilities.

Areas with the most numerous banking offices in proportion to popu-
lation.—In nearly one-fourth (39) of the counties of the fourth dis-

- trict, there is one banking office for each 4,000 population or less.
These counties are shaded black on the map (exhibit B). Most of the
39 counties are located in western Ohio and northern Kentucky, where
almost without exception, the major economic activity is agriculture.
In those areas the population is prosperous, relatively evenly dispersed
throughout the counties, and not concentrated in large urban com-
Imunities. '

The largest of the 39 counties is Wayne County in Ohio, with a
population of 59,000. There are 15 banks in the county, in 12 different
municipalities, which means that banking facilities are within easy
reach of nearly every part of the county. Most of the 15 banks have
total assets of less than $4,000,000 each, and therefore, do not provide,
in themselves, the wide range of services normally associated with
banking offices in large metropolitan centers. Throughout this
analysis, however, it should be remembered that in the broad sense
banking facilities are not necessarily a function of size or architecture.

In the Pennsylvania portion of the fourth district, the largest county
with a large number of banking offices in proportion to the population
is Clarion with a population of 38,000, also predominantly rural. The
county has 11 banking offices, located in 9 municipalities. Here, too,
the offices are well distributed throughout the county.

In Kentucky (fourth district portion) there are 15 counties in
which the population is less than 4,000 per banking office. The larg-
est is Lincoln, with a population of less than 19,000 but with six bank-
ing facilities divided among four different communities.

It might be added that the median county (of the 39 well-covered
counties) is Harrison County, Ohio, with a population of 19,000 and
six independent banks located in six. different towns or villages.

Presumably only a favorable combination of circumstances will
warrant, or permit, such a relative abundance of banking facilities
as exist in the rural areas described above. These circumstances in-
clude prosperous business and high agricultural incomes, well dis-
tributed. '

Areas with the fewest banking offices in proportion to population.—

In contrast to the foregoing well-covered counties, there are 10 coun-

- ties in the fourth district each of which contains only one banking
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office per 20,000 persons (or more). These 10 counties do not possess
a common economic characteristic.

* Menifee County (almost in center of fourth district, Kentucky),
with a population of 4,800, has had no bank since 1933. Because of
mountainous topography, farming is on only a limited scale, and
there is practically no industry in that section of the State.

Far more populous are five counties in southeastern Kentucky which
also contain relatively few banking offices. The largest of this group

-is Pike County with a population of over 80,000, but with only three
banking offices. Another is Harlan County with the same number
of facilities for some 70,000 persons. It is believed that the char-
acter of the economic resources and the relatively low economic
income per capita in these counties, from poor farm land and from
mining, are partly responsible for the scarcity of banking facilities.
The existence of many mining-company commissaries is also a factor.

Two counties at the southern tip of Ohio (Scioto and Lawrence)
likewise have a very small number of banking offices in ‘relation to
population. The former with a population of over 80,000 has only
four banking offices, three of which are located in the county seat of
Portsmouth. Lawrence with a count of 49,000 has only two offices,
both in Ironton. In both instances, it may be explained that the
respective county seats are the only areas of appreciable industrial
activity in those counties and that the hinterland consists of sparsely
populated and rugged terrain.

Another below-average area is Lake County in northeastern Ohio,
which has a population of around 75,000, served by only three bank-
ing offices. 'The relative scarcity of banking facilities in such a
built-up area can be explained in part by the fact that the population
has grown rapidly in only recent years, as a consequence of the expan-

* sion of the Cleveland metropolitan area, without a corresponding in-
crease in number of banking offices. There has been some discussion
among local interests looking to the establishment of additional facil-
ities in the county.

Summit County is the largest of the counties, with relatively few
banking offices in proportion to population. This reflects, in con-
siderable part, the density of population of the city of Akron itself,
for the balance of the county seems to be in line with many other
similar areas. Akron has a population of more than 300,000 and six
banking offices with total resources of more than $300 million. The
remainder of the county is predominantly rural and its 100,000 people
appear to be well served by the six banking offices located in six com-
munities of the county.

LENDING FACILITIES

The incidence of banking facilities is determined not only by the
potential volume of deposits that may be available but also by the
number and character of competitive lending institutions present in
any respective area, such as building and loan associations, credit
unions, finance companies, mortgage companies, insurance company
lending offices or agencies, production credit associations, and national
farm-loan associations. The relation to population of all such lend-
ing agencies, including banks, in each county is shown in exhibit C.
The count of lending agencies, other than banks and savings and loan
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associations, used in this report is based largely on registrations under
regulations W and X.

arge metropolitan centers—The number of lending agencies in the
metropolitan centers of the fourth district is large, competition is keen,
and there does not appear to be a shortage of facilities for those who
can qualify for their use. Under ordinary circumstances the chief
qualification for use of the facilities is demonstration of ability and
intention to repay. We are informed that, currently, lenders are deny-
ing loans to applicants in many instances because the purposes of the
~ lgans do not meet the tests of the voluntary credit restraint program
discussed in the answer to question 25. Such a rejection is not a reflec-
tion of an absence of lending facilities but of inability of the applicant
to meet the tests of credit worthiness now being employed.

Counties with a large number of lending agencies in relation to pop-
ulation.—In nearly one-third of the fourth district counties, there is
one lending agency (bank or other) for each 8,000 of population (or
less). These areas are roughly coterminous with those containing a
relatively large number of banks, that is, they are predominantly rural
in character. (Compare exhibits B and C.)

As in the case of banks, most of the counties with the greatest num-
ber of lending facilities in relation to population are predominantly
agricultural. Two of the largest such counties are Wayne and Wood
(both in Ohio). Each county has a population of nearly 60,000 and is
served by 20 lending agencies, or 1 for each 3,000 persons.. : Nearly
40 percent of all Ohio counties have almost that many Jending insti-
tutions and lending agencies in proportion to their population.-s The
northwestern portion of fourth district Kentucky also is relatively
well supplied with lending facilities. S

Counties with a relatively small number of lending agencies per unit
of population—In contrast to northern Kentucky, the southeastern
portion of that State represents the largest single area of relative spar-
sity, which for the most part is attributable to the economic situation
in that area and the resulting comparatively low per capita income,

Ohio also contains 7 counties in which: there is only 1 (or less)
lending agency for each 7,000 population. The same seven counties
also ranked low in banking density. The relatively small number of
banking offices in those seven has not been offset by a corresponding -
abundance of ‘other lenders, which suggests the presence of some eco-
nomic factors that may be hindering the proliferation of lending facil-
ities. In fact, in both exhibits B and C, tiie incidence of the various
shaded areas does not occur at random (which would be the case if
banking density were a function of personal economic power in each
locality) but follows a clearly perceptible pattern, reflecting above all
else’levels of income and the type of agricultural, industrial, trading,
or'mining activity carried on within each single or multicounty section.

This relationship is similar to that shown to exist between the econ-
omy of the community and the presence of business opportunities as
well as the availability of capital and credit therefor, indicated in the
answer to question 35. -
Answer n{zo'r the Fifth Federal Reserve District (Hugh Leach, Rich-

The fifth Federal Reserve district, comprised of Maryland, District
of Columbia, Virginia, West Virginia (excluding the six-county pan-

92245—52—pt. 2——9
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LOCATION OF BANKING OFFICES=FOURTH FEDERAL RESERVE DISTRICT ;
AS OF NOVEMBER. 1,195, t ;
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handle), and North and South Carolina, has 7.9 percent of the banks
and branches in the United States, 5 percent of the land area of the
continental United States, 9.6 percent of the population, and 7.7 per-
cent of the Nation’s income payments to individuals (1950). The
average density of population per square mile in the fifth district is
96.4 as compared to 50.6 for the Nation. The relatively high figure
for the district is in large part a consequence of the large population
concentrations in three metropolitan areas: Baltimore, the District of

- Columbia, and Hampton Roads. These three areas account for almost

one-fourth of the total population of the fifth district.

Almost one-fourth of the 319 counties in the district, arbitrarily
counting the District of Columbia as a county, have one banking office.
for each 5,000 persons or less. This is a low ratio when compared with
13,567 for the city of Baltimore, 9,596 for the city of Richmond, and"
8,378 for the city of Charlotte. - The national average is, incidentally,
just over 7,000, -

Four out of five counties in the fifth district have two or more banks
and branches. In 62 percent of the courities there is one banking office.
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.BANKING QOFFICES IN FOURTH DISTRICT
AS OF NOVEMBER 1,195

1 office per 4,000 pop,
(or less)

@ 1 office per 4,000~6,000 pop,
% 1 offtce per 6,000-10,000 POPe
7
1 office per 10,000-20,000 POP.
NN

1 office per 20,000 pop,
(or more)

for each 10,000 population or less. Thirty-one percent of the counties
have a ratio of population to number of banks and branches between
10,000 and 20,000, the majority of which are found in North and South
Carolina. Only 16 counties in the entire district have only one bank-
ing office per 20,000 population or more and only 5 counties out of the
total of 319 have no banks. -
It would appear that, as indicated on the accompanying maps, bank-
ing facilities are adequately distributed throughout most of the district
to meet the needs of individuals and business enterprises. Similarly, .
there is throughout most of the five-State district reasonable oppor- :
tunity for depositors and borrowers to choose between two or more
banks.
In some instances misleading impressions may arise from the presen- -
tation of data by county. Frequently people living in counties with
high ratios of population to banking offices have access to banking-
facilities across county lines. This is particularly true when we con-
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LENDING ENTERPRISES AND AGENCIES INFOURTH DISTRICT ¥

AS OF NOVEMBER 1,195

1 lending office per
3,000 pop. (or less)

1 lending office per
3,000-L,000 pop.

1 lending office per
4,000~5,000 pop.

1 lending office per
5,000-7,000 pop.

1 lending office per
7,000 pop. (or more)

* Including banks, savings and loan associations, credit unions, finance companies,
mortgage companies, insurance companies, Production Credit Assoclations, and
National Farm Loan Associations.

sidler contiguous counties comprising an area of homogenous economic
characteristics. - .

~ Less than 2 percent of the counties embraced in the fifth Federal
Reserve district are “no bank” counties—New Kent, Charles City,
King and Queen, and Cumberland Counties in Virginia, and Camden
County, North Carolina. Despite the absence of within-county bank-
ing facilities, analysis of these counties indicates that competing fa-
cilities are reasonably convenient (for the purpose of this memoran-
dum, facilities within 20 miles are regarded as reasonably convenient)
across county lines to depositors and borrowers throughout each of the
five counties. Supporting this conclusion are the following character-
istics comzaon to all five counties: (1) sparse population; (2) no urban
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areas; (3) virtually no manufacturing activity; (4) low per capita
income; (5) “shoe-string” shape (maximum width 12 miles) ; and (6)
reasonable proximity to competing banking facilities in adjoining
counties.

There are 54 one-bank counties in the fifth district, but only 13 of
them do not have competing banking facilities within reasonably con-
venient reach of all parts of the counties. - These counties are Floyd in
Virginia; Calhoun, Morgan, Pendleton, and Webster in West Vir-
ginia; Allegheny, Currituck, Dare, Graham, Pender, Tyrrell, and
Washington in North Carolina; and McCormick in South Carolina.

In every one of the 13 counties there is a low density of population
per square mile (average, 26.2; range, 12.7-39.2), and every one of -

" the counties has a relatively low ratio of population to banking offices
(average, 9,997 ; range, 5,048-18,423). In the majority of these cases
it is extremely doubtful that the sparse population and slender eco-
nomic resources could support the additional banking facilities neces-
sary to put all portions of the counties within convenient reach of more
than one banking office. Only relatively small areas within each
county are without reasonably convenient competing banking facili-
ties, and in two cases the deficiency is corrected by crossing State
lines. Manufacturing activity is nil or insignificant in every county;
the average number of census-classified manufacturing establishments
for the group is 12, with a range from 2 to 25.

There are in the fifth district only 16 counties (5 percent of the total)
with ratios of population to banking offices of 20,000 or over. In most
of these cases, however, banking facilities appear reasonably adequate
and individuals and businesses do have access to competing banks.
The basic factors considered in arriving at this conclusion were avail-
ability of banking facilities in adjacent counties, economic environ-
ment, urban concentrations, and supplementary bank-type services
such as those provided by large coal companies.

Three of these counties—Buchanan, in Virginia; Logan, in West
Virginia; and Henderson, in North Carolina—do not appear to pro-
vide individuals and businesses with a choice between two or more
competing banks. Based on population alone, Logan County, in West
Virginia, with one bank and a population of 77,000, does not appear

" to have adequate banking facilities. Yet rugged topography, scat-

tered population, and coal-mining emphasis, with company stores and
credit, seem to give a reasonably common-sense answer to the possible
query as to why there are no more banks.

Note on deposit-lending facilities—The appended map showing
location of fifth district banks includes 23 depositories in South Caro-
lina. These depositories accept demand deposits, but may only make
loans to the extent of their surplus or as brokers for individual
depositors. ' ' : : :

Also included are all tellers’ windows licensed as branches. These
may or may not make loans, though all accept deposits. As a general
rule, they also accept payment on loans and receive credit applications
for processing at the head office, so that in effect loan facllities are
_ available at many of these tellers’ windows. To our knowledge, there
is only one branch in the district which handles loans but does not
accept deposits; this branch is included on the map.
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*‘Tellers’ windows hot-licensed ‘as branches and deposit’ facilities at
military ‘installations (unless licensed as branches) are not included.
Data indicating the number of such facilities and tellers’ windows are
not available. ST

FIFTH FEDERAL RESERVE DISTRICT
RATIO OF POPULATION TO BANKS AND BRANCHES

UNDER 5,000
B2 5000 TO 9,999
m 0,000 To 19,999

© 3 20,000 anp OVER
I  NO BANKS OR BRANCHES IN COUNTY

Ansoé)er for the Sixth Federal Reserve District (Malcolm Bryan, At-
amta) s . . - . .

- Judged on the basis of being within the convenient reach of all
persons and business firms having need of them, banking facilities
appear to be adequate in practically all parts of the sixth Federal
Reserve district. Facilities are conveniently available to residents of
most rural areas as well as to practically all urban residents. More-
over, in most urban and rural areas there is the opportunity of choos-
ing Detween two or more competing banks. In addition, other types

- of lending facilities are available in large numbers.
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THE .FIFTH FEDERAL RESERVE DISTRICT =

guncte

POPULATION PER SQUARE MILE
‘T30 LESS THAN 850

500 TO 1999

KX 2000 AND OVER

0} ONE BANK OR BRANCH
1D TWO OR MORE

Services to rural areas—In practically all the area now included in
the Atlanta Federal Reserve District—Alabama, Florida, Georgia,
the southern halves of Louisiana and Mississippi, and the eastern two-
thirds of Tennessee—agriculture at one time was the predominant,
economic activity. As a consequence, population was not concen-
trated in large urban centers. To meet the needs of the people, the
States were subdivided into numerous small counties. In general, the
area of each county was such that a resident of any part of the county
could go and return from the county seat by horse-drawn transporta-
tion and transact his business well within 1 day.

Although many areas of the district are now predominantly urban, -
and although modern transportation has vastly increased the distance
‘that ‘may be conveniently traveled in order to transact business, the
original county boundaries have been retained for the most part.
The existence of a bank or banks within a county, therefore, means
that for the rural resident banking facilities are as conveniently avail-
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able as practicable. Indeed, so small are some of the sixth district
counties that the residents of many of them have a choice of several
trading and banking centers not only in their own counties, but in
adjoining counties as well. The average land area of a sixth distxict
county is 564 square miles. Since this means an area only 23.7 miles
square, the existence of banking facilities in the county would mean
that the distance to a bank on an average would seldom exceed 12 miles
for any rural resident. ‘

Out of the 439 counties included in the Atlanta Federal Reserve
District there are only 12, or 2.7 percent, with no banking facilities
whatsoever. (Banking facilities include unit banks and branch of-
fices.) In all but 125 counties—28 percent of the total—residents
have the opportunity of choosing between two or more banks within
the county. In many cases, because of the small size of the county,
they have the opportunity of conveniently choosing the services of
banks outside the county if they so desire. (See exhibit A., p. 763.)

Each county in Alabama and Tennessee contains at least one bank-
ing office. Three counties in Florida have no banking facilities—
Glades, Liberty, and Wakulla. Only one of them has a population
of over 5,000. None of them contains a city of over 2,500 persons.
Per capita retail sales of $550, $557, and $217, respectively, compared
with the State average of $853 cast doubt on the possible profitable
operations of banks in these counties. :

There are no cities of 2,500 or over in the five Georgia counties with-
out banking facilities. Residents of Banks County normally do a
great part of their trading in Gainesville nearby. Dade County lies
within the Chattanooga, Tenn., trading area. Dawson County resi-
dents have ready access to the banks in Dahlonega and Cumming.
Oconee County residents are near Athens, Ga., a major trading center.
Chattahoochee County is within the Columbus, Ga., trading area, and
residents of Quitman County can be served by the banks in Eufaula,
Ala., just across the State border. Per capita retail sales range from
$75 to $222 in these counties compared with the State average of $615.

In Louisiana, there are no banking offices in Cameron and Plaque-
mines Parishes. The former is within the Alexandria-Lake Charles
- trading area, and Plaquemines Parish, near the mouth of the Missis-
sippi, contains no cities of over 2,500, and is ordinarily served both in
its trading and banking activities by institutions in the New Orleans
area.

The sole county in Mississippi not served by a bank, Issaquena, has
4,958 inhabitants, and per capita retail sales of $132 compared with
$440 for that part of Mississippi within the sixth district. It con-
tains no city of over 2,500 persons.

Services to urban areas—In approximately 94 cases out of 100, res-
idents of sixth district cities with populations of 2,500 or over have
banking facilities within their own city. In 56 cases out of every 100
they may choose between the services of competing banks. As indi-
cated in table 1, the likelihood of such choice increases with the size
of the city. Oak Ridge, Tenn., is the one city of over 25,000 population
with only one banking office and this is a special case.

No cities of 10,000 pO{)lulation or over have no banking facilities
whatsoever. Eleven of the twenty cities of 2,500 to 5,000 population
with no banking facilities are located within major metropolitan areas
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where competing banking facilities are available. The remaining
cities of this size with only one bank are for the most part suburbs
of other cities. Both of the cities of 5,000 to 10,000 population without
banks are within a major metropolitan area.

Banking facilities in relation to population.—Because banks are
privately owned businesses, operating for a profit, private enterprise
will not knowingly open a bank unless it believes the community is
economically capable of supporting it. More banks in the community
than can be profitably supported can lead to bank failures and- losses
not only to owners but to the public as well. Such a condition existed
prior to and during World War I, and it was a large factor in the
cause of a large number of bank failures during the twenties. '

One factor, although not the only one, that is considered in de-
termining the practicability of establishing a bank is the size of the
population that might be served. As a general rule, a bank may pro-

" vide a more complete range of services to its customers when it is serv-

ing a population sufficiently large to compensate for the services it
renders than when the population is small.

Exhibit B., page 764, shows the variation in ratios of population to
banks by counties. In preparing the map, data for counties with no
banking oflices were combined with neighboring counties where bank-
ing transactions would normally be carried on.

Exhibit B shows that the population served by many of the banks
is relatively small, particularly in the rural areas. The addition of
more banks, therefore, might reduce the services that the banks might
offer to the residents if they were to still operate profitably and might
.also make it impracticable to establish competing banks.

Loan facilities.—Loan facilities are available even more conven-
iently than bank facilities alone. Specialized lending institutions,
including credit unions, savings and loan associations, sales finance
~ companies, production credit associations, Federal farm mortgage
associations, mortgage companies, and insurance companies, increase
the opportunity of choosing between competing lenders.

The ratio of population to loan facilities by counties is shown in ex-
hibit C, (p. 765).> Asindicated by the map, lending facilities are even
more conveniently available throughout most of the area than banking
facilities alone. So far as numbers of lenders are concerned, loan
facilities are in convenient reach of practically all persons and busi-
" nesses that have need of them.

3The numbers of lenders were derived from registration statements filed with the
Federal Reserve bank pursuant to regulation W and regulation X. Although the list.is
as reasonably complete as possible, some lenders have probably not been included. The
data used in exhibit C include the institutions listed in the preceding paragraph as well
as banks and their branches.
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TABLE 1.—Banking offices in simth district cities classified by State and size of

city
Number of cities with banking
offices as specified
State and size of city Nu;in“peesr of
' 2 or more
None 1 office offices
Alabama:
2,500 0 5,000, . . eaieaes 32 4 17 11
25 0 5 20
13 0 4 9
6 0 0 6
76 4 26 46
2,500 0 5,000 . s 50 8 37 5
5, 1000 to 10,000 - 18 0 13 5
10,000 to 25,000 - 14 [1] 5 9
25,000 [0 61 ) 14 0 0 14
2,500 OF OVeT - oo o 96 8 55 32
Georgia: . ' :
2,500t05,000. ... 56 5 16 34
5,000 to 10,000 . 21 0 4 17
10,000 to 25,000 15 0 1 14
25,000 OF OV e meeeeamee 7 0 0 7
2,500 Or OVer. oo 98 5 21 72
Louisiana:! -
2,500 to 5,000 20 2 15 3
5,000 to 10,000. 16 1 7 8
10,000 to 25,000 7 0 0 7
25,000 or over.... 4 0 0 4
2,500 OF OVeY .o oo cccceeemememaeem 47 3 22 22
Mississippi:!
2,500 t0 5,000 .. ... __ P 13+ 1 6 6
5,000 to 10,000. . . 5 0 1 4
10,000 to 25,000. . 5 0 0 5
25,000 OT OVer_ - e 5 0 0 5
2,500 Or OVer .o 28 1 7 20
Tennessee:!
2,50060 5,000 - oo eiccacans cmean 14 0 12 2
5,000 to 10,000 . - 18 1 2 15
10,000 to 25,000- . 10 0 2 .8
25,000 0r over_ ... 5 0 1 o4
2,500 Or OVer._. o oo R, 47 .1 17 29
District:
2,500 to 5,000 . 184 20 103 61
5,000 to 10,000 103 2 32 69
10,000 to 25,000 64 0 12 52
25,000 or over.. 41 0 1 40
PRV 1) 392 22 148 222

t That part within the sixth district.

Answer for the Seventh Federdl Reserve District (C. 8. Young,
Chicago)

In the seventh Federal Reserve district, banking service is available
to each person in the county in which he resides. Moreover, there are
two or more banking facilities from which to choose in all but six
counties, all of which have a population of less than 6,500 each.

For the district as a whole, there is an average of one banking facil-
ity for every 7,060 persons. Illinois, with 11 660 persons per facility,
has the lowest banking density relative to popul‘ttlon of the five district
States. This reflects, of course, the concentration of population in
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ExXHIBIT A
BANKING OFFICES IN SIXTH FEDERAL RESERVE DISTRICT
AVAILABILITY BY COUNTIES

—\\.fk/’)}_"l‘/y'/f,//\f) 7%
LAYA QS %L/ v
galASIeS

7 "III”[//I’]//
/NN
/)/f.'lkl/,/j

| 1
; &)

I 2 orR MORE BANKING OFFIGES
7//] | BANKING OFFICE
[] no BankinG OFFicE

the Chicago area, and a higher-than-average asset size per bank.. A
similar situation in Wayne County, Mich., results in a lower than aver-
age density of one facility per 9,430 persons in that State. '

Banking density in most counties, therefore, is above the district
average. Of the 337 counties, one-third have a facility for every 3,000
or fewer people, and over four-fifths of the counties have a density of
one bank per 7,060 or fewer persons (the average). In general, agri-
cultural counties have the highest banking densities, because of their
relatively low population and the dependence of farmers on banking
services. Lowest densities occur in heavily populated industrial areas,
where competing nonbank facilities are available and many persons
are not in need of banking services, and in the more sparsely settled
counties, where land use is marginal. -
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ExHIBIT B
BANKING OFFICES IN SIXTH FEDERAL RESERVE DISTRICT
POPULATION PER BANKING OFFICE BY COUNTIES

.IOFFICE PER 4,000 POP. (OR LESS)

'@lo#lcs PER 4,000-6,000 POP.
B4 oFFice PER 6,000-10,000 POP.
| OFFIGE PER 10000~ 20,000 POP
[ ]iorFice Per 20,000 POP. (OR MORE)

With the addition of competing institutions (715 savings and loan
associations, 1,284 small loan company offices, and 811 mortgage com-
panies and brokers), the density of lending facilities increases substan-
tially over the district. The average coverage is increased to one
facility for every 4,050 people; here, as is the case with banking facili-
ties, the States with lowest densities are Michigan and Illinois. Almost
two-thirds of the counties in this district have one facility per 3,000
people, and only eight have one facility per 7,060 or less (the bank
average). ‘ .

In addition, other lending facilities are widely available, including
insurance companies, production credit associations, national farm
Joan associations, credit unions, and industrial loan companies. These
have not been included in the accompanying statistical tables for one or
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ExHIsir C
LENDING OFFICES IN SIXTH FEDERAL RESERVE DISTRICT
POPULATION PER OFFICE BY COUNTIES -

- | OFFICE PER 4,000 POP. (OR LESS)
B& 1 oFFice PER 4,000-6,000 POP.

/]| OFFICE PER 6,000-10,000 POP.
| OFFICE PER 10,000 - 20,000 POP. 4

#

[]+ oFFice per 20000 PoOP. (0R MORE) e

more of the following reasons: (1) They ao .t normally provide
credit to business, (2) their location is of no special significance, or (3)
they are too few in number to affect the density data importantly.

The existence of multiple-banking facilities in virtually all counties
strongly suggests that the district’s facilities are adequate for the great
majority of persons and business firms having need of them. The
distances to be traveled in rural areas generally are not unreasonable,
and bank-by-mail services are commonly offered. In addition, over
three-fourths of the district’s population live in communities where
banking facilities are locally available. g

Of the 8,112 towns of all sizes in the seventh district, over 36 percent
have a banking facility, with the range extending from less than 1 per-
cent for towns of 1 to 99 people to 100 percent for all towns with a popu-
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lation of 25,000 or more. Most of the towns without banking facilities
are very small, and consequently 91 percent of the district’s town popu-
lation live in places with at least one facility and 75 percent live in
towns where two or more facilities are Jocated.

There are 20 cities with populations of 5,000 or more which do not
have banking facilities. All of these, however, are located near large
cities where deposit and lending facilities are centrally available.
Three of these cities, Calumet City and Brookfield, I1l., and Van Dyke,
Mich., have populations of more than 15,000. They are, however, in
the densely populated Chicago and Detroit metropolitan areas. Both
Illinois cities have savings and loan associations and Brookfield has a
small loan office as well.

Lending institutions other than banks also are locally available to a
large proportion of the district’s town population. Generally, these
institutions are located in towns where a bank is also functioning, and
thus they do not add a significant number of towns to those served
by commercial banks. They do increase the proportion of the town
population having two or more competing facilities locally available,
however, from 75 to 82 percent. In addition, these nonbank institu-
tions increase the density of lending facilities substantially, particu-
larly in the larger cities.

TaBLE 1.—Seventh Federal Reserve District—Major deposit and lending facilities

Number of
Number of
Jits persons per
facilities facility
Institutions:

Commercial bank facilities_..._ B e . 3,125 7,060
Member banks______ 1,010 21, 842
Nonmember banks 1,491 14, 796
Branches ... ..o__...____ 624 35,354

Savings and loan associations 2__ 721 30, 598

Small loan company offices.__.. 1,284 17,181

Mortgage brokers...______ ... ... 200 119, 306

Mortgage COMPANIeS . oo emmmemceoeemaeaos 111 198, 750

States: 3 '
Seventh district. oo e — 5, 441 4,054
. 1,43t 5,150
1,011 3,195
1,139 2,293
1,003 5,990
857 3,314

1'Includes paying and receiving stations. Branch banking is prohibited in Illinois, JTowa, and Wisconsin,
but certain paying and receiving stations are permitted in Iowa, and such stations or branches in Wisconsin
established before May 17, 1947, may be operated as branches.

2 And 6 mutual savings banks. .

3 Seventh district portions. .
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TABLE 2.—Seventh Federal Reserve District—Commercial banking facilities, by
8ize of town .

1 bank (or

With .
. : 1 deposit : igs 3 or more
Size of town Towns! gaclﬁll{tllqé facility %)?;gxc% 2 facilities | “oitities
Number of towns

0to99.___. 3, 504 25 11 14 0 0
100 to 499_ 2,612 660 177 481 2 0
5000999 . ._.... 756 535 56 461 18 0
1,000 to 2,499__. 651 503 16 434 53 0
2,500 to 4,999___ 235 193 1 112 79 1
5,000 t0 9,999 _____ 161 146 0 50 88 8
10,000 to 24,999___ 108 103 0 38 51 14
25,000 to 49,999___ 46 46 0 2 14 30
50,000 and over. ... _._._._.__ 39 39 0 0 2 37

Alltowns.__.......___. 8,112 2,250 261 1,592 307 20

Total town population (thousands)

0t099. el 175 1 1 1 0 0
100 to 499__._ 784 168 53 144 1 0
500 to 999__._ 567 401 42 346 14 0
1,000 to 2,499_ 1,139 880 28 760 03 0
2,500 t0 4,999___ 881 724 4 420 296 4
5,000 to 9,999 __ 1,208 1,103 0 383 660 60
10,000 to 24,999_ 1, 890 1,803 0 666 893 245
25,000 to 49,999_ 1,725 1,725 0 75 525 1,125
50,000 and over.._. ’ 9, 452 9, 452 0 0 105 9,347

Alltowns_______._____. 17,821 16, 287 128 2,795 2,587 10, 781

Percent of town population

Alltowns.... . oo 100.0 91.4 0.7 15.7 14.5 60. 5

1 Includes all towns and cities listed in the 1951 edition of the Rand-McNally Commercial Atlas, whether
incorporated or unincorporated. Incorporated towns in the district number 2,918, with distribution by size
group as follows: 0 to 99, 63; 100 to 499, 1,042; 500 to 999, 689; 1,000 to 2,499, 564; 2,500 to 4,999, 212; 5,000 to
9,999, 157; 10,000 to 24,999, 106; 25,000 to 49,999, 46; 50,000 and over, 39; all towns, 2,918.
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TABLE- 3.—S8eventh Federal Reserve District—Other lending facilities, by size

of town
Savings and
. With facili- | loan association| Sm8I1080 faporerooe or
Size of town Towns ! ties or mutual sav- oo(r)nﬁ;i)geny broker
ings bank
Number of towns
3, 504 0 0 0 1]
2,612 17 16 1 0
756 30 29 4 (1]
651 99 87 23 2
235 111 82 62 2
161 123 101 95 6
108 90 77 81 9
46 46 40 45 .16
39 39 39 39 26
8,112 556 471 350 61
Total town population (thousands)
0to99_ ________ . 175 0 0 0 0
10080409 __________ ... 784 5. 5 0 0
500t0999___ ____________.__.___ 567 23 22 3 0
1,000 to 2,499 - 1,139 173 152 40 4
2,500 to 4,999 - 881 416 308 233 8
5,000609,999___________________ 1, 208 923 ! 758 713 45
10,000t024,999_________________ 1, 890 1,575 1,348 1,418 158
25,000t049,999_______.________: 1,725 1,725 1, 500 1, 688 600
50,000 and over.__ 9, 452 9,452 9, 452 9, 452 8, 590
Alltowns___.___.._....._. 17,821 14, 292 13, 545 13, 547 9, 405
Percent of town population

A b ' . .

Alltowns. ..o 100.0 80.2 76.0 76.0 52.8

1866 tabls 2, footnote 1. .
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TasLE 4.—Seventh Federal Reserve District—Deposit and credit facilities, by

gize of town

: ‘With no 3 or more ips o
Size of town Towns } facilities facilities 2 facilities 1 facility
Number of towns
3, 504 3,479 0 0 25
2,612 1, 949 0 13 650
756 215 4 39 498
651 143 19 118 3N
235 41 . 66 74 54
161 14 108 19 20
108 3 79 12 14
46 0 46 0 0
39 0 39 0 0
§; 112 5, 844 361 275 1,632
Total town population (thousands)
175 174 0 0 1
A 784 585 0 4 195
50060999 __ ... 567 161 3 29 374
1,000 t0 2,499 ____ . _______..__. 1,139 250 33 207 649
2,500t04,999. ... .. .. 881 154 247 278 203
5,000t09,999. ... 1,208 105 810 143 150
10,000 t0 24,999 _______ . ___.___. 1,890 52 1,382 210 246
25,000t049,999_ . _________.__._ 1,725 0 1,725 0 0
50,000 and over__..____________ 9, 452 0 9,452 ] 0
Alltowns____._____.__.. 17, 821 1,481 13,652 871 1,818
Percent of population
]
Alltowns.__________._...___... 100.0 8.3 76.6 4.9 10.2

1 Bee table 2, footnote 1.

92245—52—pt. 2——10
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Ans%w fo)r the E'ighth Federal Reserve District (Delos C. Johns, St.
ouzs

I believe that banking facilities in the eighth Federal Reserve dis-
trict are generally adequate for the district, considering the standards
noted in the question. My opinion is based on the following facts.

1. There is no county within the eighth Federal Reserve district not
served by at least one bank. '

2. Most counties (329, or 90 percent of all district counties) have
two or more banks to choose between.

3. Of the 34 counties with only one bank, virtually all (33) are below
the district average in population and are in areas where per capita in-
come is substantially below the district average. In other words, these
counties probably can support no more than one bank (table I, p. 773).

4. Each of the counties with one bank is abutted by at least two
counties having more than one bank.

5. Individuals and businesses of each eighth district county have
more than $1 million of local (county) banking resources available
to them except in five cases: Four counties in Arkansas and one in
Missouri. : :

This estimate of banking resources available to supply the needs of
the individuals and businesses in each county is based upon total de-
posits, a very rough measure of total banking resources. On the one
hand not all deposits are available for lending to individuals and
businesses. On the other, resources available to supply a county’s
credit needs are many times greater than total deposits within the
county, if consideration is given to (a) the ability of a particular
member-bank to rediscount its loans with the Federal Reserve bank,
(6) the ability of a particular bank (member or nonmember) to call
upon the resources of its correspondent banks or the Federal Reserve
System’s 13b and V-loan programs or, in case of some types of loans,
upon insurance company direct lending and participation: programs.

6. In terms of total district population (10,500,000}, the eighth
Federal Reserve district’s 1,500 banking facilities average 1 to every
7,000 persons. People-per-bank ratios range from 4,200 to one bank in
the least poXulous counties to 24,900 to one bank in the most populous
counties. As shown on the map and in table II, one-half of the

« district’s population living in the less populous counties have access to
nearly three-fourths (72 percent) of the total number of the district’s
banks. More individual banks are needed, and exist, to serve a given
number of people scattered in rural areas than are necessary where
po?ulation 1s concentrated as in a city or metropolitan area.

. In this district it seems generally true that each county has the
number of banks the area can support. Avenues are open to formation
of new, independent banks anywhere in the district; the chartering
agencies in no way prohibit applications for more banks and give
careful consideration to community needs as one of the factors in

" passing on applications. One-bank counties, almost without exception,

lie in areas characterized by relatively low per capita income and pre-
sumably relatively low per capita holdings of liquid assets.

8. In this district most banking facilities combine both deposit and
loan features. There are 18 tellers’ windows with only limited bank-
ing facilities in Arkansas. Similarly there are six cooperative ex-
changes in Arkansas offering only limited services. Restricted fa-



. MONETARY POLICY AND MANAGEMENT OF PUBLIC DEBT 773

cilities serve seven military posts within the eighth district. Otherwise
the 1,500 banking facilities in this district provide both loan and
deposit services. .

~ The above relates only to regular banking facilities. There are in
addition numerous other financial institutions, both public and private,
that provide either deposit or loan facilities or both.

TasLE I.—Eighth district counties, with one banking facility, population
estimates, and per capita income for area’

. Per capita Per capita
: : income in . income in
State and county POPI‘&‘})“"“ 1950 for State and county Population| g5 ¢,
general general
area ? i area ?

Arkansas: - Kentucky Continued—

Baxter_ .. .aocooooooo 11,683 $543 Haneock 6, 009 976

Calhoun 7,132 789 Meade._ . .._______ 9,422 996

Conway. 18,137 613 Simpson.. 11,678 659

QGrant.___ 9, 024 730 Spencer.. . 6,157 723

Johnson. 16,138 953 Trigg ... 9, 683 616

Lincoln_ 17,079 730 || Mississippi:

Marion.__ 8, 609 588 Attala__ . ____ 26, 652 554

Miller. ... 32, 614 662 Itawamba 17,216 619

Montgomery 6, 680 650 Tunica_.. 21, 664 696

Nevada__.__. 14,781 662 || Missouri:

Newton._.. , 685 588 Douglas 12,628 627

Perry___ 5,978 613 Hickory. - 5,387 820

Saline 23,816 _ 802 Knox.__ 7,617 1,210

Scott-. 10, 057 953 Ozark 8, 856 627

Stone.. 7, 662 543 Putnam. 9,166 - 950

Van Buren._ - 9, 687 613 Ripley.. 11,414 508
INinois: Pope_............ 5,779 684 Stone._. 9, 748 700
Kentucky: Wayne 10, 514 508

Clinton._...__.____.__ 10, 605 382

407,967

Total population of 34 counties

Average county population of 34 counties. 11,999
Average county population, eighth district_ _. 28,850
Per capita eighth district income, 1950, - iieccceiioooeeo_ ... §1,055

1 Population figures from the census; 1950 income estimates by the Federal Reserve Bank of St. Louis.
Count of banking facilities based on deposit ownership surveys by Federal Reserve Bank of St. Louis
and tabulations prepared by Board of Governors of the Federal Reserve System. Deposit ownership sur-
veys list no within-county branches of banks.

Al banking facilities listed in table are independent banks except in case of Itawamba County, Miss.
where the facility i¢ a branch office of a bank in another county. Al facilities listed provide both deposit
-and loan service to their communities. .

2 The Federal Réserve Bank of St. Louis has prepared annual estimates of per capita income in 97 district
areas. Each area contains one or more district counties. The general area referred to is the income area
in the particular county noted.

’

TaBLE IL.—Banking facilities and population, eighth Federal Reserve district

Number Percent | People | Average | Rangein

: . of coun- Number of total | per bank | number | number

Population quartile ties in of banks number {(rounded | of banks | of banks
group of banks |to nearest per per

hundred)| county | county

First quartile (least populous)_____._..____ 206 | 619 41 4, 200 3 1-8
Second quartile. .. _____________.._ 102 467 31 5,600 5 1-11
“Third quartile_____.______ ... 49 309 21 8, 500 6 2-18
Fourth quartile (most populous) [ 105 7 24,900 18 6-29

Total Or average .o ocoececmoas 363 1, 500 100 7,000 [ 7 SO
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EIGHTH DISTRICT BANKING FACILITIES vAND POPULATION
BY COUNTIES

POPULATION
PER COUNTY

206 Counties™
DO To 20,000 (619 Banks)

102 Counties ™
{467 Bonks}

'/// 49 Counties *
;e.oco To 185,000 .33 Lountss

6 Countias ®
n 185,000 And Over (105 Banke)
#CONTAINING IN THE AGGREGATE APPROX-

IMATELY ONE-FOURTH OF TOTAL OISTRICT
POPULATION (1950 CENSUS)

NUMERALS INDICATE ' NUMBER OF BANKING-
FACILITIES PER COUNTY (WITHIN- COUNTY
BRANCHES EXGLUDED).

20,000 To 36,000

Answer for the Ninth Federal Reserve District (J. N. Peyton,
Minneapolis) .

On August 31, 1951, there were 1,275 banks on which checks are
drawn and 112 branches and bank offices in the ninth Federal Reserve
district. The population of this district as of April 1, 1950, was 5,730,
908. Thus one commercial banking office existed for each 4,132 per-
sons in the district.

A study of banking facilities in the district indicates that in coun-
ties where only one or two banks exist, the population almost invari-
ably is sparse. The accompanying maps show that in all these areas
the population per square mile 1s less than 10. In most one-bank
counties, population per square mile is less than five persons ; in several
it is two or less.

In these sparsely populated areas it is very doubtful that an ad-
ditional bank would be a profitable enterprise.

Available evidence and general observation lead to the conclusion
that the number of banking offices in the ninth Federal Reserve dis-
trict is adequate, especially in areas where a small number of banks
exist. In only 7 of 305 counties in the district does the number of
persons per bank exceed 10,000. These are the more densely populated
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areas where deposit facilities of commercial banks are within easy
reach of all people who wish to use them, and where many types of
credit facilities other than those of commercial banks are available.

Loan facilities are available in practically all banking offices in
the ninth Federal Reserve district Wgere deposit facilities are present.
In a few very small towns served by branches or stations of banks
with main offices in other towns, loan applications must be referred
to main offices, but this procedure usually applies only to the larger
loans. In general, loan facilities and deposit facilities are not sep-
arable banking functions. .

Anszg’er for the Tenth Federal Reserve District (H. G. Leedy, Kansas
ity) .

In our judgment, banking facilities in the tenth Federal Reserve
district are adequate, and, to the extent that it is practicable, com-
peting facilities generally are available. As is apparent from the
accompanying map on bank location and population density, there is
a large range in the density of population in the district (from 0.5 vo
7,169 persons per square mile on a county basis), and the number of
banks and their distribution varies according to the population den-
sity. This, is the result of the differences In the type of economic
activity found in the various parts of the district, as the nature of the
economic activity and the size of the population have determined the
needs for banking institutions. As both loan and deposit facilities
are provided by all commercial banks and branches in the district, these
statements apply to both types of facilities. There may be isolated
points, unknown to us, where banking facilities are considered inade-
quate.” A number of applications for bank charters have been granted
in recent years in this area, and it may be that others will be necessary
in the future.

The. largest number of persons per bank are found generally in the
metropolitan areas, such as Denver, Kansas City, Oklahoma City,
Omaha, Tulsa, and Wichita; but in those locations a substantial num-
ber of competing banks are available to the public within the imme-
diate community. Generally speaking, banking facilities, including
competing facilities, are available within relatively short distances
throughout the more populous eastern half of the district, including
western Missouri, and the greater part of Kansas, Nebraska, and Okla-
homa. The same condition exists in the principal population centers
of the Mountain States in the western part of the district.

In large portions of the western half of the district, including most
of Colorado, New Mexico, and Wyoming, population is of low density.
That also is true of western Kansas, north central and western Ne-
braska, and the Panhandle of Oklahoma. The counties shown in white
on the map have an average population density of less than five persons
per square mile, ranging downward to an average of less than one
person per square mile. In western Kansas, western Nebraska, and
the Panhandle: of Oklahoma, larger wheat farms and grazing pre-
dominate; in fact, many of the wheat farmers live in the towns. The
Sand Hills of north central Nebraska are devoted to cattle raising.
Except in the irrigated sections in parts of northeastern Colorado,
northwestern New Mexico, and north central Wyoming, the areas in
Colorado, New Mexico, and Wyoming shown in white on the map are
either mountainous or devoted largely to range operations for cattle
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and sheep, with farming operations limited largely to production of
feed. Along with grazing, wheat farming is important in eastern
Colorado. The availability of improved roads and the adjustment
of the whole mode of living to greater distances helps to make banking
facilities more readily avallable in these areas of sparse settlement, in
which it could hardly be expected that banking facilities would be as
close at hand for all people as in the more populous areas.

Answer for the Eleventh Federal Reserve District (R. R. Gilbert,
Dallas)

On June 30, 1951, there were 1,101 commercial banks (including
branches, agencies, and facilities of parent banks) in the 311 counties
of Arizona, Louisiana, New Mexico, Oklahoma, and Texas which com-
prise the eleventh Federal Reserve district. These banks serve a local
population in excess of 9,000,000, which means that for the district
taken as a whole there are approximately 8,250 persons per bank. In
the larger metropolitan areas where the density of population is much
greater than in the smaller cities and towns each bank provides serv-
1ces, on the average, for approximately 19,600 persons. Conversely,
in the more sparsely populated areas each bank serves a much smaller
number than the average.

Of the 311 counties in the eleventh district, there are 12 which have
no banks and 66 in which there is only 1 bank per county. Sixty-two
of the counties in these two categories are in Texas, almost entirely
in the relatively thinly populated western half of the State. The 12
counties which have no banks account for less than one-third of 1 per-
cent of the district’s population, while the 66 counties which have only
1 bank per county account for slightly less than 5 percent. Forty-
eight of these counties have populations of 7,000 or less. The absence
of a bank in some counties and the existence of only one bank in others
does not necessarily mean, however, that these localities are without
banking services or that they do not have the opportunity of choosing
between two competing banks. For example, the county seat of each
of those counties which have no banks lies within a radius of 35 miles
of another town or city in which there is one or more banks. More-
over, in two-thirds of those counties having only one bank, each county
seat 1s also within a radius of 35 miles of another bank. In those rela-
tively few counties where a second bank lies more than 50 miles away
from the county seat-—in New Mexico, Arizona, and the western part
of Texas—the relatively greater distances separating towns and the
sparse population are characteristic.

There are 754 towns and cities in the district in which there is at
least one bank. Five hundred and forty-eight of these are one-bank
towns, while two hundred and six have two or more banks. The one-
bank towns predominate in localities where either personal income or
population considerations would not warrant the establishment of a
second bank. For example, about 47 percent have populations of less
than 1,000. As in the case of one-bank counties, other banking facili-
ties lie within reasonable reach of all except a relatively few one-bank
towns.

Among the 1,101 commercial banking offices in the district, there
are 41 branch banks, 5 agencies of commercial banks (all in New
Mexico), and 24 facilities of commercial banks maintained at military
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reservations. In most cases, the distinction between loan facilities and
deposit facilities is significant at these institutions. At the remaining
1,031 banks the distinction,is not important, since each institution is
an entity fully competent, both by law and custom, to provide the two
services. Facilities provided at military installations are primarily
. for the purpose of cashing checks and providing other services not

_involving the making of loans or the accepting of deposits. The cash-
ing of checks, acceptance of deposits, and other services are provided
at branches and agencies, while loan facilities on a limited basis are
provided only at some of these offices. Branch banking facilities in
the district are relatively insignificant, except in Arizona (20 branches)
and Louisiana (21 branches).

During the 8 years 1948-50, 19 charters for new national and State
member banks in the eleventh district were approved by the super-
visory authorities. Ten applications were either disapproved or with-
drawn. In addition, the Federal Deposit Insurance Corporation re-
ceived applications for insurance coverage for 61 proposed new State
nonmember banks in the district. Twenty-one were approved and
chartered, while 40 were rejected or withdrawn. Lack of sufficient
evidence that the establishment of a new bank was warranted was
among the reasons for the rejection or withdrawal of applications for
new charters during the 3 years.

Notwithstanding the fact that 12 counties of the district have no
banks and an additional 66 counties have only 1 bank per county, bank-
ing facilities are within reasonable reach of all persons, except a very
small proportion of the total population. Using as a criterion, the—
ideal of bringing banking -facilities within the convenient reach of all per-
sons and business firms having need of them, and, so far as practicable, giving
all persons the opportunity of choosing between two or more competing banks—
the eleventh’ district has adequate banking facilities on the whole.
There is little question that the establishment of additional banks
or branches in some counties or towns would be of considerable con-
venience to small numbers of people in widely scattered areas, largely
as a result of the provision of deposit facilities. The economic justi-
fication. for supplying these services, however, appears questionable.

Convenience to the public cannot be accepted in every case as an
overriding principle, or always even as a major factor, in determining
the adequacy of banking facilities. In an economy such as ours where
commercial banks are privately owned, economic considerations must
be taken into account and must form a part of any criterion of ade-
quacy. For example, even though 73 percent of the towns and cities
of the district in which there is at least one bank are one-bank towns,
this fact alone is not necessarily significant as an indication of in-
sufficient banking facilities. It is highly significant, however, that
the range of deposits (as of December 30, 1950) at banks in the 66
counties having only one bank was from $609,000 to $8,552,000, with
average deposits amounting to $3,122,000. It is very probable, if not
certain, that economic factors would not support the establishment
of additional banks in any except a very few of these counties.

Due to the fact that banking is subject to a high degree of regula-
tion and control, the area in which competition is permitted or is prac-
ticable is limited rather severely. The prevalence of full competition
between two banks in the same town does not guarantee the existence
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.'of. Inore 'adequat'e banking facilities. In fact, in towns where two
banks are not economically justified, banking services would be im-
proved, in all probability, by the elimination of one bank.

Answer forthe Twelfth Federal Reserve District (C. E. Earhart, San
Francisco) » -
The twelfth Federal Reserve district includes nearly one-fourth of
the area of the Nation, but only 11 percent of the population. Be-
cause of the topography of and the climatic variations over the dis-
trict, population is very unevenly distributed. That some sections are
heavily settled and others very sparsely settled is indicated in the
following tabulation of twelfth district counties:

Percent of district total
J
County population per square mile I\c%m?zsd
) Population Area
‘More than 50 persons: :

Metropolitan areas ... ... ..ol 20 61 4
Other counties____ - 13 6 2

76 25 24

123 8 70

In the more densely populated sections banking facilities are within
convenient reach of nearly all persons and business firms having need
of them, and the majority of bank depositors and borrowers do have a
reasondble opportunity to choose between two or more competing
banks. In some of the sparsely populated sections banking offices are
not within convenient reach, and in others facilities are offered by only
one banking organization. In such areas, however, the volume of busi-
ness done is so small, as a rule, that additional banking facilities,
whether unit banks or offices of branch banks, could not adequately
be supported.

The supervisory authorities, in considering an application for the
establishment of a new banking office, must be satisfied that the estab-
lishment would be in the public interest, which includes a reasonable
prospect for the development of a sufficient volume of business to meet
expenses and maintain a sound bank. While competition among
banking offices is highly desirable, it is not in the longer run public
Interest to permit the establishment of a competing bank in an area
‘where only one healthy banking facility can exist.

Where opportunities develop for new banking facilities, as they
have in connection with the marked growth of population and business
activity in the Western States, existing branch banking organizations
are usually eager to extend their services through additional branches,
and in certain instances some group proposes to establish a new bank.
The growth of banking offices in this district, particularly since World
War IT, is illustrated by the following figures: 1,640 banking offices
in 1935; 1,653 in 1940; 1,674 in 1946 ; and 1,866 in mid-1951.

. Currently these 1,866 banking offices represent 439 banks with not
more than one branch, 63 head offices of multiple branch banks, and
1,364 branch offices of branch banks. Only 19 of the district’s 502
banks are savings banks (14 stock savings banks and 5 mutual savings
banks). The fact that most commercial banks operate substantial
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‘Savings departments. is the principal reason. for the relatively few
banks that are strictly savings banks. . . . :

" "Branch banking is more important in the twelfth district than in
“any other district.. While the growth of branch banking has brought
‘no decline, but has probably caused an increase, in the number and
availability of banking facilities, it has undoubtedly resulted in a
Teduction in the number and availability of competing banking or-
ganizations.

It is difficult to measure in an exact sense how adequately the dis-

trict’s 1,866 banking offices are distributed, but the following facts
may throw some light on this question. In the entire district there are
15 counties without banking facilities. These counties are in rela-
tively remote mountain and desert areas, however, and have a total
population of only 57,000 people, half of whom are in one Arizona
county (Apache), which has a large Indian population.
"~ Altogether there are some 130 towns in the district of 1,000 or more
population, unincorporated as well as incorporated,® outside of so-
called urban fringe areas, without banking facilities. However, many
of these are suburbs of, or close to, smaller cities; and there are only
10 such places located more than 20 miles from the nearest banking
point (one or more banks) ; 6 of these towns are in Utah, 8 are in
Arizona, and 1 in Nevada, and all are under 2,000 population.

With further reference to the opportunity of choosing between 2
or more banks, there are some 640 towns with only 1 banking office.
Most of these towns-are in metropolitan areas or close to other cities.
There are 171 one-bank towns located more than 20 miles from the
nearest competing bank. In addition, nine towns without banking
facilities, that are within 20 miles of a bank, are more than 20 miles
from the next nearest bank. Altogether there are 190 towns located
more than 20 miles from at least 2 banks, but 180 of these have 1 bank
in the town or within 20 miles. (There is a second office of the same
branch banking organization within 20 miles of a number of these
180 towns, but such an office is not considered a second bank for the
purpose of these statistics.) »

As shown on the accompanying maps, most of the 190 places more
than 20 miles from two or more banks are located in thinly populated
areas. In counties with a population density of less than 10 persons
per square mile are found all 10 of the places of over 1,000 population
that have no banking facilities within 20 miles, and 112 of the other
180 towns more than 20 miles from a second bank. Virtually all of
the other 68 towns, located in the more densely populated counties,
including the 10 towns located in counties with more than 50 persons-
per square mile, are not in heavily populated areas. The maps do not
reflect this situation, however, since it was not feasible to chart popula-
tion density for areas smaller than counties. All but 42 of the 190
towns more than 20 miles from 2 banks have less than 2,500 population,
and only 8 have a population of more than 5,000.

Many commercial banks in the twelfth district make available to
their customers not just demand deposit and commercial loan facilities
but offer savings deposit, real estate and consumer loan, and other fa-
cilities as well. For the most part these facilities are available in

4 Not including unincorporated towns in California of from 1,000 to 2,500 population.
See note, p. 780.
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smaller communities as well as in large cities. While insured com-
mercial banks in this district hold 12 percent of the total resources of
all insured commercial banks in the United States, 20 percent of the
time deposits, 25 percent of the real-estate loans, and 18 percent of the
consumer installment loans of such banks are held by banks in the
twelfth district. :

Statistical note.—The lower limit of 1,000 persons, with respect to places with
no banking facilities, was used as a reasonable limit and because of ready refer-
_ence to census tabulations on that basis. For California it was necessary to use
a lower limit of 2,500 with respect to unincorporated places, since the more de-
tailed census tabulation is not yet available. This should not make any appreci-
able change, however, in the number of such places more than 20 miles away
from two or more competing banks.

It should also be pointed out that in the measurement of distances between
towns it was necessary to make estimates in many instances. Such distances
were over rather than under estimated, however, and in all cases were estimated
along available highways or roads. .

In determining whether there were two or more competing banks in an area,
_branches of the same bank were not considered to be separate banks. However,
in some instances, the “competing” bank may be a holding-company ‘affiliate of
the first bank, but further refinement of our classifications on this basis was not
attempted in the time available. ’

LEGEND FOR STATE_ MAPS

County Population Per Square Mile .

[ 7  Less than 10
74 10touy
m 50 and over

‘Bank Population of Towns

Non bank towrfiwith no bank within 20 miles

Non bank tows* with one bank within 20 miles but more
than 20 miles from secoqd bank

One bank town more than 20 miles from second bank

One bank town with second bank within 20 miles

e0® N X

Town with two or more banks

- ¥With 1,000 or more population (except for unincorporated towns
in California where the-lower limit is 2,500).
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Ari zona
TWELFTH DISTRICT COUNTIES
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F. AVAILABILITY OF CAPITAL FOR SMALL; BUSINESS

85. On the basis of information available about your district, discuss
the changes which have occurred during the last 25 years in the
ease or difficulty with which small-business men have been able
to raise capital or to borrow. What in your opinion are the

. reasons for such changes as you find to have occurred? Do you
believe that a more liberal supply of capital and credit to small
business would contribute to the diffusion of economic power
and to the dynamic character of the economy? What steps
could be taken to bring about a more liberal supply of capital
and credit to small business? Do you believe that any of these
steps would be desirable? Distinguish between the longer-term
aspects of the problem and those of particular importance today
during the current national defense emergency.

Joint answer

The problems of financing small business are sufficiently common to
all districts to warrant a joint reply to some parts of this question. We
believe that the growth and diversification of lending facilities over
the past 25 years has increased the access of businesses of all sizes to
the types of credit accommodation suited to their economic needs. So
far as capital is concerned (as contrasted with credit) it is essential
in a free enterprise economy that the equity interest in a business carry
with it a measure of control commensurate with the greater risks
undertaken by the stockholder. Consequently, while aware that some
businesses, and particularly smaller businesses, may at times be unable
to obtain all of the capital funds which they would like to have to
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support their plans for development, we do not favor an attempt to
provide equity capital in such cases through governmental facilities.
We do favor the encouragement of privately managed regional facili-
ties designed to channel the funds of local investors into concerns
which have a definable economic need for added capital. :
‘While no categorical statement can be made as to whether or not it
has become more or less difficult to finance small business, we do not
believe that difficulties in obtaining capital and credit for small busi-
nesses, as compared with other businesses, have increased sufficiently
over the past 25 years to lessen the diffusion of economic power for
that reason or to weaken the dynamic character of the economy.
One test of the adequacy of capital and credit to finance business is
the rate of business organization. Except for periods of war and busi-
ness depression, the rate of formation of businesses has been main-
tained at a level which has produced America’s dynamic and flexible
business structure—a structure which has, in spite of cyclical fluctua-
tions, provided more opportunity for self-employment, a higher over-
all standard of living, and a more widespread diffusion of income and
wealth than any other existing system. Studies by the Department
of Commerce indicate that the number of firms now in existence is
“about what would be expected on the basis of past experience in terms
of the volume of business now being transacted. This is illustrated
graphically in the chart at the bottom of this page (the chart has been
reproduced from page 20 of the Survey of Current Business for June
1949). The dotted Line labeled “calculated” indicates the number of -
firms that would be expected to be in existence each year on the basis
of the total volume of business, as measured by gross national product.
The solid line labeled “actual” shows the number of firms actually in
existence. The chart reveals that, except for the war and early post-
war periocd, the actual number has corresponded closely with the ex-
pected number. By 1948, the wartime deficiency had been fully re-
placed and the actual number again equaled the expected number.

MILLIONS OF FIRMS
40 )

DS 0 T U U T Y Y O B B NEWH NS W AET
1929 3 33 35 37- 39 4| 43 45 46 47 48

~4———————————— ANNUAL AVERAGE. END OF QUARTER
U. S DEPARTMENT OF COMMERCE, OFFICE OF BUSINESS ECONONICS 9188

FirMs 1N QOPERATION, ACTUAL AND CALCULATED
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The number of businesses organized since World War-IT appears to
be greater than for any comparable period, and the number in opera-
tion increased by between 700,000 and 800,000. The rates of formation
and of discontinuance of small businesses have been substantially-
higher than those of larger businesses, and the net rate of additions
has also been higher for smaller businesses. Three-fourths of all firms
in existence on March 31, 1948 had less than four employees, and 95
percent of all firms had less than 20 employees. These are high pro-
portions, and it would be difficult for them to be much higher. It
would appear, therefore, that small-business men have been able to
raise enough capital or to borrow enough to sustain the rate of business
organization at levels comparable with those of the past.

Notwithstanding the high rates of organization of small businesses,
as compared with large businesses, and the relatively larger number
of small businesses in operation today, there is some evidence that
the proportion of the business handled by large firms, particularly
in manufacturing and utilities, has increased over the past 25 years.
The increasing importance of the very large firms may lessen the diffu-
sion of economic power, although this may be arguable as a matter
of definition. It is not evident that the dynamic character of the
economy has thereby been lessened. A number of factors have con-
tributed to this increasing concentration, among which may be listed
the following:

1. Increasing importance of the durable goods industries, re-
quiring large capital outlays and correspondingly large-scale
operations.

2. The increasing complexity of the business process with its
more complicated equipment and products, multitudinous legal
problems involving contracts, labor practices, wages and hours,
social security, taxes and franchises, and its more detailed and
burdensome requirements of record keeping and reports. These
indirect costs can be borne more readily by larger than by smaller
businesses.

3. A general trend toward integration. :

4. The effects of income and inheritance tax laws which make
it profitable to dispose of businesses for capital gains and diffi-
cult to assure succession in family or personal ownership in the -
event of death of the proprietor.

5. Increasing use of retained earnings as a source of capital
~which gives some advantage to larger businesses because of the
magnitude of the sums involved, regardless of considerable dif-
ferences in rate of earnings.

6. Growth of successful small businesses which inevitably
marches them toward the ranks of the “bigs.”

Whatever the causes of the tendency for an increasing proportion
of business to be handled by larger firms, it does not appear to be due
to a reduction in the relative number of small firms. Nor do we
believe it to be attributable in any significant degree to difficulties
encountered by small-business men in raising capital or in borrowing.

It is important to distinguish. between the roles of capital and of
credit in the financing of business. Capital represents the values put
into the business on a permaneiit basis by the owners. Credit repre-
sents funds made available to the business on a temporary basis, the
repayment of which is contemplated, and which takes precedence over

.
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the right of the owner to withdraw his capital. Credit may be ex-
tended on a short-term or long-term basis, but its repayment is con-
templated. Capital may consist not only of money but also of goods
‘and ideas—the ideas of those organizing or reorganizing a business.
However, we shall confine our discussion of capital to the actual money
or plant, machinery, and goods made available permanently to the
business.

We turn first to the question of the supply of credit available to
business. Credit (or borrowed funds) may be obtained from trade
sources; or through loans obtained from commercial banks, insurance
companies, savings banks, industrial banks, small-loan companies,
finance companies, commercial factors, and private individuals (in-
cluding friends and relatives) ; or from the sale of interest-bearing
notes or securities in the market. Although security issuance is often
not practicable for the smaller concern, the wide variety of other
sources available combine to provide an adequate source of borrowed
funds. For most smaller concerns, trade credit is generally the larg-
est single source of outside financing. The commercial banks are next,
in importance as a source of credit for business.

An intensive survey of loans of member banks as of November 20,
1946, revealed that three-fourths of the total number of member bank
loans then outstanding to business were extended to small business.
For the purposes of this survey, small business was defined in terms
of total assets as follows: manufacturing and mining, under $750,000;
wholesale trade, under $250,000; retail trade, service, construction,
public utility (including transportation), and all other_(including

_sales finance), under $50,000. As would be expected, the proportion
of loans to small business was higher in the smaller banks—more than
90 percent—than in the larger banks. Even in the large banks, how-
ever, most, of the loans numerically were to small business. The fig-
ures are shown in the accompanying table. A more detailed discus-
sion of member bank loans to small business will be found in the
Federal Reserve Bulletin for August 1947.

Inasmuch as the nonmember banks tend to be smaller on the average
than the member banks, we would expect an even larger proportion
of the loans of the nonmember banks as a whole to have been made to
small businesses.

While the data relate to November 1946, we have no reason to be-
lieve that the pattern changed significantly between that date and
the time of the outbreak of the Korean war. Any changes in the pat-
tern that may have occurred since the outbreak of the Korean war,
and of this we have no evidence, would be likely to reflect the effects
of war and the defense program rather than of underlying economic
forces.

Among the difficulties that may be experienced by small business
In obtaining credit may be listed the following: Lack of business ex-
perience and of credit history; absence of previous banking rela-
tionships; and improvement in credit practices of lenders requiring
borrowers to provide more adequate financial statements and to main-
tain adequate records. Many small-business men do not have the time,
facilities, or talent for maintaining such records.

Even though the failure record of smaller businesses may be pro-
portionally no worse than that of larger businesses, the greater num-
bers of small businesses which bring losses to creditors may tend to
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Member bank loans to small businesses, Nov. 20, 1946, as a percentage of all
business loans, by size of bank

[Estimates of outstanding loans]

Number As a percentage of

of mem- all buginess loans
5 . ber Number Amount in each size group

Size of bank (total deposits) banks in | of loans of loans
United

States ! Number | Amount
Less than $2,000,000. e 1,870 33, 000 $74, 000, 000 91.9 82.9
$2,000,000 to $10,000,000. _ . - oo oo 4,204 174,000 606, 000, 000 85.7 66.7
$10,000.000 to $100,000,000. . 1,397 | 216,000 | 1,250,000, 000 74.9 43.3
$100,000,000 to $500,000,000. 143 61, 000 670, 000, 000 61.4 17.7
$500,000,000 and over_._ .. eemeoe 25 31,600 288, 000, 000 67.8 5.2
All banks 2. _ 7,639 | 514,000 | 2, 888,000,000 76.6 21.9

1 For use in loan survey, number includes branches of certain member banks which were considered
separate lending institutions for sampling purposes and excludes some member banks with no commercial
and industrial loans outstanding.

2 Detailed figzures may not add to totals because of rounding.

Source: Federal Reserve Bulletin, August 1947, p. 965. The definition of “small business” used in this
survey is given on pp. 963 and 965,

make the latter more cautious with regard to credit extensions dur-

ing depression periods. Consequently, the difficulties encountered by -
business generally in obtaining credit during periods of recession

and depression may be intensified for small businesses. However,

we do not find from our experience that lenders, even during de-

preslsiions, discriminate against the small businesses because they are

small.

Depression has not been the characteristic of recent years; small
businesses exist in large numbers, are active, and show great vi-
tality ; business loans are in record volume and most of them are to
small businesses. ‘We conclude, therefore, that in recent years ade-
quate credit facilities have been available to provide for the over-all
needs of small business. While numerous cases undoubtedly exist
in which businessmen have been unable to get the credit they desire,
it is impossible in most such cases to secure agreement as to the credit-
worthiness of the applicants, and we do not believe that difficulties
in borrowing have been sufficient to lessen the diffusion of economic
power or the dynamic character of the economy.

We have reason to believe that the developments in lending practices
over the past 25 years have increased the ability of small businesses to
borrow. These lending practices include increasing use of term loans,
field warehouse loans, loans secured by accounts receivable or chattel
mortgages, and consumer installment loans. The increased use of
accounts receivable and consumer installment financing enables the
small-business man to transfer the financing of his customers to finan-
cial institutions and to use his own capital and credit for his own
operations.

In addition to the private financial institutions listed earlier, a
large number.of Federal lending or loan guaranty agencies have been
brought into existence or have had their activities expended. These
agencies include: '
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. Reconstruction Finance Corporation
. Federal National Mortgage Association
Federal Home-Loan Banks
. Commodity Credit Corporation
. Rural Electrification Administration
Farm Security Administration.
. Federal Housing Administration
. Defense and Administration services agencies in guaran-
teeing V-loans '
9. Veterans’ Administration

More than 140,000 veterans have been aided in establishing or oper-
ating businesses by loans aggregating more than $480 million guar-
anteed by the Veterans’ Administration.

Midway between the private institutions and the wholly owned
Federal agencies are the Federal Reserve banks with their authority
to extend loans directly to established business for working capital
purposes in cases where credit is not otherwise available on reason-
able terms. : '

We turn now to consideration of the question of capital. While we
believe that it has probably become more difficult over the past 25
years, barring temporay cyclical influences, for small businesses to
raise capital, we do not believe that the increase of difficulties for small
businesses, as compared with those common to all businesses, have
been sufficient to lessen the dyhamic character of the economy.

A study in the ninth Federal Reserve district conducted by the
Federal Reserve bank of Minneapolis indicates that small-business
enterprise secures its equity capital from five sources: (1) the per-
son organizing the business, (2) relatives and close friends, (3) other
business concerns, (4) local and nearby capitalists, and (5) the secu-
rity market. Proprietors have been the most important source of
capital. The other sources have varied in importance depending in

O =T D T L0 1O =

. part on type of business and in part on size.

Studies of the Department of Commerce indicate that for the most
part new businesses have been organized in different regions of the
United States in about the proportion to be expected from the volume
of business and the income of the regions. This is revealed by the
chart shown at the bottom of page 793 (this chart has been re-
produced from page 13 of the Survey of Current Business for
December 1949). The fact that the number of firms in opera-
tion in each State is proportional to the total income payments
received in the State is revealed by the straight line which slopes
upward at an approximately 45-degree angle, and by the way in
which the dots for the individual States cluster about the line.
The chart shows clearly that, in general, the States with higher
income payments have more businesses in operation, and those with
lower income payments have fewer in operation. The over-all limit-
ing factor in organization of new businesses in the different regions
of the country, therefore, would appear to be the wealth and busi-
ness opportunities of the community rather than the availability of
capital. It should be borne in mind, of course, that income, wealth,
business opportunities, and availability of capital are not unrelated
to each other.

Where shortages of capital exist they are primarily local problems,
and can best be dealt with at the local level rather than at the national
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level. Local individuals and institutions are better acquainted with
the persons and problems involved, and can give better consideration
to the merits of individual cases.

Lack of capital-does not appear to have been a dominant cause of
business failure. The most important factor in success or failure of a
business appears to be the quality of the management. Once a busi-
ness gets into difficulty, the difficulty will probably sooner or later
show up in the capital account, and thus appear superficially to
indicate lack of capital. Increased capital or credit may temporarily
alleviate the distress, but the basic cause of the difficulty appears to
lie in the quality of the management, its skill in picking business op-
portunities, in getting business, in operating a plant, shop, or store,
and in controlling expenses. .

Most of the businesses which have failed had been in existence less
than 5 years. It would appear, therefore, that while some, and per-
haps many, worthy and competent individuals cannot raise sufficient
capital to go into business for themselves as they might wish, enough
capital is available to permit a substantial number of incompetent
businessmen to go into business and subsequently fail. Furthermore,
sufficient capital appears to be available to permit enough persons to
go into business who are competent to keep their businesses going and
growing, in order to contribute to the growth, vitality, and health of
the American economy.

We know of no way to assure that all worthy aspirants for inde-
pendent business will get the capital they need and can use effectively,
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and that those not competent to conduct a business enterprise will
be denied such capital. Under our present system, those who pro-
vide capital generally do so directly and bear the corresponding risks
of the enterprise. Within the limits of their ability, their own self-
Interest impels them to make the best possible choice to assure safety
and maximum return on their investment. We believe that it would
not be in the best interests of the American enterprise system to dis-
sociate risk bearing from the investment decision in the organization
of new businesses. '

Some complaints are made that the providers of capital, when other
than the businessman himself, insist on control of the business, thus
limiting the freedom of action and the opportunity of the small-
business man. Ordinarily, control does go with capital. The control
of each new business, and of each established business as well, is a
matter of negotiation and agreement among those contributing to the
business. So long as one person does not provide all of the capital of
the business, his independence is correspondingly reduced. This is a
characteristic of American business, from the smallest to the largest
enterprise, forged out of generations of experience with the most
flexible, aggressive, dynamic, and productive system so far established
by man. To insist on a change in this characteristic is to attack the
very foundations of the American system.

The following steps might bring about a more liberal supply of
capital and credit to small business, but we are by no means convinced
that a more liberal supply of capital and credit for small business
would necessarily contribute to the diffusion of economic power and
to the dynamic character of the economy.

1. Improved business practices by small-business men, par-
ticularly with regard to accounts, records, and financial state-
ments.

2. Encouragement of thrift so that more savings of individuals
“would be available for financing small businesses. Two possible
devices would be to provide higher returns on savings and some
tax incentive for savings. The former would require higher levels
of interest rates. »

. 3. Maintenance of economic stability. Inflation is usually
accompanied by a high rate of organization of new businesses
and temporarily by a low rate of failures. As the forces of in-
flation reach their inevitable climax and as readjustment gets
under way, business failures become more numerous. The firms
that are most susceptible are the newer, less well established ones
which frequently have been instituted on a high-cost basis and
have difficulty in adjusting their costs downward. A policy of
economic stability requires flexible monetary and fiscal policies.

4. Adjustments in our system of taxation so that those who
invest in new business ventures would not be so severely penalized.
To offer a simple illustration, under present tax rates a single
person with an income of $50,000 who invests $25,000 and gets a
10 percent return would have a net yield on his additional income
after taxes of about 214 percent. A person with an income of
$25,000 under similar conditions would have a net yield of 314
percent. These returns are scarcely high enough to provide an
incentive for the risks of new enterprise by individuals who should
be best able to assume the risks of financing such enterprise.
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5. Preferential tax treatment for small and newly established
businesses. ) ’

6. Reconsideration of inheritance taxes with a view to facilitat-
ing continuity of control and ownership in successful small busi-
nessess.

7. Encouragement of local institutions to facilitate the financ-
ing of business.

8. Increased guar