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RECENT FEDERAL RESERVE ACTION AND ECONOMIC
POLICY COORDINATION

MONDAY, DECEMBER 13, 1965

CONGRESS OF THE UNITED STATES,
Jornt Economic COMMITTEE,
’ Washington, D.C.

The joint committee met at 10 a.m., pursuant to call, in room 318,
Senate Office Building, Representative Wright Patman (chairman
of the joint committee) presiding.

Present: Representatives Patman, Reuss, Curtis, and Widnall; Sen-
ators Sparkman, Proxmire, Javits, and Miller:

Also present : James W. Knowles, executive director ; John R. Stark,
deputy director; Donald A. Webster, minority economist, and Hamil-
ton D. Gewehr, administrative clerk. :

Chairman Parman. The committee will please come to order. -
This hearing is called under section 5. of the Employment Act of

1946, which assigns to this committee the responsibility of studying -

means to coordinate programs to carry out the purposes of the act.

We have witnessed a most serious lack of coordination that runs to
the very heart of that law. I refer to the recent action by the Fed-
eral Reserve Board to-raise discount. rates from 4 to 414 percent, and

-to lift the ceiling on time deposits from 414 to 5%, percent.. This.
raises the discount rise by 1214 percent and the time deposit rate by
22.2 percent.

There is an old Navy saying that the quickest way to sink a ship
is to have two captains. I believe this applies even more pronouncedly
to our national economy. A cartoon from the Washington Post of
December 8 showing the administration and the Federal Reserve
trying to pedal one bicycle in opposite directions is a most expressive
and accurate description of what is going on. I shall insert it at
this point in the record. -

The Employment Act specifically requires coordination” when in

“section 2 it charges the Federal Government—
e & * {3 coordinate and utilize all its plans, functions, and resources for the .
purpose of creating and maintaining, in a manner calculated to foster and
promote free competitive enterprise-and the general welfare, conditions under
which there will be afforded useful employment opportunities including self-
employment for those able, willing, and seeking to work, and to promote maxi-
mum employment, production, and purchasing power.

Further, section 3 of the act requires that the President of the
United States conduct “a review of. the economic program of the
Federal Government and a review of -economic conditions affecting
employment-in-the United States * * * and the effect upon employ- -
ment, production, and purchasing power” and to transmit his recom-

1
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Bicycle Built For Two
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mendations annually to the Congress. 1t also requires that he submit.
each year a program for carrying out the policies of the act.

The Employment Act is very clear and specific on the requirement
that economic policies must be coordinated and it charges the Presi-
dent, the Congress, and all other officials with this duty. Although
no agency was exempted, time and time again the Federal Reserve has
chosen to ignore this public law and to go off on its own. It chooses to-
conduct the monetary policy machinery of this Nation as a completely
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independent and separate operation—separate from the President, the
Congress, the law, and the people. ~ '.

‘Marriner Eccles, a former Board Chairman, had something to say
about the role of a Federal Reserve Chairman. I would like to read
his statement into the record at this time. It was made before the
Joint Economic Committee on August 15,1961 : :

I think, as a practical matter, it is reasonable to allow the President to .
remove a Governor when he sees fit. An administration. is charged with the
economic and social problems of the Nation. It seems to me to be extremely
difficult for an administration to deal with these problems, economic and social,
of the entire country, without having these powers. There must be a liaison, a
responsive relationship between the administration and the monetary system.
Thig does not mean political control in the undesirable sense which it is often
implied. I think that the Governor of the Federal Reserve Board is the chan-
nel through which the relationship with the Federal Reserve System should
develop.’

A brief review of events of recent weeks provides the needed back-
ground for this inquiry into the breakdown of economic policy coor-
dination called for by the Employment Act. .

On December 1, the President assured a group of business leaders
in Washington that an outbreak of inflation was not anticipated in
1966 and that it would be a record year. He indicated that the 1.8-
percent rise in consumer prices over the past 12 months had been due
in large measure to rising food prices. He indicated that this situa-
tion had stabilized and was not expected to continue in 1966.

Shortly thereafter, the Secretary of Labor told the AFL-CIO con-
vention that the level of unemployment was still high and that this
economy is still not operating at a level necessary to make full use of
available manpower. He sald “The worst mistake today would be to
put on some brakes.” '

(Article from Washington Post, Dec. 2, highlighting Secretary
Wirtz® speech appears below, followed by news item appearing in same

issue:)
{From the Washington Post, Dec. 2, 1965]

Wirtz CRITICIZES CREDIT TIGHTENING—ATTACK STRONGEST YET

(By Frank C. Porter)

Labor Secretary W. Willard Wirtz let loose.a salvo yesterday at administra-
tion critics who would relieve inflationary pressures by slowing down the Na-
tion’s booming economy.

«There can be no tolerance for the suggestion that expansion of the economy
must be slowed down, by increasing interest rates or in any other way, while
there is still so much to be done,” he told the biennial convention of the build-
ing and construction trades department, AFL-CIO, in San Francisco.

It was the strongest attack yet on tight money theory by an administration
spokesman, . It went beyond a weekend speech by Treasury Secretary Henry H.
Fowler, who said any further restriction of credit would be “premature and
unwise”’—at least until next year’s Federal budget is known.

The argument over tight money versus relative monetary ease has become a
major dialog, with large segments of the banking and business community
urging higher interest rates to dampen and head off the threat of inflation.

But Wirtz said “if there should develop signs of the economy heating up, the
ansl‘ive,x;s would not be to slam on brakes or put'a weaker mixture in the gas
tanks. . ' . C . .

His remarks were construed not only as a rebuttal to the tight money thesis
but oblique counsel to the independent Federal Reserve Board not to restrict
credit further.
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Earlier this year the Fed abandoned its policy of moderate credit ease for one
of moderate restriction. It has maintained commercial bank reserves at a nega-
tive level—that is, the Nation’s banks on average have had to borrow more from
the Fed to satisfy customer demands than they have in free reserves against
which they can make new loans.

“The fact of skill shortages in particular occupations is leading to two dan-
gerously wrong suggestions,” Wirtz told the convention, “that there is no un-
employment problem now which warrants further pressing of economic expan-
sion; and even that there is danger of inflation because of upward pressures on
wages coming from these demandgs.”

TREASURY BoNDs Dive, YieLp Risgs

NEw Yorx, December 1.—Money markets apparently have rebuffed—at least
for the time being—the U.S. Governmet’s hold-the-line plea on interest rates.

Though the trend could be reversed tomorrow, the flow of money turned neg-
ative today as far as U.S. Treasury securities were concerned. Treasury bond
prices skidded. That had the effect of boosting interest yields on some issues to
their highest levels in 40 years—4.5 percent or more.

The significance of today’s bond price developments is that Treasury .bond
yields now have hit the level charged by a bank for a loan to its most credit-
worthy customer—the so-called prime rate.

From interest levels on Treasury securities are scaled prices and yields of
all other kinds of debt.

Today’s development puts the Government in the position of asking banks
to maintain a basic interest rate which the Government is unable to enforce on
its own bonds. :

Put another way: banks would be more inclined to buy Treasury bonds
Yielding 4.53 percent than lend the money to corporations at 4.5 percent.

The Secretary of the Treasury said recently in New Orleans that the
administration was opposed to any interest rate rise or credit tighten-
ing and that such action would be premature and unwise. (See p. 850.)

Shortly after these very clear indications of administration policy,
the Federal Reserve Board met on December 3 and decided to change
monetary policy without waiting for full development of the adminis-
tration’s program. The Board voted 4 to 3 to tighten money at once.

The facts are obvious. While the rest of the executive hranch of
Government were coordinating their activities and plans preparatory
to submitting them to Congress in accord with the law, the Federal
Reserve, under the chairmanship and leadership of Mr. Martin, by
their action, declared their independence of any coordinating effort.

No other conclusion can be drawn. On December 7, one day after
the Federal Reserve decision was announced, Vice President Hum-
phrey found it necessary to declare that the Government policies,
which had been coordinated for 57 months, were no longer coordi-
nated as a result of the Federal Reserve increase in the discount rate.

The Vice President specifically mentioned that the Federal Re-
serve did not give full consideration to the administration-proposed
budget in making its decision. The Vice President went on to say
that “part of the task will be to develop an appropriate fiscal-monetary
policy in light of the Federal Reserve action.” L

The Federal Reserve action poses several serious issues:

1. What is the meaning of these two changes? What do they indi-
cate concerning trends in monetary policy as executed in recent months
by the Federal Reserve and as they are likely to execute it in the
months ahead ? '

2. What is the lecal basis for this action, and is it within the
constitutional guidelines as to the anthority of the Federal Reserve?
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8. Does the current and prospective economic situation justify a
shift in monetary and fiscal policies; particularly, are.there present
or immediate prospective dangers of inflation such as call for a more
restrictive set of Government policies? )

4. What is likely to be the effect of the Federal Reserve actions
on the economy ?

5. Was there appropriate coordination with the President, his ad-
visers, and the.Congress concerning the mix of economic policies as
called for by section 2 of the Employment Act of 1946, and which
this committee is directed to study by section 5(b)(2) of the same
statute? :

The legal issues are clearly matters for the legislative committe
of the House and Senate to consider. The economic questions cannot
be answered fully until the President completes his budget and eco-
nomic program and submits them to the Congress in January. We
can, however, reasonably demand a full and frank answer now to the
last and most important question: Was there proper coordination of
economic policies, and if not, why not ¢

We are glad to hear your response. But preceding that, any mem-
ber of the committee who desires to make a statement, may do so. I
hope that under the circumstances, it will be as brief as you can con-
sistently make it, but I am not trying to fix any time limit.

Senator Javits, would you like to say anything ?

Senator Javits. Mr. Chairman, I have a statement to enter into
the record on the part of the minority members of the committee—
myself, Senator Miller, Senator Jordan, Congressman Curtis, Con-
gressman Widnall, and Congressman Ellsworth. I make the follow-
Ing statement :

We agreed to these hearings in order to develop all of the facts on
the recent Federal Reserve action in a dispassionate and objective
~ manner. To accomplish this aim, we felt that it was essential for all

arties vitally concerned to appear before us in order to develop a

alanced and a complete recorg. .

In this spirit, the distinguished chairman of this committee asked
the administration to send witnesses. Jlowever, the administration
declined to take advantage of this opportunity to make its views fully
and publicly known, and the examination of the list of witnesses indi-
cates no administration witnesses. - .

The minority members of this committee request the chairman to
renew his invitation to the administration in a most emphatic manner,
and I do so now on behalf of the minority. Should the administra-
tion again refuse to present its views at this time and in the present
context, we feel this would considerably reduce the results that could
flow from these hearings.

If the administration believes that the most opportune time for this
inquiry would be sometime next month, we feel that the interested
parties should appear together at that time. (See p. 305.)

After further reflection, the emotionalism that surrounded the an-
nouncements of the Federal Reserve Board’s action has largely sub-
sided. There has been a calm acceptance of the Board’s decision by
the public, one evidence being the behavior of the stock market in
recent days. We believe that the administration itself does not dis-
agree with the basic decision, although it may have some reservations
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about the timing of it. If this is, indeed, the case, the Nation would
be reassured to know that our fiscal and monetary authorities are
essentially in agreement about the Board’s action.

We recognize the great importance of close coordination in the
formulation of economic policies. We want to emphasize that this
is the obligation of both the Federal Reserve and the administration.
‘Woe hope that this matter will be fully explored in these hearings.

Clearly, one of our purposes here should be to determine the degree
and nature of coordination which ought to exist, without undermining
the essential independence of the Federal Reserve Board.

May I just now make it very clear to the press that I will now speak
only for myself when I say the following very briefly :

I, too, am deeply concerned about the timing of this move. Gen-
erally, I am for lower interest rates, not higher interest rates, and I
will be very deeply interested in the question of timing, which I con-
sider a major issue. I agree with the chairman that this hearing may
develop into a confrontation between the question of the independence
of the Federal Reserve Board and whether we shall in some way change
the law or recommend its change as far as it relates to the coordination
of the Federal Reserve Board with the rest of the Government. Upon
that question, Mr. Chairman, I shall seek to question the witnesses. I
Woulg like to thank the Chair, first, for consulting us about these hear-
ings, which he did, and second, for giving this opportunity for a brief
statement to any member who may %eel so disposed.

Chairman Patman. May I say, Senator Javits, there is a misunder-
standing about one point; about the chairman conferring with the
administration. That is a misunderstanding. The chairman has not
conferred with any branch of the administration—the President or
any of his assistants, the Bureau of the Budget, or the Council of
Economic Advisers, not one of them. - '

I did tell the Senator, in talking to him over the telephone, that I
had heard—I hadn’t heard it directly from anybody in the admin-
istration—that the administration would probably have an answer
about the time that they were under law compelled to file their report
in January, when the Federal Budget figures would be presented. To
that extent, of course, the Senator’s statement is correct, but I did not
confer with the administration.

- Senator Javirs. Would the Congressman yield ?

Chairman Patman. Yes,sir.

Senator Javirs. The statement does not say the Congressman con-
ferred with the administration. I might just make it plain. It only
makes the point that the administration should produce witnesses now,
in this hearing, contemporaneous with the appearances which we have
recorded, and 1t is in that respect that we make the request. of the chair-
man to invite, and I emphasize the word “invite,” the administration
to submit its testimony contemporaneously between now and Thursday
night so that the world and the Congress may have both sets of argu-
mentsupon which to judge.

That 1s all that we say.

Chairman Parman. Thank you, sir. Senator Sparkman?

Senator SpaArrMaN. T have no statement.

Chairman Patman. Mr. Curtis?
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Representative Curris. Yes, Mr. Chairman, I certainly want to con-
firm the statement that has been issued and read by Senator Javits,

and also thank the chairman for the courtesy of consulting with our

side on these hearings. ) : )

In order to put these hearings in correct context, I would like to
read from an article that appeared in the New York Times this morn-
ing by M. J. Rossant—the first paragraph..

If past performance is a guide, the Joint Economic Committee’s new investi-
gation of Federal Reserve-administration relations will get bogged down debating
the pros and cons of the latest policy decision of the money managers, neglecting
the far more important issue of whether the latter should be making their
decisions independently.

Because I can see those two issues continually arising through our
hearings I want to say for myself that I agree that the most important
issue before us, and the reason for which the chairman, I believe, has
called these hearings, is largely this question of the independent role

of the Federal Reserve System. The recent actions of the Federal
Reserve Board that have received this publicity merely give us an-

opportunity to examine this basic question in that light.

Let me also put in the record a reference to the Constitution of the.

United States, article I, section 8, Powers of Congress:

“To coin money, regulate the value thereof’—and the Federal Re- -

serve Act of 1913, which established this Board as independent, in
section 10 provided that the Board should consist of seven members,
with terms of appointment of 14 years.

To put this into broader context, we have to look at these other
so-called independent agencies that the Congress created. I am afraid
we are losing sight of the fact that all of them were created to carry
out powers of the Congress, and not powers of the President ; the ICC,

the Federal Power Commission, the Federal Trade-Commission, and .

so forth.

Above all, T might point to the creation of the General Accounting -

Office, with the Comptroller General appointed for 14 years. There
is, fortunately, little question about that being an arm: of the Congress.
I would argue, as these hearings develop, that the.Federal Reserve
Board is essentially a creature of the Congress, to carry out its respon-
sibilities in this very important area of monetary policy.
Then let me finally state, just to put this further in context, as one
who serves on the Ways and Means Committee, where we have a re-

sponsibility-of managing the Federal debt, that the relationships that -
exist between the executive branch of the Government and those whom .

Congress has put in charge of monetary policy in this area, become
increasingly crucial.

I have made the point that if we had no Federal debt, we-probably"
would have to create a new monetary system. This shows the-basic-

tie-in between debt management and our monetary policy. %
Thank you, Mr. Chairman. ?

- Chairman Parman. Mr. Reuss? N
Representative Rruss. I will have some questions later, Mr.

Chairman.. . e :
Chairman Patman. Yes,sir. Senator Miller? :
Senator MirLer. Thank you, Mr. Chairman.
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Mr. Chairman, on December 10, in the Wall Street Journal, ap-
peared the article under “Washington Wire” which had a caption “A
special weekly report from the Wall Street Journal’s Capital Bu-
reau: Administration anger against the Federal Reserve fades—and
for good reason.” , :

Now, the article goes on to say:

Officials make clear privately that they object mainly to the timing of last
weekend’s discount rate rise more than to the action itself. The administra-
tion actually favored some increase-—but not until January, as part of a whole
bundle of fiscal-monetary actions. Fowler and Ackley aim to shun next week's
congressional hearings to avoid reviving the fire. There will be no special loos-
ening of Federal pursestrings to offset higher credit costs.

Johnson men worry that the plant and the equipment spending boom could
inflate prices of labor, materials, machinery. Officials have considered selective
restraints, including a temporary boost in the corporate tax rate or a mora-
torium on the tax credit for investment. These are less likely now, but not
entirely out the window. )

In order to provide a setting for the testimony I am sure we will
receive, I would like to merely point out my deep concern over the con-
tinued and increasing inflation. There has been a lot said about the
“danger of inflation,” and I suggest that it is the danger of “more in-
flation” that should be talked about, because we already have been
having inflation. :

The Economic Indicators, which all of us have before us for Novem-
ber 1965, will point up what I am talking about. It is necessary
merely to make a comparison of the first column of gross national
product in stable prices with the gross national product in current
dollar prices to discover the amount of inflation that we have been
enduring. For 1961 the amount comes to $6.8 billion; for 1962, $7.5
billion; for 1963, $8.9 billion; last year, $11.9 billion; and during the
first three quarters of this year, $11.4 billion, with indications that it
will probably top off at around $16 billion.

So we are having inflation, and the problem is the danger of worse
inflation, and it is worsening. I suggest that the inflation problem is
- serious, although it is not galloping.” It is serious when nearly one-
third of our increased gross national product consists of inflation.

Now, I share with Senator Javits the concern and the regret over
increased costs of credit, but I would like to point out that the increased
cost of credit for building of schools and homes and hospitals is nothing
compared to the increased cost of inflation in building homes, schools,
and hospitals. :

So I believe that the action of the Board, regrettable as it may have
been, is timely, and is necessary, as one element of attack in stopping
this inflation, or at least preventing the inflation from getting worse.

We hear a lot of talk agout the balance-of-payments deficit and the
amount of money that is running out of the United States to the short-
term interest money market in %ondon. It seems to me that we have
to make a choice. Are we going to handle the balance-of-payments
problem, or are we going to persist in lower interest rates which, in
turn, help to fan the t%res of inflation ¢

I look forward with great interest to the testimony of the members
of the Board present here this morning.
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Finally, Mr. Chairman, I would like to ask consent to have included
in the record some figures showing the consumer retail price index and
the purchasing power of the dollar for the years 1963, 1964, and through
October 1965, which show the Consumer Price Index steadily going
upwcil.rd and the purchasing power of the dollar steadily going c%own-
ward.

‘Chairman Parman. Thank you, Senator Miller.

Senator Mirer. May I have that consent, Mr. Chairman ?

Chairman Parman. Without objection, it is so ordered.

(The figures referred to follow:)

Consumer Price Indez (1939=100) and purchasing power of the dollar

(1939=100)
1963 . 1964 1965
Con- Purchas-{ Consumer Price Purchasing power Con- Purchas-
sumer |ing power Index of the dollar (cents) | sumer Jing power
Price of the . Price of the,
Index dollar Index dollar
(cents) ol1d New old New (cents)
45.7 225. 000 44. 444
45. 620 225. 000 44. 444
45.6 225. 207 44. 404

219.421 |  45.579

Sept.emb-é}.
October_...

Yearly average..__| 220.455 45, 351

Source: Library of Congress, Maureen McBreen, Economics Division.

) Consumer | Purchasing
Month and year . Price Index power of
(1939=100) the dollar
(cents)

January.._.
February.
March. ..

August
September. - . oo ieaanaaaa.
October. .. ¢

November.
December....

Yearly average.... c-—

January.
February.._.
March._.

Yearly average.

64-292 O-66-pt. 1—2
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Chairman Parman. Senator Proxmire?

Senator Proxmire. T have no statement, Mr. Chairman.

Chairman Parman. Mr. Widnall?

Representative WmnaLL. Thank you, Mr. Chairman.

I would just like to affirm the statement on behalf of the minority
which was read by Senator Javits. I wholeheartedly concur in that
statement.

I personally believe that the greatest internal danger that this
country faces at the present time is the question of inflation, and I
sincerely hope that these hearings will shed complete light on the
timeliness of the decision of the Federal Reserve Board.

Chairman Parman. Thank you, sir.

May I say one word to reply to Mr. Curtis, in order to get this in
proper perspective, I believe.

Mr. é)urtls properly referred to the Constitution, clause 5, stating
that the Congress shall have power to coin money and regulate the
value thereof, but Mr. Curtis did not mention about clause 18 in the
same section 8 of article I. After reciting the powers of Congress, it
is then stated: ‘

The Congress shall have power to make all laws which shall be necessary
and proper for carrying into execution the foregoing powers.

Of course, the point that some of us make is that this law—the
Federal Reserve Act—is just like any other law; that it is made by
the Congress—the Congress makes the laws—and all laws are executed
by the President of the United States. That should be considered,
I believe, in connection with Mr. Curtis’ statement.

Representative Curris. Would the gentleman yield?

Chairman Parman. Certainly.

Representative Cortis. This would be a good debate. Let’s have it
next January in the House.

Chairman Parman. Certainly.

Mr. Martin, are you ready to proceed ?

Mr. MarTin. I am ready, Mr. Chairman.

Chairman Parman. We would like to have an understanding with
you gentlemen. We understand that you and two other members of
the Board present have a statement to make. Also, I have one here
from Governor Robertson which, without objection, I will place in
the record at the point right after Mr. Martin. Copies have been
furnished to the members of the committee, and also to the press.

Now, let us see if we can have an understanding about the time.
Would 20 minutes be enough for you, Mr. Martin ?

Mr. Marriv. I would think so. I am speaking for the Vice Chair-
man, Governor Balderston, and for Governor Shepardson, also. I
t_hdink I can do it within that time, if T have a few minutes on either
side.

Chairman Parman. That will be satisfactory. Would 20 minutes
each be satisfactory for the other two gentlemen?

Mr. MitcHeLL. Yes, sir.

Chairman Patman. All right, then we will proceed along that line,
and after all of you have finished—the three of you—then we will
proceed with questions.

Mr. Martin, you are recognized.
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TESTIMONY OF HON. WILLIAM McCHESNEY MARTIN, CHAIRMAN,
FEDERAL RESERVE BOARD; ACCOMPANIED BY GOVS. C. CANBY
BALDERSTON (VICE CHAIRMAN), CHARLES N. SHEPARDSON,
GEORGE W. MITCHELL, AND SHERMAN J. MAISEL

Mr. MarTin. Mr. Chairman, I am glad to appear before your com-
mittee to make this further report on the recent Federal Reserve ac-
tions raising the maximum rate payable by member banks on time
deposits and the discount rate member banks pay on their borrowings
from the Federal Reserve banks.

I understand that you have asked that witnesses this morning con-
fine their remarks to brief summaries of their views. In making this
brief statement, I speak for the majority of the Board of Governors.
With your permission, Mr. Chairman, I would like to offer for inclu-
sion in the record of these hearings a copy of the Board’s press release
announcing these actions.

I would like to explain that Governor Daane is in Paris on important
financial activities of the U.S. Government, and Governor Robertson
is away on a speaking engagement, but has filed a statement with you.
I merely want to explain their absence so that you will understand
that they would have been glad to be here if they had been available.

The Federal Reserve acted because it believed that the previous
level of the discount rate and of time deposit rates was out of line
with conditions in the money and credit markets and especially with
the need to keep the flow of bank credit large enough to satisfy the
needs of our expanding economy, but not so large as to threaten to
turn that expansion into an inflationary boom, '

The actions were taken not to hamper but to further the goal of the
administration—shared by the American people as a whole—to do
the best that can be done to assure the continuance of our economic
expansion, maintenance of generally stable prices, and restoration of
reasonable equilibrium in our international payments.

As we have sought to make clear from the outset, the recent increase
in rates is intended not to reduce the pace of our upswing, but to
moderate mounting demands for bank credit that might jeopardize
that pace by overstimulating the economy.

Throughout 1965, the Federal Reserve System has followed a policy
that permitted member bank reserves to grow in response to the credit
needs of a growing economy. It became increasingly apparent, how-
ever, that the rate at which we were supplying reserves to the banking
system, even though it supported a strong rise in the money supply
and in bank credit, was not enough to meet the intense demand for
credit at prevailing interest rates. _

In response to this demand, interest rates rose in most financial
markets. As a result, money market rates rose above the discount rate,
and time deposit rates pushed against the established ceilings, hamper-
ing the efforts of banks to tap available funds to meet the mounting
demand for credit. - .

The Federal Reserve faced a choice between (1) attempting to check
or.reverse the rise in interest rates by accelerating the rate at which it
was providing reserves to the banking system, or (2) raising the time
deposit rate ceiling to allow the economy to use more efficiently the
funds already available and raising the discount rate to bring it more
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in line with market rates. We chose the latter course because we be-
lieved the former course posed too great a risk to the economy.

_ A brief review of developments over the past 12 months in produc-
tion and employment, the balance of payments, and prices will provide
background for this assessment of the potential effect of our actions on
the economy. :

The production and employment record of our economy has been
excellent, as you all know. Qur industrial output will be at least 7 per-
cent higher this year than in 1964. For the first time since 1957 it
seems likely that we may soon reach our interim goal of pushing unem-
ployment down to, if not below, 4 percent of our labor force. Despite
such progress, labor costs per unit of output in manufacturing re-
mained virtually unchgnged until recently, when they moved up
somewhat.

Our record on international payments balance is fair, but less satis-
factory than in the field of production and employment. Over the
first three quarters of the year, our deficit on so-called regular transac-
tions was at an annual rate of $134 billion—smaller than in any calen-
dar year since 1957, but still too large for comfort.

But in another critical area, maintenance of general price stability,

our record has not been so good as in other recent years. In the summer
of 1964, the index of industrial wholesale prices began to rise after 4
years of virtual stability—one of the great achievements, I think, of
our recent experience—and has since risen 1.7 percent. Consumer
prices have risen 1.8 percent in the past year—again a somewhat faster
rate than prevailed earlier.
- Tt is quite true that prices have not broken out of the pattern of
modest and selective advance in recent months. In order to avert such
an eventuality, the Government has taken action relating to prices of
a number of individual key commodities. But selective intervention to
deal with price pressures necessarily has limits. In the longer run, it
would be effective if not accompanied by measures that affect the
source of price pressures rather than the prices themselves.

The closer an economy comes to full employment of manpower and
capital resources, the greater is the risk that bottlenecks will develop
in strategic areas so that large new injections of bank credit and money
would serve to raise prices more than production.

As long as unemployment of manpower and plant capacity was
greater than could be considered acceptable or normal, we had every
reason to lean on the side of monetary stimulus. While this posture
did risk some spillover of funds abroad, the adverse effect on our
payments balance was more than offset by the benefit to our domestic
economic growth. We have tried to combat excessive capital outflows
by selective fiscal and monetary measures, including the programs for
voluntary restraints of foreign credits and investments. :

But despite the splendid. cooperation of the financial community
and the dramatic slowdown in foreign lending by financial institu-
tions, foreign investments of nonfinancial corporations were large
enough to explain the persistence of our international payments def-
icit. ~ As financial institutions reduced drastically the availability
of new dollar credits abroad, and thus had more funds to devote to
domestic uses, their domestic customers were in a position to use part
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of the newly available funds to finance their ventures abroad. This
is an example of the leakage inherent in selective credit controls.

Our closer approach to a satisfactory level of domestic output and
employment has diminished the weight of the arguments against the
use of general rather than selective measures to help counter price
pressures at home as well as to help correct our payments imbalance.
Obviously, no one, and least of all those of us responsible for monetary
policy, would ever want to do anything that could undercut the sus-
tained progress of the economy. DBut those who are fearful of the
economlc consequences of any move even toward the mildest re-
straint—any drop of free reserves below zero, any slight rise in interest
rates—would do well to consider the record of the economy’s perform-
ance over the past 12 months.

Let none of us overlook the fundamental difference between a

change in interest rates imposed by a central bank contrary to the-
dg P y Y

trend of basic economic forces, and a change permitted by the central
bank in line with those forces. —

It the Federal Reserve had followed the advice offered by some and
had tried to force interest rates up at a time when the demand for in-
vestible funds—even at relatively low rates—was not sufficient to
employ our idle resources and to move our economy vigorously toward
fuller employment, such a policy would indeed have harmed our do-
mestic economy, and in consequence the economy of the entire free
world.

Conversely, if the Federal Reserve had strained to keep interest
rates from rising by providing reserves without limit at a time when
funds borrowed from banks were beginning to generate an aggregate
demand in excess of output from available resources, the result would
clearly have been inflation.

We believe that we have managed to steer a constructive middle
course between these two policy extremes, providing a beneficial de-
gree of monetary stimulus when the economy was slack and then
gradually moderating this stimulus as the expansion gained strength
and demands began to press harder upon available resources. The
Federal Reserve will continue to shape its policies with flexibility,
firming, or easing as may be necessary to help the economy move for-
ward at the fastest sustainable pace. .

Now, with your permission, Mr. Chairman, I would like to submit
for the record a copy of the Board’s announcement of its actions,
and also o supplementary statement extending my brief comments

this morning. _

" Chairman Patman. Without objection, it is so ordered.

(The press release and statement follow :)

The Federal Reserve announced today two complementary actions to reinforce
efforts to maintain price stability, and thus to foster balance in the economy’s
continued growth and strength in the dollar’s international standing.

The actions, intended not to cut back on the present pace of credit flows but
to dampen mounting demands on banks for still further credit extensions that
might add to inflationary pressures, were as follows:

1. The Board of Governors in Washington approved actions by ‘the directors

of the Federal Reserve Banks of New York and Chicago increasing the dis-
count rates of those banks from 4 to 4% percent, effective Monday, December 6,

1965. The discount rate is the interest rate charged member banks for borrow-

ing from their district Federal Reserve banks.
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2. Simultaneously, the Board increased the maximum rates that member
banks are permitted to pay their depositors to 51% percent-on all time deposits
and certificates of deposit having a maturity of 30 days or more. This change
is also effective Monday, December 6. Previously, the maximum rates payable
were 4 percent for time deposits and certificates of 30 to 90 days and 414
percent on those of 90 days or more. No change was made in the rate payable
on savmgs deposxts (4 percent).

The increase in the rates that member banks are permitted to pay their de-
positors is intended to enable the banks to attract and retain deposxts of busi-
nesses and individuals and thus to make more effective use of savings funds
already available in the economy to finance their loan expansion.

The increase in discount rates is intended to moderate additional bank reliance
on short-term borrowings from the Federal Reserve to meet intensifying loan

- demands.

The action contemplates, however, the continued prov151on of additional
reserves to the banking system, in amounts sufficient to meet seasonal pressures
as well as the credit needs of an expanding economy without promoting inflation-
ary excesses, primarily through the Federal Reserve's day-in and day-out pur-
‘chases of government securities in the open market.

The changes in discount rates and the maximum rates that banks may pay
depositors were the first in either respect since November 24, 1964.

Since then, total borrowing by consumers, business, and State and local gov-
ernments has risen sharply, and interest rates at all maturities from the shortest
to the longest have been rising under demand pressures. In these circumstances,
the Federal Reserve would be forced to increase bank reserves at an accelerated
pace if all demands for borrowing money at present rates were to be satisfied.

With slack in manpower and productive capacity now reduced to narrow pro-
portions, with the economy closer to full potential than at any time in nearly
a decade, and with military demands on output and manpower increasing, it was
felt that excessive additions to money and credit availabilities in an effort to
hold present levels of interest rates would spill over into further price increases
in goods and services. Such price rises would endanger the sustainable nature
of the present business expansion. Moreover, increases in costs and prices would
make it more difficult for American goods to compete in markets at home and
abroad.

In addition, a pattern of interest rates that is accepted by borrowers and
lenders as fully reflecting market forces should add assurance of a smooth flow
of funds to all sectors of the economy. Discount rate increases in 1963 and 1964
did not stop business or credit growth, but helped to keep the economy within
an expansion that was sustainable,

In sum. the actions taken today should have the three-pronged impact of—

1. Backing up the Government’s efforts to prevent inflationary excesses
from damaging an economy now carrying the added burden of military
operations in Vietnam;

2. Bolstering the Government’s programs to overcome persistent deficits in
the U.S. balance of payments; and

3. Demonstrating anew the U.S. determination to maintain the inter-
national strength of the dollar.

Governors Robertson, Mitchell, and Maisel dissented from the discount rate
action on the ground that it was at least premature in the absence of more com-
pelling evidence of inflationary dangers. Governor Robertson also dissented
from the action to increase the maximum rates on time deposits.

PREPARED SUPPLEMENTARY STATEMENT OF WM. McC. MARTIN, JR.,. CHAIRMAN,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Chairman, in making this response to your request for a further report on
the recent Federal Reserve actions, I should like to begin by taking up the points
raised in your press release announcing today’s hearing.

Your first point relates to the nature of the Board’s actions, and suggests that
the actions represent “a most important shift” in monetary policy. In my
judgment, the actions simply extend the policy that the Federal Reserve has
been following of permitting money and credit to expand enough to satisfy the
needs of our growing economy but not so much as to threaten inflationary dis-
turbances. Until recently, this policy was executed primarily through open mar-
ket operations, which brought about a reduction in the free reserve position of
member banks from a moderate plus at the end of last year to a moderate minus.
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Now—as happened twice before in the course of the present economic upswing—
these open market operations have been supplemented by increases in the dis-
count rate and the maximum rate that member banks may pay on time deposits.
These actions implement our policy further ; they do not change it.

Your second point relates to the factors that entered into the Board’s decision.
These factors include the rapid improvement in output and employment; per-
sistence of the deficit in international payments; the upcreep in prices; a buildup |
in credit demands due to rising Government expenditures over the rest of this
fiscal year and to a considerably faster pace of expansion in business investment
during this same period; a declining trend in liquidity of both banks and non-
financial corporations; and an increasing difficulty encountered by banks. in
expanding their lending capacity at then existing time deposit rates.

Your third point relates to the effect of the actions on the economy. In my
judgment, this effect will be beneficial. The actions should help to sustain
progress in raising output and employment by averting monetary overstimulation
of the economy. They should moderate the rate of expansion in the demands for
credit and at the same time enable the banks—and especially the smaller banks—
to attract deposits to help meet those demands.- These favorable consequences
should more than outweigh any additional costs of Treasury borrowing and the
increased costs of credit to business. In fact, in the longer run, the resulting
increase in these costs of borrowing would be very much smaller than would be
the rise in both borrowing and operating expenses that inflation would cause.

Finally, you ask whether there was appropriate coordination with the Presi-
dent. I can assure you that the administration has been kept continuously
informed of the position of the Federal Reserve System and that there has been
a continuing frank exchange of views between the Federal Reserve and adminis-
tration officials, both before and after the Board’s actions. The administration
and the Federal Reserve are equally dedicated to doing everything possible to
assure the most rapid growth of our economy compatible with reasonable sta-
bility of prices and reasonable equilibrium in our international payments. The
administration has indicated by its actions as well as by its pronouncements
that it considers price inflation and a persistent payments deficit to be serious
dangers to continued domestic prosperity. The actions of the Federal Reserve
will help to avert these dangers and thereby will assist in achieving maximum
employment, preduction, and purchasing power.

I should’ like now to discuss in more detail the factors that entered into the
Board’s decision, and the prospective effects of the actions upon the economy.

Over the past year, industrial production has increased 7 percent, employ-
ment 4 percent, and personal income more than 7 percent. For the first time
since 1957, we can expect to see unemployment reduced to or below 4 percent of
the labor force. “The gains in recent years have been facilitatéd, and indeed made
possible, by the absence of inflationary expectations on the part of both labor
and management. If labor had had reason to fear a persistent substantial rise
in the cost of living, it would have felt compelled to seek compensatory in-
creases in wages; and if management had had reason to expect a general in-
crease in the price level, it would not have felt compelled to resist such demands.
In that case, wages would certainly have risen faster than productivity ; prices
would have been raised in consequence ; and the feared inflationary spiral would
have become actuality.

Qur persistent deficit in international payments has been greatly reduced but
not eliminated. In fact, the deficit this year will probably be about midway
between last year’s level and full equilibrium. And even this limited success
has been achieved only by means of serious restraints upon the outflow of U.S.
capital to foreign-developed countries, in the form of a broadened interest equali-
zation tax and of a voluntary foreign credit restraint effort by banks, other
financial institutions, and nonfinancial corporations. The cutback in bank credits
to foreigners so far this year has been larger than the entire expected improve-
ment in our balance-of-payments from 1964 to 1965. While the voluntary re-
straint effort, together with the interest equalization tax, probably did not ac-
count for the entire change in the flows of bank credit, it presumably played a
crucial role. Hence, the restraints on capital flows, which are generally'con-
sidered to be only temporary stopgaps, have been responsible for a large part
if not f(_)r the whole of the improvement. in our payments balance. We cer-
ltiabin}y will need to do better than that in order to assure lasting payments equi-

rium.

In the field of prices we have done less well. The cost of living and the whole-
sale price index have both risen faster than in any other year since 1958. And
the crucial index of industrial commodity prices has begun to rise, after 4 years
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of virtual stability. It is true that prices have not broken out of the pattern of
modest and selective advance in recent months. In order to avert such an
eventuality, the Government has taken action relating to prices of a number of
individual key commodities. But selective intervention to deal with price pres-
sures necessarily has limits. In the longer run, it would be ineffective if not ac-
compamed by measures that affect the source of price pressures rather than the
prices themselves.

Recent developments in the financial sector of the economy have indicated
some developing threat of imbalance even more clearly than have the persistence
of our payments deficit and the movement in commodity prices.

In October and November of this year, bank loans-to business rose at an.
annual rate of 11 percent—substantially more rapid than the increase in business
activity. It is true that this rate was much lower than that of the unusually -
fast increase in the first half of the year; but in the first half, credit demand was
stimulated by the rapid buildup of inventories in expectation of a steel-strike,
while in recent months steel inventories have been liquidated. This liquidation
is expected soon to come to an end, .and once accumulation starts again, we can
expect a substantial increase in business loan demands, over and above the
present high level.

In mdex to accommodate the loan demand, banks have attempted to increase
their lending resources in two ways: by r1ddmg to their time deposit liabilities,
and by shifting their assets from securities into loans. But efforts to attract
additional time deposits were hampered by the existing ceiling on time deposit
interest rates. Offering rates of prime banks for certificates of deposit were
at or near the ceiling, thus leaving smaller banks no leeway for offering the
premium neccssary to induce corporations to entrust their funds to a less well-
known institution. Partly in consequence, the growth of negotiable deposit
certificates has slowed in recent months to a small fraction of the rate prevailing
during the first 8 months of the year.

Over the year, banks have been obliged to finance some .part of their new
loans to business by reducing their holdings of U.S. Government securities and
by slowing down their acquisition of securities of local governments. In the
last 2 months, the annual girowth rate for bank holdings of securities of munici-
pdlities and Government agencies. was 8 percent, as compared with 17 percent
in the first three quarters of the yvear. Since loeal governments depend heavily
cn bank finanecing, this decline threatened to jeopardize the increase in capital
outlays of States and municipalities-for schools, hospitals, roads, and other in-
stallations needed to provide our rising population xvith facilities commensurate
with our rising standard of living.

The decline in bank holdings of Government securities was particularly serious
because at the same time the liquidity of nonfinancial corporations-—and there-
fore their ability to increase their holdings of such securities—was being
reduced. The market’s reception of the Treasury’s refunding offerings in mid-
November was indicative of the difficulties the Treasury was encountering in
distribnting its securities to investors.

All these factors brought upward pressure to bear on interest rates. And
these pressures increased although the Federal Reserve kept the net borrowed
reserve position of member banks roughly stable after the spring of 1963, adding
about 8214 billion of Government securities to its portfolio in the process.

In recent weeks. two further developments made it evident that pressures
on real and financial resources would intensify,

First, business pians to spend for plant and equipment projected a consider-
ably faster pace of expansion than was previously considered likely. The results
of the Government survey, just released, document that business outlays are
scheduled to rise at an annual rate of 15 percent, at least throughout the first
half of next year. Of late, actual spending typically has exceeded the cstimates
based on the surveys.

Second, the course of the war in Vietnam made certain a stepup in the rate of
Government expenditures. In consequence, Federal needs for funds over the
next few months will be significantly heavier than expected only a few months
ago,

Both these developments are adding to the pressures-on financial markets. In
this environment, the only way by which the Federal Reserve could have averted
a further rise in interest rates would have been to accelerate sharply its provision
of reserves to the banking system. This would have been a serious departure
from the course the Federal Reserve has been following, which was-designed to .
keep the rise in bank credit and money from becoming excessive. In my judg-
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ment, the course of moderation the Federal Reserve has been following has
helped to provide the financial basis for the satisfactory development of our
economy this year. ’

Reflecting the intensity of credit demands, however, interest rates in money
markets had risen above the discount rate. This relation could not be permitted
to last indefinitely because it could stimulate an excessive resort by banks to
borrowing from the Federal Reserve.

Demand pressures have not been confined to money markets. The issue of cor-
porate securities also has greatly expanded, and is expected to expand further.
Internal funds, and especially undivided profits, of manufacturing corporations
have been rising more slowly than their investments in plant, equipment, and
inventory. The rising need for external financing has made it necessary for
‘corporations to increase both their borrowing from banks and their recourse
to capital markets. .

All these considerations justify, in my judgment, not only the substance of
the Board’s actions but also their timing. At present, we can expect a modest
rise in interest rates to restore equilibrium between the flow of savings and
credit demands. Delaying action further would probably have made it neces-
sary to take stronger measures later.

Let me stress once more, in conclusion, that the recent actions of the Board
have been, in my judgment, a further unfolding of a policy- designed to keep
the expansion of credit in line with the needs of the economy, avoiding both
inflationary and deflationary disturbances.

If the Federal Reserve had followed the advice offered by some and had tried
to force interest rates up at a time when the demand for investible funds (even
at relatively low rates) was not sufficient to employ our idle resources and to
move our economy vigorously toward fuller employment, such a policy would
indeed have harmed our domestic economy, and in consequence the economy of
the entire free world. Conversely, if the Federal Reserve had strained to keep
interest rates from rising by providing reserves without limit at a time when funds
borrowed from banks were beginning to generaté an aggregate demand in
excess of output from available resources, the result would clearly have been
inflation.

The Federal Reserve will continue to shape its policies with flexibility, firming
or easing as may be necessary to help the economy move forward at the fastest
sustainable pace.

Mr. MarTIN. Just now, I should like to read only the opening part
of that statement, which relates to the statement in your announce-

ment of today’s hearings that the Board’s actions represent what -

you have called a most important shift in monetary policy.

In my judgment, the action simply extends the policy that the
Federal Reserve has been following, of permitting money and credit
to expand enough to satisfy the needs of our growing economy, but
not so much as to threaten inflationary disturbances. Until recently,
this policy was executed primarily through open market operations,
which brought about a reduction in the free reserve position of mem-
ber banks from a moderate plus at the end of last year to a moderate
minus. Now, as happened twice before in the course of the present
economic upswing, these open market operations have been supple-
mented by increases in the discount rate and the maximum rate that
member banks may pay on time deposits. These actions implement
our policy further; tﬂey certainly do not, in my judgment, change it.

. Your second point relates to the factors that entered into the
Board’s decision. These factors include the rapid improvement in
output and employment; persistence of the deficit in international
payments; the upcreep in prices; a buildup in credit demands due to
rising Government expenditures over the rest of this fiscal year, and
to a considerably faster pace of expansion in business.investment
during this same period; a declining trend in liquidity of both banks
and nonfinancial corporations; and an increasing difficulty encoun-
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-tered by banks in expanding their lending capacity at then existing

time deposit rates.

Your third point relates to the effect of the actions on the economy.
In my judgment, this effect will be beneficial. The actions should
help to sustain progress in raising output and employment by avert-
ing monetary overstimulation of the economy. They should moderate
the rate of expansion in the demands for credit and at the same time
enable the banks—and especially the smaller banks—to attract de-
posits to help meet those demands. These favorable consequences
should more than outweigh any additional costs of Treasury borrow-
ing and the increased costs of credit to business. In fact,in the longer
run, the resulting increase in these costs of borrowing would be very
much smaller than would be the rise in both borrowing and operating
expenses that inflation would cause. ,

inally, you ask whether there was appropriate coordination with
the President. I can assure you that the administration has been kept
continuously informed of the position of the Federal Reserve System
and that there has been a continuing frank exchange of views between
the Federal Reserve and administration officials, both before and after
the Board’s actions.

The administration and the Federal Reserve are equally dedicated
to doing everything possible to assure the most rapid growth of our
economy compatible with reasonable stability of prices and rea-
sonable equilibrium in our international payments. The administra-
tion has indicated by its actions as well as by its pronouncements that
it considers price inflation and a persistent. payments deficit to be seri-
ous dangers to continued domestic prosperity. The actions of the
Federal Reserve will help to avert these dangers and thereby will
assist in achieving maximum employment, production, and purchas-

. m% Izgwer.

ant to close by stating, as I said to the Life Insurance Institute
in the course of a talk last Wedhesday noon, and as I have said to this
committee many times, the. American people, through the legislative
process, can change the authority and the responsibility of the Federal
Reserve System whenever they choose to do so, but unless and until
the law is changed, I should consider it a violation of my oath of office
to vote for or against a policy measure for any reason other than-my
best judgment of that measure on its merits.
Thank you very much,
Chairman Patman. Thank you, sir..
(Governor Robertson’s statement follows:)
Boarp oF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM,
Washington, December 9, 1965.
Hon. WricHT PATMAN,
Chairman, J oint Economic Committee,
Congress of the United States,
Washington, D.C.
Dear Mr. Parman: In response to your request that members of:
the Board of Governors of the Federal Reserve System appear before
our committee on Monday, December 13, I regret to advise you that
use of an out-of-town engagement related to the President’s bal-
ance-of-payments program, I will be unable to appear on that date.
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However, in order to assist as fully as possible in the achievement
of your objective of disclosing the factors that entered into the Fed-
eral Reserve’s recent decision to raise the discount rate and the ceilings
on interest rates payable on time deposits, I am enclosing copies of
two statements which set forth my own reasons for opposing both
actions. The one relating to the discount rate increase was presented
to the Board at the time that action was taken. The one opposing
higher maximum interest rates was written subsequent to the meeting
and submitted for the Board’s record. These statements include the
main points that I would make orally if it were possible for me to be
present Monday.

In the event you wish to make these statements available to members
of your committee, its staff, and other interested people, I am sub-
mitting additional copies herewith.

Sincerely,
J. L. RoBERTSON.

PrEPARED STATEMENT OF JAMES Lours ROBERTSON, MEMBER OF THE
Boarp oF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Changes in monetary policy should not be triggered by fear of pros-
perity. A prosperous and growing economy has been the goal of
public policies, and substantial achlevement in that direction in the
1960’s should be a cause of gratification rather than concern. ' It is
not inevitable that inflation, boom, and bust must follow from the
kind -of prosperous performance the U.S. economy has been giving,
and consequently there dre no valid grounds for arguing that tighten-
ing now is needed to forestall inflationary developments that are sure
to come later. . _

This is not to deny the need for very careful scrutiny of the progress
of economic events and a willingness to act to further restrain credit
if and as excessive demand pressures actually emerge. I conceive of
the present as a time of delicate balance in the economy. Supply and
demand forces seem so tentatively poised that abrupt action to change
monetary conditions could tip the scales significantly—toward infla-
tion if policy was actively eased, or on the other hand, toward reces-
sion if credit availability were sharply tightened. :

Financial markets have only recently calmed somewhat after being
buffeted by rumors of an impending discount rate change. Such a
rate increase now would come as a distinct surprise, with reactions
aggravated by the impending seasonal peak of money market pres-
sures. Such action would insure undoubtedly that the heavy volume
of Treasury cash borrowing to be done in January would have to be
undertaken at substantially higher interest costs to the Government.

If, for whatever reasons, a tightening action is to be initiated, it
would be far preferable to use a subtle rather than a slam-bang method.
An appropriately mild and indirect line of action might be to (1)
dampen bank issuance of promissory notes by defining them as de-
. posits; (2) hold regulation Q ceilings on time deposit interest rates
at existing levels for the time being; and (3) take no action on the
discount rate, expecting that banks would undoubtedly have to cover
some portion of their net December loss of CD’s by substantial tempo-
rary resort to the discount window. This combination of steps should
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serve to moderate somewhat the rate of advance in bank credit, while
not triggering immediate expectations of higher interest rates in the
market and yet, at the same time, placing banks in a position of de-
pendence on the discount window that could lead fairly naturally to
a more overt tightening of monctary policy should inflationary de-
velopments begin to appear.

Whether or not a breakout of inflationary pressures will in fact
occur cannot now be predicted. Accordingly, the best practical course
is to adopt a policy of “watchful waiting,” meanwhile continuing to
supply a reasonable flow of reserves to finance much-needed economic
growth. Despite large and sustained expansion since the last recession
in 1961, a small but significant margin of human and real capital
resources remains unutilized in this country. Further orderly expan-
sion in aggregate demand can effectively employ some of these re-
sources. 'The accompanying growth in credit and money during this
period has been orderly, an,ég has contributed to overall economic
growth. Continued orderly credit expansion is needed if our economy
1s to move on up to the goal of sustainable full employment of avaii-
able resources. :

The price pressures to date from this economic growth have been
small and selective, stemming mostly from worldwide shortages of
particular nonferrous metals, temporary scarcities of certain agri-
cultural products, and market-testing markups in a few administered-
price industries. These are not the types of price increases appro-
priately dealt with by a dampening of aggregate domestic demand.
The temporary nature of some of the recent increases is indicated by
the fact that the rate of rise in the wholesale price index has already
slowed since midyear from an annual rate of 2 percent to 1 percent.
Meanwhile, recent successful administration actions against aluminum
and copper prices reduce the likelihood of other administered-price
increases. ‘ _

The U.S. balance-of-payments performance does not now suEply
reasonable grounds for further monetary tightening. The chief bur-
den for further improvement in the balance falls on other polices.
The allegedly interest-sensitive components are already performing
very well under the discipline of the voluntary foreign credit restraint
program. I see no sign that this program is weakening insofar as its
influence on financial institutions is concerned. Corporate direct in-
vestment abroad, the category of capital flow that has been least re-
duced to date, is notoriously insensitive to changing general credit
conditions in the United States.

U.S. interest rates are already high by historical standards, and
T believe they are generating all the credit restraint that ought to be
attempted in the current delicate sitnation. The Federal fiscal posi-
tion will be shifting to a somewhat less stimulative policy for a time
after the turn of the year, and we should be wary of imposing a co-
incident restraining influence from additional monetary tightening at
this juncture. The apprepriate monetary policy for later in 1966 can
be best jucged after we have the benefit of the official Federal budget
message in January and see the public reaction thereto.
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StaTEMENT OF (GOVERNOR RoBERTSON’S REASONS FOR OPPOSING AN IN-
CREASE OF THE CEmINGS ON INTEReEST RATES PavaBre oN TiME
DeposiTs FrRoM 4 AND 4% TO 5% PErcENT, DECEMBER 3, 1965

Governor Robertson dissented from this action generally for the

same reasons given for his dissent from the action to raise the discount
“rate. TLe latter action, he assumed, was designed to tighten credit, in

view of the rapid expansion of bank credit; it surely was not designed
simply to raise interest rates. However, in his view, the raising of
the ceilings on interest rates payable on time deposits would—in vir-
tually the same breath—enable banks to acquire more funds to expand
their lending but at higher rates and thus not serve to reduce bank
credit expansion—if that were the aim. In addition, he felt, the
larger banks would be able to attract funds away from smaller finan-
cial institutions which did not actively engage in the issuance of time
deposits but relied on inflows of savings and demand deposits with
which to meet loan demands, or, alternatively, to force those smaller
banks to also engage in the risky business of competitively bidding for
highly interest-sensitive short-term funds with which to make long-
term loans. ’

Chairman Patman. Governor Mitchell?

Mr. MircaeLL. Mr. Chairman, it is a pleasure to appear before
your committee this morning.

STATEMENT OF GEORGE W. MITCHELL, MEMBER OF THE BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. MircreLL. Consideration of the issues involved in the Decem-
ber 3 actions by the Federal Reserve Board must begin with the state
of the economy and its prospects for the future.

The current expansion, which has been going on since early 1961,
received a new impulse from the tax cut of 1964. Output accelerated,
unemployment declined, and the capacity utilization rate rose; by the
summer of 1965, unemployment was down to 414 percent and an esti-
mated 91 percent of manufacturing capacity was in use. Just when
there was some danger of a fall-off in the rate of expansion—as the
steel wage settlement led to an inventory runoff—the commitment to
greater involvement in Vietnam provided a new impulse in the form
of stepped-up Federal spending and the expectation that more was
in the offing. And we now know that business outlays for plant and
equipment have accelerated in recent months and ‘are expected to
forge ahead in the first half of 1966. In the past year or so, we have
experienced some upward creep in wholesale prices after several years -
of virtual stability in that index. :

These economic developrhents pose both a promise and a challenge. -
The promise is that the economy continues to move steadily toward
full use of its labor force. The challenge is to achieve that goal and
to maintain it without inflation. It isto be expected that differences
of opinion regarding economic policy measures will assert themselves
in these circumstances. For my part, at this time the highest priority
attaches to a combination of economic Folicies that will ease the econ-
omy onto a steady growth path at full employment. I believe this
can be done with reasonably stable prices. .P[ would grant that as we
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achieve full employment, and are in orbit so to speak, our efforts to
expand aggregate demand should inevitably be limited by growth in
productivity and the labor force.

What is currently at issue is whether a further shift toward
restraint—and a spectacular signial of the sort implied by a discount
rate increase—was needed. The difference in view on the appropri-
ate monetary policy at the moment is based on differences in judgment
on three questions regarding the recent and prospective performance
of the economy.

1. Does the nature of the price advances we have had during the
past year indicate that inflationary pressures are responsible? Food
prices have risen significantly—but because of supply conditions in
agriculture. Several internationally traded commodities have risen
sharply—but because of political uncertainties and strikes in supplier
céountries and demand conditions outside as well as in the United

States.

Among industrial prices, increases have been selective rather than
widespread, and more recently have tended to slow. In one-half of 70
industrial groupings, wholesale price changes since August 1964 have
been within plus or minus 1 percent.

As guides to monetary action, our price indexes—both the Con-
sumer Price Index and the Wholesale Price Index—leave much to be
desired. The Consumer Price Index accentuates the illusion of rising
prices properly attributable to higher incomes and rising consumption
standards. As pointed out in the Stigler report, it does so by the
upward bias inherent in its treatment of quality changes in goods and
services. And the public tends to think of its consumption standards:
as constant and prices as rising whereas a significant part of the “price
rise” has purchased improved products a.ncﬂl)etter services.

The Wholesale Price Index has its defects too—mainly that it moves
sluggishly and understates the magnitude of price adjustments that
are normal in our economy. Interpreting the movements in both these
indexes gives rise to many shades of opinion. The price picture has.
changed in the past year and expectations regarding prices may also
have changed. But the evidence on prices does not, in my view, now
call for more monetary restraint than is already being applied.

2. The second question underlying the current debate on monetary
olicy has to do with the rate of unemployment and the potentiality
or reducing it further without generating excessive upward pressures

on costs and prices. Those who regard 4 percent unemployment, or
3 million persons, as the approximate total of the frictionally unem-
ployed and the unemployable, and who are especially impressed with
the fact that the unemployment rate among married men is down to-
2 percent, may feel that we have achieved our employment goals and
that any further progress in reducing overall unemployment cannot
come from aggregate demand. I am not one of those. And I would
not choke off growth of aggregate demand if it risked committing a.
million or more workers, many of them young and the most recent
products of our educational system, to the dole or a new category of
welfare dependence.

There is no doubt that shortages of skilled labor are being felt at
various points in the economy. On the other hand, T remember clearly
that many observers a year and more ago were doubtful that unem-
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ployment—then about 5 percent—could be reduced further by expan-
sion of aggregate demand. - Yet it has been reduced and unit labor
costs have remained relatively stable. On this basis, I am not yet
ready to agree that there is no further room for compression of the
unem;l)loyment rate—with significant benefit to disadvantaged groups.
I would also stress, incidentally, that the age distribution of our popu-
lation is such that there is litge

45-year-olds. To achieve adequate growth in the economy, our labor
force must grow, and for this we must absorb the younger entrants
into employment. ‘

3. The third question on which I would like to comment concerns
the rate of growth of bank credit. Many observers look at the
numbers—showing that bank credit has expanded by about 10 per-
cent this year, while GNP has been increasing at a rate of about
7 percent—and conclude that the economy is being oversupplied
with bank credit. This is a matter for analysis and judgment. In
arriving at judgments on this question, one must keep in mind that
bank credit statistics have become very difficult to interpret because
of the significant expansion in the role of commercial banks as
financial Intermediaries. Commercial banks, by offering negotiable
certificates of deposit and other new savings mstruments, have in
recent years captured a larger share of the flow of funds on their
way from savers to borrowers. This enlargement in the banking
system’s share of the savings flow necessarily brings with it a much
more rapid growth of bank assets than would flow from the 4-per-
cent increase in demand deposits that occurred. -

The question whether credit expansion is excessive because of
monetary creation has no easy answer. It is significant, however,
that the rate of growth of bank credit has declined in the course of
this year, from an annual rate of over 12 percent in the first quarter
_ toless than 5 percent in the third quarter.

This points up the fact that the posture of monetary policy has
changed in 1965, especially in the second half. In the recent pre-
occupation with the discount rate little attention has been given the
shift in monetary policy toward greater restraint brought about by
open market operations. That monetary policy has become more
restrictive over a period of months is evidenced in the advance in
intérest rates on public and private securities of all maturities since
the spring of this year. Long before the discount rate action,
Treasury %ill yields had risen—from 3.8 percent in the early sum-
mer to 4.1 percent at the end of November; long-term Government
‘bond yields had risen—from 4.14 percent in June to 4.34 percent in
late November; the yield on new issues of high-grade corporate
bonds had risen—from 414 percent in the spring to about 434 per-
cent in late November; and mortgage yields had also begun to move
up. . :

Recent public discussion of Federal Reserve actions has largely
ignored the fact that open market operations—not discount rate
policy—are the principal instrument of Federal Reserve policy. .The
major task of the Federal Reserve is to regulate the volume of bank
reserves, which affects the rate of expansion of bank credit and
money, and thereby influences interest rates and_ other credit con-
ditions. The discount rate has important psychological and an-

increase in numbers among the 30- to-
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nouncement effects, but” the real muscle in monetary policy will be
found in the open market- actions that follow. Thus the impact of
monetary policy on the economy in the weeks and months ahead will
depend more on the .open market policy to be followed than on last
week’s discount rate action. And open market policy should, in turn
depend on the strength of the private economy and on the.impact of
fiscal policy.

The recent increase in the discount rate has been interpreted by the
public as a decisive shift toward more restrictive monetary policy.
And it may prove to be so. A higher discount rate can influence fu-
ture open market policy toward greater restrictiveness, insofar as the
policymakers come to regard the new discount rate as the level toward
which Treasury bills and other money rates should gravitate. This
is one of the reasons I opposed the-discount rate increase last week.

It seems to me that such an action, given its announcement and
psychological effects, should have awaited; and been coordinated with, .
other Government decisions to be taken over the next several weeks .
and to be announced in the budget and the Economic Report. Such
consultation and coordination, in my view, would not in any way have
been inconsistent with the independence of the Federal Reserve.

The issue of independence of the Federal Reserve calls for a brief
comment. In my view, independence of judgment is much more than
a matter of legal right, for laws can be changed. Real independence,
the only enduring.kind, rests on wise and responsible behavior. The
measure of independence that the System has retained over the years
reflects its sparing use of dissent and the care and skill with which:
the System’s views have been negotiated, mainly by the Chairman,
in controversial analyses and judgments. I might add that a similar
sort of independence is found within the Federal Reserve where indi-
vidual policymakers prize and use—as I and others did last Decem-
ber 3—the right to dissent.

Turning now to a'matter on which I did not dissent, the increase in
maximum rates payable on time deposits was justified, in my view,
whether or not the discount rate was advanced. This move must be
viewed against the background of the past several years in which we
have witnessed what could be called a revolution on the liability side
of bank balance sheets. Banks have been transformed from relatively
passive acceptors of deposits to competitively active seekers of de-
posits. While this situation must be under constant surveillance so
as to guard against imprudent lending, more active competition from
banks should be a benefit to the entire economy.

In the current circumstances, rates on negotiable certificates of
deposit were pressing the ceiling. It seemed desirable to remove this
impediment to competition among banks and to the free flow of funds.
This does not mean that I sought or expected a substantial upward:
adjustment of short-term interest rates in response to the. raising of
the ceiling. It does mean that.I saw the need for more leeway for
banks and for them to know that they could offer higher yields, if
necessary, as they sought funds.

On past occasions when regnlation:Q ceilings were raised—actions
in which I also concurred—banks put their enlarged flows of deposits
to work in purchasing mortgages and State and local government se-
curities, with downward aajustment in. the interest rates on these
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cbligations. There is little scope for such downward interest rate -
movement now, but there was a danger, before the ceiling was raised,
of a sharp.rise in rates if the inability of banks to continue to attract
time deposits forced them to limit further their acquisitions of mu-
nicipal securities and cut back on mortgage lending.

The month of December usually witnesses an exceptional concentra-
tion of money market pressures. I do not claim that a rise in regu-
lation Q ceilings was essential to see the money market through this
period. Rather, the provision of reserves by the System could have
accomplished this task by offsetting tendencies for money market
yields to rise and making it possible for-banks to sell certificates of
deposit within the existing ceiling to replace CD’s maturing this .
month. But the continuation of such a policy into next year might
well have required too-rapid an increase in bank reserves and conse-
quently too rapid a rate of monetary and credit expansion, given
the strength of aggregate demand.

In brief summary, my position on the posture of monetary policy
in the current changing circumstances is that the discount rate ac-
tion could have been delayed, to await coordination with other Gov--
ernment policies. My willingness to delay discount rate action in this
way is based on the fact that monetary policy has already tightened,
on the lack of evidence that inflationary pressures are strong or.
accumulating, and on the belief that we should continue to set high -
standards for the performance of the economy and, especially, for
the reduction of unemployment.

Chairman Parman. Thank you, Governor Mitchell.

Governor Maisel ?

Mr. Marsen. Mr. Chairman, I have a written statement, but if the
committee will permit, I will try to summarize it somewhat, to save
time. IDbelieve the written statement is before you. .

Chairman Parman. The statement will be included in the record.

Mr. Maiser. Thank you, sir.

(Governor Maisel’s testimony and prepared statement follow :)

TESTIMONY OF SHERMAN J. MAISEL, MEMBER OF THE BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Maiser. I welcome this opportunity to appear before the com-
mittee. I feel that animportant aid tothe independence of the Federal
Reserve System is that it report frequently on-its stewardship, and
that it make clear to the people of the country the difficult problems
of monetary policy. :

I am sorry that the disagreement among the-members of the Board. -
will be spread on the record in this way, but I think it should be clear
that I, at least, did not dissent because I feared. that the action of the
Board would lead to an immediate recession or depression. I also did
not dissent forthe various reasons given in the press.

I felt strongly that the decision of the Board was a very difficult one.
I think all Board members recognize the problems of our position. We

have to.examine all of the data on prices, production, employment, and ~

the balance of payments. This large notebook contains-just a small
number of those that we brought with us—some that we look at every:
day. When we look at these figures, we find .that frequently they are

64-292 O-66-pt. 1—3
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conflicting and frequently they are less accurate than we would hope.
But they are the ones available—the ones we must use.

In looking at these figures as to what has happened, we had to make

up our minds as to what we thought would happen if we raised the dis-
count rate. 'What would happen to the level of production’in the econ-
omy? What would happen to prices? What would happen to employ-
ment? As T looked at these figures, it was my decision that the country
would be better off if we did not raise the discount rate. We would
maintain a better level of employment and a better level of production.
The type of production we would be getting would be preferable, and
our price policy would be maintained.
. For these reasons, I felt that the action of the majority of the Board
was wrong. I felt it was wrong for three reasons: (1) it was done at
the wrong time; (2) it was done in the wrong way; and (3) it was done
for the wrong reasons. I would like to expand upon those matters
slightly, Mr. Chairman.

I think all agree that the economic picture of the country is mixed.
It can be no secret that, like people throughout the country, every
Board member has diligently watched each critical economic variable.

Growth this year has been excellent. Unemployment has decreased
toward our interim goal. Our balance of payments has moved toward
equilibrium, but not as rapidly as some hoped. Price pressures have
exceeded those in recent years. Credit expansion was high. The
strains of growth have been severe.

Continued progress toward full employment is bound to bring
further pressures. Still, in prices, wages, and credit, distortions have
been less than would be expected for a period of such rapid expansion.

- For example, in nonfood commodities, tEose most likely to be influenced
by monetary policy, we note that although the rate of increase since
midyear is slightly over 1 percent a year, wholesale prices are only 1
percent higher than 6 years ago. Nonfood commodity prices in the
consumer price index rose about 3 percent in the 6-year period. Their
increase in the past year was seven-tenths of 1 percent.

The U.S. price stability record in this period far surpasses that of
almost every nation in the world. The credit picture has been mixed,
but here, I think, there is some failure to understand the relationship
of a central bank—the Federal Reserve System—to the money markets
and the problems of credit in the economy.

The critical fact is the amount of reserves furnished by the System
to the banks. When we examine this point, we find that while the
major credit indexes show a high general rate of expansion in the first
part of the year, from June through November commercial bank re-
serves held in the Federal Reserve System actually declined slightly
on a seasonal basis.

We have an economy expanding at a rate of over 7 percent annually,
yet during the last 5 months no additional reserves were furnished to
help finance that expansion. Because existing reserves did shift to
support time deposits attracted from other savings sources, total com-
mercial bank credit continued to expand. The rate, however, was
slower than in the first half of the year, or than in the 2 previous
years.

Other individual measures of credit showed differing reactions to the
lowered reserves. Almost all grew more slowly than in the first half,
and most at rates well below previous years.
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As a result of this moderate credit restraint, interest rates rose

* sharply. On December 3 rates on short-term Governments were about
a half a percent higher than earlier in the year. Corporate and munic-
ipal bond rates had risen about as much, while long-term Governments
were up over a third of a percent. All interest rates were close to their
30-year highs.

n the whole, one could conclude on December 3 that the price and
credit picture showed signs of pressure arising partly from higher de-
mand, and partly from a slowing in the rate of credit expansion.
While unwanted price increases threatened, the cooperative effort to
hold the wage-price level undertaken: by labor, industry, and Gov-
ernment seemed to be working.

The critical forces which would determine price movements for the
next several months appeared to be the relative expansion rates for
total demand and potential output, on expectations and on the suc-
cess of the President’s price and wage programs. Price movements of
the past year could be considered as normal and logical; given the pre-
vious rapid rate of expansion. They offered no evidence as to how
prices might react in a period of steady expansion at full employment.

The critical question was, What about demand for next year? Most
forecasts done by private consultants throughout the country and by
academic groups, showed a balance between supply and demand. In
all of them, however, the critical questions were the Government’s
budget and expectations. A small change in Government expenditures
and revenue for next year would be very important in determining
whether we would have too. much demand or not.

Given the importance of the Federal budget it seemed to me vital
that we wait for the President to determine what the budget was to be.
Clearly, since the budget hadn’t been determined by the administra-
tion, the Federal Reserve could not know it. In fact, the Federal Re-
serve had no inside information on what would happen during the last
half of this fiscal year. Therefore, it seemed to me necessary to delay
at least until the budget was formulated. The delay would entail but
slight cost. A failure to delay by raising the discount rate, would be

. irreversible. Interest rates would have to stay high for a considerable -
period in the future.

Secondly, I believe the action was taken in the wrong way. I felt
that if action were to occur, it should be as part of a coordinated pro-
gram announced jointly with the administration.

I saw four strong reasons for urging this path: One: failure to do
so might be misunderstood as an attack on the administration’s policy,
for full employment growth with stable prices. .

Two: it seemed to be an irresponsible use of independence. It
would decrease the system’s value in the future.

Three: it would diminish the antiinflationary impact desired by
the majority.

Four: it broke tradition and labeled the step as “urgent,” which I
felt it did not deserve. ‘

With respect to the question of independence, a critical fact was
that it reduced the choices on national policy available to the Presi-
dent. We were informing him that monetary policy would be tighter,
leaving him to adjust fiscal and wage-price policy accordingly.
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Many people recently have argued that the country can achieve a
roper level of total demand by a policy of high interest rates offset
y high budget deficits. They point out that each dollar of demand

curtalled by higher interest rates can be offset by a budget deficit.
As a fiscal conservative and a believer in leaving the maximum of
choices to our market economy, I dislike this theory.

I think we may well be better off with a smaller budget deficit and
lower interest rates. That is a path I personally prefer; but more
important than my own beliefs is the fact that I dislike attempting
to impose them unilaterally -on other parts of the Government. I
would have preferred to explore all possible channels in an attempt to
get a coordinated program.

The Board’s freedom to act requires that it use responsible states-
manship in achieving better economic policy. History has shown that
dividing the monetary from the fiscal functions of the Government is
wise. 6therwise, the creation of money to fill the public purse can
become an engine of inflation.

Because the Federal Reserve has a unique responsibility for main-
taining monetary integrity, we must work as hard as possible to make
certain that it is used properly. That, I take it, is the purpose of our
meeting today. :

Costs of conflict between monetary, fiscal, and wage-price policies
are high. Achieving sound policies which will enable our economy
to grow with stable prices, at full employment, is a most difficult task.
In such decisions, the Federal Reserve System has a vital role. It

must remind other agencies of the need for monetary probity, and-

must insist that the value of the dollar be maintained.

However, our independence and right to act should be used pri-
marily as a valuable ace in the hole. An unnecessary use of power
may dangerously weaken the System. The weapon of independence
is clearly a major bargaining force. However, because monetary
and fiscal policies are necessarily interdependents, national goals may
be more easily achieved if the ability to act leads to a coordinated
program rather than independent action.

Weapons held in reserve may be more powerful than those-com-
mitted at the earliest sign of conflict.

Finally, as to the use of the discount rate, with its upper ratcheting
of interest rates, it seemed to me that this action was incorrect, and
diminished the noninflationary force of a policy change.

Senator Robert Taft, when he was on this cornmittee, used to point
out frequently the need in analyzing tax and interest rate increases
 to consider three different effects of an action: (1) the direct or de-

creased effect on demand which lowers prices; (2) the fact that in-
terest is a business cost and, therefore, raises prices (the gross interest
payments in our economy are about $70 billion a year, so that this is
not a minor cost) ; and (3) the announcement effect on expectations
and actions of others which may result from the action.

It seemed to me that the procedure used by the majority of an-
nouncing a discount rate at this time increased the inflationary in-
direct effects; that is, of the side effects of this movement. Therefore,
the total deflationary impact would be less than could otherwise be

gained.
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Now, interestingly enough, as I came down this morning, I wassent
a result of a computer simulation of this point. It brought this fact
out well. -This was done on one-of .the very large models of the
economy at the Brookings Institution. It showed that the manner in
which this action was taken tended to increase the price influences
rather than decrease them.. Whereas, if it had been taken in' the
way suggested by Governor Mitchell, it would have probably had a-
more deflationary impact.  F must say that I felt that this conflict
between the method and the goal existed at the time the action was
taken, but I did not have the evidence—if it can be called evidence—
of the computer. However, it was not a line of reasoning that could
be successfully used to convince my colleagues.

Finally, I believe the reasons given for the raise were wrong. I
felt that the stress on the balance-of-payments factors was simply in-
correct for reasons I have made clear in the past. I agree strongly
with Secretary Fowler, the man who is charged by the President with
the responsibility-in this matter. I might quote the headline in-the
New York Times today : “Fowler on Interest Move Denies That Ris-
ing Rates Will Succeed in Cutting Flow of Dollars Abroad.”

1 think that his analysis is proper. I also fear that the use of
balance of payments as an excuse to raise interest rates—this is the
third or fourth time that this has been done—will greatly weaken our
whole foreign policy and our international relations in this field.
~ Also, as was made clear earlier, I felt that-the discussion of credit
was only partial. The critical factor was that the System had not
been furnishing reserves. I also felt that small additions to reserves
do not have the large influence which many people feel. I believe
that there is a direct relationship between the amount of money, the
amount of reserves in the economy. and increases in demand.

Some people apparently have a view that a small increase in re-
serves can cause a runaway increase in credit. This would have to
result from a speeding up of the use of money. I have tried to check
this out. I have asked our staff to go over it very completely. 1
have asked many of the monetary historians in the country, many of
the monetary theorists, whether they have seen any evidence of such
action in the past, and whether they feel that this is a logical way
for the economy to act. Their answer—I think in every single case—
was no, that while some people have this view of the economy, they
see no evidence of it either in history or theory. ’

Well, Mr. Chairman, it was for all of these reasons that I opposed -
the action taken by the majority, but I want to make it clear again
that while I believe the discount rate change at this time was incorrect
policy, it is a move that can and will be absorbed by the economy with-
out causing an immediate recession.

I think we must recognize our limited experience in operating for
any length of time at full employment. However, the potential gains
to our national welfare from the successful development of policies
that will allow rapid expansion with stable prices are enormous. I
hope that we can think of the current action as behind us, and feel
that now it is the time to try.again:to work out a better coordinated
- use 1of all types of policies which can help in achieving ouir national
goals. ‘ ‘

g. Thank you, Mr. Chairman.
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Chairman Parman. Thank you, sir.  Your prepared statement will
also be placed in the record.
(The statement follows:)

PREPARED STATEMENT OF SHERMAN J. MAISEL, MEMBER, BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

I am pleased to have the privilege of appearing before the Joint Economic
Committee. The Employment Act of 1946 and the knowledge developed in the
reports and hearings of this committee have made major contributions toward
the rapid, orderly, noninflationary, growth of the U.S. economy and toward bet-
ter public understanding of the problems involved in maintaining such progress.

I also welcome this opportunity because I believe the independence of the
Federal Reserve System to be a keystone in our economy’s proper functioning.
Maintenance of independence is possible only with full public support. Hearings
such as this give the Federal Reserve System an opportunity to explain the com-
plexities of monetary policy. They enable the System to report on its steward-
ship while helping the people of the United States to shape their views as to a
proper monetary policy.

I am sorry that as a result of these hearings internal conflicts will receive wide
publicity. However, the action of the Board raising the discount rate was sig-
nificant and worthy of a report to the country. I trust that the net results will
be positive. ‘I hope we will gain a better understanding of past action plus im-
proved policies for the future.

AGREEMENTS AND DISAGREEMENTS

I was somewhat unhappy about the action taken by my fellow Board members
on December 6. However, I want to make it clear that my dissent was not
based on some of the reasons carried in the press. I do not fear that at this
time higher interest rates will lead to an immediate depression or deflation.
I respect the motives of all my fellow Board members. Each voted according
to his own view of how a better economy could be achieved. The action was
deliberative. Its timing did not arise from political or other ulterior motives.
An attempt to characterize the votes as based on a belief in “hard money” or
“easy money” is not helpful either. Each member clearly based his vote on how
he believed the Board could best insure sound money and sound growth for the
economy.

I disagreed on positive grounds. I felt that a discount increase at this time
was premature. Furthermore, this action posed a net threat to longrun price
stability. More specifically I concluded that—

(1) No sound decision was possible without firm information on the
Federal budget. A delay of 1 month to await such knowledge could do little
harm. It would enable us to make a much sounder choice.

(2) To act without far more effort at obtaining agreement on a co-
ordinated monetary, fiscal, and wage-price policy was wrong. The method
and timing of the discount rate increase decreased its hoped-for impact.
It threatened to introduce undesired, inflationary side effects. It made the
future development of sound full-employment policies more difficult. Uni-
lateral action could only weaken the President’s leadership in a critical
war period.

(3) Two major reasons cited by the majority for immedate action are,
I believe, based on faulty theoretical reasoning. Their continued use as a
basis for policy can only do harm.

(4) In departing from its normal and publicized policy of not making
discount moves in advance of the market, the Board invested its recent
decision to curtail credit expansion and raise interest rates with an urgency
that I feel was unwarranted.

If I may, Mr. Chairman, I would like to expand on each of these four points.

A MONTH’S DELAY SEEMED ADVANTAGEOUS

It can be no secret that, like people throughout the country, every Board mem-
ber has diligently watched each critical economic variable. Growth this year has
been excellent. Unemployment has decreased toward our interim goal. Our
balance of payments has moved toward equilibrium, but not as rapidly as some
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hoped. Price pressures has exceeded those in recent years. Credit expansion
was high. : :

The gtrains of growth have been severe. Continued progress toward full
employment is bound to bring further pressures. Still, in prices, wages, and
credit, distortions have been less than would be.expected for a period of such
rapid expansion. For example ‘in nonfood commodities (those most likely to
be influenced by monetary policy) we note that although the rate of increase since
midyear is slightly over 1 percent a year, wholesale prices are only 1 percent
higher than 6 years ago. Nonfood commodity prices in the Consumer Price
Index rose about 3 percent in the 6-year period. Their increase in the past year
was seven-tenths of a percent. The United States price stability record in this
period far surpasses that of almost every nation in the world.

The credit picture has been mixed. The major credit indexes show a high
general rate of expansion in the first part of the year. From June through
November, however, commercial bank reserves held in the System decreased.
An economy expanding at a rate of over 7 percent annually received no addi-
tional reserves.

Because existing reserves shifted to support time deposits attracted from
other saving sources, total commercial bank credit continued to expand. The
rate, however, was slower than in the first half of the year or in the 2 previous
years. Other individual measures of credit showed differing reactions to the
lowered reserves. Almost all grew more slowly than in the first half and most
at rates below previous years.

As a result of this moderate credit restraint, interest rates rose sharply. On
December 8, rates on short-term Governments were about a half a percent
higher than earlier in the year. Corporate and municipal bonds had risen about
as much, while long-term Governments were up over a third of a percent. All
rates were close to their 30-year highs.

On the whole, one could conclude on December 3 that the price and credit
pictures showed signs of pressure arising partly from higher demand and partly
from a slowing in the rate of credit expansion. While unwanted price increases
threatened, the cooperative effort to hold the wage-price level undertaken by
labor, industry, and the Government seemed to'be working.

The critical forces which would determine price movements for the next
several months appeared to be the relative expansion rates for total demand ,
and potential output, expectations, and the success of the President’s price and
wage programs. Price movements of the past year could be considered as
normal and logical given the rapid rate of expansion. They offered no evidence
as to how prices might react in a period of steady expansion at full
employment.

Most projections of demand and supply available when the Board made its
decision were in balance. In all forecasts, however, a recognized critical prob-
lem was inexact knowledge as to next year’s growth rate for Federal expendi-
tures and revenues. Depending on growth in the Federal budget, the country’s
.demand might expand either more slowly or somewhat faster than capacity.

The Federal Reserve had no special information as to likely changes-in the -
budget. Since, in attempting to formulate a correct policy for next year, the
budget figures are critical, it seemed to me improper to make a drastic monetary
change until- this information became available. Reinforcing this reasoning
was the fact that although a 1-month delay was technically feasible, an increase
in discount and interest rates would be irreversible for a considerable period.
The arguments for immediate action seemed weak.

' THE NEED FOR COORDINATION

A more significant reason for urging a delay than incomplete information was
my belief that this action failed to give sufficient weight to the necessity for a
proper coordination of fiscal, wage-price, and monetary policies.

It would be interpreted by many as-an attack by the Federal Reserve on the
national consensus or program for meeting price pressures. - Some would feel that
the Board was assailing recent governmental policies. Others would assume
that the Board did not accept maximum full-employment growth with stable
prices as a national goal. Raising the discount rate would be interpreted as a
view by the Board that because full employment increases inflationary problems,
restrictive monetary policy must be_invoked at its mere approach.
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More important, I felt that a failure to coordinate was an irresponsible use of
our independence. It reduced the choices on national policy available to the
President. We were informing him that monetary policy would be tighter, leav-
ing him to adjust fiscal and wage-price policy accordingly.

Many people recently have argued that the country can achieve a proper level
of total demand by a policy of high interest rates offset by high budget deficits.
They point out that each dollar of demand curtailed by higher interest rates can
be offset by a budget deficit. As a fiscal conservative and a believer in leaving
the maximum of choices to our market economy, I dislike this theory.

I personally think that in the current situation, adjustments through fiscal
policy might be more advantageous. The country may be better off with lower
deficits and lower interest rates. If demand is great enough, we may need a
budget surplus. Increasing interest rates primarily penalizes growth and
improvements in urban life. It tends to restrict modernization of plant and
equipment, growth in housing, and the expansion and rebuilding of vitally needed
State and local improvements. It increases the Federal deficit. It makes the
task of the small businessman more difficult.

But more important than my own beliefs is the fact that I dislike attempting
to impose them unilaterally on other parts of the Government. I would have
preferred to explore all possible channels in an attempt to get a coordinated
program. The Board’s freedom to act requires that it use responsible statesman-
ship in achieving better economic policy.

History has shown that dividing the monetary from the fiscal functions of
government is wise. Otherwise the creation of money to fill the public purse can
become an engine of inflation. Because the Federal Reserve has a unique respon-
sibility for maintaining monetary integrity, we must work as hard as possible to
make certain that it is used properly.

The costs of conflict between monetary, fiscal, and wage-price policies ae high.
Achieving sound policies which will enable our economy to grow with stable
prices at full employment is & most difficult task. In such decisions, the Fed-
eral Reserve System has a vital role. It must remind other agencies of the
need for monetary probity and must insist that the value of the dollar be main-
tained. However, our independence and right to act should be used primarily
as a valuable ace in the hole. An unnecessary use of power may dangerously
weaken the System. The weapon of independence is clearly a major bargain-
ing force. However, because monetary and fiscal policies are necessarily inter-
dependent, national goals may more easily be achieved if the ability to act
leads to a coordinated program rather than independent action. Weapons held
in reserve may be more powerful than those committed at the earliest sign of
conflict.

It also seemed clear that a precipitate action by the Board in the light of
recent history would decrease its hoped-for deflationary impact. People might
mistakenly believe that the action was taken on far firmer grounds than it was.
They might assume that the Board was convinced that inflation was imminent.
This sudden action could easily cause a rise in expectations and a sharp runup
in demand. Others might not understand the significant difference between
banks raising their prices and unions and other industries doing likewise. They
might feel justified in demanding higher wages or prices.

To some people’s surprise my views on the requirements for evaluating

the total (both direct and side effects) results of this interest rate action have
been highly influenced by Senator Robert Taft. As a member of your com-
mittee, he pointed out on numerous occasions that tax (and by implication,
interest) increases have three separate influences: (1) Demand is decreased,
thus tending to reduce prices; (2) costs are raised, tending to raise prices;
(3) the changed situation (announcement effect) may lead to independent price
increases.
" Most people concerned with the discount change stress only the first factor;
that is, that higher interest rates make credit more expensive. People decrease
their desires to purchase equipment, plants, houses, autos, etc. The lowered
demand for goods means a lowered demand for employment. There is less pres-
sure for wage and price hikes.

In addition though, we all recognize that interest is a cost of doing business.
Gross interest payments in this country total about $70 billion a year. Raising
a cost must have some influence on prices.

The announcement effects are expected to be mixed. However, any pro-
cedures that raised expectations or decreased the ability of the administration
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to maintain. its wage-price guidelines would diminish the desired price
infiuences. .

- It seemed clear to me that the method used by the Board of raising the dis-
count rate failed to coordinate monetary, fiscal, and wage-price policies. 1t was
bound to increase the undesired price-increasing side effects at the expense of
the hoped-for. deflationary impact. A delay of a month to enable the Govern-
ment to announce a unified policy would. greatly increase .the effectiveness of
the Board’s action.

IMPROPER REASONS

I am also cencerned because it appears to me that the reasoning and action
of the majority tend to enthrone as causes for monetary restraint two pieces of
theory which I feel are-invalid and dangerous precedents. These are: (1) the
continuing use of-higher interest rates in the U.S. economy for balance-of-pay-
ments purposes; and (2) the concept that one must act in advance of changes
in demand for fear that once demand starts to grow it can be contained only
with much higher sacrifices.

1 have previously stated my views on-the balance-of-payments-argument. The
United States is doing extremely well in restraining interest-sensitive items
through present programs. Xurther rate increases might simply be matched
again overseas. Indeed, higher rates may have a perverse effect. U.S. interest
payments abroad would rise immediately. Higher financing costs would make
our exports less competitive. Slower growth in this country might make direct
investments abroad—our chief problem area—look even more inviting.

The traditional belief in higher interest rates for balance-of-payments reasons
assumes either (1) rates high enough to raise unemployment sufficiently to cur-
tail imports or (2) interest high enough to change capital flows. No one admits.
to desiring the first path. The second path I regard-as dangerous and almost
impassable.

When the discount rate was raised, the President was in the process of announc-
ing a revised balance-of-payments program designed to bring about the necessary
return to equilibrium. I believe the President’s program "was proper and suf-
ficient. The constant use of balance of payments as a theme to raise interest
rates can only have a most unfortunate longrun impact.

I am not certain I understand the argument that it was impossible to delay
action for a month or until sufficient information about demand, prices and credit
became available. This is contrary to what we know about most decision proc-
esses. As I understand this reasoning, it holds that delays and small infusions
of additional credit are extremely dangerous. They lead to highly magnified.-
inflationary conditions in the future. The use of credit gains momentum and runs
away after some critical point.

We must admit that anything, including such results, may be possible. How-
ever, most people who have studied our monetary gystem-carefully believe such.
a situation is extremely unlikely -to occur. A large-scale credit expansion with-
out added reserves would require peculiar types of discontinuities in our mone:
tary system. There is no indication they exist. They-have not- appeared in -
the past. I spent considerable time trying to track down the basis of this idea. .
No one I asked on our staff or among monetary historians or theorists could find
any support for this doctrine. . . :

T concluded that neither the idea of a critical mass of credit nor the balance-
of-payments argument was a proper basis for policy decisions.

THE METHOD OF CURTAITING CREDIT EYPANSION

When it becam'e evident that a majority of the Board felt that a curtailment of
credit was desirable, a question arose as to the best method of procedure. This
is clearly far more a question of judgment than of analysis or of values. 1
felt that an immediate discount rate change should be avoided. The Board
has had an established policy of letting discount rate changes follow the market.
It has stated .that it rarely deviates from-this policy unless it desires to stress
the importance of the change and-to obtain a magnified effect.. The disadvantages -
of decreasing credit at this time seemed sufficiently great. I saw no special
circumstances requiring a break with traditional policy.

In addition to all other disadvantages, the rate change method together with
the change in regulation-Q,-made it possible that the level of credit and demand
would be raised rather than lowered. The System would have to furnish addi-
tional reserves for the transition period. A shift from demand to time de-
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posits would mean that the existing reserve base could support a credit expan-
gsion. As a result, the action would bring higher interest rates, but at least
initially an undesired increase in real demand could occur.

Given the expressed desire to curtail credit rather than to ratchet the interest
rate structure upward, a more traditional and simpler approach appeared prefer-
able. The System could simply determine not to furnish additional reserves and
not to raise regulation Q. The discount window could have been opened wider to
meet urgent needs. Borrowed reserves have been low by past standards for peri-
ods of restraint. Tighter money and larger borrowed reserves would have led
to higher rates which could then have been ratified by a later discount rate
change. This would have avoided the uncertainties and misunderstandings of
the present situation. There would have been time for coordination with the
fiscal authorities. If no agreement was possible, there at least could have been
an announcement of a joint agreement to disagree.

Mr. Chairman, this concludes my statement. I want to make it clear again
that while I believe the discount rate change at this time was incorrect policy,
it is a move that can and will be absorbed by the economy without causing an
immediate recession.

‘We must recognize our limited experience in operating for any length of time
at full employment. However, the potential gains to our national welfare from
the successful development of policies that will allow rapid expansion with stable
prices are enormous. I hope that we can think of this action as behind us. Now
it is time to try again to work out a better coordinated use of all types of policies
which can help in achieving our national goals.

Chairman Parman. Without objection, we will ask Mr. Knowles,
the staff director, to designate someone to keep the time, and each
member will be recognized for 10 minutes. Each member will assume
the responsibility of stopping at the end of 10 minutes so other mem-
bers will have a chance, too.

If it is all right, we will try to continue until all the members of
the panel here today have an opportunity, before we recess for lunch.

I would like to take my 10 minutes at this time.

I have here three charts that I would like to call your attention
to. The first is a chart on outstanding negotiable time certificates
from 1960 to 1965. They increased from about $1 billion at the end of
December 1960 to about $16.5 billion December 1, 1965. That is the
first chart I would like to put in the record. (See p. 85.)

. Chairman Parman. Mr. Martin, I would like to ask you this ques-
tion: Did you approve the banks buying these certificates of deposit
in the amounts in which they have bought them ¢

Mr. MarTIN. From time to time we have had questions about whether
it was a wise course for them, but we have neither approved nor
disapproved them.

Chairman Patman. You have neither approved nor disapproved.

But they were practically unknown before 1960, weren’t they, Mr.
Martin?

Mr. Marrin. Their great use has come in since that time, but it has
been extremely beneficial in the sense that it has made possible lower
rates for municipal financing and has taken some of the savings and
projected them in useful ways.

Chairman Patman. We will go into the reasons for their increase
a little bit later, if you don’t mind.

Now, the second chart I insert in the record shows the yields on
U.S. Government securities from 1941 to date. If you will notice
here from 1941-—really, from 1939—to 1951, the Federal Reserve




FEDERAL RESERVE AND ECONOMIC POLICY 35

OUTSTANDING NEGOTIABLE TIME CERTIFICATES
OF DEPOSIT, ANNUALLY, 1960-1965
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kept the rates practically uniform. Twelve years of the worst dif-
ficulties of our history; deflation, inflation, depression, and war; but
the Federal Reserve, cooperating with the administration, kept Gov-
ernment bond rates—long-term—at 214 percent or below. Kvery per-
son who wanted to sell his bond always had a market for it, and got his
money back. Government bonds sold at par.
I will put that in the record at this point, without objection.
See p. 36.) '
hairman Parman. Now, one more chart: long- and short-term

interest rates. It will be put in the record, and we will take it up later - -

on, but it tells a good story about the fluctuation of both long-term and
short-term. :

(See p. 37.)




YIELDS ON U.S. GOVERNMENT SECURITIES

PER CENT PER ANNUM

PER CENT PER ANNUM

T )
MONTHLY AVERAGES OF DAILY FIGURES

6

|

-~

I o

NOTES AND BONDS

pL VN

[N
3-5 YEARS AN
X \l

f\‘/

ofﬂﬁr| | L1

MY | | A
Mo f(/
\Y ,\Jf

TREASURY BILLS
3 MONTHS

MARKET YIELD

R OSSO SN SO IR N .

1941

1945

1950 1955

Source: Board of Governors of Federal Reserve System

: L_o
1960 1965

9¢

ADII0d DINONODHE ANV FAYASHY TVIACHL




LONG- AND SHORT-TERM INTEREST RATES

PER CENT PER CENT
10 ANNUALLY 10
8 8
— BONDS: ]

|
. A HIGH-GRADE
6 _\7\j A RAILROAD 6
A,
/,—-N; o-

PRIME

CORPORATE

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

2 COMMERCIAL PAPER - 30-YEARS — 2
4-6 MONTHS BASIC YIELDS
‘oLllllIlIlIllllIlIIHlIIlHIIII'IJ_LJJ’IIHU!HIHII!IIIIIHIQ
1900 1910 1920 1930 1940 1950 1960

XD0ITOd OINONODOT ANV FAUHSHY TVHIQEA

Lg



38 FEDERAL RESERVE AND ECONOMIC POLICY

I believe, Mr. Martin, since you went in as Chairman, interest rates
have gone up on Government securities about 100 percent.

Now, have you ever considered an alternative to increasing interest
rates every time you want to stop real or fictitiously assumed nflation ¢
Have you considered other alternatives? I assume that you have.

Mr. MarTIN. Wealwayshave.

Chairman ParmanN. You alwayshave.

Chairman Patman. You have never raised reserve requirements.
You know that is a wonderfully effective weapon. It is just as good as
raising interest rates, and will not put added costs on the consumer.

Mr. MarTIiN. We have been over this many times, Mr. Patman.
Reserve requirements have been changed about four or five times.

Chairman Parman. I know we have, but you always have one
answer, higher interest.

Mr. MarTIN. And you always have one answer, lower interest.

Chairman Patman. I know. I am against tight money. I am not
for easy money ; I am for easier than tight.

Mr. MartIN. You are for low interest rates under all circumstances,
all conditions——

Chairman PatmaN. That is right—I want to see lower rates.

Mr. MarTIiN (continuing). And as I have frequently testified, I
would like to see interest rates as low as we can have them without
producing inflation, because you get the maximum of capital forma-
tion, but% am not for low interest rates under all circumstances and
conditions, because I think inflation is a very disastrous thing for little

eople.
P C%airman Parman. Where I object to your judlgment is the fact
that you always wind up using higher interest. You never end up
suggesting anything else.

Mr. MarTiN. That is not correct, Mr. Patman. The record doesn’t
show that. T have on a number of occasions in the last 4 years

Chairman Patman. It would be refreshing to me as well as interest-
ing to know about it.

r. MarTIN. Well, the record should show that I have, on certain
occasions, urged lower interest rates as well as higher rates, depending
on economic conditions, and at one time we got the bill rate Sown to
a half of 1 percent.

Chairman Patman. If we were to have a real inflation, do you know
of any better way to skim off the excess purchasing power than equi-
tably increasing taxes? ,

M};‘. MarmiN. I would certainly favor that; and in the period that
you referred to there of pegged interest rates during the war, I think
we would have been better off if we had used tax policy a little bit
instead of letting the Federal Reserve become an engine of inflation.

Chairman Patman. Well, it worked pretty good. We kept the
interest rates down to 214 percent and below for 12 years, the worst——

Mr. MarTiN. During the wartime period it worked pretty well,
but when the war was over and we found that people just had a “put”
on the Government at 214 percent, there came a time when it was like
dealing with Niagara Falls and this meant the Federal Reserve faced
a flood of Government securities.
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Chairman Patman. There was a big lobby moved into town, you
know, about that time. I could tell you more about that. )

Mr. MarTiN. There was no lobby. I was Assistant Secretary of
the Treasury, and there are always lobbies in Washington, but there
‘was then no unusual lobby.

Chairman Parman. To switch to another point—have  you really
tried to protect the 41/-percent maximum rate on long-term bonds as
the law requires? You know, the law passed back in Woodrow Wil-
son’s ‘administration says that we shall not pay any more than 41
percent on-long-term bonds, and Congress has stayed by that. Efforts
have been made to take the ceiling off, and will probably be made-
again. These efforts failed before and I predict that they will fail
again. -

Mr. MarTiN. I have consistently done everything I can to see that
we have as low interest rates as we.can have without producing infla-
tion.

Chairman Parman. Mr. Martin, there is another thing that I would
like to ask you about at this time. If you don’t want to answer it fully
now, we can do it later on, of course, but you have in the vaults of the
New York bank $40 billion in bonds, about $41 billion now, isn’t it?

Mr. MarTin. I think that is roughly correct.

Chairman Parman. Through your Open Market Committee and
its operators you took one form of Government obligation, Govern-
ment credit and Federal Reserve notes and traded for another—Gov--
ernment securities. They have-been paid for once. Now who has
custody of those bonds?

Mr. MarTiN. The Federal Reserve has custody of them.

Chairman Parman. Which part of the Federal Reserve?

Mr. MarTiN. Well, the Federal Reserve Bank of New York. Now
you say it is the only bank in the System; but we have 12 banks, all
of which participate.

Chairman Patman. I know, but I am talking about custody now.
Custody. The Federal Reserve Bank of New York really is the Fed-
eral Reserve System, isn’t it, because the other 11 banks don’t know
what is going on. They have to get a report from the Federal Reserve
. Bank of New York.

Mr. MarTin. No, no, Mr. Chairman.

Chairman Patman. Now wait just a minute. They have to get a
report from the Federal Reserve Bank in New York before they can
issue a condition statement. Isn’t that correct?

Mr. MarTin. Every 3 weeks we have a meeting of the Open Market
Committee.

Chairman Patman. Is that correct or not? I object.to your going
into that. I want you to answer this question, if you please.: '

Mr. MarTin. Well, you can’t answer the question the way you are
asking it without giving the answer that you are trying to get, which
is not the right answer.

Chairman Parman. I asked you a very simple question. The
simple question is: Isn’t it a fact that not.1 of the other 11 banks can
make a condition statement ¢- :
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Mr. Martin. T refuse——

Chairman Parman. Until the Federal Reserve Bank of New York
tells them their condition ?

Mr. Martin. This is proper procedure, proper organization, and
the Congress gave us the open market setup. We meet every 3 weeks.

Chairman PatMaN. So the answer is “Yes.”

Mr. MarTin. The answer is “No.” The answer is “Yes” the way
you want to construe it.

Chairman Parman. Well, there is only one answer the way I see
it, and I have gone over it with you before. Is anybody under bond
for the safekeeping of those $40 billion in bonds?

Mr. MarTin. Mr. Patman, we have been over this many times.

b C(}im;rman Parman. Well, tell me who is under bond to keep those
onds?

Mr. MarTin. We have had an extremely good record through the
years of handling securities. Even in the case of the securities that
yolu have raised the point about in San Francisco, no one has sustained
a loss

Chairman PaTaan. Noj just carefully handled them and lost them
and haven’t accounted for them yet. That is only $714 million,
though. I am talking about $40 billion now.

Mr. MarTin. $40 billion.

fC{xa,irma,n Parman. There.is no one under bond to keep those bonds .
safely.

Mr. Marrin. The procedures of the Federal Reserve in this area are
as good as any procedures that have been devised in the world. I am
not trying to say we are perfect, but the procedures by which we
handle these securities are recognized throughout the world as proper
and effective.

Chairman Patman. But the conclusion is that you have $40 billion
in bonds that have been paid for once by Government credit and Gov-
ernment Federal Reserve notes. You are a fiscal agent of the U.S.
Government. A fiscal agent is supposed to do the right thing, of
course, in regard to its principal.

Now, when you trade one form of Government obligation for another
form, don’t you think you should cancel the one that you get? Other-
wise, both of them are outstanding, and it becomes a double obligation.
It is similar to this; if you had a home that you had a mortgage on in
the amount of $10,000, and you gave your agent—we will call him a
fiscal agent—a $10,000 check to buy that mortgage, not due yet, he took
your check, he paid the balance due on your $10,000 mortgage, and the
check was canceled, the money was taken from your funds, but the
fiscal agent, just like the Federal Reserve, has a mortgage transferred
to him and then when the interest becomes due, it becomes due for the
interest, then when the actual debt comes due, it comes back to you to
pay it a%f]ain.

Isn’t that exactly the same way that the Federal Reserve is doing that

right now?

r. MarTIN. This is this double accounting that we spent a whole
morning discussing, as you know, and I will be glad to put into the
record again what I said at that time.
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(Material relevant to the discussion at this point was later furnished
by the Federal Reserve Board and follows herein :)

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM,
) Washington, August 19, 1965.
Hon. WRIGHT PATMAN,
Chairman, Committee on Banking and Currency,
House of Representatives, Washington, D.C.

DEAR MR. PATMAN : At your recent hearings on H.R. 7601 I was asked to supply
additional information as to transactions in Government securities, particularly
with reference to whether the Federal Reserve System forces the Government to
pay its debts more than once, or had advocated giving away Government secu-
rities to commercial banks.

1 am attaching comments on these points for the record of your hearings.
Briefly, my views are that— N

(1) Interest-bearing obligations of the United States are issued by the
‘Preasury, and can be paid off only by the Treasury ;

(2) The Federal Reserve banks pay for the Government securities they
buy by assuming a deposit liability to a commercial bank—not, as you have
stated, by issuing Federal Reserve notes;

(3) Federal Reserve notes are direct liabilities of the Federal Reserve
System, and only contingent liabilities of the Treasury ;

(4) The System pays for the securities it buys, but cannot be said to pay
them off unless one treats the liabilities of the System as if they were liabili-
ties of the Treasury;

(5) Distinguishing the assets and liabilities of the System from those of
the Treasury is essential to keep the credit functions of the System separate
from the borrowing functions of the Treasury ;

(6) Your assertion that the System in 1959 advocated giving away $15
billion of its Government securities to commercial- banks, whereas it now
opposes saving taxpayers $1.1 billion a year in interest costs by transferring
$30 billion of its securities to the Treasury, is unfounded because—

(a) The System has never advocated giving away any of its Govern-
ment securities, let alone $15 billion of them; and
(b) H.R. 7601 would not save the taxpayer a penny.

The attached comments open with a case history of a U.S. Government security,
as requested by several members of the committee, that provides a background
for the other comments that follow. " o

Sincerely yours, .

‘WM. McC. MARTIN, Jr.

Attachments.

.

ATTACHMENT 1
A CASE HISTORY OF A UiS. GOVERNMENT SECURITY

The U.S. Treasury issues interest-bearing obligations of the U.S. Government,
either for cash, when it needs money to cover current expenditures, or to re-
finance maturing obligations as they come due. There are usually special pro-
visions in the case of a refinancing which permit holders of the maturing secu-
rities to exchange their holdings for the newly issued securities. Hence, for
the sake of simplicity, let us consider only the case where the securities are being
sold to raise new cash. :

Such securities are sold to the public—in the broadest sense of the word.
Anyone may subscribe.. If—as is practically always the case—total subscrip-
tions exceed the amount offered, the available securities are allotted by the
Treasury. Smaller subscribers are usually allotted 100 percent and the re-
mainder is divided pro rata among the larger subscribers. Theré are no fees
or commissions in connection with these offerings. A buyer may subscribe
through his bank, as a matter of convenience, or he may go directly to a Federal
ReIsJerve Bank, if he pi'efeis. x -

et us assume that the XYZ insurance compan, urchased a 414-per
20-year $100,000 bond in such an offering. It would,yofpcourse, get th:{i bggd({eli]tts,
account at its bank would be debited $100,000; and, in turn, the bank’s acct;unt
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at the Federal Reserve would likewise be debited and the account of the U.S.
Treasury credited. The Treasury could then draw checks on this account to
make the payments for which it borrowed in the first instance, so that the money
would finally end up in the account of someone who had sold goods to or performed
services for the Government.

At this point, the net change is that the insurance company has given up cash in
exchange for a promise from the Treasury to repay in 20 years, with interest, and
the Treasury has discharged a debt for which payment was due and taken on an
obligation to pay in 20 years, with interest.

Government bonds of this sort, as distinct from savings bonds, are completely
negotiable. Anyone can sell them anytime to anybody at any price. They are
also widely used as collateral for loans.

They may be sold directly by one individual to another, by a bank to an indi-
vidual, or they may move through the hands of a dealer who specializes in
buying and selling these securities. Unlike stockbrokers, these dealers do not
charge a commission. They hope to cover their expenses and make a profit
from the spread between the prices at which they buy and those at which they
sell, and sometimes from the fact that the yield on the securities they carry in
inventory is higher than the cost of the money they have to borrow in order
to carry them.

There are no restrictions on entry into this business and no license is required.
The only requirefnents are that the dealer have enough capital so that those
who do business with him can be confident he will be able to honor his commit-
ments and that he is prepared, in fact, to “make a market” in Government
securities. The Federal Reserve Bank of New York, as agent for the Open
Market Committee, will buy from or sell to any dealer who meets these quali-
fications. .

Thus, if the XYZ insurance company wishes to sell its Government bond, say,
to make a mortgage loan or to pay a beneficiary, it can sell to anyone it chooses
for the best price it can get. This may be more or less than $100,000, depending
on the yields on alternative investments at the time it sells. It is possible,
perhaps likely, that it can do better by selling to a dealer than to any other
purchasers it can readily locate. So, it sells to the ABC securities company.
Since no dealer ordinarily has enough capital to carry his entire inventory, ABC
would, in all likelihood, pledge the bond as security for a loan from its bank,
using the proceeds of the loan, in effect to pay XYZ insurance company.

The dealer now has the bond, along with many others, “in stock” and he is
constantly in touch with customers who are interested in investing part of their
resources in Government bonds. He may sell it again in a few minutes, a few
days, or may hold it for some months.

Now, for reasons which are set forth in various readily available publications-
(e.g., the Federal -Reserve System—Purposes and Functions), from time to.
time the Federal Reserve System buys Government securities to injeet funds
into the economy or sells them to absorb funds that would otherwise constitute
an oversupply. Generally, those transactions are in Treasury bills, with ma-
turities of 1 year or less, but on occasion the System does buy or sell longer-term,
coupon issues. Thus the “desk” at the New York Federal Reserve Bank, which
trades for the System account, might decide to buy bonds while the $100,000
bond was being offered for sale by ABC securities company. Accordingly, ABC’s
bond might be included in a package to be sold to the System. In this case,
ABC would have the bond released from its collateral account at its bank by
paying off a corresponding part of its loan or substituting another bond so that
the released bond could be delivered to the Federal Reserve Bank. The Reserve
bank would pay for the bond by crediting the reserve account of a commercial
bank designated by ABC, and this bank would, in turn, credit ABC's checking
account. There would, of course, be no change in the Treasury’s account, since
this time the Treasury played no part in the transaction.

The securities acquired for the open market account are allocated among the
12 Federal Reserve banks; let us assume that the $100,000 bond ends up in the
account of the Federal Reserve Bank of Minneapolis. In order to include a
transaction that is closely related to H.R. 7601, let us assume that at about
the same time the Federal Reserve Bank of- Minneapolis is anticipating that
member banks in its district will be calling on it for more currency to meet the
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needs of individuals and businesses in its area. It could decide to use this bond
as part of the 100 percent collateral it is required to post for every Federal
Reserve note it issues. In this case, the bond would go over into the Federal
Reserve agent’s account, where it would have to remain as collateral as long
as the corresponding Federal Reserve notes were in circulation. Of course,
this specific bond could be withdrawn and another substituted for it. The
currency issued to the commercial banks would be charged to their reserve
accounts when it was issued.

Nowhere in this process has the bond been paid off. )

At some stage, let us assume, as happens after the Christmas holidays, less
currency is needed in the Minneapolis district. Banks return to the Reserve
bank the currency that is no longer needed and, in return, get credit for it in
their accounts. The Reserve bank can “retire” the currency (Federal Reserve
notes) thus turned in and get back from the Federal Reserve agent's account
the bond it had posted as collateral for these notes. About the same time the
Open Market Committee may decide that economic conditions require sale of
some of the System’s bond holdings to reduce reserves of member banks. The
bond it had purchased from the ABC securities company may be in a package sold
back to ABC. ABC pays for the securities through its checking account at its
bank, and that bank’s reserve account is charged the same amount; reserves are

reduced, just as they were increased when the System bought. Finally, let us’

say that ABC sells the bond to the MNO pension fund, which holds it for the
remainder of its life. ..

At maturity MNO can present the bond at any Federal Reserve bank for
redemption. As agent for the Treasury, the Reserve bank will give MNO a
check drawn on the Treasurer of the United States, which MNO will deposit
in its bank. The bank will present the check to the Reserve bank for credit
to its reserve account, and the Reserve bank will charge the amount of the
check to the same Treasury account it credited when the bond was originally
sold to XYZ insurance company. The bond is then paid off, for the first and
last time. R

During its lifetime, interest, represented by coupons attached to the bond,
falls due. This interest goes to the legal owner of the bond at the time—
whether he is an individual, a bank, an insurance company, a pension fund, or
a Federal Reserve bank. It is collected by presenting the coupon for redemption
in the same way the bond is redeemed at maturity. If the interest is paid to
the Federal Reserve System all of it, after expenses (including dividends and
payments into surplus), is returned to the Treasury. To any other holder, bank
or nonbank, interest received is no different from any other taxable income,

Obviously, there are literally hundreds of other possible transactions that
might take place in the life of a bond, and hundreds of ways in which the pro-
ceeds might be paid and used. This is only an illustrative exposition—simpli-
fied but covering the essentials—of transactions that go on every day. .

ATTACHMENT 2
DOUBLE PAYMENT OF PUBLIC DEBT?

The contention has been made that when the Federal Reserve System buys
Government securiti€és such securities are subject to “double payment” by the
Government and, hence, should be canceled. N .

This conclusion apparently is reached by reasoning along the following lines:

(1) If the holder of a Government security decided to exchange that security
for another—with a different maturity date, for example, as he could in an ad-
vance refunding offer—he would have to turn in the original security to the
Treasury in order to get the new security. Under such circumstances, the
Treasury would cancel the original security and no further interest payments
would be made on it.

(2) The Federal Reserve System uses Federal Reserve notes to pay for its
open market purchases of Government securities.

(3) Federal Reserve notes by statute are in obligation on the U.S. Govern-
ment. Therefore, when the Federal Reserve System uses Federal Reserve
notes to acquire Government securities, it is merely exchanging one form of
Government obligation for another.
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(4) This exchange is similar to that described in paragraph (1) and, ac-
cordingly, to avoid double obligation by the United States on the same debt,
Government securities acquired by the Federal Reserve System in exchanging for
Federal Reserve notes should be canceled.

This line of reasoning involves two basic misunderstandings.

The first misunderstanding is that open market purchases of Government
securities by the Federal Reserve System are paid for with Federal Reserve notes.
Actually, the payments are made through immediate credit in the reserve ac-
counts of member banks designated by the dealer from whom the securities are
purchased.

The System’s open market transactions are handled through 19 gdealers, -of
whom 7 are -banks. The nonbank dealers have standing arrangements that
when they sell securities to the Federal Reserve System the Federal Reserve
Bank of New York will credit the reserve account of a designated member bank
and that bank will credit the dealer’s account.

The point to be noted here is that, while Federal Reserve notes, by statute,
are ‘“‘obligations of the United States,” balances in reserve accounts of member
banks are not. When the Federal Reserve System purchases a Government
security and pays for it by a credit in the reserve account of a member bank, it
has become a holder in due course and there has not been in any sense a payment
by the United States.

The difference between paying for System purchases of Government securities
by issuing Federal Reserve notes or by giving credit in member bank reserve
accounts is not merely a bookkeeping matter. An important difference in ob-
jectives is involved. Federal Reserve notes are put into and retired from
circulation as the needs of the public for hand-to-hand currency rise and fall.
These needs fluctuate in response to factors that are different from—sometimes
in conflict with—the factors that lead to purchases or sale of Government
securities, which are made to implement monetary policy.

The second of the two misunderstandings I mentioned earlier is with respect to
the effect the statutory provision that Federal Reserve notes are obligations of
the United States has on operating procedures. The cause of concern ap-
parently stems from an assumption that Federal Reserve notes are like any
other Government obligation except that they bear no interest.

The fact is that Federal Reserve notes are not like other Government obliga-
tions. The financial operations of the Treasury are not affected by redemptions
of Federal Reserve notes, because the Treasury does not pay for them. The
Reserve banks themselves pay for such redemptions, usually by assuming
a deposit liability for which the Treasury has no obligation.

As stated in the Circulation Statement of United States Money published by
the Treasury Department, “Federal Reserve notes are contingent liabilities of
the United States.” The only exception to this—the only instance in which the
Treasury has direct liability for redeeming Federal Reserve notes—results
from the Old Series Currency Adjustment Act, approved June 30, 1961. Under
that act, the Federal Reserve Bank paid into the Treasury about $36 million, the
amount then outstanding of Federal Reserve notes issued before July 1, 1929
(the old large-sized bills). Under section 5 of the Old Series Currency Act, this
payment transferred to the Treasury the liability for redeeming the notes.
Section 2 of H.R. 7601 similarly provides that the liability for $30 billion in
Federal Reserve notes would be transferred ‘“on the books of the Treasury,
from contingent liability on Federal Reserve notes to direct currency liability.”
These examples confirm: that in the first instance Federal Reserve notes are a
liability of the Reserve bank that issues them, and that an act of Congress is
required if this primary liability is to be transferrred to the Treasury.

Let us now consider the present statutory provisions governing liability on
Federal Reserve notes. Paragraph 1 of section 16 of the Federal Reserve Act




FEDERAL RESERVE AND ECONOMIC POLICY. 45

provides that Federal Reserve notes “shall be obligations of the United States
*« « *» Tpn addition, however, paragraph 2 of the same section provides that,
before Federal Reserve notes can be issued to a Reserve bank, the applying bank
must tender “collateral in an amount equal to the sum of the Federal Reserve
notes thus applied for * * *”; paragraph 4 of the same section provides that
“Pederal Reserve notes issued to any such. bank shall, upon delivery * * * be-
come a first and. paramount lien on the assets of such bank”; and paragraph 2
of section 7 provides that should “a Federal Reserve bank be dissolved or go
into liquidation, any surplus remaining, after the payment of all debts, dividend
requirements as hereinbefore provided, and the par value of the stock, shall
be paid to and become the property of the United States * * *.”

When all of these provisions are cousidered together, it seems clear that their
intent is— - .

(1) 'To provide assurance that the current liability for Federal Reserve
notes could always be met by the collateral required to cover such notes.

(2) To put the statutory obligation of the United States for Federal Re-
serve notes in the form of a contingent liability that would only materialize
in the extremely unlikely event of a Federal Reserve bank being liquidated
under such conditions as to make the assets of such bank, including the col-
lateral behind its Federal Reserve notés, insufficient to meet its liability for
such notes. )

Since the Treasury has no current liability for the redemption of Federal
Reserve notes, it likewise seems clear that no double payment by the Treasury
would be involved even if the System used Federal Reserve notes in paying for
Government securities purchased in the open market. - :

A step-by-step illustration of these transactions follows: :

ILLUSTRATION

(1) Treasury announces a new bond issue, and Community Bank, of Coopers-
town, N.Y., wishing to invest idle funds, sends to the Federal Reserve Bank of
New York (“New York Fed”) an instruction to subseribe for $100,000 of
new bond issue. New York Fed issues the $100,000 bond to Community
Bank as agent_for Treasury and transfers $100,000 from the reserve account
of the Community Bank to the account of the Treasurer of the United States.

(2) Community Bank, seeking funds to make business loans, sells the $100,000
bond to ABC Security Co., a security dealer in New York. In payment, ABC
sends to Community Bank a check drawn on the Metropolis Bank, New York
City. The collection of the check results in Community’s reserve account at New
New York Fed being increased $100,000, and Metropolis’ reserve account at New
York Fed being decreased $100,000.

(8) New York Fed, as agent for the.Federal Open Market Committee, buys the
$100,000 bond from ABC Securities Co. (In actual practice this bond would be
one of a package usually totaling several hundred thousand dollars or more.
For simplicity’s sake, let us assume the bond is allocated to New York Fed rather
than one of the other Reserve banks.) This transaction increases ABC’s check-
ing account at Metropolis Bank by $100,000 and Metropolis’ reserve account at
the New York Fed by the same amount.

(4) The $100,000 bond matures and is paid off out of the Treasury’s account
at the New York Fed. The canceled bond is removed from the assets of the
New. York Fed. _ ’

(5) Community Bank requisitions $100,000 in Federal Reserve notes from New
York Fed and authorizes the Fed to charge its reserve account for these notes.

(6) Community Bank turns in to the New York Fed for redemption $100,000
in Federal Reserve notes so worn from usage that they are not fit to continue in
circulation. This deposit is credited to Community’s reserve account, and thus
the Fed reduces its liability for Federal Reserve notes outstanding and increases
its deposit liability. B -
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Recapitulation
{In thousands]

Increase or decrease in—

Transaction Effect of transaction
number v
Assets Liabilities
TREASURY
) S, Increased bond debt. _. ... | +$100
Increased balance with Fed. 48100 | ..
L SR Decreased bond debt...__ .. | . -100
Decreased balance with Fed =100 |iccmcaaeeee
Net change.

NEW YORK RESERVE BANK

} S, Decreased balance due Community. - —- —100
Increased balance due Treasury. . - +100
A Increased balance due Community. ... oo |oceimcmaas 4100
Decreased balance due Metropolis. .. .. .cocueoenoee|ocacacee o —100
: S Acquired Government bond . ______________ . ... _..._._.. F100 |
Increased balance due Metropolis. . . +100
[ SO Gave up Government bond._______ Ed (01
Decreased balance due Treasury._.__...___. - —100
| S Increased Federal Reserve notes outstanding.... ..o cooooofoeoeeoooomnnns +100
Decreased balance due Community_._.__ —100
[ S Decreased Federal Reserve notes outstanding. —100
Increased balance ue Community.. - +100

Net change - -—

COMMUNITY BANK

) U Decreased reserve balance. =100 §_ -
Acquired Government bond . ’ +100 |
f Gave up Government bond =100 fouceeamnaan
Increased reserve balance. 4100 |
[T, Decreased reserve balance =
Acquired Federal Reserve notes..
[ RN Gave up Federal Reserve notes. _ =100 | ...
Increased reserve balance...._ .. ___ . ... __ 4100 | ...

Net change

ABC SECURITIES CO.

S Decreased balance with Metropolis.
Acquired Government bond. .
b . Gaveupbond.___.___._.__._._
Increased balance with Metropolis.

Net change SRSV R

METROPOLIS BANK

| A, Decreased balance due ABC. . ~100
Decreased reserve balance.._ - —~100 | o __
L SR Increased balance due ABC N 4100
Increased reserve balance F100 [ccocamameas

Net change -

ATTACHMENT 3

“$15 BILLION GIVEAWAY?"”

Part of the argument put forth for canceling $30 billion of the System’s port-
folio is an allegation that the Federal Reserve has tried to devise methods of
giving its Government securities away to the commercial banks that are members.
of the System. To prevent this, it is argued, the securities should be canceled..

As proof of this danger, Mr. Patman has said that the Federal Reserve Sys-
tem sponsored legislation in 1959 to give away $15 billion of its portfolio to-
member banks. It is true that the Board submitted a bill, ultimately enacted
in amended form as Public Law 86-114, on July 28, 1959. This bill as proposed
by the Board—
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(1) Authorized the Board to permit member banks to count the currency
or coin in their tills as reserves;

(2) Authorized the Board to classify individual banks in central reserve and
reserve cities as “country banks” with lower reserve requirements if the nature
of their business justified such treatment ; and ,

(3) Reduced the minimum Reserve requirement for central reserve city banks
from 13 to 10 percent and the maximum from 26 to 20 percent.

When the Congress acted on this bill the vault cash holdings of all member
banks amounted to about $2 billion. There were at the same time some small
banks in central reserve cities and reserve cities whose business was similar to
that of a typical country bank. The Board, as a matter of equity, felt that
member banks should be allowed to count their vault cash as part of their
reserves, as was already the case for most nonmember banks, and that small
banks in large cities should be allowed to meet the lower reserve requirements
that applied to country banks.

Nothing in the bill, as proposed or as enacted by the Congress, constituted a
“giveaway.” Its purpose, as stated by the House Banking and Currency Com-
mittee was “to create a more rational and equitable structure of reserve require-
ments.” The commercial banks legally own the reserves they maintain with
the Federal Reserve, just as much as they own any other asset on their books.
The bill gave them nothing they did not already own. It did permit them, in the
long run, to lend or invest a somewhat larger percentage of their funds. This
has in fact resulted in banks increasing their loans to commerce, industry, and
agriculture, rather than their portfolios of Government securities.

The bill, as reported out by the committee and passed by the Congress, con-
tained a provision to remove the central reserve city classification. This re-
sulted in lowering the reserve requirement for central reserve city banks
from 18 to 161, percent. This amendment to the original bill, which was pro-
posed in the course of the hearings by representatives of New York and Chicago
banks, was specifically opposed by the Federal Reserve Board.

Despite charges by Mr. Patman that the Federal Reserve is dominated by
bankers, Vice Chairman Balderston, testifying for the Board during the House
hearings on the legislation, opposed “the proposals for changes made by the
Economic Policy Commission of the American Bankers Association and * * ¢
other plans for fundamental revisions of the reserve requirement structure.”
He stressed that drastic changes were not needed, and characterized the bill
as a means of “removing from the present law some structural inequities and
difficulties of administration.” When the House Banking Committee amended
the bill, over the Board’s opposition, to do away with the ‘“‘central reserve city”
classification for reserve purposes, Mr. Patman circulated a letter headed “S.
1120 as Reported Enacts American Bankers Association Plan Over the Vigorous
Protest of the Federal Reserve Board.” .

How Mr. Patman figures the bill authorized a giveaway of $15 billion (or $25
billion, the figure he originally used) has never been clear. Even if one accepts
the premise that lowering reserve requirements is a giveaway, and that the
Federal Reserve was bent on using its authority to cut reserve requirements
to the bone, it is difficult to see how the vault cash bill would have played much
of a role in this effort. When the bill was proposed, the Federal Reserve already
had authority to lower reserve requirements much more drastically than the bill
permitted. ’

This is clearly shown in a table Mr, Patman included in his dissenting views
in the committee report on the bill (H. Rept. No. 403, 86th Cong., 1st sess., pp.
26 and 27). In this table, Mr. Patman showed that without any legislation, the
Board could have cut reserve requirements by about $6.5 billion. The bill, of
course, freed about $2 billion of member banks’ reserves by allowing them to
count their vault cash as reserves. Mr. Patman’s table indicates that the bill
would have authorized release of about $2.8 billion more by a further cut in
reserve requirements; he calculated this by assuming that the Board would
use its authority to reclassify certain individual banks in Reserve cities, as
granted by the bill, to reclassify every member bank in the country as a ‘“‘country
bank” entitled to the minimum country bank reserve requirement of 7 percent.

This result was never contemplated by anyone .but Mr. Patman, and of course
it did not occur. e .
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What has happened as a result of the bill? As required by the committee
amendment, New York and Chicago banks have had their reserve requirements
reduced from 18 percent to 1634 percent on demand deposits. As Mr. Balder-
ston had testified ! this necessitated an increase from 11 to 12 percent in the re-
serve requirements of country banks on demand deposits. The System’s port-
folio of Government securities has not been reduced by $15 billion, or $5 billion,
or $1; it has risen by about $11 billion. Member banks’ holdings of Governments
have dropped and their business loans have risen.

Mr, Patman’s explanation of why the “$15 billion giveaway” did not take
place is that the conference report on the bill included a statement that “it is not
the intent of this legislation to encourage or cause the Federal Open Market
Committee fo reduce the Federal Reserve System’s holdings of Government
securities. As was made clear in the House debate, the purpose of this bill is
simply to make needed reforms in the structure of reserve requirements.” Mr.
Patman concludes that this statement, even though it simply repeated testimony
previously given by Mr. Balderston on behalf of the Board, somehow prevented
the Board from doing what Mr. Patman believes the Board wanted to do. Why
the statement in the conference report was any more binding on the Board than
previous statements in Mr. Balderston’s testimony, in the report of the majority
of the committee, and by the bill’s supporters in the House debate is not clear.
But it is perfectly clear that, contrary to Mr. Patman’s assertion, the Board
did not advocate giving away $15 billion of its Government securities.

ATTACHMENT 4

DOES THE FEDERAL RESERVE FAVOR BANKS OVER TAXPAYERS 2

Accompanying the “$15 billion giveaway” accusation discussed above is the
companion charge that the Federal Reserve, while advocating help for banks,
refuses to help the taxpayer.

H.R. 7601 would not save the taxpayer a penny. This is because the System’s
income from interest on its portfolio of Government securities is paid back to the
Treasury, in the form of interest on Federal Reserve notes, after paying expenses
and the statutory 6 percent dividend on Federal Reserve bank stock and setting
aside enough to maintain a surplus equal to paid-in capital. In 1964, the Reserve
banks’ income from interest on Government securities amounted to about $1.3
billion. After payving expenses of about $197 million and dividends of about
$31 million. the balance was paid back to the Treasury.

Neither the Treasury nor the taxpayer nor the public will be served by taking
actions—such as that provided in H.R. 7601—that could be interpreted as repudi-
ating the debt, or using Federal Reserve credit to finance Governmnent deficits
without regard to the effect on the economy. or removing safeguards against ex-
cessive issnance of currency. Perhaps this risk would be worth taking if it could
be shown that some important benefit to the public would ensne. But the only
tangible benefit claimed is a reduction of $1.1 billion in interest pavments on
the debt. Since this reduction in payments by the T'reasury to the Federal Re-
serve System wounld be exactly balanced by an identical reduction in payments by
the System to the Treasury. this claimed benefit is illusory.

Mr. MarTin. On this matter of bonding with respect to these securi-
ties. T doubt if we are going to get. anybody who will write a bond for
$40 billion.

Chairman Paraman. Well, that is the point T am making. Nobody
1s bonded for $1 million, or $1 billion, or the $40 billion.

Mr. Martin., I return to my point that the procedures and the
methods that the Federal Reserve has been employing have been time
tested and extremely competent.

Chairman Parman. If Congress were to passa resolution instructing
the Federal Reserve to support the 414 percent, the Government long-
term bond market, you would do that, would younot?

1 “Tf requirements at central Reserve city banks were lowered to the present level of
Reserve city banks, the effect would have to be absorbed by raising requirements for country
banks.” Hearings on H.R. 5237, Subcommittee No. 2, House Banking and Currency Com-
mittee, Apr. 7, 1959, p. 6.
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Mr. MartIn. This has been the law, as I testified—-

Chairman Patmax. Iam asking you a question, though.

Mr. Marrin. I am saying to you that as long as it is the law, of
course, we will support 1t, but the Treasury in certain circumstances
might have to finance in less than 5 years, which is what that law

provides.

Chairman Parman. Well, the rate on the short term has gone up,
too, to where now some 91-day bills are yielding more than 4%

percent. .
Mr. Martin. And I.think there would have been lower interest

rates across the board if there had never been any 414-percent ceiling.
That is my judgment as a money market inan, and certainly my judg-

ment is not necessarily
Chairman Patman. My time has expired.
(Additional information on the $40 billion in bonds held by the

New. York Federal Reserve Bank, subsequently supplied for the record
by Chairman Patman, follows:)

The following quotes of exchanges between Mr. Patman and Mr. Marriner
Eccles, former Chairman and member of the Federal Reserve Board, and Mr.
Martin, Chairman of the Federal Reserve Board, clearly prove that when the
Federal Open Market Committee purchases Government securities in the open
market they trade one form of Government obligation (Federal Reserve notes
or credit on the Federal Reserve books) which is noninterest bearing for another
form of Government security (Federal Government marketable securities such
as Treasury bills, notes, and/or bonds) which is interest bearing. Since, then,
these securities purchased in the open market have been paid for in either
Federal Reserve notes or credit on the Federal Reserve books, the interest-
bearing Federal securities should be canceled since the debt has been paid once.

The following quotes extend over a period of time from 1941 to 1965 and in
each instance the same conclusion as above is reached.

TESTIMONY OF MARRINER ECCLES REGARDING TRANSFER OF NONINTEREST GOVERNMENT
OBLIGATION FOR INTEREST BEARING '

“Mr. EccLEs. The Open Market Committee can buy either those bonds or any
other bonds either from the bank that you indicate or from a dealer or from
any other bank.

“Mr. ParMAN. I am just giving that as an illustration, not as a specific case.

“Mr. EccLEs. But the System does not operate that way. No Reserve bank
buys Government bonds from any bank. The Open Market Committee does the
purchasing, and they do the purchasing in the open market because the law
requires that they do the purchasing in the open market, and requires that they
cannot buy directly. .

“Mr. PaTManN. Of course I am not taking that into consideration, but the effect
of it is the same. If the bank sold a million dollars in bonds, although it was
through the open market, the effect is the same. You have transferred

“Mr. Eccres. Credit. As a practical matter, the bank that sold the bonds

, would sell those bonds in the market.

“Mr. PATMAN, In the open market; that is right. .

“Mr. EccLES. And would get credit either at the Reserve bank or at a corre-
sgondent bank, for which they could get Federal Reserve notes if they wanted
them.

“Mr..PATMAN. So if the statement that you are transferring one Government
pbl}gatlon that ‘is noninterest bearing for another-Government obligation that.
is interest bearing is correct, then you continue to draw interest until those
bonds are due and payable?

‘“Mr. EccLEs. That is correct; yes, sir.”

* 3 * * . % * L

1 Hearings before the Banking and Currency Commit: he H f Representatives,
June 21, 28, 24, and 25, 1941, on 8. 1471, p. 78.y tee of the House of Representatives
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FEDERAL RESERVE NOTES A GOVERNMENT OBLIGATION THE SAME AS INTEREST-BEARING

GOVERNMENT SECURITIES ?

“Mr. Parman. Now, I want to ask you. about these Federal Reserve notea
You consider them obligations of the U.S. Government, do you not, Governor
Eccles?

“Mr. Becres. 1 do.

“Mr., PaTMAN. They are just as much an obligation of the Government as a
Treasury bond or any security that is issued by the Government?

“Mr. HccLes. They are just as much an obligation as, say, the silver certificatées
.or what we speak of as the greenbacks; of which some are still out.

“Mr. ParMaN. Or the bonds that have coupons on them that you clip?

“Mr. EccLES. That ig right. They are just a little different form of obligation.

“Mr. PaTMAN. I understand they are a different form of obligation, but at the
.same time they are Government obligations and a Government responsibility ?

“Mr. EccLEs. That is right.”

* * * * * * *
COMMERCIAL BANKS USE CREATED ‘MONEY TO BUY GOVERNMENT BONDS ®

“Mr. PATMAN. Governor, in regard to the excess reserves, it is not contemplated
that you expect to change these reserves so that the larger banks can buy more
‘Government bonds? You do not have that in mind now?

“Mr. EccLEs, Well, it is not done, I would say, for that purpose, primarily
or specifically. If we wanted to enable the banks to buy a lot of bonds we could.

“Mr. PATMAN. By lowering the reserve requirements?

“Mr. EccLES. By lowering the reserve requirements, yes; or we could step up
and buy a lot of bonds directly by Fed itself, and put more reserves in by
-open-market purchases.

“Mr. PATMAN. * * * Any way, the commercial banks, when they buy bonds or
anything else, create the money, so to speak, to buy them with?

“Mr. BccLEs. That is right.”

* * * * * * . *

“Further testimony of Mr. Eccles:*

“Mr. PaTMAN, Those Federal Reserve notes, as we have often discussed, are
obligations of the U.S. Government ?

“Mr. EccLEs. That is right.

“Mr. ParMaN. Then you use those Government obligations to buy interest-
bearing Government obligations and you place them with the Federal Reserve
banks, 12 of them ?

“Mr. EccLEs. That is right. .

“Mr. PATMAN. And-they would continue to receive interest on those Govern-
ment obligations as long as they were outstanding?

“Mr. EccLEs. That is right.

“Mr. PATMAN. So the result is the Government’s credit has been used and the
‘Government has gotten nothing for the use of that credit; the Federal Reserve
banks are using it free, are they not?

“Mr. EccLEs. Well, the Government in effect, for all practical purposes, owns
the Federal Reserve banks.” (See pp. 25-26.)

- * * * * * *

‘COLLOQUY OF MR. ECCLES AND REPRESENTATIVE CHARLES 8. DEWEY (REPUBLICAN,
ILLINOIS) : FED CREATES CREDIT WHEN FOMC BUYS BONDS *

“Mr. EccLEs. Whenever the Federal Reserve System buys Government securi-
ties in the open market or buys them direct from the Treasury, either one, that
is what it does

“Mr. DEweY. What are you going to use to-buy them with?

“Mr. EccLEs. What is who going to use?

“Mr. DEweY. The Federal Reserve bank to make these purchases.

“Mr. EccLES. What do they always use?

2 Qp. cit, p. 74.
3 Op. cit., p. 68.
¢ Hearings before the Banking and Currency Committee of the House of Representatives,
Jun817 19, 19422 on H.R. 7158, pp. 25-26.
p. cit, p
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«“Mr. DEWEY. You are going to create credit?

“Mr. EccLES. That is all we have ever done.- That is the way the Federal
TReserve System operates. The Federal Reserve .System creates money. It is
.a bank of issue.”

L] [ 3 . ‘e » | .

““FEDERAL RESERVE NOTES ARE AN OBLIGATION OF GOVERNMENT A8 ARE GOVERNMENT
BONDS : FROM.STATEMENT OF CHAIRMAN MARTIN AT HEARING ON MONETARY POLICY,
BEFORE THE SUBCOMMITTEE ON ECONOMIC STABILIZATION OF THE JOINT ECONOMIO
COMMITTEE, 1966

«“Mr. PATMAN. You have $24 billion worth of bonds. Now, those bonds were

“bought by giving Federal Reserve notes in exchange for the bonds were they not?

“Mr. MARTIN. Well, Federal Reserve credit.

“Mr. PATMAN. What is that?

«“Mr. MARTIN. Federal Reserve credit. They were not specific—— . .

“Mr. PATMAN. That is what I mean. But everyone of them is an obligation
of the U.S. Government; is it not? .

“Mr. MARTIN. That is correct.

“Mr. PATMAN. That is what makes it good.

“Mr. MARTIN. That is right.

= ® * * L] - N L ]

EXCERPTS FROM STATEMENT OF MR. MARTIN, JULY 15, 1957, BEFORE THE BANKING
AND CURRENCY COMMITTEE OF THE HOUSE ON 8. 1451 .

“Mr. ParMaN. Now then, Mr. Martin, isn’t it a fact that these Federal Reserve
Tnotes that you issue and exchange for these bonds are obligations of the U.S.

- «Government, just as are the bonds?

“Mr. MarTIN. That is right.

“Mr. PATMAN. In other words, each note says on its face: ‘The United States
‘promises to pay to bearer on demand so many dollars.’ That is just as much a
.Government obligation as a U.S. bond maturing 10 years from now, isn't it?

“Mr. MARTIN. It is money. ’

“Mr. PATMAN. 1t is an obligation of the Government.”

QUESTION BY CHAIRMAN WRIGHT PATMAN AND ANSWER BY WILLIAM McCHESNEY
MARTIN, CHAIRMAN

[Taken in testimony on H.R. 7601, & bill to provide for the retirement of $30
billion of interest-bearing obligations of the United States held by the 12
Federa! Reserve banks, on July 7, 1965, pp. 78-80 of the transcript]

The CHAIRMAN (Mr. Patman). I want to clarify this for the record one more
time, Mr. Martin. How in the world can you insist that bonds that are paid
for once should continue in existence with the taxpayers having to pay in-
terest on them after they have been paid for once? Now, of course, you claim
that these bonds have to be there to back up Federal Reserve notes. But that
.does not conform with your reasoning in 1959 when you presented to Congress
a bill, and it was passed on by this committee, which said that you wanted the
power to lower reserve requirements and count vault cash as reserves; and
that, if you got that power, you would transfer $15 billion of the then portfolio
of $24 billion to the private banks. You further stated that the private banks
needed the income from these bonds, and that the Federal Reserve does not
need it. You do not need the $15 billion. The remaining $9 billion in the port-
folio, as you stated in a staff report, would provide enough flexibility for you to
operate. Now then, when the Open Market Committee owns $38.5 billion
yvorth of bonds—which of course is about $14.5 billion more than it was then, you
insist that it is impossible for those bonds to be canceled, a'though $15 billion
under the same circumstances could be given to the private banks, after giving
them (through reducing reserves) the reserves to buy the bonds.
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The Fed pays nothing for them; it merely .creates new reserves. Then it
continues to get interest on those bonds, and then when the bonds become due,
they can collect the principal again.

I cannot get the reasoning there at all, Mr. Martin. If that makes sense, I
am unable to comprehend it. Of course, there may be something in my back-
ground—Ilack of knowledge—that would account for it, but I do know this: No
one should be compelled to pay his debts mere-than once, but-in this instance you
would compel the Government to pay its debts more than once. You would
compel the Government to continue to pay interest on bonds that have already
been paid for. When you bought these bonds, you paid for-them. You 'will
admit that, will you not, Mr. Martin?

Mr. MarTIN. The bonds were paid for in the normal course of business.

The CHAIRMAN. That is right.

Mr. MARTIN. And that is the only time they were paid for.

The CaEATRMAN. Just like we pay debts with checks and credits.

Mr. MARTIN. Exactly. .

The CrHAIRMAN. In the normal course they were paid for once. you will
‘admit that, will you not?

Mr. MArTIN. They were paid for once, and that is all.

The CHAIRMAN. That is right.

(The following information on the Federal Open Market Commit-
tee is also submitted for the record by Chairman Wright Patman.

This document: “The Development of Open Market Powers and
Policies,” was prepared by the staff of the House Banking and Cur-
rency Committee and appears on pages 1985-2001 of the hearin
before the Subcommittee on Domestic Finance of the House Bank-
ing and Currency Committee, the “Federal Reserve System After
50 Years,” 88th Congress, 2d session, 1964.

(It traces the history and evaluation of the Federal Open Market
Committee, its policies and powers.

(The history of the Open Market Committee has evolved from a
situation in 1913, when the Federal Reserve Act was passed, when
open market activities were conducted by the’12 regional Reserve
banks on an autonomous basis, to today when this action has be-
come completely centralized in the New York Federal Reserve Bank.
As a result, 1t is not the Federal Reserve Board which de-
termines monetary policy for the Nation, but rather the Federal
Open Market Committee, which is dominated over by people who owe
their office and allegiance to the private commercial banks of the
country.)

THE DEVELOPMENT OF OPEN MARKET POWERS AND POLICIES
A Staff Memorandum
THE EARLY YEARS

The Federal Reserve System was created as a semiautomatic reserve banking
mechanism with few policymaking functions. In 1913, the discount rate was
viewed as the principal monetary policy tool and final determination of this
rate was vested in a body of public officials—the Federal Reserve Board. Five
of the members of the Board were appointed to serve 10-year terms by the
President of the United States and confirmed by the Senate. In addition, the
Secretary of ‘the Treasury and the Comptroller of the Currency were ex officio
Board members. But the Federal Reserve was not conceived as an economic
policymaking body. Essentially, the functioning of the System through the
district banks would be passive. Its activities would be limited in scope-to pro-
viding a supply of currency and reserves and the development of a market for
bankers acceptances to asstre an efficient and flexible commereial banking sys-
tem—one which would work.
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The original Federal Reserve Act passed in -1913' was virtually devoid of
policy preseriptions. This is not surprising in view of the specific defects to be
remedied by the new statute, as conceived by its framers. From the outset, there
was doubt or hesitancy among those charged with managing the System as to
what guidelines should serve to direct overall monetary policies of the Reserve
banks. ' This is especially apparent in the complete lack of guidelines for the con-
duct of open market operations. . Should the Reserve banks adapt their open
market purchases and sales to the end of stabilizing commodity prices, maxi-
mizing production, facilitating the reestablishment of the gold standard through-
out the world or protecting the gold dollar ratio? Or should they be guided
solely by the possibility of earning income for themselves?

What technical methods, furthermore, were the Reserve banks to develop to
enforce their judgments with respect to the monetary needs of the country?
Open market operations were to be conducted by the Reserve banks under rules
and regulations préscribed by the Board. But there were indications that the
Board was unsure of the nature and effects of open market operations.

On the other hand, Paul Warburg clearly perceived the significance and pos--

gible effects of open market operations.’ In 1915, he believed that large invest-
ments by the System would upset the economy but at the same time could solve
the problem of obtaining adequate earnings for the Reserve banks, a solution he
rejected as improper.® In this connection, it is notable that early in 1916, the
Board encouraged the Reserve banks to undertake open market purchases in

connection with the retirement of circulating national bank notes. Since War-.

burg knew these purchases could have an inflationary effect and we were then
in the midst of an inflation, it is clear that these purchases may be explained in
part by concern over Reserve bank earnings. Warburg, who up to 1916 had been
hostile to the open market purchases, now expressed approval of an increase in
the volume of such operations.* -~

In the latter part of 1916 and early 1917, the policy was reversed.

An additional aspect of the purchase of U.S. Government securities, and the
retirement of related national bank circulating banknotes, was the competition
among the several Federal Reserve banks, the inevitable purchasing inefficiency
that developed, and the agreement to form a commitiee to act as pirchasing
agent for the 12 district banks. This committee was probably the precursor
of the informal Open Market Committee that was formed on May 16, 1922. It
was deemed economically expedient to dispose of investments that had been
purchased for the purpose of increasing income since war, and hence increased
inflation was imminent.® At this time the Board announced that sales by the
Reserve banks should also be made to offset imports of gold and thus-to re-
duce the danger of inflation” But later in the year (1917), because of
wartime requirements, questions of the appropriate economic policies to be fol-
lowed were subordinated to, or at least handled within, the context of Treas-
ury requirements. During the war the Reserve banks restricted their open
market operations “largely to relieving the money market when large trans-
fers were made to the Treasury.”®

It is important to recognize that almost from the start the initiative in the
determination of open market policy lay with the Reserve banks. The Board
conceded this somewhat grudgingly and, at the same time, expressed its sense
that it had the right to regulate open market transactions.” This fact is sig-
nificant for understanding later developments in open market operations, par-
ticularly as they gained in importance in the postwar years. There was from
the beginning ‘a struggle over control of open market operations. The law
gave the Reserve banks power to initiate and conduct open market transac-
tions but under rules laid down by the Board. The power to conduct trans-
actions, however, was supreme, especially as the Board’s rulemaking powers
were—in retrospect—Ilimited to determining what paper was eligible for open
market transactions. With- respect to conflicts between the banks and the
Board, Carter Glass, then Secretary of the Treasury and hence ex officio Chair-

.

;.’iBHStaii. 25]’i‘ (19%3);.{ ¢ Federal R 1 .
arris, “Twenty Years of Feederal Reserve Policy,” pp. 146, 1 .
3 1bid., at p. 146. ' 7" Bp. 146, 147 (1538)

¢ Ibid., at-p. 147. . e T . :

6 Ibid., at p. 148. :

° Ibid.

-7 Ibid.

8 Ibid.
° Ibid., at p. 146.
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man of the Board, recognized the Board's inability to control operations when
he said that “Strong [head of the New York Federal Reserve Bank] was trying
to dominate [the] Treasury and Federal Reserve Board.” *

The Reserve banks, however, as indicated, did not control eligibility regula-
tions. The Board had the authority to prescribe the rules and regulations under
which Reserve banks might carry on open market operations, and had interpreted
that provision liberally.® This limited, but not importantly, the power of the
Reserve banks to determine open market policy.

THE DEVELOPMENTAL PERIOD—DRIFT TOWARD CENTRALISM

It was not until industry and agriculture began to recover from the reaction
of 1920 that the formulation of applicable principles of open market policies
commenced. From October 1921 to May 1922 the Reserve banks individually
bought approximately $400 million in Government securities, in the absence of
suitable amounts of discounts, advances, and bills. Their purpose was to obtain
earnings. They were apparently not concerned with the influence of these pur-
chases on the money market.”* Noteworthy, however, is the fact that these large
open market purchases coincided with the Reserve banks’ low-interest-rate policies
which, in turn, had resulted from the 1920 depression and a congressional
investigation of the System’s role in that downturn. Still there probably was no
dominating economic purpose behind the purchases of the early 1920’s. Rather,
as stated above, open market operations at the time largely stemmed from
individual Reserve bank efforts to increase their own earnings.”® Certainly, at
this time, there was no preponderating sentiment with respect to what the Sys-
tem’s primary economic responsibility ought to be* Instead, the System was
marked by a display of divergent activities on the part of the district banks.*®

Numerous complaints were voiced in the 1920’s to the effect “that the Reserve
banks were becoming too vigorous competitors of member banks,” and that the
institutions which supply the capital of the Reserve banks were being deprived
of earnings because of the depressed money rates which the Reserve banks had
helped to generate.® Put otherwise, open market purchases were causing in-
terest rates to fall and commercial bankers objected vociferously. Shortly after
the Reserve banks individually entered the open market in 1921 and 1922, by
resolutions at bankers’ conventions and otherwise, commercial bankers began to
demand that the Reserve banks operate less extensively on their own initia-
tive.Y Later it was insisted in some of these pronouncements that the Reserve
banks should return to their “original” functions of rediscount and issue and
that they should operate more as emergency, panic-allaying institutions.”® The
commercial banks, in short, did not like what the Reserve banks were doing and
looked to the Board for relief. And, in fact, open market purchases by the
Reserve banks were roundly condemned by both the Treasury and the Federal
Reserve Board.® Their operations had disturbed the Government securities
market as well as the commercial bankers.® Aroused by the potential dangers
of a haphazard investment policy, and general dissatisfaction with the prevail-
ing low interest rates, in May 1922 a committee of governors (presidents) of the
five eastern Reserve banks was organized to exercise joint purchases and sales
and to avoid conflicts with orders for Treasury account.”® This unofficial com-
mittee, created by the inspiration of the Board and Treasury, was to supervise
in such a manner as “to safeguard the interests of the security market, the
Reserve banks, and the Treasury.”® It was agreed that the committee would
keep in close touch with the market, Treasury, and Board, would hold frequent
conferences and make recommendations to the Reserve banks concerning the

(1;; Friedman & Schwartz, “A Monetary History of the United States, 1867-1960,” p. 255
1 Harris op. cit., supra, note 2, at p. 149,
12 Friedman & Schwartz op. cit., supra, note 10, & 7p 251,
13 Reed, “Recent Federal Reserve Policy, 1921—23 " 87 J. Pol. Econ. 249 (1929).
4 Ibig at p. 269.

m Ibid., at p 272,
1T Thid.
18 Thid.
19 ] Harris; o) g) cit., supra, note 2, at p. 150.
mﬁriedman Schwartz, op. cit., supra, note 10, at p. 251

1d
= § Harris, op. cit., suprsa, note 2, at p. 150.
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advisability of purchases or sales of securities, and that these recommendations
should receive serious consideration by each bank.*

Thus, in October 1922 the Committee of Governors (Reserve bank presidents)
on Centralized Execution of Purchases and Sales of Government Securities
actually took over the duty of centralized open market operations. At the
October 1922 conference with the Board, President Strong pointed out that it
was not intended that the committee control or direct the action or manage-
ment of the 12 Reserve banks but merely that it should *“prepare information
assuring an intelligent (economic) policy.” #  Accordingly, from January 31,
1923, to April 23 of that year, the securities holdings of Reserve banks were
reduced ‘almost 50 percent without apparent regard for the effect on their earn-
ings.® The purpose was to counteract the “monetary ease” brought about by
the purchases made in the fall of 1922. This hope, however, was exceeded.
Sales were more than enough to offset any inflationary danger and the result
was a recession lasting into 1924,

In March 1923 the Board took the initiative in a successful attempt to revise
the open market procedure, arguing that it bad the authority to limit and other-
wise determine the securities and investments purchased by the Reserve banks,
because the time, manner, character, and volume of such purchases might exer-
cise an important influence on the money market, and that an open market invest-
ment policy for the 12 Reserve banks was necessary in the interest of the main-
tenance of a proper relationship between discounts and purchases of the Reserve
banks and the general money market.” Accordingly, on April 1, 1923, the com-
mittee of governors (presidents) was superseded by the Open Market Investment
Committee for the Federal Reserve System. This committee was appointed by
the Board, initially, with the same five members as is predecessor. The Board
now also took a stronger position in the determination of overall monetary policy.
It requested that securities and acceptances be disposed of and the buying rate
be increased before it would consider suggestions for an increase in the discount
rate. In a public statement the Board justified its demand for a System policy
on the grounds that purchases and sales influence the “credit” situation primar-
ily in the money centers where purchases or sales are made.”

Despite the Board’s intervention, each of the Reserve banks continued to oper-
ate in the open market independently of the others until December 15. 1923.
After that date, joint purchases were undertaken for the “System” account.
But the issue of whether or not the Board had authority to control in detail and
remove any initiative of the Reserve banks with respect to open market opera-
tions was not pressed to a final decision.”® Individual banks still engaged in inde-
pendent operations which the committee executed on their behalf, but they were
generally small in amount, both absolutely and compared to “System” account
transactions.® They were small, because all purchases and sales of any consid- -
erable amount had to be made in New York City through the New York Federal
Reserve Bank. There simply was no other market for “Governments.” Thus,
the Reserve banks in the interior bad no alternative in practice to the program
adopted by the committee. Further, the committee could always plead peculiar
and intimate knowledge of the market in favor of its decisions and frequently
did so.

In this way the New York Federal Reserve Bank assumed an undue importance
in determining the open market policy of the group.® Statistical analysis readily
reveals how completely the open market policies of the Reserve banks were exe-
cuted through the joint account of the System. The Federal Reserve Bank of
New York acted as the agent and handled the System’s orders which were exe-
cuted in New York:

The Federal Reserve System had found a new banking technique, previously
known but to a few in its effect upon money and credit. Those who had long
realized its potency were in the forefront in the strenuous attempts to bring this
power under centralized authority. But note that the authorities did not (evi-
dently) believe there was anything inconsistent in trying to affect money and
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credit simultaneously. This mistaken notion has plagued the System’s policies
from then until now.

Concerning policy in the twenties, the most notable feature was the close
conpection in timing between the movements in economic activity and the
explicit policy measures taken by the Federal Reserve System.® As was earlier
noted, restraint in early 1923, exercised by sales of Government securities and
a rise in discount rates, was followed closely by a downturn in business and the
onset of the 1923-24 recession.’® A reversal of policy in late 1923 and early
1924 in the direction of ease was followed by an upturn in business in July 1924
and a vigorous cyclical revival.® Moderate restraint in the third quarter of 1926
was followed by a downturn in October, and easing measures in 1927, by a cyclieal
upturn in November.®

The economic consequences of the open market operations undertaken in 1926 -

and 1927 led the Board once more to attempt to assert its authority to regulate
open market operations.® In May 1928, the Federal Advisory Council pro-
posed that a committee of all governors (Reserve bank presidents) should be
substituted for the acting committee representative of the larger Reserve banks,
and the Board presented this proposal at a meeting of the governors (Reserve
bank presidents) and agents.® In November 1928, a definite program of reform
was formulated along these lines. The program provided for an Open- Market
Policy Conference which would be representative of all the banks and operate
under the chairmanship of the Governor (Chairman) of the Federal Reserve
Board, who alone was to have the privilege of calling meetings.” The new
arrangement was justified by the Board on the ground that-it “embodies a fuller
recognition of the joint interest and responsibility of Federal Reserve banks and
the Federal Reserve Board in the matter of open market policy.”® It was put
into effect on March 26, 1930, when the Open Market Policy Conference was
formed, and replaced the Open Market Investment Committee.”

On close examination, the new setup was a victory ‘for the interior Reserve
banks since it provided that each Reserve bank would appoint a representative

to the Open Market Policy Conference.®” In this sense,-then, the new-arrange-.

ment gave the interior Reserve banks something to say about open market policy.
The Board achieved at most a very limited victory by the reform. The Chair-
man of the Board was empowered to. convene meetings of the Conference but
nothing more. In view of the sorry performance of the-Conference in the
early 1930’s when it sold securities, and the fact that some members of the
Board (Eugene Meyer, for example) were urging open market purchases, it was
unfortunate that the Board did not win a more meaningful victory in its efforts
to wrest control over open market operations from the Reserve banks in the
1928-30 period.

THE BANKING AOT OF 1933—OPEN MARKET COMMITTEE LEGALIZED

Open market operations under a legally constituted central body finally were
provided for in the Banking Act of 1933." It had been 6 years since the Mc-
Fadden -Act ** gave perpetual life to the Reserve banks; otherwise, their charters
would have expired in 1933. During those years, the relative importance of
open market operations had been demonstrated. From several quarters came
very definite opinions-on just what kind of banking system the country should
bave.

Several provisions of the Banking Act of 1933 were concerned with the Federal
Reserve Board and the control of the Federal Reserve System. Senator Glass,
the principal author of the act, felt that it was necessary to recounstitute the
Federal Reserve and take measures needed to save it from being crushed by the
Government. He also felt, in the view of one observer—
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“that the commercial character of the system was being destroyed by subjecting
its policies to Treasury domination and to speculation in the securities market;
that the [present] policy of using the Federal Reserve banks as the market for
extravagant issues of securities and as a means of inflation was a climax in this
trend ; that.the Federal Reserve Board has sunk in relative importance, prestige,
and authority, as the Federal Reserve banks, particularly of New York, rose;
that the Board had been timid, uncertain, vacillating, and prone to follow con-
siderations of immediate expedience.” *

The same observer, Professor Westerfield of Yale, also noted that—

«The American Bankers Association in its publicity featured ‘the demonstrated
impotence of the Federal Reserve System to retain control over the situa-
tion * * * quite unable to coordinate its forces and marshal its resources. with
a unity of purpose that is adequate,” and suggested as a solution.the ‘formation
of a Central Bank of the United States, with the present Reserve banks as
branches. * * * Twelve scattered banks, each with its governor and its chair-
man and its board of directors; loosely ruled by a Board of eight in Washington,
composed of men of diverse.opinions, do not provide the country with an organi-
zation well adapted.to act promptly and decisively.’.” “

With a view to thus-reorganizing the Federal Reserve System, the Senate
subcommittee, headed by Glass, proposed to achieve a more decisive and in-
dependent Board by insulating its membership from public pressures by increas-
ing their tenure of office, requiring that two members be men of experience in
banking, and removing the Secretary of the Treasury from Board membership.
Further, Glass proposed to increase the power of the Board; and to strengthen
its control by giving a better definition of its power with respect to open market
operations.*

The Banking Act of 1933 failed to accomplish all the subcommittee proposed.
The Secretary of the Treasury was not removed from the Board or its chairman-
ship. This failure was :scored by Senator Glass in vehement language; he re-
sented making the Federal Reserve “the footmat of the Treasury. * * L

“It was never intended that the Federal Reserve banking system should be used
as an adjunct of the Treasury Department and particularly was it never con-
.templated that it should be so used to such an extent as recently has been done
as to very materially curtail the capabilities of the Federal Reserve banks to
serve the business interests of the country.” “

The 1933 act, although making the Board more independent and, accoraing to
Senator Glass, therefore more decisive, did not give the Board control over open
market operations. Control of open market operations continued to be vested
in the Reserve banks. Transactions were now subjected by law, to the super-
vision of a committee representing the individual Reserve banks, and this com-
mittee was instructed to meet with the Board from time to time and to formulate
general open market policies.” .

To state the matter otherwise, the 1933 act provided for a Federal Open
Market Committee of 12 members, each representing a Reserve bank. Its mem-

bers, who in fact were the respective bank-heads, were required to meet in Wash--

ington at least four times a year. Meetings might be attended by members of
the Board and open market operations could be conducted only in accordance
with the regulations of the Board. But specific transactions were to be recom-
mended by the Committee. The time, character, and volume of purchases and
sales were to be governed with a view to accommodating commerce and business
and with regard to their bearing upon the general credit situation of the country.
The law thus paid lipservice to the principle of Board control over open market
policy. - Nothing in the law specifically -required the Committee to recommend
what the Board wished, and any Reserve bank, by filing a statement of objec-
tions, could refuse to make purchases or sales as recommended by the Committee.

1t is self-evident that the Banking Act of 1933 failed to provide the Nation with
a coordinated credit regulating facility with full responsibility for both formu-

lating and executing open market policies. On the .other hand, the act legally:

sanctioned control over open market operations by men selected by commercial
bankers—the heads of the Reserve banks. From 1923 to 1933, these very men
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did in fact control open market operations, as we have seen. But until 1933,
control was not sanctioned by law.

Events in Congress leading up to final passage of the 1933 act are quite reveal-
ing of the attitudes in the Congress during the darkest days of the depression.
With reference to the bill introduced on April 18, 1932 (S. 4412), by Senator
Glass, the Senate Banking and Currency Committee made the following state-
ment in its report: ¢

“Strengthening of Federal Reserve System.—The Federal Reserve System has
been seriously impaired of recent years and has wandered far away from its
original function. This is the result of many complex conditions. Among these
conditions has been the uncertainty of policy in the matter of exercising plainly
authorized control by the central supervising authority at Washington and the
tendency to submit rather timidly to considerations of immediate expediency.
Among the Reserve banks themselves there has been a decidedly dangerous drift
toward the conversion of the System into a medium for transacting financial
rather than commercial business. Further, the establishment of understandings
or agreements with foreign central or other banks, and the attempt to carry out
plans and measures of a hazardous nature, relating to discount dates and prob-
lems of technique, have had unfortunate results.”

S. 4412 was superseded in the following Congress by S. 1631. On May 17,
1933, Mr. Steagall introduced H.R. 5661 in the House, by and large incorporating
the provisions of the Senate bills upon which hearings had been held in the pre-
ceding Congress. Mr, Steagall explained :

“The legislation has been thoroughly considered in the Senate, both in com-
mittee and by the entire body. * * * The House committee had the benefit of
the Senate hearings. In view of the peculiar conditions that exist and the
emergency nature of the measure * * * it was decided by the committee that we
should proceed to the consideration of the bill in executive session and report
it immediately. * * * The committee decided it would not hold open hear-
ings. * * s ®

Several Members of Congress were generally apprehensive about giving legal
recognition to an Open Market Committee composed of individuals so closely
connected with private commercial banking interests. Representative Lemke
characterized the House bill :

“I can well understand why this bill was considered in executive sessions by
the committee, because, if my friends and colleagues, the gentleman from Texas
(Mr. Patman), the gentleman from Pennsylvania (Mr. McFadden), and others
had been permitted to take part in the considerations, the bill would never have
appeared on the floor of this House in its present form. * * * A bill of this kind
could never have been born in the bright sunlight of day. It had to be born in
executive session. And now we are asked to vote for it without knowing its.
contents and without having had time to digest its far-reaching results.” ®

Mr. Patman inquired of Mr. Steagall, the House manager, of H.R. 5661 :

“I want to ask the gentleman a question about the bill: Is the bill similar to
the Glass bill reported to the Senate yesterday?’ ™

Mr. Steagall replied:

“The bill, insofar as amendments to the banking laws are concerned, is prac-
tically the same as the Glass bill.” %

Mr. Patman answered : '

“The reason I asked the question is this: I asked permission to be heard before
the committee on this bill. * * * I am awfully sorry I was not allowed that
opportunity.” ®

H.R. 525661 was reported 2 days after introduction.* It passed the House om
May 23.

In the Senate debates on the original Senate version, Senator Huey Long also
questioneg the wisdom of the provisions in the bill to reorganize the Federal
Reserve:
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“(T)here is something in this bill that was never brought to the attention of
the Senate. It divorces the Federal Reserve bank from any control practically
of the U.S. Government. I am ready to say that there is not a Senator in this
Chamber who knows anything at all about what is in the bill. I do not make
any exception * * *. The bill proposes to take the Secretary of the Treasary
of the United States off the Federal Reserve Board. The bill would take the
excise tax upon the surplus earnings that have been going to the U.8. Treasury
away from the Treasury of the United States and give it to the banking comnbine
in order that they could protect the chain banks * * *. We fought here for
vears and years that the U.S. Government might have some control over the
banks handling the people’s money, and we managed to write into the law that
the Federal Reserve bapking system would become responsible to the people of
the United States. We made the Secretary of the Treasury of the United States
the dominating member of the Federal Reserve Board.- They have been trying,
Mr. President, to remove from that Board the representative of the people. ever
since this act was enacted into law. They have tried to have control of the
currency more or less removed from the people.

“Heretofore they have not been able to do that; but, with a Federal Reserve
Act supposed to have been created so as to permit the Secretary of the Treasury
of the United States to participate in the ‘administration of these funds. the
circulating currency for which the Government is responsible, they have come
back here this time with a proposal to take the Treasury of the United States
off the Board and to put it, boots, saddle, and breeches, into the hands of the
machinating financiers * * *. When the people finally consented to have the
rich treasure of their national banking reserves impounded in a central reser-
voir, they did not see that the results would be the loss of their financial freedom.
They did not know that it would lead them into their present condition of
starvation, unemployment, and general misery. Because a discount market
requires the greatéest possible concentration of gold and a centralization of all
the money and credit resources of the Nation, they were led artfully by propa-
gandists to believe that the country needed an entirely different kind of banking
system. The literature of deception holds no parallel to what was issued to
carry out that propaganda. : . :

“That is what brought the collapse to this country sooner than it would have
happened otherwise * * * (and now) they have come here with legislation try-
ing to slip through a proposition that has done more harm to the people of -
the United States than every other calamity that has happened in the mean-
time. They do not want to take any chance. Oh, no! They must not take
any chance now. It is a serious situation until they have put the fire out; and
so they are removing the Secretary of the Treasury from the Federal Reserve
Board in the Glass bill. .

“Why? * * * Because it is the Secretary of the Treasury who has the power
to stop this machinated manipulation of pyramided credits that have been
hawked about by that gang up here in the name and form of the United States
until they have brought calamity to this country; and now, for fear that there
might be something done, they are trying to cure the whole thing by law.
‘Hurry, hurry, hurry, and get the Glass bill through!"”

Senator Long concluded that the Glass bill would take the powers of the Fed-
eral Reserve Board further away from the Government : ¥

“It puts them in the hands of the big banks, the international cliques, takes
them out of the hands of the Government, gives them the money the Govern-
ment has been getting from them, gives them money out of the Government
Treasury that we have there now, and extends their powers to cover up alil
they have done in the past.”

S. 1631 was debated in the Senate, but the text of the Senate bill was sub-
stituted for the text of the House bill and H.R. 5661 was passed in lieu thereof.
The measure became law on June 16, 1933.%

It becomes clear upon analysis that the depressed economic conditions and a
political scene characterized by an atmosphere of great emergency made it easy
for proponents of the 1933 Banking Act, behind strong leadership in the Senate,
to induce the House to go along with the Senate version—the House virtually
giving up its own legisaltive prerogatives. Much the same was to oceur 2 vears
Jater when once again the Congress would consider drastic banking legislation.

87 Thid.. at 1626.
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THE BANKING ACT OF 1936—THE “THIRD BANK OF THE UNITED STATES’ IS CREATED

The Banking Act of 1935 reorganized the Federal Reserve System. Open
market powers were fully centralized by this measure. The Board was given
majority representation on the Open Market Committee, thereby partly subject-
ing open market policy to control by a public body. On the other hand, the Board
was rendered independent of the executive branch. The “emergency” atmosphere
of the depression doubtless contributed to what was undeniably the establishment
of a true central bank—independent and able to determine for itself its policies
and goals. ’

The original bill, H.R. 5357, after having been introduced on February 5, 1935,
in the House by Representative Steagall, chairman of the House Committee on
Banking and Currency, was referred to that committee. for consideration. Hear-
ings were conducted by this committe from February 21 to April 8, 1935. On
April 19, Chairman Steagall introduced a substitute bill, H.R. 7617, which, accord-
ing to press reports, altered the provisions in the original bill so as to follow sug-
gestions made by Governor Eccles.® The House committee reported the new bill
favorably on the same day,” and after comparatively little debate the House
passed it on May 9, 1935.

The House committee report on H.R. 7617 suggested placing responsibility for
national monetary and credit policies squarely upon the Federal Reserve Board,
that national policies should be adopted and carried out in a national body in the
public interest. The report asserted this to be the reason that the 1913 act gave
the Board final authority over discount rates. Since open market operations had
in more recent years come to be recognized as a much greater factor in credit
policy than discount rates, it was believed to be entirely comsistent with the
philosophy of the original Reserve Act to vest in the Board final authority with
respect to the open market policies of the System.

In testifying before the House committee, Mr. Marriner Eccles of the Federal
Reserve stated that open market operations are the most important single instru-
ment of control over the volume and the cost of credit in this country.® Eccles
critidized the provision in H.R. 5357 (the original Steagall bill) for three public
members and two bank members of the Open Market Committee by saying that—

“The Federal Reserve Board, which is appointed by the President and approved
by the Senate for the purpose of having general responsibility for the formulation

. of the monetary policies, would under this proposal have to delegate its principal
* function to a committee on which members of the Board would have a bare
majority.” *

Eccles further testified :

“* % * that the best way in which to handle this proposal would be to place
responsibility for open market operations in the Federal Reserve Board as a
whole and to provide for a committee of five governors of Federal Reserve banks
to advise with the Board in this matter. The Board should be required to obtain
the views of this committee of governors before adopting a policy for open market
operations, discount rates, or changes in reserve requirements. Such an arrange-
ment would result in the power to initiate open market operations by either a
committee of the governors or by the Board, but would place ultimate respon-
sibility upon the Federal Reserve Board, which is created for that purpose.” *

It was thus apparent that by 1935 the tremendous importance of open market
operations to the general economy had come to be widely appreciated. The most.
bitterly disputed issues concerning the open market provisions in the Banking
Act of 1935 were the locus of open market authority and a statement of objectives
to guide the execution of that authority.

Opponents of the reforms in the revised House bill, H.R. 7617,* argued that
increasing the power of the Federal Reserve Board over the member banks and
open market operations and enlarging the authority of the executive branch of
the Government over the Board tended to subject the monetary system of the
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country to political control. The argument is factually correct but essentially in-
valid. Governor Eccles in reply stated : . :

“The most widespread criticism of the bill has come from those who see in it
an attempt to subordinate the Federal Reserve System and through it, the
country’s banking system, to political control. On this subject, there appears
to be much misinterpretation of what the present bill provides, coupled with a
lack of clear understanding of existing law and of the proper relationship be-
tween the Reserve System and the Government. This bill aims to clarify the
powers and responsibilities of the Reserve Board in matters of national monetary
policy and at the same time preserves and increases the regional autonomy of
the Reserve banks in matters of local concern. There is nothing in this bill that
would increase the powers of a political administration over the Reserve
Board.” @ .

On the question of “politics,” Mr. Eccles further stated:

«Jt seems to me that an administration is charged, when it goes into power,
with the economic and social problems of the Nation, Politics are nothing more
or less than dealing with economic and social problems. It seems to me that it
would be extremely difficult for any administration to be able to succeed and
intelligently deal with them entirely apart from the money system. There must
be a liaison between the administration and the money system—a responsive
relationship. That does not necessarily mean political control in the sense that
it is often thought of.” ® : '

Mr. Eeccles supported provisions that, with respect to qualifications for ap-
pointment to the Board, would remove the requirement that members be ap-
pointed with due regard to agricultural, industrial, and geographical interests
and substitute a statement that they should be persons who by training or
experience or both, are qualified to formulate economic and monetary policies.
Mr. Eccles also supported a provision in the House bill that the Board should
exercise its powers in such manner as to promote conditions conducive to business
stability and to mitigate by its influence unstabilizing fluctuations in the general
level of production, trade, prices, and employment, so far as may be possible
within the scope of monetary action and credit administration. .

Dr. Goldenweiser of the Board’s staff also testified strongly in-favor of these
provisions, which would provide improved guidelines for exercising economic
powers:

“It is along the same line as the proposal which Governor Eccles has read to
you stating the objectives of the Federal Reserve System in terms of main-
taining the stability of various elements of the business structure; that is, to
bave men on the Board who will devote their energy to maintaining that sta-
bility insofar as it can be maintained by monetary means, and men who should
be qualified to formulate national policies.

“I would like to say in this connection, that the idea the Tederal Reserve
Board has broader responsibilities than the mere accommodation of commerce
and business and-the serving of agriculture, trade, and industry, is an idea
which has been forced upon the Federal Reserve System by actual experience
and which has been gradually developed in the System.

“The accommodation of commerce and business, which is the only objective
that was mentioned in the Federal Reserve Act, is a vague phrase; and has all
the attributes of a statesmanlike pronouncement.- It is vague, it is a glittering
generality like the Declaration of Independence, and its content can be changed
ag circumstances change. - It has, therefore, not served any very useful pur-
pose, but has not done any particular harm.

«It ig now time, in the light of 20 years’ experience, to substitute a more
clearly defined objective than this vague phrase, which, to my way of thinking,
held the place for a more definite objective throughout these years.” ®

In the House debates, also, the point was clearly made that changes were
necessary in the machinery for determining and carrying out the open market
policies of the System. Representative Hancock stated that—

“The Federal Reserve Board, which is appointed by the President and ap--
proved by the Senate for the purpose of having general responsibility for the

67 Hearings of subcommittee of the Senate Committee on Banking and Currency, S. 1715
and H.R. 7617, 74th Cong,., p. 280.

e House report, op. cit., supra, note 58, at p. 191.

@ Ibid., at p. 434. .




62 FEDERAL RESERVE AND ECONOMIC POLICY

formulation of monetary policies, would under this proposal be solely responsible
in the execution of the will of Congress from whom such power is derived.
Through exercise of this power depends to a large degree the country’s economic,
business, and social welfare. It is the first control in the sale and purchase of
money which is the dynamo of commerce, industry, and agriculture.” ™

In rebutting the c¢ontention that under the House bill the Board would be
able to force the banks to purchase Government obligations, Representative
Hancock asked that if the banks would not be willing to buy the bonds of the
Government :

“(D)o you mean to tell me that Congress has lost its sovereign power? Do
you mean to tell me that private bankers have a monopoly upon the creation
of money?”’ ™

And— .

“(T)he heart of this bil], as I have just said, revolves around the operations
of the Open Market Committee. * * * Every power provided for in this bill
exists today in the present law; but there is a transfer of power to take the
control of the volume and the cost of money from private hands and place it in
Government hands, where, in my opinion, it should have been for the past
20 years.” ™

Representative Sisson defended the increased powers given the Board in
saying:

“I am heartily in favor of the main provisiong of title II, which carry out
nearly in whole the recommendations made by Governor Eccles to the Banking
and Currency Committee, and in accordance with the program initiated by the
(administration) to give us a sound and adequaie currency and to place the con-
trol of the issue of money and the control of credit, which is at least nine-
tenths of our money, in the Government of the United States rather than in
the private bankers. * * *73 Gentlemen here have attacked this control as
being a political control. The only way that it is a political control is that
it is control by the Government itself, as representing all of the people, and
as between public control and private control, I am for public control. Private
control has been tried and found wanting.” ™

In summary, the House bill, insofar as open market operations were con-
cerned, would vest complete authority in a public body not dependent at all
on the banks, along with explicit directions in the form of a mandate as to
objections, reflecting in substance the testimony of Mr. Szymeczak, a member
of the Board, before the Senate committee that—

“(A)ctual determination of what these open market policies should be seems
to me a national and not a local question. Therefore, authority should be vested
in the Federal Reserve Board.” ™

The House adopted title II as reported by the committee without amendment.

A companion bill to H.R. 5357 (S. 1715) was introduced in the Senate on
February 6, 1935. by Senator Fletcher, chairman of the Senate Banking and
Currency Committee, and referred to his committee. The Senate hearings, how-
ever, were conducted by the Subcommittee on Monetary Policy, Banking and
Deposit Insurance, with Senator Glass as chairman. ‘This subcommittee, and
more specifically its chairman, in marked contrast to the attitude on the part
of the majority of the House committee, challenged the validity of the philos-
ophy apparently underlying title II of the bill, and in this connection solicited
the views of a number of leading economists and bankers, not only as to the
effect of the provisions under the bills introduced in the House, but also as
to measures which might be substituted to improve the central banking system
of the country. As a result of Senator Glass’ persistence, title II of the bill
was substantially rewritten.” He submitted the amended bill on July 2, 1935,
for the Senate Committee on Banking and Currency, and the bill was passed
by the Senate on July 26 as the committee had reported it.

The House bill and the Senate amendment subsequently went to a confer-
ence committee consisting of three Members of the House and six Senators. The
conference committee accepted the provisions of the Senate amendment in
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almost all of the important differences between the two bills, and on August 19
the conference bill 7 was passed by both the Senate and the House. On August
28, 1935, the President signed it, and its provisions became, with certain excep-
tions, immediately effective.”

By the Glass Act, the name of the Federal Reserve Board was changed to
the Board of Governors of the Federal Reserve System. Further, the number
on the Board was fixed at seven members appointed-for 14 years by the Presi-
dent and confirmed by the Senate.. The Secretary of tbe Treasury and the
Comptroller of the Currency were removed from the Board. The Open Market
Committee was changed so that the Committee consisted of the seven members
of the Board and five representatives of the Reserve banks, The Federal Reserve
banks were forbidden to engage, or decline to engage, in open market operations
exeept in accordance with regulations adopted by the Committee.

Senator Glass and most of the prominent witnesses who appeared before the
Banking Subcommittee charged that the purpose of the Eccles bill was to estab-
lish a central banking system while maintaining the Federal Reserve System as .
a “front” and to use the banking system of this country to experiment in social
planning.

In the debates in the Senate, Senator Glass, before discussing the open market
question, made several interesting comments regarding the reorganization of
the Board itself, particularly with respect to the reasons for eliminating the
Secretary of the Treasury and the Comptroller of the Currency from membership
on the Board. Mr. Glass asserted that the Secretary of the Treasury exercised
undue influence on the Board, and mentioned his own term as Secretary as an
example of Treasury domination of the Federal Reserve Board. This comment
ijs of particular interest in view of the fact that Senator Glass had earlier com-
plained that Benjamin Strong, of the New York Federal Reserve Board. was too
powerful an influence .at the time that Mr. Glass was Secretary of the Treasury.

With regard to the composition of the Open Market. Committee, Senator Glass
explained his committee’s action by stating-that the Open Market Committee was
set up to enable the Reserve banks to enforce the discount rate in their districts
and to provide earning assets and not to finance Government deficits, or speculate.
in the market. Mr. Glass charged that the Government of the United States
had—

“(N)ever contributed a dollar to one of the Reserve banks; yet it is proposed
to have the Federal Reserve Board, having not’'a dollar of pecuniary interest in
the Reserve funds or the deposits of the Federal Reserve banks or of the member
banks, to constitute the Open Market Committee. * * *” ™ ’

Senator Glass went on to describe the Reserve banks as privately owned and
operated institutions.®

Senator La Follette, on the other hand, expressed fears that banker repre-
sentation on the Open Market Committee would lead to undesirable results,
where with cooperation of two Board members, the bank members could achieve
policies concerning reserve requirements, discount rates, and open market opera-
tions contrary to.policies followed by the Board in the public interest:

“It should be the duty and the responsibility of this newly constituted Board
to attempt not only to prevent the excesses of a credit inflation but likewise to
mitigate the disasters and the excesses of a credit deflation. Under the com-
mittee's bill it is entirely probable that the representatives of the bankers upon
this Open Market Committee, in a period such as that, will be opposed to any
attempts upon the part of the Board to exercise its control over open market
operations in the interest of mitigating and preventing the excesses of a credit
deflation. * * * (T)wo-thirds of the Directors who will.select the representa-
tives in turn to serve upon the Open Market Committee will be selected by the
member banks; and I assume that. of course, they will be individuals of integrity
and good repute. Nevertheless, they have the point of view of the banking
community at a particular time when a situation may require action of the Open
Market Committee ,which is not supported by the banking community.” ®

The Senate nonetheless passed the Glass version without amendment and, as
indicated, it was accepted in substance by the conference committee, and passed
by both Houses of Congress.

71 H. Rept. 1822, 74th Cong., 1st sess. (1935).
78 Pyublic Law 305, 74th Cong., 1st sess. (1935).
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One observer concluded that— R h

“As finally enacted, the stated qualifications 0f members of the Board remain
unchanged, and the proposed statement of objectives was omitted, an apparent
victory for Senator Glass and the American Bankers Association.” &

When one recalls that the House bill retained the Secretary of the Treasury
and the Comptroller as members of the Board, gave the Board sole control over
open market operations, repealed rules as to eligible security for Federal Reserve
notes, allowed the Board to compel the Reserve banks to buy directly from the
Treasury, and provided meaningful economic guidelines for the conduct of open
market and other monetary policies, one appreciates how radically the House
proposals were altered before the law was passed.

INADEQUATE POLICY GUIDELINES—THE NEED FOR IMPROVEMENT

As we have seen, the framers of the original Federal Reserve Act did not feel
a pressing need for setting up any definite standards of policy. A bitter fight had
for years been waged in Congress to write into the Reserve Act some sort of price-
stabilization standard, and by 1933 some concessions had to be made to those who
wished to define the policies of the Reserve Board. The concession, however, was
woefully inadequate. The acts of the Open Market Committee were to be gov-
erned “with a view of accommodating commerce and business, and with regard to
their bearing upon the general credit situation of the country.”

In 1935, an even more drastic revision was undertaken further centralizing
and strengthening the open market powers of the Reserve System. The 1935
act, as it passed the House, contained policy guidelines, referred to above, which
were about as clear as circumstances permitted. Curiously enough, the same
men who critized the New Deal for its enormous grants of power and meager
definitions of policy forced the elimination of that policy statement., They
were willing—or forced—to concede the power itself, but unwilling to enact a
general statement of objectives. The act as passed contained only one amplifica-
tion of policy—reserve requirements were to be altered “in order to prevent
injurious credit expansion or contraction.” This, too, is anachronistic and
ambiguous.

The closest thing to an adequate statement of policy with respect to the exercise
of the Federal Reserve's tremendous power over the Nation’s economic well-being
is that appearing in the Employment Act of 1946, when Congress declared :

“(T)bat it is the continuing policy and responsibility of the Federal Govern-
ment * * * to coordinate and utilize all its plans, functions, and resources for
the purpose of creating and maintaining in a manner calculated to foster and
promote free competitive enterprise and the general welfare conditions under
which there will be afforded useful employment opportunities, including self-
employment, for those able, willing, and seeking to work, and to promote mawi-
mum employment, production, and purchesing power.” [Emphasis added.]

Unfortunately, however, the Federal Reserve has displayed a propensity to set
its own policy standards, which at times have been at variance with the goals
- specified in the Employment Act. ‘At times, Federal Reserve policies have even
been in direct conflict, for instance, with maintaining maximum domestic employ-
ment and production by pursuing deflationary courses in attempts to solve the
balance-of-payments problem or in combating the specter of inflation—real or
imagined.

As Prof. David McC. Wright put it, in discussing the newly increased powers
of the Open Market Committee : ’

“(W)hen we consider the range of fact and choice of action available to the
Federal Reserve Board, we might perhaps conclude that it has been given the
type of authority repudiated by Cardozo in the Schechter case—a ‘grant of a
roving commission to inquire into evils’ and upon discovering them to do what
it can to prevent them.” ® : .

Professor Wright continues:

“It is a rather remarkable exception, in our system of democratic government,
that the governors of (money) should be comparatively exempt from the re-
quirements imposed upon other branches of government. In large measure, this
may be attributed to the fact that (monetary) control does not affect very

8 Smith, “The Banking Act of 1935,” 21 A.B.A.J. 611 (1935).

8360 Stat. 23 (1946).

8 Wright, “Is the Amended Federal Reserve Act Constitutional 7—A Study in the Dele-
gation of Power,” 23 Va. L. Rev. 628, at p. 650 (1937).
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greatly the conscious daily life of the average man. He becomes excited over
wage regulations, but changes in the rediscount rate seem to him far away
and too remote to be important—yet one doesn’t have to blame everything on
the banking system to realize that (monetary) control is just as important
as industrial regulation. What good does it do to establish careful wage stand-
ards by law, when unwise (money) policy may allow prices to fluctuate so

" greatly that the wage -safeguard becomes meaningless? In view of the weak-

nesses and conflicts just outlined it may be best that the average man is not
“bank conscious.” There are, perhaps, good reasons why our (money) policy
should be determined with the minimum of popular discussion, and that the
Reserve Act should therefore contain no controlling standard. If the experts
cannot agree, what may we expect of the rank and. file? Yet cogent as this
reasoning may be, it is certainly contrary to the-accepted. interpretation of the

- Constitution.” ® .

In the interest of good public administration under .our system of govern-
ment, it would appear that explicit clarification of goals for the Federal Reserve
System, with respect to open market operations especially, is an imperative which
Congress must no longer postpone.

Chairman ParMan. Senator Javits?

Senator Javits. Mr. Chairman, I think the principal issue here is
not what you have done, but what effect what you have done will have,
and what we can do about it.

I am for the independence of the Federal Reserve Board. But at the
same time, I believe the impact of public opinion dnd of congressional -
opinion, and always the threat of our right to change the law, must be
brought to bear upon what you do, so that you may find it a factor in
what you do tomorrow.

Therefore, I would like to ask you this, Mr. Martin. What assur-
ance can you give American business, now that the discount rate has
been raised, as to what stability it may expect in interest rates for the
foreseeable future? . o ’

Mr. MarTIn. 1 can’t give you any assurance, Senator. As one who
has been operating in this area for many years, even before 1 was
with the Federal Reserve System, I have learned that a person in the

" position that I presently occupy can’t make predictions about interest

rates without tending to change the given monetary operational situa-
tion mierely by the statement.

Tt is one of the difficulties that a person holding this position has.
I have on a number of occasions tried to discuss in a perfectly open
and general way what was going to happen, and the result was I
changed the whole course of the market. And I don’t think T ought
to be making predictions.

Senator JaviTs. So that you are unable to——

Mr. Marmin. I can’t guarantee to you that this will be the last move
that the Federal Reserve will make. All I can say to you is that the
Yederal Reserve is not anxious for high interest rates, that we will use
our policy flexibly, and we do not move only.in one direction. We can
see interest rates lower. 1 want to continue to place in the record that
T am not a high-interest rate man. X am not at all; I believe that we
should have as low interest rates as we can have without producing
inflation. I believe we will get the maximum capital formation that
way. ~
enator Javits. Well, now, do you believe also that the instability-
introduced by frequent changes up or.down must be avoided ?

8 Ibid., at pp. 652, 653.
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Mr. Marrin. To the best of our ability, we should. I look on the
period that we had here recently, where we had relative stability, as
one of the most successful.

I interjected in my prepared statement here that this applied also
to prices. I think it was fine that we were able to get this period of
4-year stability in prices, and may I point out that we didn’t really get
this growth that we are all so anxious to have until we got this stable

rice level, and I don’t want to see the interest rates bobbing up and
gown the way they did a number of years ago.

Senator Javirs. Now Commissioner Maisel, I think, made an esti-
mate of $70 billion as the interest cost of credit in this country. Do
you wish to give us any statement so that we may juxtapose your
statement with respect to the cost of inflation versus the increased
cost of credit? Do you wish to give us any statement as to the
amount that you expect that $70 billion to increase—in percentage—
or in any other way you may wish to give it to us, as compared to
what you think your action will amount to, say in the way of a barrier
against inflation? _

Mr. MarTiN. I want to keep away from projeéctions at this juncture,
Senator.

Senator Javirs. In other words, you wish us to take those state-
ments solely as generalizations, and you do not wish to give us any
figures to implement them.

Mr. MarTin. I don’t think that I can, because the very point that
has been made—let me comment about this matter of waiting until
January. Let me emphasize that there is no question about the integ-
rity of any member of the Federal Reserve Board. This has been
one of the nice things about serving on it, as I have. I haven’t the
slightest question as to Governor Maisel or Governor Mitchell or my
associates in the majority of their integrity and their purpose. None
whatever.

There is an area of judgment, however, that comes into this picture,
and at some point somebody has to make a decision, and I have great
respect for Governor Maisel’s integrity. I have respect for my own
integrity, and I make this judgment on the inflation situation at this
particular juncture. Time will tell whether I am to be vindicated or
the reverse.

(The Federal Reserve Board subsequently supplied the following
material :)

INTEREST PAYMENTS AND CHANGES IN THE DISCOUNT RATE

The statistical basis for alleging that “they (average consumers) are the
ones who will be reaching down to pay an added $25 billion in interest charges
in 1966, up 25 percent from the interest rate bill of $100 billion in 1965” is diff-
cult to reconcile with regularly compiled and published Governmental statistics
on interest payments by consumers.

According to the Department of Commerce, the grand total of money payments
of interest by all governments (Federal, State and local), by all businesses, and
by all consumers in 1964 amounted to only $65 billion. Moreover, this total
includes $13.5 billion of interest paid out by financial intermediaries such as
banks, savings and loan associations, credit unions, and other financial institu-
tions on deposit accounts and other forms of investments.

Consequently, money interest payments by borrowers, as the man-in-the-street
uses the term, amounted to $51.6 billion in 1964. These payments have been
growing at the rate of about $4.5 billion each year, primarily as a result of in-
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creased borrowing. The outstanding amount of debt owed by governments,
noufinancial businesses, and consumers increased by over $50 billion in 1964
alone. Rising interest rates in recent years have also been a factor, but this
has accounted for a relatively small proportion of the additions to the annual
interest payment totals in comparison with the additions attributable to increased -
borrowing. .

To estimate the added interest payments likely to result from the recent Fed-
eral Reserve discount rate action is not easy. Outstanding debts are not affected.
TPor example, none of the existing $200 billion home-mortgage debt on one- to
four-family houses would be affected nor would any of the present $80 billion
total of consumer credit. Only new money borrowed or existing debt re-
financed would be affected in any way by the new rate patterns. -

Moreover, in practice, the spread of a discount rate increase is not transmitted
immediately and fully to interest rates on all types of credit. - Rates on some
types of debt respond relatively little and only over a period of time.

After taking into account these factors, the best estimate our staff can make
for the added interest payments-in 1966 resulting from the discount rate action
would be about $750 million. About one-third of this total would be reflected
in increased payments on the Federal debt, a.large portion of which is short
term and has to be refinanced each year, leaving roughly $500 million to be
spread among State and local governments, business and consumers.

Neither is it easy to compare the relative burdens on the economy of added
interest cost versus the potential costs of inflation. It is complicated because
it requires an estimate of economic conditions that might have prevailed if
there had been no discount rate change. It also involves a measurement of the
relative effects of interest costs versus inflationary costs for families at differing
income levels. . -

Nevertheless, it is clear that with the level of GNP presently approaching
$700 billion even a one-half of 1 percent increase in prices would cost in the
neighborhood of $31% billion—nearly five times the estimate of added costs to
1966 interest payments that might result from the discount rate action.

Senator Javirs. Mr. Martin, did you seek the concurrence of the
administration in your action before you cast your vote?

Mr. MarTiN. I most certainly did. :

Senator Javits. You sought the concurrence of the administration?

Mr. MarTin, Idid,indeed.

Senator Javirs. In other words, you testified at the very end of
your statement that you informed the administration, and conferred
with them, consulteg7 with them, but you did not testify that you
sought its concurrence. You now say that you did?

Mr. MarTin. Idid, indeed.

Senator Javirs. Now whose concurrence did you seek ?

Mr. MarTiN, I would like to-have had the the concurrence of the

"President, the Secretary of the Treasury, the Chairman of the Council

of Economic Advisers. I didnot consult beyond that.

Senator Javits. But you asked for their concurrence.

Mr. Martin. I urged them. I presented the situation as I saw it,
and I indicated to them what the problems were, as I saw it. They
did not agree with me. It was a very friendly and very useful dis-
cussion, and I also reported to my colleagues that I.had done this.

Senator Javits. Now did you, nonetheless, go ahead, and after
their refusal to concur?

Mr. MarTi~. I did. .

Senator Javits. Now may I ask you whether you think any change
in law or practice is required or desirable for the better coordination
of your own activities and those of the administration in power, what-
ever it may be, in respect to their fiscal and economic policy as con-
trasted with your monetary policy?
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Mr. Martin. There has been a lot, of discussion, as you know, Sen-
ator, about this, and it may be that there could be some improvements
in the informal procedures which have been developed through the
years, where I usually have lunch with the Secretary of the Treasury
on Monday. Treasury representatives come over to the Board fre.
quently on Wednesday, almost as a routine matter. We have occasional
meetings with the Council of Economic Advisers, and since Secretary
Anderson’s time, we have had small groups—recently the group has
been called the Quadriad—that have met with the President periodi-
cally. The Quadriad has met about once a month.

Whether or not there would be anything achieved by making a legis-
lative framework that might include others that would call for this
sort, of consultation depends, I think, on whether the Congress and
the people believe that the coordinating body should have the authority
to make a binding decision.

In the event, as in the current case, where the Federal Reserve, the
majority of the Federal Reserve Board, have done their best to discuss
this matter and have a different conclusion from the other members of
the Quadriad, should they be bound by law to go along? If they
were, it seems to me that there is no real need for a Federal Reserve
Board. It would probably be better to replace the Board with a
Cabinet official.

Senator Javits. Did you ask the Quadriad to concur in this decision ¢

Mr. MarTin. I did not formally send them a letter asking them to
concur, but I had a long meeting with the President and the Quadriad
on this, as long ago as the 6th of October.

Senator Javirs. And during all that time, they have known that
you proposed this action?

Mr. MarTIN. They knew that that’s my view, and they knew this
was being discussed within the Federal Reserve System.

Senator Javirs. But at a given time, you actually asked for their
concurrence, and they couldn’t give it to you, and that was before the
vote?

Mr. MarTin. Well, now you are getting into a very difficult area.
I don’t know that I gave them a formal statement saying, “If you don’t
concur with me, I will go ahead and act,” no. That isn’t the sort of
coordination we have. But they were informed, Secretary Fowler—
and he has been most cooperative and reasonable in this entire mat- -
ter—was.informed following the open market meeting of November
23 that this was clearly in the wind. ]

Senator Javirs. Now were they informed that you would take this
action at this particular meeting at which you took it? In other
words, were the President and the other officials of our Government,
the top officials, informed that you proposed to put this matter before
the Board and have it voted on at this meeting in December?

Mr. MarTIn. I told Secretary Fowler on the morning of December
3 that I intended to act, if the Board would back me. I did not—I
couldn’t commit the Board.

Senator Javits. Of course.

Mr. Marmin. I didn’t know whether the Board would support me
or not.

Senator Javrrs. Now as my last question, Mr. Martin, I would like
to ask you to make your refutation to what I think to be the central
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core of this argument on policy as set out by Governor Maisel in his
statement, and it reads as follows:

“The System could simply determine not to furnish additional reserves, and
not to raise regulation Q. The discount window could have been opened wider
to meet urgent needs.

Now that was, I gather, the prescription of the minority. What’s
your direct answer to that alternative? :

Mr. Marmin. The minority, I think it is fair to say, has tended to
think we have had a too restrictive monetary policy over the past year.
If I am unfair to them, they can question this comment. And for this,
I have every respect, and they are entitled to that view.

My answer to waiting until January on this was that most of the
Treasury issues—and I %a.ppen to be a money market man, not a great
economist or a great student of the balance of payments—most of the
issues in the money market were selling in the neighborhood of 414
percent already, before the Board acted.

Therefore, if we had not taken these actions, we would have had to
supply reserves at an accelerated pace to maintain that rate for the
Treasury until the middle of January, when we might have gotten a
concurrence from the administration.

I also want to point out that waiting for the fiscal 1967 budget,
which I was urged to do, was not in my judgment a major factor. 1
already knew roughly, and the newspapers have shown roughly, what
the expenditures for fiscal 1966 were going to be. This was what we
were dealing with. I am very much concerned about fiscal 1967, and
I have every confidence that the President is going to come in with as
tough a budget as the requirements in Vietnam permit. I have every
confidence in the President and in the people I have worked with in
the administration, but in my judgment, and I think I speak for the
majority on this, we would not be justified in supplying reserves
merely for the sake of making it possible for the Treasury to finance
at lower interest rates than the market was calling for. And when
you come to the middle of January and the early part of February,
you have a very difficult period of judgment as to when, if at all, you
could move.

Now this is a matter of judgment. Some of my colleagues disagree
with me.

Senator Javits. Thank you, Mr. Chairman, and I shall have other
questions later.

Chairman Patman. Senator Sparkman?

Senator SPaAREMAN. Mr. Chairman, I shall be very brief. Most of
the questions that I had in mind have already been asked.

But, Mr. Martin, dealing further with this action being taken pre-
maturely, as has been suggested, you have given your reasons for not
wanting to wait until January, but as I recall from the press reports,
the President asked you to come down to Texas to visit with him that
weekend, and on the day after that invitation was extended, you took
the action.

You told him you could not come until Monday, and then you took
the action. Did you not have in mind that the President—or did you
not feel that the President must have had in mind discussing these
matters with you before you took action? - -
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Mr. MarTiN. I would have liked to have had further discussion with
the President in addition to the one that occurred on October 6. But
as you know, the President had a gall bladder operation. If he had
been in Washington, it would have been a lot easier. You will have
to question others—I don’t know about their arrangements—but I
hoped to see the President on the 26th of November. It didn’t develop
that I could.

And this appointment happened to be set up for Monday. This is
the coincidence of events, but in my judgment, it would have been too
late, Monday.

Senator SparkmMaN. Well, I was under the impression that the re-
quest came from him on Thursday, December 2, the day before you
took action.

Mr. MarTin. It didn’t come to me.

Senator SPAREMAN. Well—

Mr. MarTIN. You will have to question others on that, Senator. No
request came to me.

enator SPAREMAN. Well, I think I remember the press reports cor-
rectly, at the time, that you were requested to come down to Texas for
that weekend, and you sent word back that you could not be there until
Monday, and then on Friday—-

Mr: MarTiN. I would never dream of sending word back to the
President I could not be down at any time. I would never dream of
such a thing.

Senator §PARKMAN. Well, I am sure that that was the press report
at the time.

Mr. MarTIN. I am not responsible for the press or for anyone else.
I am giving you what the——

Senator %PARKMAN. Well, I must confess that I did wonder why you
couldn’t hold up action at least long enough to sit down and talk with
the group connected with our fiscal affairs, and I am pleased to hear
you describe the informal arrangements that you have in meeting with
them and talking with them from time to time. That has been going
on for some time, has it not?

Mr. MarriN. This started during Secretary Anderson’s time. I
have been with the Federal Reserve a long time, Senator, as you know,
and in the early stages of my tenure there wasn’t any way that I could
directly talk to the President of the United States about these prob-
lems. We had, as you know, a very difficult time with Secretary
Humphrey, when there was a disagreement, similar in nature, and dur-
ing that period I had no access to explain my point of view. Subsequent
to that, Secretary Anderson took over, and we arranged meetings
that have been held in one form or another through the balance of the
Eisenhower administration, through the entire period of the Kennedy
administration, and through the Johnson administration.

Senator SparREMAN. By the way, you referred to the Quadriad, but
I am not sure that I got just who are its members.

Mr. Martin. The Quadriad has consisted of the Secretary of the
Treasury, the Director of the Bureau of the Budget, the Chairman of
the Council of Economic Advisers, and the Chairman of the Federal
Reserve Board. Those are the four.

Senator SpareMAN. Yes, sir. The thing that concerns me about
this—I want to say that I respect the members of the Board of Gov-




FEDERAL RESERVE AND ECONOMIC POLICY 71

ernors of the Federal Reserve System. I am sure we all do. It must
be a very difficult position to occupy. But——

Mr. MarTiN. There are many times when it is not a happy position.
This is one of them.

Senator SparemAN. I am sure that is true. But the thing that dis-
turbs me is that it seems that this latest action is bound to increase
the interest rate. I mean, in ordinary, everyday dealings. And I am
thinking of the effect that it has upon the small businessman, upon the
people who are home buyers and home builders, and upon the financial
institutions that are set up to make mortgages, such as the savings and
loan associations, lending agencies that will have to increase their rate
of interest to the home buyer and the home builder.

Doesn’t that, in turn, increase the cost of living, and doesn’t that.
tend to push up the varied indexes that you seek to control?

Mr. MarTin. Governor Balderston would like to answer that.

Senator SpargMAN. All right.

Mr. BarperstoN. Senator Sparkman, to me, higher prices and
higher interest rates are a product of inflation, not the cause.

Now could I illustrate my point by referring to the supposed burden
imposed by higher interest rates upon State and city governments?

The ratio of interest cost to total cost is for State governments only
2.1 percent; but—and here is the point that I think is often over-
looked—every dollar paid out by the U.S. Government as interest is
Teceived by someone. And in the case of State governments, the off-
set in the form of interest received by pension and other trust funds is
two-fifths as great as the interest paid out.

What I am saying is that for State governments, the interest pay-
ments are less than one and a half percent, if you take the net figure,
of their total costs. But suppose the prices of the things and of the
services bought by those State governments should rise, as they have
been rising ever since I came on this Board in 1954. The cost to those
State governments from the higher prices paid is far, far greater than
the increase in interest costs alone.

In short, this little example, important as it is to all concerned with
State and local governments, merely demonstrates how expensive to

‘them is the cost of cheap money.

Senator SparkMaN. But I am thinking of the consuming public,
that pays for that costly money, as an individual. I realize that'if you
take the matter as a whole, the whole economy, it might be a different
picture. What about the person that wants to buy a house? He has
got to pay more for it now. And the person that buys the groceries,
the individual needs, it seems to me this is an increase in price, increase:
in cost of living that runs to the individual, that should be taken into
consideration. _

Mr. BaLpersToN. I am very happy you raised that particular case,
because of all the major industries in the country, the one that has
suffered most from -inflation in recent times is the construction in-
-dustry. o

Now suppose the cost of construction materials should go up, as it
has goneup? DoImakemy point? ‘

Senator SpaRKMAN. Yes; yes, I get that, but I had understood that
your feeling and that of the majority of the Board was not that we
had inflation already, to any fearful extent, but that fearing that it
may come in the future.
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Mr.: BavpersTon. Well, Senator Sparkman, since I came on this
Board in 1954, the price deflator used for GNP, that is, for the economy
as a whole, has risen 22 percent. And if you take the price deflators
for State and local governments, the figure is 40 percent ; for Federal
Government, it is 35 percent. ,

Well, the last two of those are phony to the extent that there is no
allowance made for improvements in productivity, but a 22 percent,
increase in prices between 1954 and 1964 means that inflation, the in-
flation threat is always with us. Inflation wears many guises: it ma
take the form of price; of land inflation in Florida in 1926; stock
market inflation in 1929 ; and so forth.

Senator SparemaN. Thank you, Mr. Chairman. My time is up.

hGhaeirman Parman. Governor Maisel, did you want to say some-
thing ?

Mg Maiser. Well, T just wanted to comment on Governor Bolder-
ston’s point. I think we all agree that we must worry about inflation.
However, the question might better be: If we had an 8-percent interest
rate, how much less inflation would we have and at what cost ?

In Germany and France they have had 7- and 8-percent interest rates,
their inflation has been far greater than ours.

The related question is: How much unemployment would a high
interest rate require in this country? As Governor Balderston pointed
out, many of these figures are not very good or very accurate. There
are built-in biases. Senator Proxmire has been chairman of your com-
mittee on this matter trying to get these numbers improved, so that we
can have better information on which to work. However, I would hate
to have the record show any belief that we could determine simply by
changing interest rates whether or not prices would go up to the
e}z:tent they have in the past. It is a far more complex problem than
that.

I think many people would argue, for example, that one of the
reasons prices rose during this period could have been an excess of
unemployment. People would argue that prices were increased be-
cause we had to much unemployment during that period, and we
weren’t fully utilizing our resources. We weren’t getting the total
amount of production in the economy that we ought to. We weren’t
getting as much investment as possible in plant and equipment. While
obviously I agree to some extent with Governor Balderston, I think we
ought to be clear that this is a very complex matter in which there are
many difficult relationships.

I certainly think we might all agree that if we knew an increase
of the interest rate by 1 percent would stop prices from rising and if we
knew how much production would be lost, it might be simple to agree
that we would be better off raising interest rates by 1 percent. How-
ever, we have here a question of analysis and fact on which there is
no agreement. .

Chairman Parma~. Mr. Curtis?

Representative Curris. Thank you, Mr. Chairman. I am happy to
say that up to the present the committee hasn’t bogged down on getting
into this serious question of the economic factors behind the decision
of the Federal Reserve Board. And I am very pleased to notice that
all of the members of the Board who have agreed on the vital impor-
tance of considering the economic factors still express themselves as
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strongly in favor of the independence of the System. Am I correct in
that observation ¢ ,

I think this is very important. Some of the testimony that has come
out, by Chairman Martin, emphasizes the care that was taken in using
this independence. And I would say that great care was taken in
using this independence. Although Governor Maisel, in a very fair
way, has pointed out his difference of opinion, to coordinate with the
Executive. I think this is an area that 8ongress well might look into.
That is whether or not, as Mr. Martin has said, we might want to
formalize the meeting of the Board.

I think the manner in which the Federal Reserve Board has con-
ducted itself is quite exemplary. I think that the authors of the Fed-
eral Reserve Act back in 1918 would be mighty proud of the gentle-
men we have before us; of the way they have exercised their judgment.
And let me say that, far from decrying, as you imply, Governor
Maisel, when you say that you are sorry these hearings have resulted,
that internal conflicts will receive wide publicity, I thinik this is a
further step forward. I do think that although we have set up the
referee, as 1t were, and the referee has blown his whistle, and we have
agreed that we are not going to kill the umpire—at least I hope we
have agreed—that certainly we will want to investigate why the -
whistle was blown. Now the Congress can-learn a great deal about
this. Indeed, we can here.

There is a point, though. Governor Maisel said that he agreed with
the independence of the System, but then later in this statement, he
brought up, I think, the question of the definition of independence.
He indicates that the weapon of independence is clearly a major bar-
gaining force. However, because monetary and fiscal policies are
necessarily interdependent, national goals may more easily be achieved
if the ability to act leads to a coordinated program, rather than in-
dependent action. .

Is there a disagreement, Governor, between you and the expressions
of the definition of independence as expressed by Chairman Martin?

Mr. MaiseL. I am not certain that there is. I think, as I.believe
Chairman Martin indicated, that for the minority, there were two
questions. One was the question of the reasons for the action. When
it became clear that the majority felt that action was necessary, that
we needed a tighter monetary posture than we had had previously,
then the discussion within the Board shifted to this question of co-
ordination and timing. As a result, a fair percentage of our discus-
sion was concerned with these two matters. )

I think the majority put a very different evaluation on a 1-week
delay, or a 1-month delay, than the minority. This, as the chairman
. said, was a matter of judgment.

In his judgment, clearly, any delay was costly. To the point of
view of the minority, delay was worthwhile. However, we felt that
even if the majority were not willing to delay the imposition of tighter
n}lloney,' that it would be better off not to act through the discount rate
change.

The Board had an announced policy, to raise the discount rate only
as a matter of urgency. . - \

Representative Cortis. In other words, your disagreement lay in
the fact that other factors could appear that were not known at the
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time, rather than the fact that a judgment was made which happened
to disagree with the other arms of Government. If you happened to
agree that all the facts were in that you needed, you would have acted
independently. Isthat correct?!

Mr. Matser. That’s correct.

Representative Curris. Now, I hope that we haven’t bogged down
on this point. I hope it is clarified, because I know there are people—
Chairman Patman, and possibly others—who disagree. I know in the
press, there are many who are experts in this area who will, tomorrow,
exhibit disagreement, but I hope that as we go forward with other
witnesses, we may have this point clarified. I think it is important to
pin this down.

Now, if I may, on the question of further facts to be considered, I
will make the statement that I agree with Chairman Martin’s point,
if I understand it correctly, that the budget of 1967—that’s the new
money that will be requested or rather, new power, that the President
will request from the Congress to spend—that this really does not
have immediate bearing on this monetary policy.

The key issue, I would argue, is the expenditure rate of the Execu-
tive. The President already has power in the form of a $95 billion
carryover, to spend previous appropriations from the Congress, which
are unspent, plus—and I am talking about the administrative budget—
what I would argue is $110 billion-—some have said it is $119 billion—
new power to spend from this session of Congress which has just
adjourned, giving us a total of over $200 billion.

Now the President’s expenditure rate, given to us last January, was
$99.7 billion. He reiterated that rate as late as June of this year, when
the Ways and Means Committee was considering the extension of, or
rather the increase in, the Federal debt ceiling, and also considering
the excise tax.

I requested personally, that the President send a letter to the Wavs
and Means Committee, reiterating this expenditure policy, which
he did.

Now looking at the expenditure levels, and this is a key point that
I regret to say the Members of Congress, and certainly the public,
are missing, in relation to the great tax-cut bill of 1964, the issue was
whether we were going to restrain Federal expenditures.

Those who argued as I did said we had to, or the tax cut would not
be beneficial. Others argued, no, you have to continue increasing
expenditures. The record is here for all to see. Fiscal year 1964,
$97.7 billion. Fiscal 1965, $96.5 billion. And in the first month,
July, of fiscal 1966, I was most pleased, $7.2 billion of expenditures.

I became alarmed in August when it became $9 billion, although
seasonally it seemed that there was always an increase in August.
Then when September came, and the figure was $9.5 billion, and Sep-
tember usually has a little fall-off in spending, I made a speech on the
floor of the House saying that now we had a complete shift in expendi-
ture policy. The figures in the Economic Indicators for November,
I regret to say, don’t show the October figure. I understand it is
$8.7 billion, which though down some, still indicates a very high in-
creased expenditure rate which is well over $110 billion annually, and
our revenues are only about $97 billion, a little increase over what we
had before.
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Here’s- where the pressures come in: in the management of the
Federal debt, and the impact that this will have in this area.

Having made these statements, Mr. Maisel, and directing my ques-
tion really to you, why did you feel that anything further was needed
as far as information was concerned, as far as expenditure policy
was concerned? Or did you disagree that the budget itself, the re-
ques}f,. f;)r new authority to spend for fiscal 1967 on up, has a bearing
on this?

Chairman ParmaN. You may answer the question, although his
time has expired. :

Representative Curris. My time has expired, but if you would
answer the question, please.

Mr. Marser. I think your point was very well taken. We have to
be concerned with the actual estimates of the cash budget, and of ex-
penditures, and of the national income budget. The ffgures that we
had, based upon previous indications, did show a shift in this situation.
The current quarters were the poorest quarters as far as their infla-
tionary impact was concerned. Under our existing estimates, the
Government’s additions to demand would rise less rapidly than supply.

I think what everybody was concerned about was would the President,

in January come in with a basically different expenditure program
for Vietnam, for the first half of the 1966 calendar year, compared to
the second half of the 1965 calendar year?

The 1967 budget was partly important. But I think that in most
geople’s minds the critical question was what would the accurate

gures be for the first half of the calendar year 1966, with respect to
estimated expenditures and estimated receipts?

Our staff had done estimates of this, but they still remained tenta-
tive. They showed a situation in which, depending upon how you
"int,erpreteg the various press statements, you might say either that we
were going into a more deflationary impact as a result of fiscal con-
siderations, or the opposite. :

It was very, very closely balanced, but we were primarily concerned
‘with the expenditure estimates, not the appropriations or the re-
quests for appropriations.

Representative Curtis. Thank you very much.

Chairman Parman. Mr. Reuss? .

Representative REuss. Thank you.

Chairman Martin, I am most interested in the question of timing

and coordination in the exercise of the Federal Reserve’s independ-
ence. I would like to ask you this question: In your discussions with
the President and the other members of the Quadriad, prior to the
action you took on December 3, did you at any point recommend or
request the executive branch to pursue a noninflationary fiscal policy—
that is to say, either to tax more, to spend less, or both of those—which
recommendation would have made unnecessary the increase in the dis-
count rate of December 3 ?
. Mr. MarriN. I don’t know that it would have made it unnecessary,
but let me make very clear that, as far as I know, no minutes are kept
at these meetings, and all aspects of the problems that the country is
facing in fiscal and monetary affairs are discussed very freely.

Representative Reuss.- Yes. My question, though, was: Did you
recommend to the President, or to——
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Mr. MarTIn. Ididnot. : )

Representative REuss. Let’s make sure you understand my question.

Mr. Marrin. Well, I understand your question. I do not go to
those meetings as a rule to make recommendations.

Representative Reuss. Did you make recommendations as I have
described ?

Mr. MarTin. I did not make any—oh, I discussed the matter gen-
erally, but I did not make any specific recommendation.

Representative REuss. So you went ahead, then, and voted to in-
crease the rediscount rate on December 3, without having taken a
position in favor of fiscal methods of fighting inflation, and without,
therefore, having had an opportunity to be turned down on that by the
President and the other members of the Quadriad ¢

Mr. MarTin. This is not the nature of those meetings. It is not for-

me to discuss. It is for the President to tell you how he conducts.those
meetings, not for me. .

Representative Reuss. And just to make sure that you have an-
swered my question, then neither at the meetings at which the Presi-
dent was present, or in any other way, at meetings or outside of meet-
ings, did you recommend to any members of the executive branch that
they adopt fiscal methods of ﬁghtin§ inflation, thus giving you great-
er leeway not to raise interest rates?

Mr. MarTiN. I have never gone to any of these meetings from the
time that Secretary Anderson started them with specific recommenda-
tions, but T have discussed .general policy, all aspects of it, to the ex-
tent that the President, who is the presiding officer, wishes.

1t ?

Mr. MarTiN. My answer to your——I can’t say no in a categoric
sense, because we discussed all aspects of this problem, but not in terms
of a recommendation of what ought to be done, except in my field.
In my field, as I say, I discussed

Representative REuss. Monetary matters?

Mr. MarTiN. Monetary matters. This is my field. I don’t try to
run the Government. '

Representative Reuss. But you didn’t make any recommendations
as to fiscal matters.

Mr. MarTIN. I urged every possible restraint. Now I did not make
a specific recommendation, in fiscal policies.

Representative Reuss. Let me ask you this question: You have
testified, a few minutes ago, that one of the reasons why you felt
you should not wait until January to ralse the rediscount rate, as-
suming it had to be raised at all, but instead, why you felt it had to
be raised on December 3, was the sensitive market conditions of Jan-
uary and February. Did I hear you right?

Mr. Martmin. It would be very difficult, in my judgment, to find
a period in January and February when we could have done this, in
view of the financing needs that I am sure the Treasury is going to
have. But this was not my major reason. This was one of my
reasons.

_Representative Reuss. Just stick to this one reason that you have
given. This one reason that we are referring to is a reason to help
in the Treasury’s debt management, is it not?

Representative Reuss. Well, your answer to my question is no, is
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Mr. Martin. Exactly. '

Representative Reuss. Well, you say you discussed the raising of the
rediscount rate with Secretary Fowler, as close to the December 3
meeting as the very morning of that day, did you not?

Mr. MarTIN. That is correct.

. Representative Reuss. And am I also correct in my understand-
ing that Secretary Fowler urged you not to raise the discount rate
at that time?

Mr. Marrix. That is correct. .

Representative Rruss. Well, then, you, to the extent that you
adopted concern for the January-February. debt management posi-
tion of the Treasury, were in effect substituting your judgment for
that of Secretary of the Treasury Fowler, were you not, in a matter
which is his responsibility, not yours?

Mr. MarriN. On that particular point, yes, but this was not the
basic reason for our move. I would have liked to have moved—if I
had been doing this on my own, I would have moved in late Sep-
tember or early October. We had to move when we did because of
market developments that had nothing to do with January and Febru-
ary. If we had tried to counteract these market developments, and
keep interest rates on Treasury obligations from rising during the
period of Christmas and early in the new year, we would have had
to supply reserves in greater amounts than we have done under any
monetary policy heretofore. v

And to me this would have gone beyond the realm of support
for the market. This is a purely technical matter. But the other
point is a subsidiary point, and to that extent, I was substituting my
judgment for Secretary Fowler’s there, but only as a subsidiary
matter.

Representative Reuss. At the meeting of the Board on December 3,
was there discussion of the effects of lowered unemployment on racial
tensions in this country ? ’ o

Let me spell out a bit what I mean. For some time, it used to
be argued—including before this committee—that unemploy-
ment was mainly structural, and that not much could be done about
the special problems of minority groups, for example, by general in-
creases of demand.

Well, I think that that structuralist overemphasis has been pretty
well dissipated by events of the last 2 or 3 years, when it has been
- demonstrated that when unemployment went down generally, it went
down very much more for minority groups, such as Negroes.

With that background, I will repeat my question. Was the fact -
that Negro unemployment in this country is still in excess of 8 percent,
as opposed to an overall 4.2 percent, discussed at the Federal Reserve
Board’s meeting with reference to the question of whether the inter-
est rates should be raised at this time? To the best of your re-
collection ?

Mr. MarTin. I can’t recall all of the things that were discussed
at that specific meeting, but I want to say that the Open Market
Committee, which consists of five of the presidents of the Reserve
banks and the-seven Board members, has geen meeting periodically

at 3-week and on some occasions at 2-week intervals, and all aspects

' of this have been discussed.
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Representative Reuss. But you don’t recall whether it was dis-
cussed at the December 3 meeting ?

Mr. Marmin, I don’t. recall. Every member of the Board—and
they are all here except two, so they can speak for themselves—every
member of the Board was given every opportunity to raise any point
that he wanted to raise.

Representative Reuss. And the answer to my question as to whether
you recall whether anything was said about this is “No”? Is that
correct ?

Mr. MarTin. That is correct.

Representative REeuss. Another question. Would you consider
Governor Maisel a great student of the balance of payments?

Mr. MarTin. I have only got to know-—as 1 have said, I am very
delighted with Goevernor Maisel, and he has been here since April 1,
and I haven’t seen as much of him as I would like to see.

Representative Reuss. Well, just yes or no on whether you consider
him a great student of the balance of payments.

Mr. MarTiN. I wouldn’t answer that yes or no.

Representative Reuss. Now as to Governor Robertson, do you con-
sider him a great student of the balance of payments?

Mr. MarriN. Governor Robertson has performed yeoman service in
the voluntary foreign credit restraint program.

Representative ReEuss. Does that make him a great student of the
balance of payments?

Mr. MarTin. This is a judgment that I don’t think I ought to be
asked to pass on people.

Representative REuss. You just made a judgment like that on your-
self when you said that you were not a great student of the balance of
payments a few minutes ago.

Mr. Marmin. I am perfectly willing to make such a judgment on
myself, but I am not willing to extend that to others. -

Representative Reuss. Well, since you have ruled yourself out, does
the present seven-member Federal Reserve Board include, in your
judgment, a great student of the balance of payments?

Mr. Martin. 1 will answer this, having said that I wouldn’t, by
saying I am not sure that there is any member of the Federal Reserve
Board that I would classify as a great student of the balance of
payments.

Representative Reuss. Now changing the subject, why would it not
have been possible to exercise some discretion at the rediscount win-
dow rather than raise the interest rate, and refuse credit, for example,
to a bank which simply wanted to borrow because it could invest the
money at a slightly higher rate in some other form of security?
Why didn’t you do that? )

r. MarTiN. This is always a possibility, an administrative possi-
bility, and to some extent, tﬁis is carried out by all of the banks in

their handling of the discount window.

Representative REuss. As a matter of fact, doesn’t so-called regula-
tion A of 1955, which sets forth your rediscount policy, explicitly ex-
clude granting rediscounting privileges to a bank which wants to
borrow simply to make a percentage point or so on the interest rate
by investing it elsewhere?
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Mr. Marmin. I think that the officer in charge of the discount win-
dow is always trying to determine what the use of this is going to be,
and I think that we have improved the administration of the discount
window a great deal in the last 4 or 5 years. We now have a com-
mittee. that is studying this, but we have no hidebound way of doing
it.

Representative Reuss. Your answer to my question of whether reg-
ulation A—adopted in 1955, and still, so far as I know, governing
your rediscount policies—prohibits the use of the rediscount window
to enable a bank to borrow from the Fed simply to lend it elsewhere
at a higher interest rate, your answer to that question is that it does
or does not ?

Mr. MarTin. No, my answer to that question is I would have to
read the regulation.

Representative Reuss. I see. Would you, after reading it, and at
this point in the record, indicate for the record whether it does in fact
prohibit such redlscounts ?

Mr. MarTin. I will be very glad to prepare a paper on that.

Representative Reuss. You don’t have to prepare a paper. Just
tell me whether it does or doesn’t.

Mr. Marrin. I would be very glad to tell you whether it does or
doesn’t.

ﬁl egulation A, covering the foregoing, was subsequently furnished
an l;mde part of the record by Representative Reuss. It appears.on

12
B Representatlve Rreuss. Thank you.

Chairman PatmaN. Senator Miller?

Senator MiLrLer. Thank you, Mr. Chairman.

Governor Mitchell, in your statement, you referred to food prices
having risen 51gn1ﬁcantly, but because of supply conditions.

I would just like to make clear for the record that while food prices
may have risen significantly, the farmer isn’t getting the benefit of it,
because notwithstanding the increase in meat prices recently, parity is
still at 77, far under what it was 4 or 5 years ago.

Also, T think it ought to be pointed out that 19 cents per consumer
dollar is all that goes for foog0 even with the increased prices, so I
think that if anyone is gettin the benefit of the increase prices, we
had better make it clear that it is not the farmer.

Now you also made a statement that concerns me. You refer to
“the lack of evidence that inflationary pressures are strong or accumu--
lating.” I have already referred to and placed in the record certain
figures -out of the Economic Indicators, prepared by the President’s
Councﬂ of Economic Advisers, not by me, which show that inflation
is getting worse; and I stated at the begmnmg of this meeting the in-
flation figures for the last 5 years, and pointed out that during the first
9 months of this year, the amount of inflation is almost as much as it -
was during the entire previous 12 months. I also pointed out that
nearly one-third of our increased gross national product consists of
inflation.

Still you refer to the “fact” that in your ]udgment there is no

“evidence.” Now I would like to ask you whether it is a case of
whether in your judgment there is no evidence, or whether you are
not willing to accept the evidence.
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Mr. MrrcurLL. Let me answer that in two ways. First, with respect
to the evidence. You have got a poor thermometer. You are looking
at the thermometer, and it is giving you an erroneous register. The
Stigler Committee, which investigated the characteristics of the Con-
sumer Price Index—3 years ago, I think it was, 314 years—came to the
conclusion that it concealed quality changes and concealment of these
quality changes has meant that prices have appeared to rise, but they
haven’t risen if you take quality into account.

T recall a study made by Tillich at the University of Chicago, in
which he took a constant product, like the automobile business, and he
indicated that while the index showed that prices have risen something
like 20 percent, in fact, they had declined something like 15 percent,
quality considered, in the same interval.

Now the other point where the price changes is in their abrasiveness.
You can have a lot of price changes, up and down, and some of them
of fairly significant dimensions, because of bottlenecks of one sort or
another. Now these are thoroughly characteristic and typical of the
operation of a healthy, noninflationary economy. And what I was
trying to do, in my testimony, was to look at the number of changes
that have been taking place, and point out that in over half of the
industrial groups, the prices for which we keep measurements, in half

- of these cases, there was no price movement at all, plus or minus 1 per-

cent, and T think these are the two points in my paper which substan-
tiate the judgment that today we are not getting the kind of price
action that warrants monetary restraint of the.character that the ma-
jority voted for.

Senator MrLLer. Thank you.

Now I am very pleased when you brought out your reliance on the
Stigler report. You have said that we have had a poor barometer.

I would agree with you that there is a lot to be desired, but it is the
best barometer we have, Governor, and furthermore, I point out to
you that it is the barometer that is used in escalation clauses in labor-
management contracts.

T understand that it is a uniform policy of the United Auto Workers
of America to have such an escalation clause in its contracts, and I
don’t believe you would get very far with Walter Reuther if you sug-
gested to him that they forget wage increases because of the Stigler
report.

Now I would like to point out what was testified to in connection

‘with the Joint Economic Committee’s hearings on the Stigler report,!

and I am reading from part 2, at page 588, the written statement fur-
nished the committee by Mr. Ewan Clague. He was the expert who
managed the Bureau of Labor Statistics. And what does he say?

He says, “The BLS is in no position to deny or affirm that there is
currently an upward bias, and, least of all, to assign a numerical mag-
nitude to it,” and then in his direct testimony before the committee,
at page 571, he says, “The balance of some of our downward biases and
the efforts we make to factor out quality improvements indicate to us
that this upward bias is relatively small, if any. I think Fwould not
even want to concede there is any rise at all.”

1 ¢The Price Statistics of the Federal Government,” George J. Stigler, hearings before
tlh% Subcorlnguéilttee on Economic Statistics of th: Joint Economic Committee, 87th Cong.,
st sess,, .
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In reading through the Stigler report, it is made abundantly clear
that while there may be quality improvement, which is not taken into
account, they do not take into account the increased cost of maintenance
of the quality improvement, and also the downward bias which results
from quality deterioration in price line goods, and the point I want
to make is that I don’t believe we are going to get very far if we are
going to just say we have got a poor thermometer and ignore the facts
of life in the increase in wage costs which are tied into that barometer.

Now, one other question of Mr. Martin.

Mr. Martin, I just want to make clear, lest some previous testimony
may have cast some doubt. There is absolutely no disagreement, as
far as you are concerned, with the policy of the administration of full
employment with stable prices, is there?

Mr. MarTIN. None whatever.

Senator Mirrer. But I detect that there is concern that the policy is
not g.c;ing to be achieved unless certain actions are taken. Is that
not so ¢

Mr. MarTIN. That is-correct, and these actions have been taken with
the conviction on the part of the majority that they will be helpful
in achieving this policy.

Senator MiLLEr. In other words, it would be a gross distortion to
suggest that this was an attack on the policy itself, would it not ?

Mr. MarTIN. Noattack at all. :

Senator MiLLEr. Yes, sir.

Now, in your statement, you referred to various factors that were
taken into account, in arriving at the decision that was'made. But
you did not refer to, for example, the outflow of gold problem. T have
had people suggest that because of the continued slippage in the pur-
chasing power of our dollar, foreign creditors are more inclined re-
cently to ask for gold in lieu of our dollars. Was this factor con-
sidered in your deliberations ?

Mr. MarTIN. In a general way, yes, but the emphasis in this action
was on the domestic economy. It is an implied matter, and I think it is
very difficult to quantify what help this action may be in terms of our
balance of payments. I make no exaggerated claims for what it will
do in that area, but I am quite convinced that it will not be harmful.

Senator MrrLer. I understand; but you did list the balance-of-pay-
ments problem as one of the factors that you considered ?

Mr. MARTIN. Which was considered. .

. S(;nator Mn.ier. But you did not mention the outflow of gold prob-
em.?

Mr. MarriN. Well, I consider that a part of the balance-of-payments
problem.

Senator Mmrer. Thank you.

Did you, as another factor, consider the war in Vietnam, and the
anticipated increased expenditures relating thereto as one of the ele-
ments in your decision ?

Mr. Martin. Unquestionably so.

Senator Mirrer. You did not mention this, I don’t believé, as one of
the factors. I would like to point out that the distinguished columnist
Richard Wilson, in the Washington Evening Star for Friday, Decem-
" ber 3, has an article entitled “Administration at Moment of Truth,”
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which mentions this factor, and I would hke to ask consent to have this
placed in the record.

Chairman Parman. Without objection, it is so'ordered.

(The article follows:)

{From the Evening Star, Washington, D.C., Dec. 3, 1965]
ADMINISTRATION AT MOMENT oF TRUTH

What Adlai Stevenson called the moment of truth has now arrived in the
Johnson administration. The reckoning has come.

The reckoning of how great the Vietnam war shall become, how great the cost
of the Great Society, and how great the inflation resulting from both—all these
accounts are now being cast up. The sum total is very large, whether measured
in dollars, human values or life itself.

The real questions in Washington are not whether we shall negotxate in Viet-
nam, but how much additional force we shall apply ; not whether we shall control
inﬂation, but how; not whether the Great Society is good, but how we are to
finance more of it and more war at the same time.

These are the reasons for the year-end conferences of President Johnson with
his chief advisers in every field. The immensity of what has been started and
now must be carried on imparts to these year-end conferences an urgency far
beyond normal.

Nothing, it seems, can be contained within forecast limits, neither the war in
Vietnam, nor the level of prices, nor the rate of general spending, nor even the
gize of such minor undertakings as Operation Head Start, the preschool training
program.

. Costs have bounded up $7 to $9 billion above the beginning of the year
forecasts.

Instead of the $5 billion deficit forecast, we are likely to have more nearly a
$10 billion deficit.

If the war effort in Vietnam has to be doubled in the next year, which is not
beyond reality at all, the outlook will be changed even more drastically.

For Johnson, not yet fully recuperated from major surgery, it must be like a
nightmare, The seeds he has sown are producing giants from the earth. When
he speaks of hastening the pace of integration, he is confronted by demands for
$100 billion to wxpe out the ghettos of the cities. When he considered the world
food problem, he is deluged by multibillion-dollar proposals without any compen-
sating reduction in farm subsidies or foreign aid.

When he looks at his poverty program, he sees nothing but growing demands
for more and more of the kind of programs which are already being badly ad-
ministered.

Johnson wanted everything at once. He wanted to go to the moon quickly, settle
the matter in Vietnam, abolish racial discrimination, eliminate poverty, care for
the sick and old, educate all the young better than ever before, beautify the Nation,
recreate the cities, reorder the economic life of whole sections of the Nation and
have economic growth without inflation.

At the same time he-wanted to be pennywise about Government expenses, turn-
ing off the lights in the White House, exhorting Cabinet members to cut non-
essential costs and praising them for using small cars rather than big limousines
in official business.

But now the more somber decisions of the deepening involvement in Asia over-
hang every plan for increasing the scope of the Great Society. Every day the war
in Vietnam is more an American war, a “long, hard war” that ultimately may
bring that state of limited national emergency that Johnson has wished to avoid,
and did avoid in the round of decisions last summer.

What was deemed to be enough last summer is not enough this winter as no
set of decisions before was ever found to be enough in the 10 years of the Vietnam
conflict.

What will Johnson do? This is predictable. He will take additional steps in
escalating the war but still largely within the confines of South Vietnam and
without an all-out attack on North Vietnam.

He will seek to bring pressure, as in aluminum and copper, but in a different
way for the stabilization of consumer prices. He will not be able to curb the
increasing costs of social, education, and urban programs. He will go slower in
the initiation of new programs.

If none of this is enough, as it may well not be, the harder decisions that John-
son avoided last summer may have to be taken.
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Senator MrLLer. Mr. Chairman, did you take into account the factor

- of the increased appropriations made by Congress over and above the

$1C0 billion budget that was presented at the beginning of the year?
Mr. MarTin. Not specifically, no; but this is all a part of the
problem. :
Senator MiLLer. And Governor Maisel, in your comments, you

spoke about commodity prices, nonfood prices. I take it, however,

that you would not exclude the almost equal, if not more so, impor-

‘tance of noncommodity prices; namely, service prices.

Mr. Maiser. The reason I excluded services specifically was partly
for the reason that Governor Mitchell gave. We know, for example,

‘that while doctors’ rates have gone up among the fastest of all, the

number of times we have to go to a doctor these days is decreasing.
The speed with which we get out of the hospital is increasing. Quality
raises particularly important questions of measurement in that part
of the index.

The other point that has to be made clear is the question of what does
monetary policy affect. I think most people—perhaps I shouldn’t
say “most people,” but at least I-—feel strongly that the reaction of
service prices to monetary policy is not very great. These are the
reasons that I used nonfood commodities rather than services in my

‘testimony.

Senator MirLeEr. Although you recognize that these noncommodity
prices are in the Consumer Price Index, and part of it?

Mr. Maiser. Oh, yes, sir.

Senator MiLLEr. Thank you, sir.

Chairman PatMaN. Senator Proxmire?

Senator Proxmire. Chairman Martin, this discussion hinges very
largely on your interpretation and the contrary interpretation of the
minority on the pressure of inflation or the prospect of inflation. You
put less emphasis on our adverse balance of payments. You do say
that we have had an increase in unit labor costs. I note that they
are lower now than they were in October of 1964, and that lookin
at it with any perspective they seem to be quite stable, and I doubt 1
you or your fellow members would act on the basis of just 1 or 2
months.

You do give this a perspective, don’t you

Mr. Marmin. Yes, sir.

Senator Proxmire. Well, then, when we look further at the degree
of factory capacity, the level at which the economy is utilizing its
capacity, we see that over the past year and a half or so, it has gone up
very little from 87 to 88 percent, now 90 percent. The latest figure
the staff could get for me was 90 percent. At any rate, this is quite
stable. These two forces of plant capacity and unit labor costs are
certainly two of the principal forces that would push prices up, if we
have a cost-push inflation. Wouldn’t' you agree that these would
hardly justify acting swiftly in December rather than waiting until
January as some people in the administration would prefer, and as a

, substantial minority on the Board would seem to.prefer?

Mr. MartiN. This is another case of what you consider to be satis-
factory evidence. In the judgment of the majority, the expectations
here were such that if we waited until later to get clear evidence, we
would have had little or no influence. We cannot ignore expectations

o . ‘ A : | ;
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in this area, entirely. Now this capacity fizure—90, 91 percent—is a
very difficult figure, as you know. It means that a lot of plants are
operating much closer to capacity than that. The pressures are here,
and have been growing ; we were not warranted in delaying any longer
if we were to have any influence at all in restraining these pressures.
This was, I think correctly, the position of the majority.

Senator Proxmire. Now we come to a very interesting and, I think,
an extremely helpful qualitative analysis which Governor Maisel has
given us this morning. Whether or not it is valid, of course, is a
question. But he does point out that the elements in the price
structure that would be affected by an increase in the interest rates do
not seem to be under pressure and do not seem to have been rising.
Food is the biggest element in the increase in inflation, and of course,
as I understand it, the increase in interest rates is unlikely to stem
that kind of inflation.

There were temporary reasons for the increase in food prices and in
any event, it doesn’t seem as if this is an effective way of stopping that
kind of increase. Is that correct?

Mr. MarTin. Well, I think it is debatable. Tt is arguable.

Senator ProxMIRE. Yes.

Mr. MarTIN. Let me try to put it to you this way, Senator, because
1 know you are trying to get at the heart of this. T think that the
economic aspects are arguable. I have a point of view, I have some
convictions on it, but they are arguable. I think the balance-of-
payments aspects of this are arguable, but on the financial problem,
which is primarily the Federal Reserve’s concern, the money market
problem, 1 think that the reasons were compelling for acting now
ratherthan delaying. That’s the sequence.

Senator ProxMire. I want to come to that in just a minute. Be-
fore I do, you say in your prepared statement, that over the first
quarter of the year our deficit on so-called regular transactions was
an annual rate of $134 billion. As you know, the Bernstein Com-
mittee, consisting of very eminent economists, the outstanding experts
in the field of balance-of-payments statistics, unanimously recom-
mended that instead of reporting statistics on regular transactions, we
should use official transactions. The Joint Economic Committee
unanimously recommended that both series be equally considered.

The latest official transactions statistics indicate that in the third
quarter of this year we had a positive, a plus, a favorable balance of
payments, of over a billion dollars, and the aggregate for the first
three-quarters is close to $600 or $700 million negative, but apparently
improving sharply.

Under these circumstances, don’t you feel that the official trans-
actions measurement should be given some weight ?

Mr. MarTin. I think it should be given some weight, and it was.
The secretary of that committee was a Federal Reserve Board man,
and performed I think, very usefully in it.

I have already disqualified myself to Mr. Reuss as a great authority
on the balance of payments, but T think that it is part of the overall
problem. I haven’t argued for regular transactions or official trans-
actions, or any other form of accounting: I have merely said that our
performance 1s fair. I question whetker it is good or not.
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Senator Proxmire. Wouldn’t you agree that the experts who were
appointed to this committee headed by Mr. Bernstein are outstanding
students and experts at least in the balance of payments statistical
field? They were appointed for that reason; their recommendation
was unanimous:

Mr. Martin. Well, as T understand that, the administration has
said they will use both figures.

Senator ProxMIre. Yes, now let me ask you: Is it not true that this
increase, to the extent that it is fully reflected, in increased service
costs in the national debt, if my mathematics are correct, that the
service costs on the national debt are now $12 billion, with an average
interst rate cost, or 4 percent? That means that each 1 pércent cost
is about $3 billion, one-half of 1 percent would be $1.5 billion. But
this wouldn’t be reflected until you accumulated over a 5-year period,
because you have about a 5-year turnover in the national debt. -

AmIclear? Do youseemy point? Good.

So that I would say the maximum effect this year, if you sustain
this for a year, and if there is a general one-half of 1 percent increase
in national debt cost, would be around $300 million this year, $600
" million the following year, et cetera. Is that a fair statement? As
the maximum efféct? And I would agree that it probably wouldn’t
be that great, but it could be that high.

Mr. MarTIN. It could bethat high. Right. :

Senator Proxmire. All right. Now in addition to this, there
would be an additional cost to debtors, and this is, of course, debat-
able, again, but there would be an additional cost to debtors much
more substantial in this country. Those who borrow money will
have to pay more for it, several billion dollars.

Now, the New York Times yesterday had an interesting analysis,
in which it said that the following areas of our economy will not be
effected by the increase: No. 1, the cost of an unsecured cash loan from
the bank on the corner, which in New York City tends to run between
8.5 and 12 percent, will not be increased.

In the second place, auto financing will not be increased.

In the third place, small loan companies, such as Household Finance,
will not be increased. In the fourth place, probably, home mortgage
rates are not expected to increase significantly. There might be a
small increase, but very little.

Would you agree that thisanalysis is roughly correct ?

Mr. MarTiN. No, I wouldn’t agree to that analysis. I think it is
too early to make a judgment of that sort. _

Senator Proxmire. But on the basis of your experience, and nobody -
has more experience on the consequences of this kind of thing, would
you feel that the principal effect would be in business borrowing for
expansion or for purchasing equipment and expanding plant ?

Mr. MarTIN. I would think that would be the principal effect.

Senator Proxmire. Allright. Good. '

Now is it not true that by business borrowing, and expanding plant,
we in the future, we create, we increase our productive capacity, so
that our capacity to meet demand in the future will be increased?
Therefore, any dampening down now in the capacity of our future
plant will result in more inflation in the future.
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What I am getting at—this is a matter of timing, and I appreciate
that. What I am getting at is this: If we could get at this element
of consumer credit, which is, in my judgment, the most explosive
element in our economy—as you know, 1t has gone up since 1954 from
$28 to $81 billion, expanding at an eriormous rate, the consumer who
buys a car on time, who buys appliances on time, and so forth.

AsTunderstand it, I am tol ia member of your staff this morning
that the specific authority for the President to change the terms of
consumer credit—in other words, on buying a car from 36 to 30 months,.
has expired. :

Now it would seem to me that Congress might very well consider the
possibility of providing-—this is at least one additional thought. This.
would have the advantage of not increasing the cost of servicing the
national debt, of not increasing the cost to anybody who borrows
money, but of working in a selective and limited way to the extent
that it seems to be necessary, to get at inflation, where the pressures
that in my simple judgment seem to be greatest, this is, in people get-
ting overextended, and the natural tendency on the part of business
to provide terms that are, perhaps, too generous.

Mr. MarTin. This is the perennial discussion about selective and
general controls. On your first point, you see, the problem of the
banks is that a lot of the banks have been making term loans that in
my judgment are not really good term loans and should have gone to
the capital market, and the loan-deposit ratios of the banks have risen.
If we are to maintain the stability that we currently have, which is
vital to our competitive position in the world, it is important that
we get a better flow of funds than we have been getting in the market,
where you have had a rate like the prime rate standing as a boulder
in the money stream, where the demands have been swirling around it
in every direction.

Now I can agree with you that selective controls have a place.
We do not have them at the present time. Regulation W was taken
away from us by the Congress, and regulation X, which concerned
real estate credit, was also taken away from us, some time ago.

I realize that you can have a problem—and the balance-of-payments
problem is in that area—where you need every type of control, selec-
tive, and general.

But I don’t believe in the present situation, Senator Proxmire, that
we could have avoided—even if we had had selective controls in this
area—complete elimination of the general control. I have néver ob-
served a situation in which selective controls have been able to work
effectively without some general control also.

Senator Proxmire. Thank you. My time has expired, Mr. Chair-
man.

Chairman Parman. Mr. Widnall ?

Representative Wmo~aLL. Thank you, Mr. Chairman.

Mr. Chairman, I think the record should be corrected or made clear
with respect to a question that was asked earlier by Congressman Cur-
tis of all five members of the panel with respect to their belief in the
independence of Federal Reserve System.

I believe all five nodded their affirmative reply, but there would be
nothing in the record to indicate that.
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I ask unanimous consent that the record indicate that all five mem-
bers nodded in the affirmative. _

Chairman Patman. Would you read that question again, please?

Representative WimNarLn. Mr. Chairman, Mr. Curtis earlier asked
a question of the panel with respect to their belief in the independence
of the Federal Reserve System. I do not recall the exact nature of
the question, but I am asking that the question, in answer, show on
thelrecord that all five members nodded their assent, their affirmative
reply. .

%gaiman Parman. They shook their heads, but which way?

Mr. MarTiN. I will be very glad to renod, Mr, Chairman.

Representative WipnarL. Well, for the record, would you each indi-
cate by yes or no, your answer to Mr. Curtis’ question ?

Mr. MarseL. Yes. :

Mr. MrrcHELL. Yes, sir.

Mr. MarTiN. Yes.

Mr. Barperston. Yes, indeed.

Mr. SuEPARDSON. Yes, sir.

Representative WmnaLr. Thank you.

Mr. Maisel, you said an attempt to characterize the votes as based
on a belief in hard money or easy money is not helpful either.

Each member clearly based his vote on how he believed the Board
could best insure sound money and sound growth for the economy.
Would you agree with that statement, Mr. Mitchell ¢

Mr. MitcHELL. Yes. :

Representative Wim~NaLL. And all the way through? The other
members, too? o

I am pleased to see an objective view taken of that, because some-
times, as expressed in the press, decisions are interpreted in another
way.

Mr. Maisel, I believe one of the factors that you said you considered
in your decision to oppose the rate increase was the desire to wait and
see the budget figure as submitted by the President. Don’t you believe
that at this time, the budget authority has sufficient information at
hand to indicate to the Congress or to the members of monetary author- .
ities what is in prospect for January ?

Mr. MaiseL. Mr. Widnall; one: I am not sure that they do. Two:
I think you have brought up a question that I believe Senator Javits
or Representative Curtis raised earlier. As I understand it, it is the
basic problem of this committee hearing, which is to look into the
question of whether we have the proper amount of coordination in this
matter.

‘Now, I am a novice in this matter, since, as you know, I have only
been here since May 1. But I must say that in the 8 months that T have
been in Washington, I have personally been shocked by the lack of
coordination. I think if you told the average person who thought he
knew what went on in Washington about the amount of coordination
between the monetary and fiscal authorities in this area, he would be

‘similarly shocked. I think Chairman Martin has correctly brought

out the amount of informal coordination that takes place. Also, while
there have been some staff studies of the quadriad, all I know is that I
have never received any official information in any way of the analyses
of the Treasury or the Budget Bureau or the Council of Economic -
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Advisers, with respect to a discount rate change at this time. I did
not know whether or not they felt that the economy was approaching
an inflationary danger nor if such dangers were arising whether they
felt that they could best be met by monetary or fiscal policy.

When I came here, I explored informally some of the problems of
coordination of information and analyses. I did not push far, because
I recognized that this was primarily the chairman’s responsibility
which he was meeting in this informal manner. The reaction I re-
ceived was that in the past, when attempts had been made to increase
the amount of formal coordination, they had been rejected by the
Federal Reserve. I received the impression that there was a distrust
of systematic and routine coordination for fear that it would interfere
with the Federal Reserve’s independence.

Now, as I said, this entire matter has concerned me greatly ever

. since I have been here. It may simply be that I am ignorant. I have
only been here 8 months. But I certainly have felt a lack of any type
of formal coordination, and a lack of transmission of cpinion on
critical matters.

I have tried informally to get some opinions from other members
of the quadriad and from members of their staffs. I have talked to
them on a personal basis, but I have never seen any official statement
of their point of view used by the Board in the course of our delibera-
tions.

Now the situation may have been different in the past. I can only
speak for the period since I have been here. I think this was the
question that was raised earlier by Mr. Curtis and Mr. Javits. I think
1t is a matter that this committee should consider. What are the
proper relationships among the various units in the Government re-
sponsible for the different parts of policy ?

Representative WipnvaLL. Mr. Maisel, I would like to develop that
further later.

One of the factors in your decision to oppose the rate increase is a
belief there is no real danger of inflation now ¢

Mr. MarseL. T tried to make it clear that I could not give any judg-
ment, as to how real the danger was until I knew what the proposed
expenditure and revenue figures were for the next half year. It
seemed to me that this was the critical matter. I have gone through
most of the projections made by independent authorities throughout
the country. All basically show a balance. I have about four or five
of them here with me, in my notebook. All indicate a rate of growth
of around $40 to $46 billion in the GNP for next year.

This is also about the indicated rate of growth of the real potential
of the economy, that is, its ability to produce goods. Almost all of
these estimates that I have seen—and these include the work of our
staff and others—show a balance. As I indicated, the two critical
things that we didn’t know yet were the amount of Federal expendi-
tures, and secondly, would a projection of higher expenditures lead to
a rapid change in private expectations which might cause these esti-
mates to below.

But pending knowledge of these two things, I did not feel that
we were entering any different situation. In fact, I felt the opposite,
that the price pressures had definitely been reduced. Partly as a
result of the President’s action in aluminum and copper, but also for
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technical reasons. I think you have to assume that, as you move up
toward full employment, certain industries reach their capacity. Since
they are industries which have had low utilization in the past, their-
prices tend to rise very rapidly. We know very little, however, about
what may happen to prices Wﬁen these industries remain at capacity..

Representative WipnaLL. Was one of the factors in your decision
to oppose the rate increase the fact that you knew the President and
the Secretary of the Treasury were opposed to it ¢

Mr. MarseL. Yes, sir. I am not clear whether I made it as clear in
my testimony as possible, but I felt that it was very important for the
country that in a wartime period we support the Commander in Chief
and not appear to attack him on a specific request. My own personaf
feeling was that this request from the President resulted from the fact
that he was unclear himself as to what would happen by January. It
was our responsibility to go along for now. However, if by January
we could not come to an agreement, and if at that time 1 was con-
vinced that inflation was possible, then I would have felt that our
independence required us to move. I didn’t feel that it was proper at
this time.

Representative WipnaLL. Doesn’t that amount to saying that the
President and Secretary of the Treasury should determine our mone- -
tary policy ¢ '

Mr. Matser. No, sir, not at all. I feel very strongly that by putting
the pressure on the rest of the Government, as Chairman Martin did,
he was forcing them to make a choice. He was forcing them to decide
whether they wanted a tighter fiscal policy or a tighter monetary
policy. The President was in effect being given this choice, which I
think was proper. However, I was concerned because I, at least, had
no indication that the President had made a choice or even that he had
the figures available to make a choice. I didn’t want to be premature
in forcing a decision upon the President which I believed was properly
his to make.

Representative WiNaLL. Mr. Martin, on the vote on raising the
maxim@um rates payable on time deposits, what was the vote on the
Board?

Mr. MagrTIN. 6 to 1, Mr. Widnall; 6 to 1. Governor Robertson
dissented, and we put that in our release.

Representative Wip~NaLL. Thank you.

Mr. Mitchell, if the Federal Reserve Board would meet tomorrow
to reconsider the action taken a week ago Friday, would you vote to
allow the action to stand, or would you vote.to reversethe action taken?-

I am asking this question because I notice a lot of press comment
saying, “If the Board’s action is allowed to stand,” end of quote.

Mr. Mrrcuerr. Well, I don’t think it would be wise to reverse the
action taken on the discount rate. Its effect could be neutralized with
open-market policy, as much as or little as is deemed desirable in view
of the prospects for the economy.

While I have the floor, could I say a word about communications?

I think Governor Maisel, who says he is a novice in this instance,
doesn’t fully recognize that avenues of communication do exist between
the Federal Reserve, the Council of Economic Advisers, and the
Treasury.

64-292 O-66—pt. 1—7
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Tt is most important for policymakers to have the benefit of good
staff advice and good staff understanding. The staffs of the Treasury,
the Federal Reserve, and the Council of Economic Advisers are in
constant communication with one another. In fact,if they were in any
more thorough communication, they wouldn’t have time to do any-
thing on their own. There is no lack of staff communication in this
situation.

There are seven members of the Board of Governors, and not every
one of them can go with the Chairman when he has a meeting with the
President. In fact, none of us go. The Chairman has to take the
burden—the responsibility, in my judgment—for handling much of
the high-level communications that exist. While I voted against the
decision of the majority on December 3, I want to make clear that I
believe that the Chairman has done his very best to keep the avenue of
high-level communications open at all times.

. Representative Wip~aLr. Thank you very much, Mr. Mitchell.
Just one more question of you, Mr. Maisel, and then my time is up.
If you were again to take up this matter, I will ask you the same

question I asked Mr. Mitchell, would you vote to allow the action to

stand, or would you vote to reverse the action taken ?

Mr. Maiser. As I made clear, Mr. Congressman, I believe that. the
action is irreversible for quite a period after it is taken. I think we
have ratcheted up interest rates by moving the discount rate. There-
fore, the market situation is such that it could not be reversed at the
end of a week or 2 weeks or in any short period. There has to be a
basic change in the economy before the action could be reversed.

Representative WionarL. Thank you very much.

Chairman Parman. Mr. Martin, ﬁefore we decide on the next meet-
ing, I would like for you to bring to our next meeting some informa-
tion about CD’s—certificates of deposit. There are, as I showed in
the first chart, about $16.5 billion of CD’s outstanding. You gave out
a statement, I believe, about December 1, to the effect that 30 banks had
about $12 billion of these deposits, and I wish you would bring the
information as to the location of those banks. You need not identify
them, but I want to know what cities these banks are in, and the
amount of deposits that these large banks have in proportion to the
total number of the CD’s. Can you furnish that information ¢

Mr. Martin. I will get you all the information we have.

(See p. 199 for answer to Chairman Patman’s request.)

Chairman Parman. Next, I want this information—I would like to
have it from 1950. I know you have it, because I have asked it and put
it in the record at different times, but I do not have the last 2 years.
However, I wish you would furnish it since 1950; that is about the
activities of the discount windows of the 12 Federal Reserve banks and
their branches. I want to know the number of ap(flications that have
been made each year, and also the amount involved in the applications
each year, broken down as to the 12 banks and the branches, 1950 up to
date. Will you try to furnish that, please, sir ¢ '

Mr. MarTIN. I will do the best I can.

Chairman Parman. All right, sir.

(See p. 190 for information subsequently supplied relative to above.)

Chairman Patman. Now, then, when can we come back? Will 2:30
be all right ¢
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All right with you, gentlemen ¢

Mr. MarTiN. That’s all right with me.

I want to make clear that I have to be in New York on Thursday,
and I intend to go away the end of this week, over Christmas. I just
want to make that clear right now.

Chairman Patman. I don’t think there is any problem presented
there, Mr. Chairman, because the members have their own problems in
that direction, too. :

‘We will do the best we can. We appreciate your cooperation. We
shall expect you here at 2:30 this afternoon. We will stand at recess
until 2:30 this afternoon. ’

(Whereupon, at 1 p.m. the committee recessed until 2:30 p.m., the
same day.)

AFTERNOON SESSION

Chairman Patman. The committee will please come to order.

We have a number of statements filed by people who would like to
have them placed in the record.

I would like to have an understanding, if I may, that all statements
will be filed with the staff director, Mr. Knowles, and the chairman
will have the power to put those in the record that he believes are re-
lated to what we are doing at the appropriate place. If he is of the
opinion that one should not be inserted he will confer with the rank-
ing minority member and make a decision after consideration.

Is there any objection to that?

Senator Javits. Mr. Chairman, certainly there is no objection. I
think that is very fair in view of the fact that if the minority feels the
statement is being excluded that ought to be in, the minority itself
can put it in, or read it in. So that I think every person is fully
protected. - : .

I would suggest, Mr. Chairman, and I now hand to the chairman
a statement by the United States éavings & Loan League for consid-
eration by the chairman in accordance with his understanding.

Chairman PatmMan. Thank you,sir. It will be included.

(Material referred to follows:)

UNITED STATES SAVINGS & LOAN LEAGUE,
Washington, D.C., December 9, 1965.
Mon. WRIGHT PATMAN,
Chairman, Joint Economic Commitiee,
Longworth House Office Building,
Washington, D.C.

DEAR CHAIRMAN PATMAN: Attached is the text of the United States Savings
& Loan League’s statement criticizing last weekend’s action in raising the ceil-
ing on time deposits in banks from 4% to 5% percent. I know that as chairman
of the Joint Economic Committee you are studying this development and its
impact on the public interest and the entire financial community.

Actually, we consider this action as merely the latest in a long series of
actions enlarging the powers of commercial banks and increasing their domi-
nance of the financial community at the expense of the so-called nonbanking
institutions such as savings and loan associations, savings banks, and credit
unions.

The succession of increases permitted under regulation Q have encouraged
banks over the past few years to very substantially increase the rate paid on
time deposits. As a result, they have greatly increased the percentage of the
total savings which they control. In the first half of 1965, time deposits in
banks increased $10.4 billion, 22 percent above the first balf of 1964. By con-
trast, savings and loan associations added $4.2 billion to savings in the first
halif of 1965, down 22 percent from last year.
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While banks rates have been spiraling upward, dividends paid by savings and
loan associations have been virtually stable. The average rate has increased
only four one-hundredths of 1 percent, from 4.28 to 4.32 percent between mid-
1963 and mid-1965.
~ The stabilized dividend rate and the slowdown in growth of the savings and
loan business are the result of a combination of restrictive regulations by the
Federal Home Loan Bank Board and a deliberate management policy of avoid-
ing “growth for growth’s sake.” In view of conditions in the real estate market
and the temporarily reduced role of housing in the national economy, a slower
growth of our business was believed desirable from the point of view of overall
economic policy and the national welfare.

While our business has gone through a period of moderation, the banks have
been pushing ahead full steam. Record numbers of new banks have been char-
tered, new powers have been obtained or assumed, and banks have entered into
a variety of nonbanking businesses. Banks have purchased mortgage companies,
entered the accounting services business, acquired cerdit card plans, and engaged
in equipment leasing. ’

In spite of the fact that certificates of deposit were the prime factor in the
failure of several banks, the upward spiral in these instruments has been per-
mitted unchallenged by the Federal banking agencies. Indeed, it seems clear that
the concentration of CD’s in big c¢ily banks was the deciding factor in last
weekend’s boost in regulation Q. The entire financial community is being placed
in a turmoil because of irresponsible banking practices which went unchecked
by the authorities.

The attached story from the American Banker of December 2, 1965, reports
on the continued buildup of certificates of deposit, and the story from the Chicago
Daily News, after the rate increase, quotes the head of the First National Bank
of Chicago as saying, “If we didn’t have the new ceiling on this type of deposits,
we would have a problem.”

We hope that the Congress will look into all of these matters so that steps
can be taken to restore balance and to avoid future recurrences.

The savings and loan business is in very sound condition and we do not contend
that the bank competition places our institutions per se in any jeopardy. We do
feel that the siphoning of savings from our institutions into commercial banks.
will quickly reduce money available for mortgage lending and of a necessity
increase the cost of borrowing. This is because savings and loans invest almost
100 percent of their savings in mortgages, whereas only a fraction of time
deposits in banks find their way to the mortgage market.

We feel that the broad general allocation of credit is the prerogative of the
Congress and the President and not that of a single banking agency on a 4-to-3
vote.

The issues involved touch the entire economy and greatly affect the public
interest. We feel that the appropriate committees will want to carefully study
this question and hear from all interested parties. In this connection, you can
be assured of the full cooperation of the United States Savings & Loan League.

Sincerely,
STEPHEN SLIPHER, Legislative Director.

The following statement was issued today by Norman Strunk, executive vice
president of the United States Savings & Loan League, in commenting on a
Federal Reserve Board decision to increase interest rate ceilings on commercial
bank certificates of deposit and other time money from 4% to 514 percent:

“The action of the Federal Reserve Board in boosting the ceiling on certifi-
cates of deposit to 53% percent is nothing short of incredible. It will mean
substantially higher interest rates throughout the economy and probably usher
in an acute shortage of mortgage credit. .

“One measure of the extremeness of this action is seen in the fact that only
a week ago the Federal Home Loan Bank Board had proposed an investment
bonus plan for long-term, lump-sum accounts in savings and loan associations
with a rate ceiling of 414 percent. Now the Federal Reserve has set the limit
on commercial bank time money 1 full percent higher.

“For several months, the Federal Reserve has been warning against a buildup
in certificates of deposit on the part of commercial banks, particularly a small
group of large banks, on the grounds that these banks would face grave liquidity
problems as these certificates expired. ‘The issuance of huge sums of short-
term certificates of deposit by a small number of big city commerecial banks can
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only be described as irresponsible banking practice. Now the Federal Reserve
has decided to bail out the big banks from this liquidity squéeze under the guise
of aiding the fight against inflation. .

“As an independent body, the Federal Reserve could have moved earlier and
thus more effectively against the threat of inflation. It also had the power to
- prevent the unhealthy increase in outstanding certificates of deposit. In each
instance, it failed to act.

“We are unable to escape the conclusion that in making its decisions; the
Federal Reserve is overly considerate of the welfare of the large commercial
banks, and less concerned than it should be over the welfare of other businesses
and the American people. The Federal Reserve is a creature of Congress, and
we hope that Congress will take steps to correct this deficiency in 1966.”

[From the American Banker, Dec. 2, 19G5]

FRB Nores INCREASE IN CD’s OUTSTANDING

WasHINGTON.—The Federal Reserve Board has reported an increase in the
number of certificates of deposit outstanding to $16.4 billion as of November 17.

The figure, based on reports from 245 banks, was included in the Fed’s quar-
terly survey of the maturity structure of negotiable time CD’s outstanding in
denominations of $100,000 or more.

At the time of the previous survey—in August—the Fed said that 249 banks
reported $16 billion in outstanding CD’s.

The report said that nearly three-fourths of outstanding CD’s listed in the
last survey—or about $12.2 billion—mature during a 4-month period ending
March 1966. '

It said the largest monthly total, $3.5 billion, will mature during December
when corporate needs for funds for tax and dividend payments will be heavy.

The approximate average maturity of outstanding CD’s on November 17 was
3.4 months compared to a 3.9-month average reported in the August survey.

[From the -Chicago Daily News, Dec. 7, 1963]
INTEREST RATE HIRE—BANKs To Use Funbps on CD’s

(By Albert Jedlicka)

Chicago’s two giant commercial banks moved quickly to raise their interest
rates on short-term corporate savings following ~authorization of such action
by the Federal Reserve Board.

The higher rates aro expected to aid the large banks in Chicago in meeting
the maturity of $1.238 billion in negotiable certificates of deposit in the next
6 months.

Approximately $956 million will fall due in the next 3 months.

Total holdings on November 17 were $1.407 billion.

“If we didn’t have the new ceiling on this type of deposits, we’d have a
problem,” said Raymond H. Becker, executive vice president and cashier of the
First National Bank of Chicago. “The new rates will enable the banks to
attract new investment funds or to hold on to CD money.”

The new ceiling of 5% percent on an annual basis, which supplants the former
top of 414 percent, will make the banks more competitive for the investment
dollar in the money market, notes Becker.

Terms also have been liberalized to the extent that the 5% percent top applies
to all CD’s of 30 days or more. Formerly the banks were limited to paying 4
percent on CD’s of up to 89 days, with the 414 percent rate payable on certificates
beyond 90 days. . .

Neither the Continental Illinois National Bank &  Trust Co. nor the First
" National, which immediately boosted their CD interest ceiling, raised the rate
the maximum allowed by the Fed.

Continental announced it will now pay 4.5 percent for 30 days; 4.55 percent for
60 days ; 4.65 percent for 120 days, and 4.70 for 180 days.

8Becker disclosed that the First National also will pay the 4.7 percent top for
180 days. ) )
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The banks have been selling the negotiable certificates in amounts of $500,000
.and more.

Donald C. Miller, a vice president of Continental said the bank has issued
CD’s in denominations of as much as $5 to $10 million to large corporate
investors.

Funds accumulated can be used as needed for taxes, dividends or payment
«of corporate debt obligations.

Some Loop bankers observed that the higher ceiling may have an impact on
‘activity in personal or nonnegotiable CD’s. Thus far, the major banks have not
pushed this type of savings strongly.

As of October, the big banks held $162 million of personal CD's down from $167
million for the same month in 1964.

“We've been paying from 434 to 414 percent on these nonnegotiables held in
large amounts for the 3 to 6 months,” said Becker. “We will cross the bridge
in the future on whether to pay a higher rate on these CD’s.

NATIONAL LEAGUE OF
INSURED SAVINGS ASSOCIATIONS,
Washington, D.C., December 10, 1965.
Hon. WRIGHT PATMAN,
Chairman, Committee on Banking and Currency,
House of Representatives,
Washington, D.C.

DEeAR MR. CHAIRMAN : I am enclosing a copy of the national league’s statement
concerning the action of the Federal Reserve Board in authorizing the new 514
percent rate ceiling on time deposits and certificates of deposit. You will note
that National League President Harry P. Greep has termed the Board’s action
‘“irresponsible” because of its widespread adverse impact on the economy and,
in particular, in the Nation’s housing markets.

WnriaMm J. KERWIN,
Assistant Ezecutive Director.
* * »* * * * *

TEXT OF STATEMENT ON FEDERAL RESERVE ACTION ON REGULATION Q BY NATIONAL
LeAGUE OF INSURED SAVINGS ASSOCIATIONS

In contrast to savings and loan associations, commercial banks enjoy numerous
investment privileges which tend to increase their earnings capability. Banks,
for example, enjoy the unique privilege of money creation; they hold substantial
amounts of “free” money in the form of checking accounts available for invest-
ment purposes ; and there is no limit on the range of commercial bank investments.

Savings and loan associations for all practical purposes are single-purpose
lenders imprisoned by the mortgage market. Declining real estate activity
affects the fortunes of the savings and loan business just as much as a boom in
real estate—a point which was stressed in the 1962 fight over savings and Joan
taxation. Reduced real estate investment opportunities have during the past year
caused savings and loan management to reevaluate policies and practices this
year and the Federal Home Loan Bank Board to tighten its regulations further
in the light of its evaluation of national objectives. The combination of inter-
acting forces will result in a savings growth, for example, this year of about
$8 billion as contrasted with $12 billion in 1964, for the savings and loan in-
dustry. The one-third savings and loan drop compares to a more than one-fifth
increase in commercial bank time deposits. At this point it is almost impossible
to predict 1966 performance but it seems perfectly apparent that net savings
inflow will decline further and that the Federal home loan bank system will
feel new pressure for advances, particularly if commercial banks raise their rates
and siphon off funds from thrift institutions.

The national league believes that the time has come for the Congress to
consider the possibility of broadening the investment powers of thrift institutions
including passage of leglslation such as the bill recently introduced, H.R. 8199,
which would provide Federal associations with power to offer convenience check-
ing accounts to their members.

Sincerely, yours,

WiLriam J. KERwIN,
Asgistant Executive Director.
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[From the Savings & Loan News, publishéd by the National League of Insured Savings
Associations]}

WAsSHINGTON, December 6.—A savings and loan industry official warned today
that the Federal Reserve Board’s policy switch to higher interest rates may mean
a reduction in funds available for home financing, higher rates on home mort-
gages, and possible curtailment of housing operations in 1966.

Harry P. Greep, president of the National League of Insured Savings Associa-
tions, said that the FRB action also “collides head on” with a 2-year effort by
the Federal Home Loan Bank Board to hold down rates paid by savings and
loan associations.

Greep pointed out that during the past year mortgage rates have been inching
upward while the availability of savings funds for home financing has declined
sharply. Savings associations—the Nation’s prime source of home mortgage
money—are expected to increase their savings deposits about $8 billion this year
as compared with $12 billion in 1964. In part, this is due to higher rates paid
recently by banks on certificates of deposit.

Greep, president of Atlantic Federal Savings & Loan Association of Fort
Lauderdale, Fla., said that an increase in the reserve system’s rediscount rate
was anticipated by the savings and loan industry and plans were made
accordingly.

But the national league president declared: “The Federal Reserve in effect
has also granted commercial banks the power to commandeer the available sup-
ply of new savings by boosting the rate as high as 51 percent as opposed to
the previous ceiling of 41 percent. In effect, the FRB has removed the rate
ceiling on certificates of deposit and time savings certificates, and this could
produce a massive shift in savings funds away from thrift institutions into com-
mercial banks.

“To the extent that funds shift from thrift institutions to commercial banks,
the available supply of funds for home financing-will tighten and produce cor-
responding increases in mortgage rates simply because banks invest in mortgage
loans in only a limited way. :

“Recently, there have been indications that the decline in home construction
has turned a corner and might even increase in 1966. The irresponsible action
of the Federal Reserve on rate ceilings is likely to reduce new home construc-
tion, raise interest rates on home mortgage loans, increase downpayments and,
in general, frustrate any move toward recovery in housing markets in 1966.”

Although dividend rates paid by savings and loan associations are not specif--
ically controlled by the Federal Home Loan Bank Board, the FHLBB over the
years has exercised tacit control over rates through its regulatory machinery.

Greep said: “The Federal Reserve action again will hurt housing markets
and may- precipitate the kind-of destructive competition for savings funds which
occurred in the 1920’s and led to the congressional enactment of rate controls
on bank deposits. - We urge the Federal Reserve Board to reconsider its action
in the light of the serious public interest questions involved in sanctioning an
almost unbelievable rate structure in the commercial banking industry.”

Senator Javirs. May I also, Mr. Chairman, suggest that those who
have sent statements to our committee release them if they wish the
public generally to know about it. It will-be the understanding that
these statements will be made a part of our record at the next session
of the commiittee which® might come. tomorrow afternoon or on
‘Wednesday. :

Chairman Parman. Let us have this further understanding, that
all statements heretofore filed and now on file and which will be filed
between now and tomorrow at noon, will be made public as of to-
morrow. Anyone filing a statement is privileged to release it to the
press as of tomorrow if they desire.

Senator Javits. Very good. ,

Chairman ParmaN. Are you gentlemen ready to proceed?

Mr. Marmin. We are. I would like to put in the record an answer
to Mr. Reuss.
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Chairman Parman. Mr. Reuss will be interrogating you later, Mr.
Martin. I think that would be a good time to do it. % think it is my
time to interrogate the witness now.

I want to ask you about the $16.5 billion in certificates of deposit.
This is a relatively new innovation in banking, is it not, Mr. Martin ¢

Mr. MarTIN. Relatively new. Your request for statistics since
1950 on this—it will take a weék or two for our division to complete
that.

Chairman Patman. That is not on negotiable certificates of deposit,
Mr. Martin. This is on the applications-to the discount window.

Mr. MarTIN. I thought you wanted the other material, also.

Chairman Parman. I don’t think they went that far back, did they ¢
I don’t think they have gone back more than 5 years to amount to
anything.

Mr. MarTIiN. Tdon’t know——

Mr. MrrcaerL. The certificates that are negotiable go back to Feb-
ruary 1961. The certificates of deposit that are not negotiable have
been in use for a long time.

Chairman Parman. Which ones did you say ?

Mr. MrrcrELL. The negotiable. That is the total you are looking at.

Chairman PatmaN. Thatis right.

Mr. MrrcrELL. They go back 4 years.

Chairman Parman. Four years?

Mr. MircueLL. Four years.

Chairman Parman. Those are the ones that disturb me. You stated
there was considerable pressure brought to bear on you to do some-
thing about increasing the maximum allowable interest rates on these
CD’s at once, Mr. Martin. Who is bringing the most pressure?

Mr. Martin. There is no pressure brought on me. We have a Fed-
eral Advisory Council that meets with us. This matter was discussed
but there has been no pressure that I know of.

Chairman Parman. I understood you to be quoted in the New York
Times, or the Wall Street Journal, that the New York banks had
called you a number of times about this, including Mr. Hayes, presi-
dent of the New York Federal Reserve Bank. .

Mr. Marmin. Thatis incorrect. ' :

Chairman Patman. You had no pressure from the New York banks?

Mr. MarTin. The System discussed this from time to time, but I
don’t consider that pressure.

Chairman Patman. Did you have a request from Chicago—from
bankers there—to do something about it at once ?

Mr. MarTIiN. We have had this matter called to our attention at
almost every meeting of our committee.

Chgirman Parman. All of them clamoring for an increase in the
rates?

Mr. MarTIN. No; all of them raising the point that if market rates
moved above the ceiling rates that they would be worried about being
able to renew their certificates of deposit; that is all.

Chairman Parman. What? '

Mr. MarTIiN. They would be worried about being able to renew them.

Chairman Parman. That is the point I am getting at. Now a large
p}?rt 2of these certificates are due the next 30 to 60 to 90 days, aren’t
they? -
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Mr. MarTin. Many of them, that is right.

Chairman Parman. If they didn’t get this rate increase they would
be in difficulty, would they not? They would be withdrawn—not
rolled over some way in the event they were unsuccessful in renewing

Mr. MartiN. They might or might not, depending on the conditions
in the market.

Chairman Paryaax. Have you not been studying how these could be
rolled over someway in the event they were unsuccessful in renewing
the certificates of deposits ?

Mr. MarTin. This is our business.

Chairman Patman. I did not ask you if this is your business. I
asked you if you haven’t made a study of it.

Mr. Martin. I don’t know. It may be that we have studies at the
Board that would be helpful.

Chairman Parman. Mr. Martin, you can’t debate it that way. It
is just recently that you have been alarmed about what would happen
if these banks were unable to renew—roll over—these certificates of
deposit. Were you alarmed to the extent that you had a study made to
determine whether or not the banks could handle them some way, if
they were not renewed ?

Mr. MarTiN. Governor Mitchell, here, has made some comments in
a talk on it; very effective comments. I think this is a very appropriate
activity for us to engage in.

Chairman ParMaw. It seems,.Mr. Martin, that you are not con-
sidering the matter from the public interest.  Of course, you are
looking at-it from your viewpoint—the bank’s viewpoint. 1 don’t im-
pugn your motives or anything like that, but you and the Board had .
in mind protecting these 30 banks or so that have these tremendous. -
amounts of certificates of deposit that will be maturing in 30, 60, or
90 days. Unless the Board provided for a substantial increase in the
maximum rate that could be paid on these CD’s—as you did, from 4
to 514 percent—many of the corporations holding these CD’s would
cash them in because otherwise they could get a better return even by
investing in short-term Government bonds.

As I understand it, on the CD time deposits, the maximum rate was
4 percent but you raised it. Isn’t that correct?

Mr. MarTIN. We lifted it to 514 percent across the board.

Chairman Parmaxn. That is right. Therefore, those large banks
who are hurting are relieved because they can negotiate with these
corporations and persuade them to roll them over at the higher 5%
percent rate.

Mr. MarTin. That is the permissive rate.

Chairman Parman. That is right. The corporation "holding 414
percent CD’s will now be offered up to 514 percent. You said in your
release this action was taken to help the small banks. How are you
going to help the small banks by raising-the time deposit rate to 5%
percent when I am sure you know, Mr. Martin, that the small banks
can’t compete with the big banks on something like this.

Mr. MarTIN. When this rate bumps against the-ceiling it is almost
impossible for the small bank-to get funds to compete. Now that
there is maximum latitude there is an opportunity for the small bank
to meet its requirements.

Chairman Parman. That is before it reaches its 5 percent.
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Mr. Marrin. Before it reaches 514 percent.

Chairman Parman. I mean 514 percent. But announcements are
being made all over the country ; there was one in the paper yesterday
about a bank offering 514 percent. The small banks can’t compete
with that.

(Items illustrating above-mentioned action discussed by Chairman

Patman follow:)
MiaM1 NATIONAL BANK,
Miami, Fla., December 9, 1965.
Mr. J. O'HARA SMITH,
President, Occidental Savings & Loan Association,
Stanton, Calif.

Dear MR. SMITH: We are pleased to inform you that Miami National Bank
once again takes the initiative by offering purchasers of time certificates of
deposit a full 51% percent interest per annum, as permitted by the Federal Reserve
Board.

Miami National Bank is actively seeking to acquire new savings and loan asso-
ciation investors as well as serving our old customers. May we suggest that you
immediately consider taking advantage of this interest hike by purchasing a
$10,000 certificate of deposit for a minimum period of 1 year, properly insured
by the Federal Deposit Insurance Corporation, since we will not permit our total
time deposits to exceed reasonable limits.

Please accept our heartiest wishes to you, your directors, officers, and staff for
a most pleasant holiday and a prosperous and healthy new year.

Very truly yours,
VANCE FosTER, President.

P.S.—1I would appreciate hearing from you at your earliest convenience.

(An identical copy of the above letter was received by Mr. R. W.
Elliott, president of the Southwest Savings & Loan “Association,
Abilene, Tex., and Mr. J. F. Bass III, president, Englewood Savings
& Loan Association, Englewood, Fla.)

. (The following advertisement appeared in the business and finance
sectio)n of the Los Angeles Times, on Monday morning, December 13,
1965. '

SURETY NATIONAL BANK SAVINGS BoNDS GIVE YOU MORE DOLLARS—COMPARE

Compare these rates available in the Nation with the 5l%4-percent rate you
receive on the new Surety National Bank savings bonds.

[In percent]
Type of investment Current rates| Surety sav-
ings bonds
8avings and loan associations. ... _.ooeoom oo .. 4.8t04.85 5
Commercial banks (savings accounts) ..o ooocoaoao___. 4 5
U.8.savingsbonds________.___ 3% 5
U.8. securities (5-year maturity) - 4340 3
Common stocks (average). 3 5%

Discount bonds (series A).—Buy at $19.03 to $761 per bond individually.
Here’s how your dollars grow—if you keep your $19.03 bond for 5 years, it's
worth $25—a return of 31.4 percent profit.

Income bonds (series MI).—Multiples'of $100, with a $1,000 minimum. Simple
interest of 5% percent per year is sent you monthly by check. Payments start
the first month following date of your purchase.

Growth bonds (series M().—Issued in multiples of $100. You pay face amount;
interest is accumulated until maturity. Redeemable at face value, plus 5%
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percent annual interest compounded quarterly. Held o maturity, they return
31.4 percent profit.

Income bonds (series SI).—Multiples of $100, with a $500 minimum, Your
514 percent per year, compounded guarterly, is paid semiannually by check.

Now get the highest guaranteed interest rate available in the Nation—with
our new savings bonds—5%% percent interest guaranteed from 90 days to § years
and insured by the Federal Deposit Insurance Corporation. Come in today—or
phone or write our savings bond department to get full details about these great
new bonds, which guarantee higher interest rates than savings and loan associa-
tions. Now you can conduct all your financial transactions—more profitably in
one place—at Surety National Bank. Bonds available only to individuals and
nonprofit groups.

* * * * * * *
[From the American Banker, Dec. 15, 1965]

CALIFORNIA BANK Posts Q LiMIT—5%, PERCENT ON “SAvINGS BoNDs”

En~ciNo, CaLlFr.—Surety National Bank Tuesday increased the rate on its
various savings bonds to 5% percent on minimums of $1,000 for deposits of 90
days and more, thus reaching the new Regulation Q ceiling.

O. L. Grossman, chairman and president, said “We have always paid the top
rate on our savings bonds and we decided to continue.” .

He noted that the majority of bondholders are retired people and others
“who leave their money with us forever.” He said the bank sets a $25,000 maxi-
mum on individual holdings. Surety has $15 million in deposits, with $600,000
outstanding in savings bonds. :

Mr. Grossman said “we have never cashed in a bond yet, and don’t expect to,
so we don’t have the liguidity problems that we’d face with certificates of deposits
in large amount.”

He said a corporate CD would have to ‘‘give us a guarantee it would stay with
us for a full year” before the bank would pay the 5%-percent rate on large
deposits.

Several other small banks in California posted a 5-percent time deposit rate
Monday, but there has been no change in the rates offered for the savings
dollar by any of the State’s giant retail banking chains.

Savings and loan associations in the State reportedly are holding off any
announcement on rates for the first quarter of 1966, pending action by the big
banks. The prevailing 8. & L. rate is 4.85 percent, with some associations offer-
ing bonus dividends on 3-year money. :

Another factor affecting California 8. & L.’s is, of course, the rates paid by
east coast banks. One estimate of total out-of-State holdings by associations
here is 24 percent of savings.

Home Savings & Loan Association, Los Angeles, the Nation’s largest 8. & L.
with $1.7 billion in savings shares, said its December directors’ meeting is
scheduled next week and the first-quarter rate will be set at that time. Spokes-
men declined to say whether management will recommend any increase.

In Houston, Medical Center National Bank, a $15.8 million deposit institu-
tion, posted a 5-percent rate on its savings certificates, with a $1,000 minimum
on 6-month money.

Other banks in the area said they were studying the move, but the larger
Houston banks were expected to maintain present rates and seek large corporate
deposits rather than consumer funds.

Texas National Bank of Commerce reported it is paying 4.75 percent om
6-month .deposits of $500,000 and above. Texas-Commerce is the city’s second
largest bank with more than $700 million in deposits.

Most savings and loan associations in the area are at 414 percent, with some
suburban associations at slightly higher rates.

Rex Baker, president of the $57 million Southwestern Savings Association,
said he does not anticipate a rate change unless there “is a substantial drain”
of funds.

Mr. Baker, a member of the Texas Finance Commission, said he hopes the
commission will introduce a regulation permitting State-chartered associations
to pay a variable dividend, thus allowing them ‘“to make contracts with savers
similar to CD’s.”
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In Neyv York, most saving banks and savings and loan associations appeared
to be waiting for Bowery Savings Bank, the Nation’s largest mutual, to announce
its first-quarter rate before making any moves,

. Meanwhile, Manufacturers Hanover Trust Co. moved to match the consumer
(t}lme deposit rates set earlier by First National City Bank and Bankers Trust

0.
Manufacturers posted a 4l%-percent rate on 6-month income certificates in
amounts of $10,000 or more, and a 4%, -percent rate on 60- to 179-day paper. The
bank previously paid 4% percent on 6-month money and 4 percent on 90- to 179-
day certificates.

MEepIcAL CENTER NATIONAL BANK,
Houston, Tex., December 15, 1965.
SoUTHWEST SAVINGS ‘& LOAN ASSOCIATION,
Abilene, Tez.

GENTLEMEN : Please be advised that we will pay 5 percent annual interest on
certificates of deposit from $1,000 to $10,000 held for 6 months. Interest on these
certificates will be paid quarterly. i

These deposits are insured by F¥DIC to $10,000.

If you desire in the future to purchase certificates of deposit at 5 percent, we
shall be most happy to issue them on an automatically renewable basis for addi-
tional periods of 90 days at each maturity.

The wording on the certificate is as follows:

“This certificate will be automatically renewed at the stated interest rate, if
permitted by regulation, for an additional period of 90 days if not presented for
redemption within 10 days after maturity. A like extension will be issued at each
maturity date thereafter.”

If you have funds available for investment at this yield, we shall be pleased to
accept them,

Yours very truly,
LAWRENCE G. FRASER,
VYice President.

. Frst FEDERAL SAVINGS,
Everett, Wash., December 20, 1965.
Congressman WRIGHT PATMAN,
House Office Building,
Washington, D.C.

DEAR CoNGRESSMAN PATMAN : The recent action by the Federal Reserve Bank
Board in raising the rediscount rates has already had its effect on the local
lending market.

Interest rates at the banks is up from one-fourth to one-half percent. I have
on my desk a letter from a large bank which offers 5 percent on certificates of
deposit. Such action will of course draw money away from the savings and loan
associations who loan for the purpose of buying or building homes to the com-
merical banks where it will be invested in either tax-exempt municipal bonds or
high interest rate consuiner loans.

Very truly yours,
RoBERT M. HUMPHREY.

MANUFACTURERS BANK,
Los Angeles, Calif., December 1965.
Re 5-percent certificates of deposit.

DeAg CUSTOMERS AND FRIENDS : Effective immediately, Manufacturers Bank
is issuing certificates of deposit with an increased yield of 5 percent per annum
on certificates of $10,000 or more. As you know, the Federal Deposit Insurance
Corporation, of which we are a member, recently allowed this increase for funds
held 91 days or more. We quickly wanted to make this increase available to our
many customers and friends in the savings and loan industry.

‘We know that you will want to consider this high-yield opportunity to assure
maximum return on your 1966 cash reserve. As of September 30, 1985,
Manufacturers Bank published statement of condition deposits were $45 million,
therefore you may purchase certificates of deposit up to $110,000 and have these
funds qualified as part of your cash reserve requirement.
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Simply make your check payable to Manufacturers Bank, and indicate a 3-, 6-,
or 12-month certificate, and whether or not you would like interest paid quarterly.
If you-have any questions please feel free to write or call collect. A postage- .
paid return envelope is enclosed for your convenience.
Our best wishes for progress and prosperity during the next year.
Cordially,
LroNARD WEIL, President.

ISLAND FEDERAL SAVINGS & LLOAN ASSOCIATION oF HONOLULU,
Honolulu, Hawaii, December 22, 1965.
Hon., WRIGHT PATMAN,
U.8. House of Representatives,
Washington, D.C.

Sir: I am confirming the cablegram® which we sent you this morning as
follows: '

““American Security Bank of Honolulu announced yesterday 5-percent CD rate
on 6-month certificate guaranteed interest payable quarterly from date of deposit.
Large two-color ad today makes no mention, but news release states $400 mini--
mum. Bank says higher rate is necessary to attract needed loan funds to Hawail.
We and other savings and loan associations also need a higher rate to attract
needed mortgage funds to Hawaii and to stop withdrawals. Now impossible to
hold back the banks. Request immediate lifting of rate controls here either by
complete removal or by change of ‘prevailing rate’ to 5 percent or 5.5 percent.

“CLIFF KRUEGER, President.”

We enclose clippings of the ad and news story pertaining to the American
Security Bank’s announcement.

We earnestly believe that the problem is no longer to be laid at the feet of
the Federal Reserve Board but that constructive action must be taken by the
Federal Home Loan Bank Board in order to assist us. Raising of their de facto
control to 4.75 percent may be of some assistance to associations east of the
Mississippi River, but we in the West and Far West need assistance also. Hawaii
is a capital-short area with a strong loan demand and a busy and active con-
struction industry. This industry deserves financial support from savings and
loan associations. We hope that the Federal Home Loan Bank Board will be
responsive to our needs.

Cordially,
CrLIFF W. KRUEGER, President.

[Fro;n the Honolulu Advertiser, Dec. 22, 1965]
AMERICAN SECURITY BaANK UPs INTEREST
(By Emil A. Schneider)

American Security Bank announced last night that it is boosting its interest
paid on savings certificates of deposit to a maximum of 5 percent, effective
immediately. :

The bank is the first of the seven banks in Hawaii to announce higher interest
on this type of savings since authorization was granted by Federal bank regzula-
tory agencies 2 weeks ago. -

The authorization for higher rates has created fears in some circles, partie-
ularly on the mainland, that it might produce a rate war between banks and
savings and loan associations in competition for the saver’s dollars.

Related to these fears is concern that higher rates, especially if they spread
to savings and loans, might help to force increases in interest rates on mortgage
loans. : i

The 5 percent rate announced by American-Sécurity Bank will be higher than
any paid by savings and loan associations here for savings. The prevailing
S. & L. rate there is 4.75 percent, with one association paying 4.85 percent.

Banks previously had been limited to 414 percent interest rates on certificates
of deposit. A growing number of banks on the Mainland have announced higher
rates recently but only a couple have gone to the new maximum of 514 percent.

1 Cablegram in commlittee files.
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The 5 percent rate to be paid by American Security Bank will be offered
only on certificates of deposit of 6 months’ maturity or longer. The minimum
denomination will remain at $400 as in the past, a spokesman said. The bank
has been paying 414 percent interest on 6-month CD’'s.

The bank also announced increases on CD’s of shorter maturities.

CD’s of 30 days to less than 90 days maturity are being boosted from 4 to 41
percent interest, and those from 90 days to less than 6 months are being raised
from 434 to 414 percent rates.

William K. H. Mau, board chairman and chief executive officer of American
Security, pointed out that the new rates apply both to newly issued CD’s and
to those that are renewed at the bank.

“Although this interest increase will invariably increase the interest cost to
the bank.” Mau said, “it is incumbent upon the American Security Bank to
attract more local and mainland deposits to continue its participation in
Hawaii’s expanding economy.

“Recent published reports,” he noted, “have already indicated a trend toward
higher laterest rates to be paid on time (savings) certificates of deposit by
commercial banks nationally.”

The authorization to pay higher rates on savings certificates by banks was an-
nounced December 5 by the Federal Reserve Board. At the same time the board
increased the discount rate to 4% percent for funds borrowed by member banks
from Federal Reserve banks. This led to a boost to 5 percent on the ‘“‘prime”
interest rate charged by banks on business loans.

However, the maximum interest rate that banks car pay on regular passbook
savings accounts remains unchanged at 4 percent. CD deposits, like passbook
savings at banks, are insured for up to $10,000 by the Federal Deposit Insurance
Corporation (FDIC).

LAwN SaviNgs & LOAN ASSOCIATION, .
Chicago, Ill., December 20, 1965.
Hon. WRIGHT PATMAN,
. Chairman of the House Banking and Currency Committee, House of Representa-
tives, Washington, D.C.

DEear CoNGRESSMAN : This is the latest development on the banks “rating” plang
on savings and loan association funds. We wonder how much of these transfer
funds will be allocated by Exchange National into the home market, which is
90 percent financed by savings and loans.

Yours very truly,
HENRY KRUEGER, President.

[From the American Banker, Dec. 14, 1965]

Moze . BANKS RAISE “CoNSUMER” CD RATEs; FUNDS DRAWING
A8 MucH AS § PERCENT IN CALIFORNIA

(By James R. Hambelton)

NEw YoRK.—A growing number of banks posted higher rates on savings
Monday as the increases which began here last week spread across the Nation.

Banks in Detroit, St. Louis, and Los Angeles, among others, raised their rates
on “consumer’” deposit certificates, in some cases to as much as 5 percent for
6-month money in amounts down to $1.

At the same time, while savings and loan associations were considering com-
petitive moves, the largest in Michigan, First Federal Savings of Detroit went
to 4% percent, up from 4 percent on regular accounts and other S. & L.’s in the
area were expected to follow suit. The belief is that a number of California
8. & L.’s will go to § percent, up from the 4.85 percent many now are paying.

As banks lowered, the maturity and dollar amount of CD’s which would be
eligible for the new rates, the Federal Deposit Insurance Corporation was de-
scribed as “giving some serious thought” to a new regulation that would place
a minimum dollar amount on CD’s.

Whether the FDIC will act, or whether it even has legal authority to impose
such a dollar limit still is uncertain. The idea of such a regulation, however,
would be to make CD’s less competitive with passbook savings under the new rate
structure. In lifting the CD ceiling the Federal Reserve Board deliberately left
unchanged the 4 percent ceiling on passbook savings.
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EXCHANGE NATIONAL BANK ANNOUNCES

0

‘CHICAGO TRIBUNE, SUNDAY, DECEMBER i3, i3

"N SAVING
CERTIFICATE

Now, Exchange National Bank pays 5% simple interest on Savings
Certificates (a Time Deposit) when held to maturity...a new, bank-safe
program for individuals, partnerships, corporations and non-profit
organizations. This new program pays a guaranteed $5 for every $4-
deposited...or 25% for a five-year maturity. Interest begins on date of
purchase, Savings Certificates are offered in increments of $500,with a limit
of $25,000 to any one individual, partnership or corporation.

SAMPLE.| SUur uroary ' P

GROWTH 3 13 s 1,% ) 1 Sazings Cer
CHART 2,500 3125 COUNSELOR L
5,000 6.250 0 Customer Service Divisiqn
10,000 12500 EXCHANGE NATIONAL BANE
. e diwotos o : of CHICAGO
Bavings C sl i LaSalle and Ademi Strests ¢ Chicago, Dllinots 60630
LIQUIDITY—Exchange National Bank Savings Certificates BANKING Telephons 833-4000; Ares Gode 313

mature in five years and are completely negotiable, Or, if direct Pleaae lavos Exchangs Nationa] Sevings Corticate(e) (o Tioss Depontt) fn the
ndmpﬁonispmfened,theymybendeemedat!kdmnga Sollowing emount(s) {xny-multiple of $500) azd in the name(s) Indiceteds
National Bank three months after date of issus, or within ten
days after any subsequent three-month period, without prior s S
notice, At such time, you will receive the amount indicated on
your Savings Certificate redemption achedul

COMPLETE BANK SAFETY-— Exchange National - BT
Savinga Certificates are backed by the foll resources of The
Exchange National Bank of Chicago, one of Chicago's leading b RS

backs. .. insured by the Federal Deposit Insurance Corporation.

IDEAL AS INVESTMENTS OR GIFTS~—The same
qualities that make Savings Certificates an outstanding invest-

ment—liquidity, safety and excellent return—make them ADDRESS
outstanding gifts &s well. They are ideal gifts for newlyweds, Eoclssed/is my check In the smount of §
grad new dchildren or charitable organizations ...
whoanever you wish to honor. Bpmaturs T} Deta,
Addrem Tdephooe,
Visit Your Exchange National C. lor Bankor e

« » » 0z use The Coup

But since the Board lowered the maturity ceiling for CD’s to only 30 days, and
with some banks willing to accept tiny amounts in the CD category, the distinc-
tion between passbook savings and CD money is rapidly disappearing, officials
say. CD’s, of course, originally were intended to tap corporate funds, but in-
creasingly they are being used to compete for consumer savings.

Among banks which raised their rates were the Birmingham-Bloomfield Bank,
Detroit, which began offering 43; percent for 1-year money and 4% percent for
6-month money, in amounts of $1 and up in either category. A spokesman said
the bank had been flooded with telephone calls and that many people said they
(vivouéd pull their money out of local 8. & L.’s once they are paid iheir yearend

ividends.
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Also going to 4% percent for 6-month CD’s was First National Bank in St.
Louis and Boatmen’s National Bank. They had been paying 414 percent on this
category. Both banks said they would pay 4% percent for 3- to 6-month money,
also an increase of one-fourth of 1 percent.

In California, several small banks, including Independence Bank of Canoga
Park, moved to 5 percent. Independence Bank is offering the rate for 90-day
money in amounts of $1,000 or more, while Coast Bank in Long Beach went
to 5 percent for 6-month money in any amount. At least three other small banks
were said to be planning to adopt the 5-percent rate.

A spokesman for Independence Bank said the public reaction had been so great
“that we have been doing nothing else but work on inquiries.” The bank, which -
was founded January 2, 1963, has deposits of $9.5 million. An official said he
doubted if the bank would have offered the new rate unless it had a ready use

for it. He said it had $2.7 million in loan participations outstanding with an

average yield of 7 percent. “We will take on all these loans ourselves when the
money comes in,” he explained.

Manufacturers Bank, Los Angeles, also said it would pay 5 percent, but for
amounts of at least $10, 000 held 91-days or longer. .

Also in California, Litton Financial Corp., the big S. & L. holding company, .
said that on January 1 it would begin paying a one-half-percent bonus on 3-year
money. Other 8. & L. officials questioned how effective such a long term bonus
would be and said they expected the prevailing rate on regular savings at Califor-
nia S. & L.’s might well go to & percent from the present 4.85 percent.

Under present regulations a S. & L. that moves above the prevailing rate in
its area is cut off from further borrowings at its regional home loan bank but,
as one S. & L. man put it, “This regulation may not be realistic under present
circumstances.”

The 8. & L.’s in Detroit, however, do not run the risk of having thexr-borrowing
privileges curtailed, since the cutoff is in terms of the prevailing rate, or
414 percent, whichever is higher. The prevailing rate in Detroit is only 4 percent
at present. ’

The Federal Home Loan Bank Board is giving consideration to revising the
‘“prevailing rate” regulation, among others, to allow S. & L.'s to become more
competitive with banks. But some S. & L. men insist that the basic problem is not
restrictive rules, but the simple fact that only a handful of S. & L.’s can afford to

pay 4% percent. - .
[From Business Week, Dec. 18, 1965]

RATE RISE SHARPENS SAVINGS BATTLE

Fed’s boost of interest ceiling cn time deposits—and savings certifi-
cates—gives commercial banks a new edge; but Fed threatens to
clamp down on any real war, and banks are wary.

The stage has been set—if the players want to use it—for another rate war
over savings.

In the wake of the Federal Reserve Board’s action raising to 5% percent the
ceiling on the rate commercial banks can pay for time deposits maturing in
30 days or more, both banks and savings and loan associations are taking
tentative steps to increase their payments to savers.

Although they were not affected by the Fed’s action, several eastern mutuatl
savings banks have raised their rate to 4% percent from 414 percent as a
defensive measure. A few commercial banks around the country have seized
the chance to get more competitive in their local areas by inching up the rates
they pay on so-called savings certificates-—a form of time deposit sold generally
to small savers. In some cases, these rates are up to 5 percent.

In California, Lytton Financial Corp., an 8. & L. holding company, says it
plans to offer a bonus payment of one-half of 1 percent on large savings accounts
left at its associations for 8 years or more.

Go-slow warnings: The Fed itself wants no part of such a savings war, and
it is preaching restraint. It showed its concern by keeping the rate commercial
banks can pay for individual savings accounts at 4 percent.

As it is, most banks and thrift institutions are showing prudence in their
rate actions. As Norman Strunk, executive vice president of the U.S. Savings
& Loan League, put it in cautioning 8. & L.’s to go slow: “We don't want to

64-292 O-66-pt. 1—8
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get into a reckless war with the banks to see who can pay the most and run

‘the fastest to insolvency.”

Bxplosive: Still, the tinder is there for anyone to set off a fire. Commercial
banks have surged ahead in the race for savings, and if they take steps now to
increase their share of market, the other thrift institutions will have to battle

‘back.

If so, there will be broad repercussions in each indusiry’s operations. The
impact would surely be felt in such arenas as the tax-exempt market (in which

-commercial banks have been the major influence over the past few years) and
‘the mortgage market (in which thrift institutions dominate), and on Federal
‘Reserve credit policy generally.

I. WEAPONS AT THE READY.

For now, the commercial banks are increasing their lead in the savings com-

‘petition. Since the beginning of 1964, time deposits at commercial banks have
jumped 30 percent, compared with 20 percent gains for savings and loan asso-

ciations and for mutual savings banks. This year, the S. & L.s in particular

‘have found it hard to gain ground.

For the most part, the commercial banks’ gains can be attributed to their

.development of certificates of deposit, sold chiefly to institutional investors
‘with idle or surplus cash. Certificates of deposit now run at about $16 billion
for the big banks. This was the market that the Fed aimed at when it hiked
:the 414 percent ceiling on time deposits to 5% percent.

The banks were bumping against that ceiling, and about $3.5 billion of CD
money was due to mature this month. The Fed wanted to give the banks more
elbow room, fearing that a runoff in these CD’s to higher rate money market
instruments would tighten credit at the banks—primarily the smaller banks
that have to offer higher rates than large banks do to attract CD money.

Wide-open door: The Fed didn’t touch the rate on savings deposits, but it
left an opening wide enough for a 250-pound fullback for the banks to gain
new savings: It set no limits—except the 5%-percent rate—on how much a
bank could bring in through so-called savings certificates.

A savings certificate is a fixed-maturity time deposit. Unlike an individual
savings account, which in practice can be withdrawn on presentation of a
passbook, a holder of a time deposit agrees to leave his money with the bank
for a fixed period—30 days or more. Technically, to get his money, he must
give 30 days’ written notice.

Thus, a savings certificate holder can’t withdraw his money at his choosing
with a passbook. Moreover, if he withdraws it before 30 days he loses his
interest. In practice, some banks also have penalized holders of savings certifi-
cates who want their money before the maturity date—New York’s Fiirst National
City Bank, for instance, cuts its interest payment by 25 percent in such a case.

It's estimated that banks have issued well over $5 billion in savings certificates,
as more and more banks get on the bandwagon. .

Variations: The commercial banks have set up all sorts of variations on the
savings certificate. Franklin National Bank, the aggressive Long Island (N.Y.)
bank that is now moving into New York City, offers 41 percent on its certifi-
cates, sets the minimum holding period at 90 days and the minimum invest-
ment at only $25. First National Clty Bank, on the other hand, wants deposits
of 180 days or longer, sets its minimum investment at $2,500. Chxcago s Jeffer-
son State Bank accépts only. multiples of $500.

Atlanta’s Citizens & Southern National Bank has four different types of
certificates, aimed at different markets seeking income, growth, and so on.
C. & 8. now has over $176 million of certificates—$136 mllhon of them purchased
by individuals, the rest by nonprofit institutions.

James P. Furniss, its marketing vice president, lbelieves the certificates divert
money that might ordinarily go to 8. & L.'s; but C. & S. has little evidence
that money is being withdrawn from 8. & L.’s for this purpose. -

Questions: C. & 'S. people like other bankers, recognize that the higher rates
on time deposits give new flexibility. Up to now, C. & S. has not used CD’s
extensively to attract deposits. It felt that with a 41l4-percent ceiling on time
deposits, a money shortage would mean a serious loss of funds from banks
dependent on 'CD’s.

‘The new 514-percent ceiling does relieve the situation, but C. & 8. still isn’t
sure how much more it should go into CD's—or how much more it should push

* .savings certificates.
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Key: Says Furniss: “The fact that the Fed held regular savings to 4 percent
is a sign that it is not trying to encourage banks to raise rates.”

If the banks do exercise self-restraint, then the savings war need not intensify.
But the banks themselves don’t know how strong will be the demand for credit—
and the need for deposits—next year.

“The key to the situation,” says Charles A. Wellman, president of First
Charter Financial Corp., a Los Angeles-based S. & L. holding company, “is
whether some of the larger banks begin to use certificates of deposit as a retail
tool to attract accounts of the average small saver in the way some smaller
banks are doing.”

So far, most banks that have raised the rate for CD’s have done so for the
larger denominations ; some giant banks are paying 4.7 percent for 90-day money.
But several banks also have tinkered with the rates for savings certificates: New
York’s First National City Bank and Bankers Trust, for instance, increased their
rates to 434 percent from 414 percent.

S. & L. squeeze: The thrift institutions—particularly the 8. & L.’s—will be "’
hard hit if the banks move up rates on certificates; they obviously can’t oﬁer
all of the one-stop banking services available at commer(nal banks.

8. & L. profits have been pinched between the higher rates they have to pay
on savings and relatively soft mortgage rates, and they are looking for ways out.

The Federal Home Loan Bank Board has suggested that the 8. & L.’s might

- set up a variable rate structure, paying more for larger accounts, and even

reducing rates for smaller ones.

The proposal has met with some stiff opposition, but the Lytton “bonus”
payment is another sign that some major S. & L.'s believe they need more
flexibility in rates. Lytton says it will offer savers who keep a minimum of
$1,000 with it for 3 years an annual interest of 5.35 percent, or a half percentage
point over the prevailing S. & L. 4.85-percent rate in California.

Says Bart Lytton: “If we didn’t think it made more sense than before, we
wouldn’t be initiating such a bonus.”

II. HOLD THAT FIRE

In any moves, bankers and S. & L. men will keep an eye on Washington.
All the major regulatory agencies are hoping that a war for savings can be
averted. ‘Fed Chairman William MecC. Martin himself said last week he
thought the banks would be quite ‘“‘prudent.” The first round of rate increases
on CD’s, officials feel, is in this spirit.

Warning : Before last week, big banks had no margin between CD costs and
what they could get on their price rate. Now, they will try to get a little
spread. Fed officials, however, say that any bank that goes all the way to 5%
percent on time deposits will be, in the words of one official, “subject to super-
visory dlscmhne" over its assets.

Bank examiners will question the prudence of -investments made to cover
higher rate CD’s, and banks will be reminded that they have a special Internal
Revenue Service exemption that permits them to invest in tax-exempt bonds
and still deduct as business expense the interest they pay on CD’s.

The threat now is that if tax exempts become the only investment that is
economically feasible at a given interest rate on CD’s, then IRS will take an-
other look at this exemption. -

Concern : The Fed is concerned about the saving certificate, but still is shying
from regulation. Officials say the certificate has proved highly competitive in
Atlanta, Philadelphia, and Long Island, but they feel the interest cost may
help limit further growth.

Still, there is some thinking at the Fed as to what to do if the sale of cer-
tificates—or an expected switch from savings deposits to certificates—gets out
of hand. One suggestion has been to ban the sale of small denominations that
compete with thrift institutions. Another idea is to encourage S. & L.’s and
mutual savings banks to come up with their own tool to increase savings. If
that happens, the rate war could really become explosive.

Mr. Marrin. I regret I don’t know about the announcement. I

don’t think that there is any necessity for any of them going-to 515.
This is a matter of judgment but this is permlsswe.
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Chairman Patman. Do you have the discount window information
I asked for—the applications that are made and the number by years?

Mr. MarTIn. Ihave checked with our Division of Bank Operations,
They have given some similar statistics to you before but they will get
in touch with the Reserve bank officers to update some of the statistics.
They say it will take about a week or two for our Division to com-
plete that.

Chairman Patmawn. Can’t they do that by wire, Mr. Martin? I
have gotten these figures from time to time. I just want them brought
up to date. Now in the hearings on the Federal Reserve System before
the House Committee on Banking and Currency, you submitted the
information at my request for 1961, 1962, and 1963.

All T want is that information brought up to date, 1964 and up to
now, 1965. That certainly could be secured by wire very easily and
very quickly because it is not a technical matter, or one of judgment.
It is available, I know, because you have furnished it to us in the past.
If you will get that for us, I will appreciate it. _

Mr. MarTin. We will do the best we can but our Division is work-
ing very hard

(See p. 190 for information requested by Chairman Patman and
subsequently supplied by Federal Reserve Board.)

Chairman Paryan. Now I want to turn to another matter and that
is the amount of interest paid by all the people in the course of a
year. My information from the Department of Commerce is that this
amounted to $85 billion in 1964. My estimate is that at least $15 bil-
lion should be added to that amount which is covered up in the form
of service charges, unlawful rates of interest, and other ways that
are never disclosed. I think $15 billion would be a very fair estimate
of that. This means that interest charges to the American people and
businesses in the United States equal the national budget. There-
fore, increases in the interest rate such as raising the discount rate—
which is a wholesale charge and sets the floor under all other rates—
is especially bad because the people will have to pay a multiple of
this increase at the retail level. I estimate this will amount to an
additional $25 billion in interest costs to the American people and
businesses.

The effect, then, of increasing the discount rate from 4 to 414 per-
f)elit, will be, as I estimate it, a total interest charge in 1966 of $125

illion.

Of course, interest on the national debt—which is tremendous—will
also increase as a result of your action. This interest now is $1 billion
a month. That is $12 billion a year. It is terrific. So instead of
your trying to find ways of increasing interest rates it occurs to me
when we are about to get more involve§ in a war, we should figure out
ways to keep interest rates low to finance this war and our domestic
needs as we did in World War IT.

Now, I have a feeling that we ought to consider if other ways of
doing the same thing that you want to do are available. If it is neces-
sary, possibly through raising bank reserve requirements—which, of
course, can be done. This way, of course, the banks will lose some
profits. If you raise the reserve requirements you can do exactly the
same thing you have done by raising the discount rate, and by doing
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it this way interest charges would be increased to the business people
or businesses.

Mr. MarTin. If we raise the reserve requirements the banks will
start selling some of the securities they now hold.

Chairman Parman. That is right. The Fed can buy all the Gov-
ernment bonds they offer. You can protect the Government bond
market. You have an obligation to do it. You are charged under.
the law to protect that market at 41/ percent. You have not done it.
The market now is as high as 4.66 on a yield basis, in some cases.
© Mr. MarTIN. Any time we want to an engine of inflation we
can be that.

Chairman Parman. That is a phrase you use as an excuse. You
know, you have raised interest rates time and time again using the
excuse of inflation. That excuse has finally worn out. Also, you use
the excuse of the balance of payments. Now it, too, is worn out. I
think you ought to try to use something else.

Mr. Martin. In the post-Korean war economy we certainly had
some inflation.

Chairman Parman. My time has almost expired. Let me just say
this: that it is instructive to read what President Wilson and various
Members of Congress had to say about the Federal Reserve System,
when the legislation concerning its creation was under discussion. The
main thrust of the following quotes from President Wilson, Carter
Glass, Alben Barkley, Senator Norris, and others is that in creating
the Federal Reserve éyst,em they wanted a system that would serve
in the interest of all the people and not be dominated or controlled by
the private commercial banking industry.

(Additional information submitted by Chairman Patman follows:)

FLooR REMARES IN HOUSE AND SENATE ON FEDERAL RESERVE AcCT oF 1913,
63D CONGRESS, 18T AND 2D SESSIONS

[Members and dates as indicated]
QUOTATIONS IN HOUSE OF REPRESENTATIVES

Page 4643, Mr. Glass (Democrat, of Virginia) quoting President Wilson:
From Mr. Glass’ speech introducing H.R. 7837, the Federal Reserve Act of 1913,
September 10, 1913.

“And the control of the system of banking and issue which our new laws are
to set up must be public, not private, must be vested in the Government itself,
80 that the banks may be the instruments, not the masters, of business and of
individual enterprise and initiative.” )

Page 4645, Mr. Glass (Democrat, of Virginia) : September 10, 1913.

“The danger which the banking community professes to see is not the real
danger which I apprehend. The bankers seem to fear that men of their craft
will be excluded; but the real peril of the provision is the possibility of too
many bankers being included.”

Page 4663. Mr. Korbly (Democrat, of Indiana): From Mr. Korbly’s speech
urging support for the Glass bill, September 10, 1913. s

“We have created these 12 banks, partly in control of bankers, in conjunc-
tion with Government officers, and then we have practically put these 12 banks
under the control of the Federal Reserve Board, which is altogether a Govern-
ment office, and we propose that this Board shall see to it that the prescriptions
of Congress shall be obeyed.”

Page 4664, Mr. Murdock (Progressive, of Kansas) : Appealing for support of
the Glass bill, September 10, 1913. ~

“The measure places the central conventional control of Reserve banks in the
hands of the Government, a proposition which the bankers themselves very
strenuously opposed until a guardian advisory committee of bankers was added

" to the central governmental board.
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“This addition weakened the original proposition. but as the amended gov-
ernmental control stands, even though it prove feebly formal, it carries the
promise of the ultimate actual control by the Government, and this promise alone
warrants a supporting vote of the whole measure.”

Page 46734, Mr. Phelan (Democrat, of Massachusetts) : Speech urging sup-
port for a Federal Reserve System, September 10, 1913. '

“The supreme oversight and control of the whole system, however, is vested
in a board representing the public. Thus the bill renders unto the bankers what
is the bankers’, but positively and definitely secures to the public what belongs
to the public.”

Page 4731, Mr. Borland (Democrat, of Missouri) : Calling for bipartisan sup-
port for the Glass bill. September 11, 1913.

“Either the control of credits and money must be -turned over to the banker
or it must be retained .in the hands of the people of the United States and their
representatives. The Glass bill does not make the National Reserve Board a
corporation. It is simply a board of public officials similar to the Interstate
Commerce Commission or any other governmental agency through which the
people exercise administrative control.”

Page 4763, Mr. Quin (Democrat, of Mississippi) : Speech blasting the opponents
of the Glass bill. September 11, 1913,

“I want to say to you, gentlemen, that the people want the Government to
control the banks under this bill, but the special privilege crowd are all exceed-
ingly anxious that the banking fraternity should control the Board. I stand
for the rights of the people of this country, and I am voting for them to control
through the President and the Senate, for the people in the final analysis are
financially responsible for every dollar of this currency.”

Page 4768, Mr. Seldomridge (Democrat, of Colorado) : From speech supporting
a Federal Reserve System. September 11, 1913. ‘

“We have reached the parting of the ways in this legislation. We must
either give the power to regulate our financial system to private and: special
interests or else we must confine it exclusively to governmental supervision
and discretion. The Democratic Party will never permit this great function
to be exercised through other than governmental agencies. On.this declaration
it stands fearless and unafraid.”

Page 4789, Mr. Barkley (Democrat, of Kentucky): Speech supporting the
Glass Federal Reserve bill. September 12, 1913.

“Mr. Chairman, we hear much criticism from the Republican side of this
House and from some of the larger bankers of the country because it provides
for a Federal Reserve Board, to be appointed by the President of the United
States. Those who have criticized this provision of the bill upon this floor and
elsewhere claim to fear that by reason of the fact that this Board shall be
appointed by the President, it will therefore be a political board and may use
its great powers for political purposes.

“There is not a governmental function with which we have to do today that
is not a political function. There is not an act of Congress, nor an order of
the executive department, nor a decision of the courts, from the smallest to
the highest, that is not a political function, for the real definition of ‘politics’
itself is ‘the science of government,’ and the definition of the word ‘political’
is simply ‘pertaining to or having to do with the science of government.’ It.
is therefore impossible for any function of the Government to be performed
that is not a political function.”

“Mr. HAYES. Mr. Chairman, will the gentleman yield[

“The CHAIRMAN. Does the gentleman yield?

“Mr. BARKEY. Yes.

“Mr. Haves. I would like to ask the gentleman if he claims that all of the pow-
ers of the Government are exercised as a matter of partisan politics?”

“Mr. BARKLEY. No, sir; I do not. And that is where the gentleman fails to
distinguish between the terms ‘political’ and ‘partisan.’

“Mr. Haves. I would like for the gentleman to distinguish between ‘partisan’
and ‘political.’

“Mr. BARKLEY." I appreciate that difference. That is where the critics make
their mistake. They take it for granted they are the same, which is largely true
of the so-called Republican Party.” * * *

* * * * * ® *

“Mr. BARKLEY. The President does not control the action of the Reserve Board
after they are appointed any more than he controls the action of the Interstate
Commerce Commission after he appoints its members.”
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Page 4800, Mr. Helvering (Democrat, of Kansas) : Supporting a Federal Re-
serve System. September 12, 1913.

“The issue and control of money is too intimately connecfed with the welfare
of every inhabitant of the United States to leave it in privaie hands, and while
the banker is a most important cog in the economic life of the Nation, yet his
powers are so great and his opportunities for good or evil so many that it is
absolutely necessary that he should be the servant of the Government in dealing
with the people instead of a separate and independent entity.” .

Page 4805, Mr. Collier (Democrat, of Mississippi) : Urging united support for
the Glass bill. September 12, 1913.

“One of the most serious objections to the Aldrich plan of currency reform was
that it contemplated placing this control in the hands of the bankers themselves.
I would never agree to support such a proposition. I would never be willing to
place this power, this control, in the hands of the bankers or the lawyers or the
merchants or any other set of men. Human nature is too strong in the best of us

to permit such power to be vested in private hands. This power should properly

be placed under the control of the Government itself—under the control of a
government placed into power by the ballots of the American people and respon-
sive to the will of that people.”

Page 4821, Mr. Gray (Democrat, of Indiana): Urging Government control
over monetary policy. September 12, 1913. . .

“I believe that the issue of money and its control and distribution is a vital
public function which should be exercised only by the people themselves through
the instrumentality of Government.” :

Page 4854, Mr. Wilson (Democrat, of Florida) : From floor debate, urging
Democratic Members to support the Glass bill. September 12, 1913,

“Objection is made by the opposition to this bill, claiming it would give the
President too much power in appointing the Federal Reserve Board. The bill
provides these appointments shall be made with the advice and consent of the
Senate. They also claim this Board would be under political control. Political
control is governmental control. Who constitutes the Government in this coun-
try? ;I‘he people. Do you want to deny the people the right tc govern them-
selves ?”’

Page 1459, Mr. Underwood (Democrat, of Alabama) : Majority leader urging
final passage of Glass-Owen Reserve bill. December 22, 1913.

“The rock on which our friends on the Republican side have broken when they
attempted to pass their monetary legislation through this House in the last 16
years has been the fact that they have attempted to put the control of the system
that they advocated in the hands of the men who 1oan the money and not in the
hands of the representatives of the people who borrow the money.”

Page 5038, Mr. Gray (Democrat, of Indiana) : Supporting a Federal Reserve

System. September 16, 1913. .
" “Money is the most vital of all public agencies, and as such vital public agency
it should be held in the full and complete control of the public, all the people—
its issue, volume, and its distribution, to insure its availability to all the people
equally and impartially for their use. Such a public function should never rest
in the control of private or selfish interests, to be made the subject of monopoly
and concentration into the hands of a few. The provisions of the Glass bill
place such control where it properly belongs—in the Government—to be admin-
istered by the sworn and chosen representatives of the people.

“The unrestricted power to issue money carries with it the power to control
the volume of currency, and thereby the power to fix prices of all products, com-
modities, services, and property, and of all values as measured in money. To
surrender this power to private control would be to surrender the most potent
and vital authority of the Government-—the control of money and the virtual
control of the welfare of the people.

“Give me the absolute power to control the volume of money and I will control
the destinies of this Nation more fully and completely than the exercise of
arbitrary power by a czar * * *. E : .

“This House is under political control, the Senate is under political control,
the Executive is unider political control * * *,

“Political control means the rule of the people, and it has terrors only for
those who are afraid of and recoil from the rule of the people.”

Page 5107, Mr. Brown (Democrat, of West Virginia) : Urging final passage of
Glass bill. September 17, 1913. :
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“Under the proposed system, however, the appointees on the Federal Reserve
Board must be confirmed by the Senate, and the majority of the Board must
retire when a new President is elected. In this way the people have the power
to ratify or reverse the policy of any administration at the end of every 4 years.”

QUOTATIONS IN S8ENATE

Page 179, Mr. Reed (Democrat, of Missouri) : Urging passage of Federal Re-
serve Glass-Owen bill. December 4, 1913.

“The banks have contended that they are entitled to be represented upon the
Federal Reserve Board. I utterly deny it. They are on one side of the table;
the Government of the United States, representing the people of the country, is
upon the other. The bankers represent those who demand, who ask rights from
the Government. They come to the Federal Reserve Board making their demands
and proffering their requests. No man should sit upon that Board unless he
represents the people of the United States—the people of the United States
alone—for it is their money and their credit which is to be granted.”

Page 538, Mr. Weeks (Republican, of Massachusetts) : Urging a Federal Re-
serve System. December 9, 1913.

“% * * #And the control of the system of banking and of issue which our new
laws are to set up must be public, not private, must be vested in the Government
itself, so that the banks may be the instruments, not the masters, of business and
of individual enterprise and initiative.” "

Page 783, Mr. Hollis (Democrat, of New Hampshire) : Supporting Glass-Owen
Federal Reserve bill. December 12, 1913.

“But the Federal Reserve Board should represent the Government solely. They
should control broad questions of policy concerning which individual interests
might tend to favoritism and abuse.”

Pages 1071-1072, Mr. Borah (Republican, of Idaho) : Urging an effective Gov-
ernment-run Federal Reserve System. December 22, 1913.

“It cannot adjust itself to an industrial life grounded in inequality ; it cannot
be fitted to monopoly ; though strong enough to destroy, it can never be powerful
enough to regulate monopoly. These things we ought to realize and cease our
efforts to adjust our Government to the centralizing, monopolizing tendencies of
business and compel business to adjust itself to the fundamental principles of
democracy. This Government should assert its power and exert its prerogatives,
and nowhere is it more essential and vital that it do so than in the complete
regulation and control of the money and currency of its people. Everything that
performs the functions of money, whether technically money or not, should come
under this control.”

Page 1136, Mr. Norris (Republican, of Nebraska) : Urging Government control
over the Federal Reserve System. December 18, 1913,

“I did believe, and do believe, that the banking and currency system and the
banks organized under the system ought to be under Government control.”

ArTHUR 8. LINK, WILSON: “THE NEW FrEEDOM” (PRINCETON UNIVERSITY PRESS
1956), pp. 211-212

“Since 1910 Wilson had been slowly evolving in his own mind two basic as-
sumptions that he felt should govern banking and currency reform. The first
was that concentration of credit and money in Wall Street had reached the pro-
portions of monopoly, and that economic freedom could not exist so long as a
‘money trust’ had the power to ‘chill and check and destroy genuine economic
freedom.’

“Thus in 1913 the President supported the regional reserve concept as a
means of destroying the ‘money trust’ in spite of all the pressure that men like
House and Warburg could bring in behalf of a central bank. ‘Through the meas-
ure proposed,” he told a reporter in explaining the Glass bill, ‘I believe we will
correct the evil we are most bent upon correcting—that of the present con-
centration of reserve and control at the discretion of a single group of bankers
or by a locality of banking interests.* * *’

“Wilson’s second basic assumption had also apparently taken firm shape
in his mind by the time the discussions over the Glass bill had reached their
climax in June 1913. It was that banking was so much a public business that
the Government must share with private bankers in making fundamental fi-
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nancial decisions. He supported the Federal Reserve bill, he told a reporter,
‘because ‘it provides * * * for public instead of private control, thus making
the banks what they should be—the servants and not the masters of busi-
ness * * *. With Government control, there is created a force which, while it
will not attempt to run the business of the banks, will be clothed with some
-authority - to prevent injustice from the banks to the general public. Under
the proposed plan, recognition is given to the interests of the people, and there
is established the principle of some other controls of credit than arbitrary
-control by the banks * * * This is a great principle. 8o long as it is ob-
served, the details themselves are matters of relatively minor importance.”* )

‘i Interview given by the President to J. C. O'Laughlin of the Chicago Tribune about
June 20, 1913, and enclosed in J, C. O’Laughlin to J. P. Tumuilty, June 26, 1913, Wilson

.papers. ‘This interview was apparently never published. I have transposed certain
sentences for the sake of clarlty.” -

(Mr. Patman. Marriner S. Eccles, a member of the Federal Reserve
Board, in testifying on the Banking Act of 1935 (hearings before the
‘Committee on Banking and Currency, House of Representatives, on
H.R. 5357, 74th Cong., 1st sess., 1935, pp. 181-183), was highly criti-
cal of allowing nonmembers of the Federal Reserve Board to be official
members of the Open Market Committee. Mr. Eccles pointed out that
.open market operations are the most important instrument of control
over the volume and cost of credit, and that this activity should be
conducted exclusively by the appointed member of the Federal Re-
serve Board, and not be controlled by commercial banking interests
directly or indirectly.)

* * * * * * *
2. OPEN-MARKET OPERATIONS

From the longtime point of view the recommendations dealing with changes
in the machinery for determining and carrying out the open-market policies of
the Federal Reserve System are essential. Open-market operations are the
most important single instrument of control over the volume and the cost of
-credit in this country. When I say credit in this connection I mean money,
because by far the largest part of money in use by the people of this country
is in the form of bank credit, or bank deposits. When the Federal Reserve banks
buy bills or securities in the open market, they increase the volume of the
people’s money and lower its cost; and when - they sell in the open market, they
decrease the volume of money and increase its cost. Authority over these opera-
tions, which affect the welfare of the people as a whole, must be vested in a body
representing the national interest.

Under existing law open-market operations must be initiated by a committee
consising of representatives of the 12 Federal Reserve banks, that is, by persons
representing primarily local interests. They must be submitted for approval or
disapproval to the Federal Reserve Board, and after they have been approved
by the Federal Reserve Board, the boards of directors of the Federal Reserve
banks have the power to decide whether or not they wish to participate in the
operations. We have, therefore, on this vital matter a setup by which the body
which initiates the policies is not in a position to ratify them; and the body
which ratifies them is not in a position to initiate them or to insist on their being
carried out after they are ratified; and still a third group has the power to
nullify policies that have been initiated and ratified by the other two bodies.
In this matter, therefore, which requires prompt and immediate action and the
responsibility for which should be centralized so as to be inescapable, the exist-
ing law requires the participation of 12 governors, 8 members of the Federal
Reserve Board, and 108 directors scattered all over the country before a policy
can be put into operation. )

It requires no further explanation to show that the existing machinery is
better adapted to delay and obstruction than it is to effective operation, and that
it results in a diffusion of responsibility which prevents the necessary feeling
of complete authority and responsibility by a small group of men who can be
beld accountable by the Congress and the Nation for the conduct of this matter
that is of national importance.
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The proposal in the bill is to set up a committee of five, three of whom shall
be members of the Federal Reserve Board and two Governors of Federal Reserve
banks. This proposal would have the advantage of creating a small committee
with undivided responsibility. It is not clear, however, that thig arrangement is
the best that can be devised for the desired purpose. The Federal Reserve
Board, which is appointed by the President and approved by the Senate for the
purpose of having general responsibility for the formulation of monetary policies,
would under this proposal have to delegate its principal function to a committee,
on which members of the Board would have a bare majority, while governors
of the banks would have two out of five members.

From the point of view of the Board the disadvantages of this arrangement
are that a minority of the Board could adopt a policy that would be opposed to
one favored by the majority. It would even be possible for one member of the
Board by joining with the two Governors to adopt a policy that would be objec-
tionable to the seven other members of the Board.

The placing of this authority in such a committee would also have the dis-
advantage of giving one important power, the power of open market operations,
to the open market committee, while other fundamental powers are vested in the
Board. These powers could be utilized to nullify the actions of the open market
committee. For example, the committee might adopt ‘a policy of easing credit,
while the Federal Reserve Board would be in a position to tighten credit, either
by raising discount and bill rates or by increasing member-bank reserve require-
ments. Also the Board, through its power of prescribing regulations for open
market operations, could conceivably interfere with the carrying out of the poli-
cies of the committee. While it is not contemplated that such extreme situations
would occur, it does not seem desirable to amend the law in a manner that might
result in such unreasonable developments.

Upon further study it would appear that the best way in which to handle this
proposal would be to place the responsibility for open market operations in the
Federal Reserve Board as a whole and to provide for a committee of five Gover-
nors of Federal Reserve banks to advise with the Board in this matter. The
Board should be required to obtain the views of this committee of Governors
before adopting a policy for open market operations, discount rates, or changes
in reserve requirements.

Such an arrangement would result in the power to initiate open market opera-
tions by either a committee of the Governors or by the Board, but would place
the ultimate responsibility upon the Federal Reserve Board, which is created. for
that purpose. In this connection I should like to quote President Woodrow
‘Wilson, who in his address to the joint session of Congress on June 23, 1913,
said :

“The control of the system of banking and of issue * * * must be vested in the
Government itself, so that the banks may be the instruments, not the masters, of
business and of individual enterprise and initiative.”

Chairman Parman. Senator Javits?

Senator Javrrs. Mr. Martin, I am interested in one aspect of your
testimony. You will need your statement for this.

In your statement you say:

For the first time since 1957 it seems likely that we may soon reach our in-

terim goal of pushing unusual employment down to if not below 4 percent of
the labor force.

Later you say:

As long as unemployment of manpower and plant capacity was greater than
could be considered acceptable or normal, we had every reason to lean on the
side of monetary stimulus.

Do you consider a 4 percent unemployment rate acceptable and
normal and is that the basis for your decision ?

Mr. MarTIN. I have never known, Senator, exactly what the right
level ought to be. We naturally want as low a level as it is possible
to have. I don’t know how much frictional unemployment there is.
This is a longstanding debate among experts. Our unemployment
figures are not quite comparable to the unemployment figures that the
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British have, for example, in many technical details. But we ac-
cepted a number of years ago that it looked like the frictional level that
would be acceptable, not desirable but acceptable, in terms of moving
toward full employment, would be in the neighborhood of 4 percent.

Senator Javrrs. I have heard the Chairman of the Council of Eco-
" nomic Advisers address himself to that same question and he used
the figure 3 percent. Is there a difference between the Executive and
the Federal Reserve Board on the normalcy of that figure?

Mr. MarTiN. We have never addressed ourselves to a definitive dis-
cussion of the 3 or 4 or 5 percent.

Senator Javirs. You speak in your statement of the three reasons
for doing what you did as being “to assure the continuance of our
economic expansion, maintenance of generally stable price and restora-
tion of reasonable equilibrium in our national payments.”

In making your decision, are you willing to accept the 4 percent
unemployment rate in order to get stable prices? And would you
say that 1s the rationale of your decision ?

Mr. MarTiN. I don’t want to accept either rationale. We are strug-
gling now with what I call the economics of full employment. It is
my belief that we will make more progress toward full employment by
the course that the Board is presently pursuing. If I didn’t believe
that I wouldn’t have taken this action. I believe that the flow of funds
that will be generated in this way under these conditions will make it
possible perhaps for the unemployment rate to fall significantly below
4 percent.

Senator Javrts. What do you call full employment? How do you
define full employment ¢

Mr. MarTiv. I don’t know. It is a very, very difficult concept to
define. I have wrestled with it since 1946. I think there is going to
be structural unemployment from time to time, pockets of it that
have to be attacked outside of aggregate demand. This argument
over structural unemployment and cyclical unemployment has been
going on for a number of years and the Board position, at least I
have always taken this position, has been that we have to tackle
both of them. But what is the most effective way to eliminate those
I don’t know. S

Senator Javrrs. In making this decision did you assume that we
Bve?re at the state of full employment, whatever you define it to

e?

Mr. Marrin. That we were approaching a state of full employ-
ment and that progress toward full employment would be endangered
if we did not take this action. -

Senator Javrrs. Do you challenge Chairman Patman’s estimate
that the consumer is going to pay $25 million more per year in inter-
est by virtue of this rate rise?

Mr. MarTIN. I am not in a position to challenge it because I don’t
know at this juncture.

Senator Javrrs. Do you approve it?

Mr. MarTIn. I don’t ever approve anybody paying more. »

Senator Javrrs. I am sorry. I did not mean to stick you with any .
such question. I am talking about the evaluation which Chairman
Patman has made; do vou think it is a fair evaluation?

Mr. MarTiN. I would have some question of it.




118 FEDERAL RESERVE AND ECONOMIC POLICY

Senator Javrrs. You would have some question ?

Mr. MarriN. Would have some question. I would have to study
this considerably further.

Senator Javirs. Would you be good enough to study it and submit
for the record the analysis of the Board of what this 1s going to cost
payers of interest for credit? Just exactly as Chairman Patman made
an estimate, let us know. In other words, we have to juxtapose this.
You say to us, juxtapose this to the cost of inflation. We say to you
what are we going to juxtapose? What is your estimate of what it
is going to cost?

Mr. BavLpersToN. Senator Javits, may I ask a question ¢

Senator Javrrs. Certainly. That is the privilege of every witness
before a congressional committee.

Mr. Bacperston. Is it not likely, sir, that there are more savers
in this country than there are borrowers?

The problem of double counting comes in because the same citi-
zens are owners of Government bonds, and of policies with insurance
companies, and also possess savings accounts and pension rights. If
you take out the double counting it is my beliof that there are more
savers than there are borrowers.

Senator Javirs. Chairman Martin, I make the request of you to
include any countervailing fact that you choose. I know there are
over 80 million savings bank depositors and life insurance policyhold-
ers and likely they may get an increased interest and the double count-
ing which Mr. Balderston speaks of, you tell us that in the memo.
I think we are entitled to know what you want us to juxtapose in cost
“A” and saving “B,” to wit, inflation, redistribution of this increased
interest rate, and so on.

I think we are entitled to know your best judgment in dollars and
cents as to what that is going to mean. I make that request. You tell
u}f whatever you feel you can but I do think we ought to have some-
thing. :

M% MarTIn. I will be glad to do the best we can. I think the point
that Governor Balderston has made, that interest is a wage to the
savers as well as a cost to the borrowers, is right.

Senator Javrrs. Give us the figure, or what you think of the chair-
man’s figure, and give us an countervailing aspect you wish.

(See p. 66 for response to above discussion later received from Fed-
eral Reserve Board.)

Senator Javirs. I have just one other question, Mr. Chairman, and
I would like to compliment the Chair and the witnesses. I think this
hearing has been extraordinarily helpful and will be for the country.

We almost omitted questioning you on the balance of payments and
yet the Board stated that restoration of reasonable equilibrium in
our international payments was one of the reasons for your action.
Now what benefits do you foresee from the increased discount rate in
terms of reducing our net private capital outflows or from any other
influence that you see on the balance of payments as, for example,
investment in the United States because of a higher interest rate?
And when I ask you that question I ask you to bear in mind in answer-
ing it that there are certain major countries which have lower bank
rates than ours, to wit, Italy, France, and West Germany. There are
a number that have rates equal to or above ours: Belgium, Canada,
Japan, Netherlands, Sweden, and the United Kingdom.
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Again, my question—I wanted to give you my thinking on this—
what benefits do you foresee from the increased discount rate in terms
of our balance of payments or the narrower question, reducing our
net private capital outflow.

Mr. MarmiN. I was careful this morning not to make any exag-
gerated claim as a result of this move but as I have frequently testified
before this committee and other committees, I don’t think that the
way the world is constituted today that we can be an isolationist in
interest rates any more than we can be in politics.

Some people say, well, of course, our foreign friends will just up
the interest rates to compensate for any narrowing of the gap that
occurs as a result of this move. I have serious questions about that.
I think that our foreign friends have been finding it easier to use
monetary policy than to use fiscal policy which they should be using
to damp down their inflation at the present time. This has been a
hazard that they have been wrestling with.

Now, I believe that in terms of confidence in the Western World
that the move that we are making, the move that we have taken on
this front is going to be a plus in terms of developing equilibrium
between the various countries in the Western World and this country
in our balance of payments. :

I don’t believe it is going to close the gap. I think we need our
voluntary foreign credit restraint program; and the Federal Reserve
Board under the expert administration of Governor Robertson who,
unfortunately, could not be here today has been doing everything in
its power to support the President’s program in this direction on’
the voluntary basis and will continue to do so.

I believe this buttresses that program in the sense that unless our
foreign friends just go hog wild on the use of interest rates, to the
point where it is not really contributing much to their internal
economies, that this is going ‘to be a step toward bringing about

" equilibrium.

Senator Javrrs. Equilibrium in the sense it will bring money back
in the United States for investment ?

Mr. MarTiN. That is correct.

Senator Javirs. Rather than having American money going abroad
and even some foreign money staying abroad, is that the idea?

Mr. MarTin. That isright.

- Senator Javits. Have you any estimate of that in money ?
Mr. MarTiN. No. I mentioned in my prepared statement today

. the leakage factor that has contributed to direct investment abroad.

The opportunities here for taking money from the Eurodollar market
if it is really needed for investment purposes in this country are now
much more real than they have been for a long time.

Senator Javrrs. Thank you, Mr. Chairman.

Chairman Patman. Senator Sparkman ? :
Senator SparEmaN. Mr. Chairman, why would not the foreign
countries raise up their rate of interest to match ours to overcome

it and haven’t they done that in the past ?

Mr. MarTiN. In some instances they have, Senator. I think some of
our foreign friends, and I speak particularly of the central bankers,
realize the limitations on this. Take a country like Germany—and
I am not trying to make any invidious comparisons, that is one of the
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difficulties of this type of hearing, I don’t want to attack the policy
of a foreign government-—but they have found that it is easier to use
interest rates than it is to use fiscal policy and therefore they have
attempted to slow their inflation by interest rates rather than by fiscal
policy to the point where some of my associates in the central banking
area wonder if they have not reached the point of diminishing re-
turns. Therefore, I seriously question, although I can’t guarantee
this at all, whether they are going to follow the policy of upping
interest rates at this juncture.

Senator SparemaN. You do not think we have reached the point of
diminishing returns? This may be it?

Mr. MarTiN. This may be or it may not. Time will tell, Senator.

Senator SpareMmaN. I just read a letter that was addressed to each
member of this committee by the U.S. Savings & Loan League. (See
p. 91). I touched on this this morning. A great part of my legisla-
tive activities has been in the field of housing and I can not help but
feel that this will have a very adverse effect upon housing, badly as it
is needed in this country, as a result of increased interest rates.

You spoke this morning of coordinating your action with the people
in the handling of fiscal affairs for the Government. Was there any
coordination, for instance, with the Home Loan Bank Board ?

Mr. MarTin. No, I think we were somewhat deficient in that area.
You must realize that this was a difficult- timing operation. We had a
divided Federal Reserve Board. There was not any assurance of
exactly what moves we were going to make. Itis a difficult area.

Senator SpargmaN. Of course the savings and loan associations use
practically all of their savings in home mortgages. You are aware of
that. One difficulty they have had over the past several years, speak-
ing from the standpoint of the Home Loan Bank Board, has been
holding down the rate of dividend payments. They have felt very
keenly the competition of commercial banks in the interest that they
were able to pay on deposits. I hardly see how they can compete with
this now at all. I noticed some statistics given in that letter to the
effect that their savings are down during the past year, certainly have
not kept pace with the rise.

The increased savings are down. I wonder if we are not going to
run into some terrific headaches in that field.

Mr. MarTiN. Senator, this was taken into acount. This is the
reason we did not move the savings deposit rate up. We moved the
rate up on certificates of deposit, time deposits, but not on savings.
We kept the savings rate at 4 percent in order to minimize the com-
petitive impact between the mutual savings banks and the savings and
loan people and the savings departments of the commercial banks.

Now, 1f you were talking about pure theory, and I personally have
testified on this a number of times, I think tl}u,etime is not too far off
when it might be wise not to have any ceiling in that area at all. That
would allow free competition. When you get into these binds, these
ceilings, these limitations, it eventually causes you trouble, In my
judgment.

While I would not want to see banks permitted to pay interest on
demand deposits at this juncture, I think the time may not be too far
off when we would be wiser in terms of the flow of funds not to have-
this ceiling at all. We may never have considered it as fully as we
ought to, but we took this competitive impact into consideration and
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we decided not to raise the 4-percent limitation on savings deposits
for the very reason that you are stating.

Senator SPARKMAN. %ut there is no ceiling or there is no floor on
certificates of deposit, take them as small or as big as they come.

Mr. MarTIN. That 1s correct.

Senator SparkmaN. I notice in a new item that in the large Chicago
banks out of $1,200 million held there in certificates of deposit, only
$162 million- were of the smaller type. In other words, over 85 per-

cent of the money was in large certificates of deposit. Do you think.

that might be true throughout the country ¢

Mr. MarTin. Ithink the tendency isthat way, yes;sir.

Senator SearkMAaN. So the typical savings.-and loan association is
still competing with .the . certificates of deposit right down to the.
smallest amounts? ’ :

Mr. Marmin. They are. I would hope that prudence and caution
inthe industry would take care of this. -

As T say, our intention here was. not to put any additional strains
on them and although in theory we could have extended this to savings
deposits, and there are a good many people who say the saver should
get a higher rate, we decided to take that risk rather than to risk the
impact of the competitive problem that you are talking.about at this
level.

Senator SparkmaN. Of course:the savings and loan-would have to,

they will have to move in some way to compete with this.increased-
interest rate. And when they. pay more for the.savings that come: to
them it means they have to 1ift the. interest rates on the mortgages be-
cause there has to be an-operating differential.

Mr. MarTin. They have to make a profit.

Senator SpareMaN. They have to make a profit. - It seems to me .

the net effect to the homebuyers of the country is an increased cost for
homes. Iam just mentioning that one phase of it.
By the way, I noticein a Wall Street Journal article today in which

it is projecting building outlays for 1966, it says the overall building.
outlay is gaining 6 percent. - But _there is this rather sober thought -

in there: The only major private area showing. prospects of slow
growth nextyear, the report said, is private housing. :

Mr. MarTin. We all have our theories about the reason for this.
Nobody deplores more than I do the fact that the housing starts have
n}?t beeln participating in this upward-trend that we have had in every-
thing else.

My own explanation in theory has to do with Iiogulation statistics.

o think there has
been a decline after the war years in the population strata of famil

formation that is coming to an end here. If I were projectinf%, which.
b

I try to avoid doing, I-would think we may not be very far oft, a year
or so, before you will have these housing starts starting up. because
of population changes in formation. ‘
enator SParRgMAN. Certainly-I can see a lot in there because we

have to watch, we project thefamily - formations-by' the baby crop
which comes along. ‘

Mr. MarTiN. That is right.

Senator SparkMaN. I believe that is all, Mr. Chairman.

Chairman Parman: Mr. Curtis? - ’ .

Representative CurTis. Just on this one point for information: I
note that Robert C. Weaver, head of Housing and Home Finance

64-292 O-66-pt. 1—9
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Agency, in an article appearing in the New York Times on December 9,
expressed doubts that the discount rate would spur a rise in home
prices, and he goes into the various reasons. ’

I would like to pick up where I left off, when I was trying to direct.
attention to the area of the Federal debt. And, Mr. Chairman, I would
like to put in the record at this point, if I may, my supplemental views
on the increase in the public debt which appears in a document put
out by the Committee on Ways and Means ofptli)lis year, entitled, “Legis-
lative History of H.R. 8464, 89th Congress, a Bill To Provide a Tempo-
rary Increase in the Public Debt Limit.”

hairman Parman. Without objection, it is so ordered.
(Document referred to follows:)

SUPPLEMENTAL VIEWS OF THOMAS B. CURTIS ON THE INCREASE IN THE PUBLIC
DEBT

The administration’s request to increase the debt ceiling from $324 to $329
billion is predicated upon maintaining an expenditure level of $99.7 billion
for fiscal 1966 as set forth in the budget submitted to the Congress in January.

This is an increase in expenditures from the previous fiscal year of over $2.5
billion. It is my judgment that this is too great an increase in relation to our
anticipated revenues of $94.4 billion and in light of. world peace conditions, our
accumulated deficit balances in international payments and the size of the
present Federal debt.

I am happy to state that the difference of opinion I am expressing is one of
judgment bottomed upon an agreed economic and fiscal theory that balanced
Federal budgets are an important fiscal goal and that deficit financing is a regret-
table and not-to-be-sought-after goal. It is important to hammer this point home
because there are many spokesmen in the present administration and certainly
among the academic economic communty who do not agree with this theory.

"They should continue to be heard by the Congress and the public, as I am certain
.they will insure that they will be, but so should those who adhere to the fiscal

policy which actually is being followed by the administration be heard.

It is ironic that I should have to make this statement, yet there is an alto-
gether too large number in the Congress and among the general public who have
come to believe that the theories of deficit financing are the theories that are
actually being pursued by the Federal Government, particularly in the enactment
of the 1964 Federal income tax rate reduction legislation. We all need to be
reminded that the 1964 income tax rate reduction legislation was carried out in
context of Federal expenditure restraint, not expenditure ease. A policy of
expenditure ease would have led to an expenditure level of $104 billion in fiscal
1964 and a further increase in fiscal 1965, instead of $97.7 billion in 1964 and an
anticipated level of $97 for fiscal 1965.

The present proposed legislation to reduce the rates to ultimately remove
certain of the selected excise taxes amounting to $4 to $5 billion annual
revenue is also in context with Federal expenditure restraint, keeping in sight a
balanced budget in the immediately foreseeable future.

I am pleased that the Ways and Means Committee cut the administration
request to increase the debt ceiling from $329 to $328 billion. This means that
if the administration preserves, as it should, the flexibility necessary for efficient
debt management, the projected expenditure level of $99.7 billion will be reduced
to $98.7 billion. This is certainly in accord with the administration’s desires and
in line with what the administration has been able to do in the past 2 years since
it adopted the basic policy of expenditure restraint.

However, it is my judgment that in the present economic climate of great eco-
nomic activity, even $98.7 billion is too high a Federal governmental expenditure
level. If we could hold to a $97 billion level I believe we would see a balanced
budget by fiscal 1967. Nothing could do more good, actually and psychologically,
in solving our balance of international payments problems or strengthening the
U.S. position internationally if this were achieved. The administration could
throw out the window, all the temporizing measures it has been employing to
stave off the impending dangers resulting from our international imbalances if
this were done; namely, interest equalization taxes, cutting tourist allowances,
and urging “voluntary’ restraints on the private sector. ’
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Certain administration personnel and spokesmen who are resisting the Presi-
dent’s policy of expenditure restraint from time to time advise the Congress and
the public that the Federal debt is of no serious economic consequence. They
say that increasing, not decreasing, Federal expenditures financed by further-
deficits is the key to continuing prosperity and, I presume, international economic
strength. As argument- to support their contentions they point out that the
Federal debt is a smaller ratio to gross national product than it was in 1946.
This is true and certainly the ratio of debt to gross national product is an impor-
tant guidepost in determining how much Federal debt our society can sustain.

But 1946 is the worst possible year in decades to pick as an optimum and
standard for comparison. It is the year following the heaviest sustained deficit
financing this country has ever undertaken (a necessary undertaking, I submit, to
finance our efforts in World War 1I). The guideposts to use are the peacetime
periods when this country had the most rapid sustainable economic growth.
Comparison of recent ratios with these periods reveals that the ratio of Federal
debt to GNP rarely in the past has attained a level as high as 20 percent. Far
from being complacement about the ratio of 50 percent which we suffer today, we
should be asking why have we not been able to get this ratio closer to 20 percent
20 years after the end of World War II. We should also observe that two-thirds
of the reduction in this ratio since 1946 was the result of the heavy inflation
which immediately followed the close of the war, hardly a course of action to
emulate for future ratio reductions.

The question of major importance that faces our Nation is: How much
resiliency will we have if a new war or a major economic downturn should
require us to engage in heavy deficit financing, starting from a ratio of 50 per-
cent instead of from 20 percent? Furthermore, we should relate some of our
present immobility in dealing with our international balance-of-payments prob-
lems to the lack of flexibility which is inherent in the high ratio of 50 percent
which we have. .

The Treasury Department uses a rule of thumb to estimate Federal yearly
tax revenues of $1 of revenue per every $6 of GNP. This seems like a pretty
good guidepost in itself to observe in determining what an optimum ratio of
Federal debt to GNP might be.

.I have been urging for a number of years that there be a public dialog on
the subject of the Federal debt. I have done my best to move the debate from
the stupid position of those who predicate their views on the belief that debt is
bad. Debt is far from bad. It is one of the most effective tools an economy
possesses, but like any tool it can be misused and abused by individuals, by
business and certainly by governments. I have decried the inability of advo-
cates of deficit financing to distinguish between good and bad debt—debt that
is productive and debt that is counterproductive.

I shall vote against the present bill with mixed emotions. I am greatly
pleased and encouraged by the administration’s past actions and future
promises. I am greatly pleased with the action of the Ways and Means
Committee in cutting the figure by $1 billion—from $329 to $328 billion—in
the realization that this debt ceiling legislation is an effective, though cumber-
some and by no means the best, way Congress can express its judgment on the
great issue of efxpendlture levels and balanced budgets.

However, I think it is still necessary to be on record that in the prment'
economic climate this is not enough. I am greatly afraid that. the recom-
mendations of the minority members of the Joint Economic Committee to hold
Federal expenditure levels to a $95 billion ceiling for fiscal 1964-65 were more
sound than the levels of $97 and $98 billion which the Republicans on the
Ways and. Means Committee recommended to pave the way for the 1964 income
tax rate reduction bill. I think that if we could hold to an expenditure level
of $97 billion this coming fiscal year instead of the projected $99.7 billion,
particularly if the cutback were primarily in the foreign aid programs to
permit the private sector to move forward in assisting the development of the
underdeveloped countries, we would be much closer to being back on fairly
firm economic ground.

Representative Curtis. Incidentally, and 1 think very important,
one of the basic issues before the Ways and Means (‘ommlttee is what
the expenditure level would be.

As T pointed out, the administration reiterated in late May and on
into June an expendlture figure of $99.7 billion for fiscal 1966. They
})a,seld their request for $329 billion debt ceiling on this expenditure

eve
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I'tried to get a $2 billion cut in that amount. One billion dollars was
accepted, so the debt ceiling was $328 billion, predicated on an expend-
iture level of $98.7 billion, with the administration stating that they
hobped to stick to that.

I only bring this up to demonstrate, if possible, the impact of the
real change in the administration’s expenditure policy exhibited in
August of this year and certainly repeated even more so in September
when the monthly expenditure rate went up to $9.5 billion, which
would certainly, if that were the rate for the full year, put them up to
around $115 billion.

What T am directing attention to is the problem that the debt man-
agers are going to face with this kind of excess of expenditures over
revenue. All the revenue anticipations have gone up only $114 to $2
billion, certainly in no way compensating for this increased spending.
You have already testified to the problem that you have experienced
in your Open Market Committee.

What about this problem of the fact that we have a ceiling of 41/
percent on the interest on long-term bonds that can be offered? What
could the Federal Reserve System do in this area of debt management
if nothing were done in the area where you have taken action ¢

This would relate to Mr. Maisel’s point, where he felt we ought
to lean more heavily on restricting the Federal purse of Government
securities to curb or to effect monetary policy in that way.

Would you comment on that ?

Mr. MarTin. T think my record is well known. I personally think
that we would now have lower interest rates, if we didn’t have the
414 percent ceiling. But this is a difficult thing to prove. We were
not able to get the ceiling:

Representative Curtis. Assuming we have this lowered, Mr. Martin.
You could buy the bonds long-term at 41/,

Mr. MarTIN. I have already stated, of course, we could just create
inflation endlessly.

Representative Curris. You are saying what I expected. This is
the point I wanted to make, so that Mr. Maisel could comment. If
this is so, or if you contest it, that would be interesting but how can
the Federal Reserve Board exercise a more restrictive policy in the
purchasing of Government bonds? Indeed, it would have to loosen
up under this kind of situation where we are going to have to do more
financing, not less.

Would you comment ?

Mr. Ma1seL. Yes,sir.

If T understand you correctly, my. point would be I was talking
about the possibility before the discount rate increase. In other
words, before the discount rate increased there was a possibility that
the Government would choose to run a tighter fiscal policy.

My own point of view was that I preferred a tighter fiscal policy
and leaving the discount rate where it was. If that path had been
chosen, although it was not clear, the 41/ percent ceiling may well have
been one that could have been lived with.

This was a matter of judgment. We would have had seasonal pres-
sures in our favor. This last quarter of the calendar year is the quarter
when the Government’s seasonal demands on the money market are the
highest by far.
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Representative Curris. That is because of revenue, not because of -
expenditures. The expenditure levels are pretty constant.

Mr. MaiseL.- I agree to that. There is still the fact that the Govern-
ment goes into the money market for a much larger amount.in the
fourth quarter of the calendar year than any other period.

In this year it was a particularly large amount that the Government
borrowed because of the way Government financing worked out. The
amount of demand in the money market in the fourth quarter of the
year was unusually high. The argument I was making was that a
coordinated policy would have offered the administration a choice of
trying to keep down the creation of debt. In addition it would then
have been managing the debt around a lower peg in the market. In
effect, the discount rate is a peg in the market. It islike any other peg.
When you move up to a 414-percent discount rate, you find many
problems in lowering the meney market rate from that new height.
Each time the discount rate moves, you are moving a peg around which
the money market operates. ,

I think everybody recognizes that once having moved that.peg we
are in an entirely different situation. I probably agree with Mr.
Martin that now we are in for a difficult situation in the coming months
because of the conflict between the way the law is written and the way
in which the peg isset. They are in definite conflict and if they remain
that way Government borrowing costs are going to be very high in the.
next year.

Representative Curtis. Let me zero in on this a bit, the facts on
the expenditure levels. I am reading from page 35 of the Economic
Indicators, November 1965, the Federal finance section, and it gives
us these monthly figures. ’.I‘here wasn’t any question after the August
figures were in and after' the September figures were in, what the
expenditure policy of the administration was. If I am not mistaken.
I think Secretary Fowler and Director of the Budget Schultze said

- their expenditures were going to go up to around $110 billion.

Now in that context, Mr. Maisel, I would think that.you would be in

full accord here that we certainly could not ask the Federal Reserve

_ System to help Treasury even more in marketing these bonds. As Mr. -
Martin has expressed it, I guess you do agree with his observation that
if we take on more through the Fed, we in effect are creating a mone-
tary inflationary system.

Wouldn’t you agree? ‘

1 Mr. MarseL. Mr. Chairman, I am not certain I have the right figures.
| T have asked the staff to check. I believe thatin the third quarter of the
| calendar year 1965 the cash deficit of the Treasury was $3.9 billion.
X Representative Curris. Let me interrupt to say I am not referring
- to the cash budget. I am talking about the administrative budget ex-
‘ penditures because'these are what fluctuate. Hopefully we balance our
| : trust fund and I think we do a fair job of it. I am referring to the
b administrative budget, which is the one that does fluctuate. It is the
| administrative budget that shows these figures that I have just read,
at a rate of around $112 billion- beginning fiscal 1966 when they had
anticipated $99.7 billion. 'As a matter of fact, when they had accepted
the figure that Congress implied of $98.7 billion by setting the debt
ceiling at $328 billion instead of $329 billion. So, let us not get these.
various budgets confused. )
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I have referred to the budget as a five-shell game. It is hard
enough to follow the pea under three shells. Stick to the one shell
which is the administrative budget, which is the one that fluctuates.

Mr. MarseL. Yes, sir. But T will ask the staff to correct me if I am
wrong, it is my understanding that the demand on the money market
1s a question of the cash budget, not the administrative budget. In
other words, the figures I am reading here if I am reading them cor-
rectly, say that the third quarter of the year the Treasury had a cash
deficit of $3.9 billion. They either had to use up existing funds or go
into the market to finance that $3.9 billion deficit.

In the fourth quarter of the year, the quarter in which these pres-
sures have been the greatest, the cash deficit was $6.1 billion. Now the
projected figures for the next two quarters, which are the ones I was
talking about, are for another but much smaller cash deficit in the
first quarter of the calendar year 1966 and a large surplus for the cash
budget in the second quarter of 1966. This is what I referred to as the
seasonal problems in the market. It is based the way the revenues and
expenditures are phased. '

In the fall of the year we run a large deficit and in the spring of the
year we run a surplus because that is when collections are higher.

Now if T am not incorrect, it is these facts that are a measure of
the Treasury’s pressure upon the money markets.

Representative Curris. I see my time has expired. I will come back
later. The only observation I would make is that I am directi
attention to the expenditure policy set by the administration. I thigﬁ
the figures that I read relate to that expenditure policy.

Senator SPARKMAN (presiding). Mr. Reuss?

Representative REuss. Mr. Martin, this morning I raised the ques-
tion whether the Federal Reserve Regulation A of 1955, which is still
in effect, did not empower Federal Reserve banks to close the discount
window so to speak, to banks that were asking for a rediscount,
principally for the purpose of profiting from rate differentials. I
now have outfitted myself with a copy of that 1955 regulation. I
find that in section 200 (e) it is set forth that—

‘In considering a request for credit accommodation. each Federal Reserve

bank * * * considers whether the bank is borrowing principally for the pur-
pose of * * * profiting from rate differentials.

I am reading correctly.

In fact, you do have that power, do you not ?

Mr. MarTiN. You are reading correctly and I think it might be well
to put regulation A in the record.

Eepresentative Reuss. I ask unanimous consent that we put regu-
lation A in the record.
. Senator SparkmaN. Without objection that may be done. )

Mr. MartiN. The reason I did not give you a direct answer on this
is that it is a problem of administration.

Representative Reuss. Entirely reasonable. I just wanted to get
it in the record.

Mr. MarTiN. Right. .

(The regulation referred to follows:)




3

BOARD OF GOVERNORS
of the
FEDERAL RESERVE SYSTEM.

ADVANCES AND. DISCOUNTS BY
FEDERAL RESERVE BANKS

REGULATION A

(12 CFR 201)

This regulation as printed herewith is in the form as revised
effective February 15, 1955




128 FEDERAL RESERVE AND ECONOMIC POLICY

In announcing the following revision of Regulation
A, the Board of Governors stated:

“While this revision of Regulation A makes
certain changes in the language of the Regu-
lation itself, the most important change is the
revision of the foreword (General Principles)
to Regulation A. The revised foreword is
designed merely to restate and clarify certain
guiding principles which are observed by the
Federal Reserve Banks in making advances
and discounts in accordance with the appli-
cable provisions of the Federal Reserve Act
and of Regulation A. The revision is not
intended to further restrict or restrain access
by member banks to the credit facilities of
the Federal Reserve Banks.”

INQUIRIES REGARDING THIS REGULATION

Any inquiry relating to this regulation should be addressed to
the Federal Reserve Bank of the district in which the inquiry
arises.
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REGULATION A
(12 CFR 201) -
Revised effective February 15, 1955
SECTION 201.0—FOREWORD: GENERAL PRINCIPLES

(a) A principal function of the Federal Reserve Banks under the
law is to provide credit assistance to member banks, through advances
and discounts, in order to accommodate commerce, industry, and agri-
culture. This function is administered in the light of the basic objec-
tive which underlies all Federal Reserve credit policy, i.e., the advance-
ment of the public interest by contributing to the greatest extent
possible to economic stability and growth.

(b) The Federal Reserve System promotes this 6bjective largely by
influencing the availability and-cost of credit through action affect-
ing the volume and cost of reserves available to the member banks.
Through open market operations and through changes in reserve
requirements of member banks, the Federal Reserve may release or
absorb reserve funds in accordance with the credit and monetary needs
of the economy as a whole. An individual member bank may also
obtain reserves by borrowing from its Federal Reserve Bank at a
discount rate which is raised or lowered ‘from time to time to adjust
to the credit and economic situation. The effects of borrowing from
the Federal Reserve Banks by individual member banks are not
localized, as such borrowing adds to the supply of reserves of the
banking system as a whole. Therefore, use of the borrowing facility
by member banks has an important bearing on the éffectiveness of
System credit policy. ' ‘

(c) Access to the Federal Reserve discount facilities is granted as a
privilege of membership in the Federal Reserve System in the light
of the following general guiding principles.*

(d) Federal Reserve credit is generally extended on a short-term
basis to a member bank in order to enable it to adjust its asset position
when necessary because of developments such as a sudden withdrawal
of deposits or seasonal requirements for credit beyond those which can
reasonably be met by use of the bank’s own resources. Federal Re-
serve credit is also available for longer periods when necessary in
order to assist member banks in meeting ‘unusual situations, such as
may result from national, regional, or local difficulties or from excep-
tional circumstances involving only partiecular member banks. Under
ordinary conditions, the continuous use of Federal Reserve credit by
a member bank over a considerable period of time is not regarded as
appropriate. )

¢ These principles arise out of statutory and regulatory requirements.. See especially para-
graph 8 of section 4 of the Federal Reserve Act set forth at p. 11 of the Appendix to this

Regulation.
1
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(e) In considering a request for credit accommodation, eacli Fed-
cral Reserve Bank gives due regard to the purpose of the credit and to
its probable effects upon the maintenance of sound credit conditions,
both as to the individual institution and the economy generally. It
keeps informed of and takes into account the general character and
amount of the loans and investments of the member bank. It con-
siders whether the bank is borrowing principally for the purpose of
obtaining a tax advantage or profiting from rate differentials and
whether the bank is extending an undue amount of credit for the
speculative carrying of or trading in securities, real estate, or com-
modities, or otherwise.

(f) Applications for Federal Reserve credit accommodation are con-
sidered by a Federal Reserve Bank in the light of its best judgment
in conformity with the foregoing principles and with the provisions of
the Federal Reserve Act and this part.

SECTION 201.1—INTRODUCTION

This part is based upon and issued pursuant to various provisions
of the Federal Reserve Act. The part is applicable to the following
forms of borrowing from a Federal Reserve Bank: (a) advances to
member banks on their own notes secured (1) by direct obligations of
the United States, by paper eligible for discount or purchase by Federal
Reserve Banks, or by obligations of certain corporations owned by the
United States, or (2) by other security which is satisfactory to the
Federal Reserve Bank; (b) discounts for member banks of commer-
cial, agricultural and industrial paper and bankers’ acceptances; and
(c) discounts for Federal Intermediate Credit banks.

SECTION 2012—ADVANCES TO MEMBER BANKS

(a) Advances on Government obligations.—Any Federal Reserve
Bank may make advances, under authority of section 13 of the Federal
Reserve Act, to any of its member banks for periods not excceding
fifteen days! on the promissory note of such member bank sccured (1)
hy the deposit or pledge of bonds, notes, certificates of indebtedness,
or Treasury bills of the United States, or (2) by the deposit or pledge
of debentures or other such obligations of Federal Intermediate Credit
banks having maturitics of not execeding six months from the date of
the advance.?

' Under the last paragraph of section 13 of the Federal Rescrve Act, a Federal Reserve
Bank has authority to make advances for periods not exceeding ninety days to individuals,
partnerships, and corporations (including member and nonmember banks) on their promis-
sury notes secured by direct obligations of the United States. However, advances to member
banks on the security of direct obligations of the United States are normally for short periods
of not exceeding fifteen days; and it is not the practice to make advances to others than mem-
ber banks except in unusual or exigent circumstances.

?Such advances may also be made on notes secured by the deposit or pledge of Federal
Farm Mortgage Corporation bonds issued under the Federal Farm Mortgage Corporation Aect.

2
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(b) Advances on eligible paper.—(1) Any Federal Reserve Bank
may make advances, under authority of section 13 of the Federal ’
Reserve Act, to any of its member banks for periods not exceeding
ninety days?® on the promissory note of such member bank secured
by such notes, drafts, bills of exchange, or bankers’ acceptances as
are eligible for discount by Federal Reserve Banks under the provi-
sions of this part or for purchase by such banks under the provisions
of the Federal Reserve Act.

(2) In the event notes which evidence loans made pursuant to a
commodity loan program of the Commodity Credit Corporation and
which comply with the maturity requirements of §201.3(a) have been
deposited in a pool of notes operated by the Commodity Credit Cor-
poration, the certificate of interest issued by the Commodity Credit

Corporation which evidences the -deposit of such notes may be ac-

cepted as security for an advance made to a member bank under this

_ paragraph. .

(c) Advances on other securlty under section 10(b) of the
Federal Reserve Act.—Any Federal Reserve Bank may imake ad-
vances, under authority of section 10(b) of the Federal Reserve Act,
to any of its member banks upon the latter’s promissory note secured
to the satisfaction of such Federal Reserve Bank regardless of whether
the collateral offered as security conforms to-eligibility requirements
under other provisions of this part. The rate on advances made under
the provisions of this paragraph shall in no event be less than one-half
of 1 per cent per annum higher than the highest rate applicable to
discounts for member banks under the provisions of sections 13 and
13a of the Federal Reserve Act in effect at such Federal Reserve Bank.
Such an advance must be evidenced by the promissory note of such -
member bank payable either (1) on a definite datc not more than
four months after the date of such advance, or (2) at the option of the
holder on or -before a definite date not more than four months after
the date of such advance.

SLCTION 2013—DISCOUNT OF NOTES. DRAFTS AND BILILS FOR
MEMBER BANKS!*

(a) Commercial, agrncullural and industrial paper.—Any Fed-
cral Reserve Bank may discount for any of its member banks, under
authority of sections 13 and 13a of the Federal Reserve Act, any note,
draft, or bill of exchange which meets the following requirements: -

3 However, borrowings by member banks are generally for short periods. .
¢+ Even though paper is not eligible for discount by a Federal Reserve Bank for a member
bank under the provisions of this part, it may be used as security for an advance by a Fed- .
eral Reserve Bank to a member bank -under the terms and conditions of paragraph (c) of

§201.2 if it constitutes security satisfactory to the Federal Reserve Bank.

3
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(1) It must be a negotiable note, draft, or bill of excnange,
bearing the endorsement of a member bank, which has been issued
or drawn, or the proceeds of which have been used or are to be
used, in producing, purchasing, carrying or marketing goods® in
one or more of the steps of the process of production, manufacture,
or distribution, or in meeting current operating expenses of a com-
mercial, agricultural or industrial business, or for the purpose of
carrying or trading in direct obligations of the United States (i.e.,
bonds, notes, Treasury bills or certificates of indebtedness of the
United States) ;

(2) It must not be a note, draft, or bill of exchange the pro-
ceeds of which have been used or are to be used for permanent
or fixed investments of any kind, such as land, buildings or ma-
chinery, or for any other fixed capital purpose;

(3) It must not be a note, draft, or bill of exchange the pro-
ceeds of which have been used or are to be used for transactions of
a purely speculative character or issued or drawn for the purpose
of carrying or trading in stocks, bonds or other investment secu-
rities except direct obligations of the United States (i.e., bonds,
notes, Treasury bills or certificates of indebtedness of the United
States) ; and

(4) It must have a maturity at the time of discount of not
exceeding ninety days, exclusive of days of grace, except that
agricultural paper as defined in this section may have a maturity
of not excceding nine months, exclusive of days of grace; but this
requirement is not applicable with respect to bills of exchange
payable at sight or on demand of the kmd described- in para-
graph (b) of this section.

(b) Bills of exchange payable at sight or on demand.
Federal Reserve Bank may discount for any of its member banks,
under authority of section 13 of the Federal Reserve Act, negotiable
bills of exchange payable at sight or on demand which (1) bear the
cndorsement of a member bank, (2) grow out of the domestic shipment
or the exportation of nonperishable, readily marketable staples,® and
(3) are sccured by bills of lading or other shipping documents con-
veying or sccuring title to such staples. All such bills of exchange
shall be forwarded promptly for collection, and demand for payment

% As used in this part the word * goodb shall be construed to include goods, wares, mer-
chandite, or agricultural product ding livestock

¢ A readily marketable staple within the meaning of this part means an article of com-
merce, agriculture, or industry of such uses as to make it the subject of constant dealings in
ready markets with such frequent quotations of price as to make (a) the price easily and
definitely ascertainable and (b) the staple itself easy to realize upon by sale at any time.

4
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shall be made promptly, unless the drawer instructs that they be held
until arrival of such staples at their destination, in which event. they
must be presented for payment within-a reasonable time after notice
of such arrival has been received: In no event shall any such- bill be
held by or for the account of a Federal Reserve Bank for a period in
excess of ninety days.

(c) Bankers’ acceptances.—Any Federal Reserve Bank may dis-
count for any of its member banks a banker’s acceptance? which bears
the endorsement of a member bank and (1) which grows out of trans-
actions involving the importation or exportation of goods, the shipment
of goods within the United States, or the storage of readily marketable
staples,® as such transactions are more fully described in §203.1(a)
(1), (2), and (3),® respectively, of this subchapter or (2) which
has been drawn by a bank or banker in a foreign country or de-
pendency or insular possession of the United States for the purpose
of furnishing dollar exchange as provided in §203.2 of this subchapter:
Provided, That any such acceptance shall have a maturity at the time
of discount of not more than ninety days’ sight, exclusive of days of
grace, except that an acceptance drawn for agricultural purposes and:
secured at the time of acceptance by warehouse receipts or other such
documents conveying or securing title covering readily marketable
staples may be discounted with a maturity. at the time of discount of
not more than six months’ sight, exclusive of days-of grace:® And
provided further, That acceptances for any one customer in excess of

7 A banker’s acceptance within the meaning of this part is a draft or bill of exchange,
whether payable in the United States or abroad and whether payable in dollars or some other
money, accepted by a bank or trust company or a firm, person, company, or corporation en-
gaged generally-in the business of granting bankers’ acceptance credits.

% In the case of an acceptance growing out of the storage of readily marketable staples, the
bill must be secured at the time of acceptance by a warehouse, terminal, or other similar re-
ceipt, conveying security title to such staples, issued by a party independent of the customer
or issued by a grain elevator or warehouse company duly. bonded and licensed and regularly
inspected by State or Federal authorities with whom .all receipts for such: staples and all
transfers thereof are registered and without whose consent no staples may be withdrawn; and
the acceptor must remain secured throughout'the life of the acceptance: If.the goods are
withdrawn -from storage before maturity of the acceptance or retirement-of the credit, a
trust receipt or other similar d t covering-the ds- may be substituted in lieu of the
original document, provided that such:substitution is conditioned upon a reasonably prompt
liquidation. of the credit; and, to this end, it should be required, when the original document
is released, either-that the proceeds of the goods will be applied within a specified time toward
a liquidation of the acceptance-credit or that a new document, similar- to the original one, will
be resubstituted within.a specified time.

9 The bﬁl itself should be drawn 80-as to evidence the character of the underlying trans-

action, but-if it is not so drawn evidence of eligibility may consist of a stamp or certificate .

affixed by the acceptor in form satisfactory to the Federal Reserve Bank.

10 No acceptance discounted by a Federal Reserve Bank should Lave-a. maturity. in -excess of
the usual or customary period of credit.required to finance the underlying' transaction or:of .
the period reasonably necessary to finance such transaction ; and no acceptance growing out of
- the storage of readily marketable staples should have a maturity in excess of the time.ordi-
narily necessary to effect a reasonably prompt sale, shipment, or distribution into the-process.
of manufacture or consumption:
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ten per cent of the capital and surplus of the accepting bank must
remain actually secured throughout the life of the acceptance.!?

(d) Construction loans.—In addition to paper of the kinds speci-
fied above, any Federal Reserve Bank may discount for any of its
member banks, under authority of section 24 of the Federal Reserve
Act, a negotiable note which (1) represents a loan made to finance
the construction of a residential or a farm building whether or not
secured by lien upon real estate, (2) is endorsed by such member bank,
(3) is accompanied by a valid and binding agreement, entered into by
a person!? acceptable to the discounting Federal Reserve Bank, re-
quiring such person to advance the full amount of the loan upon the
completion of the construction of such residential or farm building, and
(4) matures not more than six months from the date such loan was
made and not more than ninety days from the date of such discount
by such Federal Reserve Bank, exclusive of days of grace.

(e¢) Agricultural paper.—Agricultural paper, within the meaning
of this part, is a negotiable note, draft, or bill of exchange issued or
drawn, or the proceeds of which have been or are to be used, for
agricultural purposes, including the production of agricultural prod-
ucts the marketing of agricultural products by the growers thereof,
or the carrying of agricultural products by the growers thereof pend-
ing orderly marketing, and the breeding, raising, fattening, or market-
ing of livestock.

(f) Paper of cooperative marketing associations.—Notes, drafts,
bills of exchange, or acceptances issued or drawn by cooperative mar-
keting associations composed of producers of agricultural products
are deemed to have been issued or drawn for an agricultural purpose
within the meaning of the foregoing definition of “agricultural paper”,
if the proceeds thereof have been or are to be used by such association
in making advances to any members thereof for an agricultural pur-
pose, in making payments to any members thereof on account of
agricultural products delivered by such members to the association,
or to meet expenditures incurred or to be incurred by the association
in connection with the grading, processing, packing, preparation for
market, or marketing of any agricultural product handled by such
association for any of its members. In addition, any other paper of

1t In the case of the acceptances of member banks this security must consist of shipping
documents, warehouse receipts, or other such documents, or some other actual security grow-
ing out of the rame transaction as the acceptance, such as documentary drafts, trade accept-
ances, terminal receipts, or trust receipts which have been issued under such circumstances,
and which cover goods of such a character, as to insure at all times a continuance of an
effective and lawful lien in favor of the accepting bank, other trust receipts not being con-
sidercd such actual zecurity if they permit the customer to have access to or control over the
goods.

12 Such person may be the member bank offering the note for discount or any other individ-
ual, partnership, association or corporation.

6




. FEDERAL RESERVE AND ECONOMIC POLICY 137

such associations which complies with the applicable requirements of
this part may be discounted. Paper of cooperative marketing associa-
tions the proceeds of which have been or are to be used (1) to defray
the expenses of organizing such associations, or (2) for the acquisition
of warehouses, for the purchase or improvement of real estate, or for
any other permanent or fixed investment of any kind, is not eligible
for discount, even though such warehouses or other property is to be
used exclusively in connectxon with the ordinary operations of the
association. :

(g) Factors® paper.—Notes, drafts, and bills of exchange of factors
issued as such for the purpose of making advances exclusively to
producers of staple agricultural products in their raw state are eligible
for discount with maturities not in excess of ninety days, exclusive of
days of grace.

(k) Collateral securing discounted paper.—Any note, draft, or
bill of exchange eligible for discount is not rendered ineligible because
it is secured by the pledge of goods or collateral of any nature, includ-
ing paper ineligible for discount.

(i) Determination of eligibility.—(1) A Federal Reserve Bank
shall take such steps as may be necessary to satisfy itself as to the
eligibility of .any paper offered for discount. Compliance of paper
with the provisions of paragraph (a) (2) of this section may be evi-
denced by a statement which adequately reflects the borrower’s finan-
cial worth and evidences a reasonable excess of quick assets over
current liabilities, or such .compliance may be evidenced in any other :
manner satisfactory to the Federal Reserve Bank.

(2) The requirement of this section that a note be negotiable shall
not be applicable with respect to any note evidencing a loan which is
made pursuant to a commodity loan program of the Commodity Credit
Corporation and which is subject to'a commitment to purchase by the
Commodity Credit Corporation or with respect to any note evidencing
a loan which is in whole or in part the subject of a guarantee or com-
mitment made pursuant to section 301 of the Defense Production Act
of 1950-as amended.

(;) Limitations.—(1) The aggregate of notes, drafts, and bills upon
which any person, copartnership, association, or corporation is liable
as maker, acceptor, endorser, drawer, or guarantor, discounted for any
member bank shall at no time exceed the amount for which such per-
son, copartnership, association, or corporation may -lawfully become
liable to a national bank under the terms of section 5200 of the Revised
Statutes of the United States, as.amended.*

* Section 5200 of the Revised Statutes of the United States is printed in the Appendix to
this Regulation (page 17).

7
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(2) The law forbids a Federal Reserve Bank to discount for any
State member bank notes, drafts, or bills of exchange of any one
borrower who is liable for borrowed money to such State member bank
in an amount greater than that which could be borrowed lawfully from
such State member bank were it a national bank.

SECTION 2014--GENERAL REQUIREMENTS AS TO ADVANCES
AND DISCOUNTS

(a) Applications for advances or discounts.—(1) Every applica-
tion by a member bank for an advance to such bank or for the discount
of paper.must contain a certificate of such bank, in form to be pre-
scribed by the Federal Reserve Bank, that the security offered for

the advance or the paper offered for discount, as the case may be, has

not been acquired from a nonmember bank (otherwise than in accord-
ance with §201.5) or, if so acquired, that the applying member bank
has received permission from the Board of Governors of ‘the Federal
Reserve System to obtain advances from the Federal Reserve Bank on
security so acquired or to discount with the Federal Reserve Bank
paper acquired from nonmember banks.

(2) Every-such application shall also contain a notation by the
member bank as to whether it has on-file a statement- which ade-
quately reflects the financial worth of a party primarily liable on the
paper offered as security for an advance or for discount or of the person
from whom the member bank acquired such paper if such person is
legally liable thereon. .

(3) Every application of a State member bank for the discount of
paper must contain a certificate or guaranty to the effect that the
borrower is not liable and will not be permitted to become liable to
such bank for borrowed. money during the timé his paper is under
discount with the Federal Reserve Bank in an amount greater than

that which could be borrowed lawfully from such State bank were it-

a national bank: _ _

(b) Financial.statements.—In order to determine whether security
offered for an advance or paper offered: for discount is eligible. and
acceptable, any Federal Rescrve Bank may require that there be filed
with it statements; or certificd copies thereof, which adequately reflect
the financial worth (1) of one or more parties to any obligation offered
as security for-an advance or to any note, draft, or bill of .exchange
offered for discount and. (2) of any corporations or firms affiliated with
or subsidiary to such party or parties. A Federal Reserve Bank may
in any case require such other information as it deems necessary.

(c) Other information.—Each Federal Reserve Bank .is required

by law to keep itself informed of the general character and amount of
8
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the loans and investments of its member banks with a view to ascer-
taining whether undue use is being made of bank credit for the specu-
lative 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 or discounts, the Federal Reserve Bank is required to give
consideration to such information. Each Federal Reserve Bank may
require such information from its member banks as it may deem
necessary in order to determine whether such undue use of bank
credit is being made and whether the granting of any requested credit
accommodation would be consistent with the general principles appli-
cable to extensions of credit under this part. )

(d) Amount of collateral.—In connection with any advance or
discount under this part, a Federal Reserve Bank may require such
collateral as it may deem advisable or necessary; but it is expected
that the Federal Reserve Bank in determining the amount of collateral
will give due regard to the public welfare and the general effects that
its action may have on the position of the member bank, on its de-
positors, and on the community; and in general a Federal Reserve
Bank should limit the amount of collateral it requires to the minimum
consistent with safety.

SECTION 201.5—PAPER ACQUIRED FROM NONMEMBER BANKS

(a) Prohibition upon acceptance of nonmember bank paper.— ‘
Except with the permission of the Board of Governors of the Federal
Reserve System, no Federal Reserve Bank shall accept as security
for an advance or discount any assets acquired by a member bank
from, or bearing the signature or endorsement of, a nonmember bank,
except .assets otherwise ehglble which were purchased by the offering
bank on the open market or otherwise acquired in good faith and not,
for the purpose of obtaining credit for a nonmember bank.

(b) Applications for permission.—An application for permission
to use as security for advances assets acquired from nonmember banks
or to discount paper acquired from nonmember banks shall be made
by the member bank which desires to offer such assets as security or
such paper for discount and shall state fully the facts which give
rise t6 such application-and the reasons why the applying member
bank desires such permission. Such application shall be addressed
to the Board of Governors of the Federal Reserve System but shall be
submitted by the member bank<to:the Federal Reserve 'Bank of the
district, which will forward it-promptly to the Board of Govemors of
the Federal Reserve System with its recommendation.

9
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(c) Paper -acquired from Federal Intermediate Credit banks.
The Board of Governors of the Federal Reserve System hereby grants
permission to Federal Reserve Banks to make advances to member
banks upon the security of paper or assets bearing the signature or
endorsement of, or acquired from, Federal Intermediate Credit banks
or to discount for member banks paper bearing such a signature or
endorsement or so acquired, if otherwise eligible under the law and
this part.

SECTION 201.6—DISCOUNTS FOR FEDERAL INTERMEDIATE
CREDIT BANKS

(a¢) Kinds and maturity of paper.—Any Federal Reserve Bank,
under authority of section 13a of the Federal Reserve Act; may, with
the permission of the Board of Governors, discount for any Federal
Intermediate Credit bank (1) agricultural paper as defined in §201.3,
or (2) notes payable to such Federal Intermediate Credit bank cover-
ing loans or advances made by it pursuant to the provisions of section
202(a) of Title IT of the Federal Farm Loan Act, which are secured
by notes, drafts, or bills of exchange eligible for discount by Federal
Reserve Banks. Any paper discounted for a Federal Intermediate
Credit bank must bear the endorsement of such bank and must have a
maturity at the time of discount of not mere than nine months, ex-
clusive of days of grace.

(b) Limitations.—No Federal Reserve Bank shall discount for any
Federal Intermediate Credit bank any paper which bears the endorse-
ment of any nonmember State bank or trust company which is eligible
for membership in the Federal Reserve System under the terms of
section 9 of the Federal Reserve Act. In acting upon applications
for the discount of paper for Federal Intermediate Credit banks, each
Federal Reserve Bank shall give preference to the demands of its own
member banks and shall have due regard to the probable future needs
of its own member banks.

10
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APPENDIX
STATUTORY PROVISIONS

Section 4 of the Federal Reserve Act reads in part as follows:

“Said board of directors 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
Federal Reserve System, extend to each member bank such dis-
counts, advancements, and accommodations 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.
The Board of Governors of the Federal Reserve System may pre-
scribe regulations further defining within the limitations of this
Act the conditions under which discounts, advancements, and the
accommodations may be extended to member banks. Each Fed-
.eral reserve bank shall keep itself informed of the general charac-
ter 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 secu-
rities, real estate, or commodities, or for any other purpose incon-
sistent 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. The chairman of the Federal
reserve bank shall report to the Board of Governors of the Fed-
eral Reserve System any such undue use of bank credit by any
member bank, together with his recommendation. 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.”

Section 9 of the Federal Reserve Act reads in part as follows: '

“Provided, however, That no Federal reserve bank shall be per-
mitted to discount for any State bank or trust company notes,
drafts, or bills of exchange of any one borrower who is liable for
borrowed money to such State bank or trust company in an
amount, greater than that which could be borrowed lawfully from
such State bank or trust company were it a national banking asso-
ciation. The Federal reserve bank. as a condition of the discount
11
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of notes, drafts, and bills of exchange for such State bank or trust
company, shall require a certificate or guaranty to the effect that
the borrower is not liable to such bank in excess of the amount
provided by this scction, and will not be permitted to become
liable in excess of this amount while such notes, drafts, or bills of
exchange are under discount with the Federal reserve bank.”

Section 10(b) of the Federal Reserve Act reads as follows:

“Sec. 10(b). Any Federal Reserve bank, under rules and regu-
lations prescribed by the Board of Governors of the Federal Re-
serve System may make advances to any member bank on its time
or demand notes having maturities of not more than four months
and which are sccured to the satisfaction of such Federal Reserve
bank. Each such note shall bear interest at a rate not less than
one-half of 1 per centum per annum higher than the highest dis-
count rate in effect at such Federal Reserve bank on the date of

such note.”

Section 13 of the Federal Reserve Act reads in part as follows:

“Upon the indorsement of any of its member banks, which shall
he deemed a waiver of demand, notice and protest by such bank
as to its own indorsement exclusively, any Federal reserve bank
may discount notes, drafts, and bills of exchange arising out of
actual commercial transactions; that is, notes, drafts, and bills of
exchange issued or drawn for agricultural, industrial, or commer-
cial purposes, or the proceeds of which have been used, or are
to be used, for such purposes, the Board of Governors of the
Federal Reserve System to have the right to determine or define
the character of the paper thus eligible for discount, within the
meaning of this Act. "Nothing in this Act contained shall be
construed to prohibit such notes, drafts, and bills of exchange,
secured by staple agricultural products, or other goods, wares, or
merchandise from being eligible for such discount, and the notes,
drafts, and bills of exchange of factors issued as such making ad-
vances exclusively to producers of staple agricultural products in
their raw state shall be eligible for such discount; but such defini-
tion shall not include notes, drafts, or bills covering merely in-
vestments or issued or drawn for the purpose of carrying or
trading in stocks, bonds, or other investment securities, except
bonds and notes of the Government of the United States.* Notes,
drafts, and bills admitted to. discount under the terms of this

* Or Treasury bills or certificates of indebtedness. See act- approved June 17, 1929 (46

Stat.,

290).

19), amending sec. 5 of Second Liberty Bond Act, approved Sept. 24, 1917 (40 Stat.,
12
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paragraph must have a maturity at the time of dlscount of not
more than 90 days, exclusive of grace.

* * * * . *

“Upon the indorsement of any of its member banks, which
shall be deemed a waiver of demand, notice, and protest by such
bank as to its own indorsement exclusively, and subject to regula-
tions and limitations to be prescribed by the Board of Governors
of the Federal Reserve System, any Federal reserve bank may
discount or purchase bills of exchange payable at sight or on
demand which grow out of the domestic shipment or the exporta-
tion of nonperishable, readily marketable agricultural and other
staples and are secured by bills of lading or othier shipping docu-
ments conveying or securing title to such staples: Provided, That
all such bills of exchange shall be forwarded promptly for collec-
tion, and demand for payment shall be made with reasonable
promptness after the arrival of such staples at their destination:
Provided further, That no such bill shall in any event be held by
or for the account of a Federal reserve bank for a period in excess -
of ninety days. In discounting such bills Federal reserve banks
may compute the interest to be deducted on the basis of the
estimated life of each bill and adjust the discount after payment
of such bills to conform to the actual life thereof.

“The aggregate of notes, drafts, and bills upon which any
person, copartnership, -association, or corporation is liable as
maker, acceptor, indorser, drawer, or guarantor, rediscounted for
any member bank, shall at no time exceed the amount for which
such person, copartnership, association, or corporation may law-
fully become liable to a national banking association under the
terms of section 5200 of the Revised Statutes, as amended: Pro-
vided, however, That nothing in this paragraph shall be construed
to change the character or class of paper now eligible for redis-
count by Federal reserve banks.

“Any Federa] reserve bank may discount acceptances of the
kinds hereinafter described, which have a maturity at the time of
discount of not more than 90 days’ sight, exclusive of days of
grace, and which are indorsed by at least onc member bank:
Provided, That such acceptances if drawn for an agricultural pur-
pose and secured at the time n{ acceptance by warehouse receipts
or other such documents conveying or securing title covering
readily marketable staples may be discounted with a maturity at
the time of discount of not more than six months’ sight exclusive of
days of grace.

“Any member bank may accept drafts or bills. of exchange .

13
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drawn upon it having not more than six months’ sight to run, ex-
clusive of days of grace, which grow out of transactions involving
the importation ‘or exportation of goods; or which. grow out of
transactions involving the domestic shipment of goods provided
shipping documents conveying or securing title are attached at
the time of acceptance; or which are secured at the time of accept-
ance by a warehouse receipt or other such document conveying
or securing title covering readily marketable staples: * * * * *

“Any Federal reserve bank may make advances for periods
not exceeding fifteen days to its member banks on their promis-
sory notes secured by the deposit or pledge of bonds, notes, certifi-
cates of indebtedness, or Treasury bills of the United States, or
by the deposit-or pledge of debentures: or other such obligations
of Federal intermediate credit banks which are eligible for pur-
chase by Federal reserve banks under section 13(a) of this Act,
or by the deposit or pledge of Federal Farm Mortgage Corporation
bonds issued.under the Federal.Farm Mortgage Corporation Act,
or by the deposit or pledge of bonds issued- under the provisiens
of subsection (c) of section 4 of the Home Owners’ Loan Act
of 1933, as amended, and.any Federal reserve bank may make
advances for periods not .exceeding ninety days to its member
banks on their promissory notes secured-by such notes, drafts,
bills of exchange, or bankers’ acceptances as are eligible for re-
discount or for purchase by Federal reserve banks under the pro-
visions of this Act. All such,advances shall be made at rates to
be established by such Federal reserve banks, such rates to be
subject to the review and determination of the Board of Governors
of the Federal Reserve System. If any member bank to which any
such advance has been made shall, during the life or continuance
of such advance, and despite an official warning of the reserve bank
of the district or of the Board of Governors of the Federal Reserve
System to the contrary, increase its outstanding loans secured by
collateral in the form of stocks, bonds, debentures, or other such
obligations, or loans made to members of any organized stock
exchange, investment house, or dealer in securities, upon any
obligation, note, or bill, secured or unsecured, for the purpose of
purchasing and/or carrying stocks, bonds, or other investment
securities (except obligations of the United States) such advance
shall be deemed immediately due.and payable, and such member
bank shall be ineligible as a borrower at the reserve bank of the
district under-the provisions of this paragraph for such period as
the Board of Governors of the Federal Reserve System shall de-
termine: Provided, That no temperary carrying or clearance loans .
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made solely.for the purpose of facilitating the purchase or delivery
of securities offered for public subscription shall be included in
the loans referred to in this paragraph.

* * L » *

“The discount and rediscount and the purchase and sale by any
Federal reserve bank of any bills receivable and of domestic and
foreign bills of exchange, and ‘of acceptances authorized by this
Act, shall be subject-to such restrictions, limitations, and regula-
tions as may be imposed by the Board of Governors of the Federal
Reserve System. - . ‘

* * * * *

“Any member bank may accept drafts or bills of exchange
drawn upon it having not more than three months’ sight to run,
exclusive of days of grace, drawn under regulations to be pre-
scribed by the Board of Governors of the Federal Reserve System
by banks or bankers in foreign countries or dependencies or insular
possessions of the United States for the purpose of furnishing
dollar exchange as required by the usages of trade in the respective
countries, dependencies, or insular possessions. Such drafts or bills
may be acquired by Federal reserve banks in such amounts and
subject to such regulations, restrictions, and limitations as may
be prescribed by the Board of Governors of the Federal Reserve
System: * * * *

“Subject to such limitations, restrictions and regulations as
the Board of Governors of the Federal Reserve System may pre-
scribe, any Federal reserve bank may make advances to any
individual, partnership or corporation on the promissory notes
of such individual, partnership or_corporation secured by direct
obligations of the United States. Such advances shall be made
for periods not exceeding 90 days and shall bear intercst at rates
‘fixed from time to time by the Federal reserve bank, subject to
the review and determination of the Board of Governors of
the Federal Reserve System.”

Section 13a of the Federal Reserve Act as amended reads in part
as follows:

“Upon the indorsement of any of its member banks, which shall '
be deemed a waiver of demand, notice, and protest by such bank
as to its own indorscment exclusively, any Federal reserve bank
may, subject to regulations and limitations to be preseribed by

. the Board of Governors of the Federal Reserve System, discount
notes, drafts, and bills of exchange issued or drawn for an agri-
cultural purpose, or based upon live stock, and having a maturity,

15
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at the time of discount, exclusive of days of grace, not exceeding
nine months, * * * *

(“That any Federal reserve bank may, subject to regulations
and limitations to be prescribed by the Board of Governors of
the Federal Reserve System, rediscount such notes, drafts, and

bills for any Federal Intermediaté Credit Bank, except that no-

Federal reserve bank shall rediscount for a Federal Intermediate
Credit.Bank any such note or obligation which bears the indorse-
ment of a nonmember State bank or trust company which is
eligible for membership in the Federal reserve system in accord-
ance with section 9 of this Act. Any Federal reserve bank.may
also, subject to regulations and limitations to be prescribed by the
Board of Governors of the Federal Reserve System, discount
notes payable to and bearing the indorsement of any Federal
intermediate credit-bank; covering loans or advances.made by
such bank pursuant to the provisions of section 202(a) of Title
IT of the Federal Farm Loan Act, as amended (U.S.C,, title 12,
ch. 8, sec. 1031), which have maturities at the time of discount
of not more than nine months, exclusive- of days of grace, and
which are secured by notes, drafts, or bills of exchange-eligible
for rediseount by Federal reserve banks.

* * * * *

“Notes, drafts, bills of exchange or acceptances issued. or drawn
by cooperative marketing associations composed of producers of
agricultural products shall be deemed to have been. issued or
drawn for an agricultyral purpese, within- the meaning of-this sec-
tion, if the proceeds thereof. have. been or are to be.advanced by
such association to any members thereof for an agricultural pur-
pose, or have been or are to be.used by such association in.making
payments to any members thereof on account of agricultural prod-
ucts delivered by such members to the association, .or if such
proceeds have been or are to be. used: by such association to meet
expenditures incurred or to be incurred by the asseciation in con-
nection with the grading, processing, packing, preparation -for

market, or marketing of any agricultural product handled by such:

association for -any of its members: Provided, That the express
cnumeration in this paragraph of certain classes of paper of co-
operative marketing associations as eligible for rediscount shall
not be construed as rendering ineligible any other class of paper

" of such associations which is now eligible for rediscount.

“The-Board of Governors of the Federal Reserve System may,
by regulation, limit'to a percentage. of the assets of a Federal
reserve bank the amount of notes, drafts, acceptances, or bills

16
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- having a maturity in excess of three months, but not exceeding
six months, exclusive of days of grace, which may be discounted
by such bank, and the amount of notes, drafts, bills, or ac-
ceptances having a maturity in excess of six months, but not ex-
ceeding nine months, which may be rediscounted by such bank.”

Section 19 of the Federal Reserve Act reads in part as follows:

“* * * No member bank shall act as the medium or agent
of a nonmember bank in applying for or receiving discounts from
a Federal reserve bank under the provisions of this Act, except
by permission of the Board of Governors of the Federal Reserve
System.”

Section 24 of the Federal Reserve Act reads in part as follows:

“Loans made to finance the construction of industrial or com-
mercial buildings and having maturities of not to expgeed eighteen
months where there is a valid and binding agreement entered into
by a financially responsible lender to advance the full amount of
the bank’s loan upon the completion of the buildings and loans
made to finance the construction of residential or farm buildings.
and having maturities of not to exceed nine months, shall not be
considered as loans secured by real estate within the meaning of
this section but shall be classed as ordinary commercial loans
whether or not secured by a mortgage or similar lien on the real
estate upon which the building or buildings are being constructed:
Provided, That no national banking association shall invest in,
or be liable on, any such loans in an aggregate amount in excess
of 100 per centum of its actually paid-in and unimpaired capital
plus 100 per centum of its unimpaired surplus fund. Notes repre- .
senting loans made under this section to finance the construction
of residential or farm buildings and having maturities of not to
exceed nine months shall be eligible for discount as commercial
paper within the terms of the second paragraph of section 13 of
this Act if accompanied by a valid and binding agreement to ad-
vance the full amount of the loan upon the completion of the
building entered into by an individual, partnership, association,
or corporation acceptable to- the discounting bank.”

Section 5200 of the Revised Statutes of the United States reads as
follows: ' :
“Sec. 5200. The total obligations to any national banking as-
+ sociation of any-person, copartnership, asso¢iation, or corporation
shall at no time cxeced-10 per centum of the amount of the capital
stock of such association actually paid in and unimpaired and 10
17
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per centum of its unimpaired surplus fund. The term ‘obliga-
tions’ shall mean the direct liability of the maker or acceptor of
paper discounted with or sold to such association and the liability
of the indorser, drawer, or guarantor who obtains ‘a loan from or
discounts paper with or sells paper under his guaranty to such
association and shall include in the case of obligations of a co-
partnership or association the obligations of the several members
thercof and shall include in the case of obligations of a corporation
all obligations of all subsidiaries thereof in which such corporation
owns or controls a majority interest. Such limitation of 10 per
centum shall be subjeet to the following exceptions:

“(1) Obligations in the form of drafts or bills of exchange
drawn in good faith against actually existing values shall not be
subject under this section to any limitation based upon such capi-
tal and surplus.

“(2) Obligations arising out of the discount of commercial or
business paper actually owned by the person, copartnership, asso-
ciation, or corporation negotiating the same shall not be subject
under this section to any limitation based upon such capital and
surplus. :

“(3) Obligations drawn in good faith against actually existing
values and secured by goods or commodities in process of ship-
ment shall not be subject under this section to any limitation
based upon such eapital and surplus.

“(4) Obligations as indorser or guarantor of notes, other than
commereial or business paper excepted under (2) hereof, having
a maturity of not more than six months, and owned by the per-
son, corporation, association, or copartnership indorsing and nego-
tiating the same, shall be subjeet under this section to a limitation
of 15 per centum of such capital and surplus in addition to such
10 per centum of such capital and surplus.

“(5) Obligations in the form of banker’s acceptances of other
banks of the kind described in scetion 13 of the Federal Reserve
Act shall not be subject under this scetion to any limitation based
upon such capital and surplus.

“(6) Obligations of any person, copartnership, association or
corporation, in the form of notes or drafts secured by shipping
documents, warchouse reccipts or other such documents trans-
ferring or securing title covering readily marketable nonperish-
able staples when such property is fully covered by insurance, if
it is customary to insure such staples, shall be subject under this
section to a limitation of 15 per centum of such capital and sur-
plus in addition to such 10 per centum of such capital and surplus

18
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when the market value of such staples securing such obligation
is not at any time less than 115 per centum of the face amount of
such obligation, and to an additional increase of limitation of 5
per centum of such capital and surplus in addition to such 25
per centum of such capital and surplus when the market value of
such staples securing such additional obligation is not at any time
less than 120 per centum of the face amount of such additional
obligation, and to a further additional increase of limitation of 5
per centum of such capital and surplus in addition to such 30 per

_centum of such capital and surplus when the market value of such

staples securing such additional obligation is not at any time less
than 125 per centum of the face amount of such additional obliga-
tion, and to a further additional increase of limitation of 5 per
centum of such capital and surplus in addition to such 35 per
centum of such capital and surplus when the market value of such
staples securing such additional obligation is not at any time less
than 130 per centum of the face amount of such additional obli-
gation, and to a further additional increase of limitation of 5 per
centum of such capital and surplus in addition to such 40 per
centum of such capital and surplus when the market value of such
staples securing such additional obligation is not at any time less
than 135 per centum of the face amount of such additional obliga-
tion, and to a further additional increase of limitation of 5 per
centum of such capital and surplus in addition to such 45 per
centum of such capital and surplus when the market value of
such staples securing such additional obligation is not at any thne
less than 140 per centum of the face amount of such additional
obligation, but this exception shall not apply to obligations of any
one person, copartnership, association or corporation arising from
the same transections and/or secured by the identical staples for
more than ten months. Obligations of any person, copartnership,
association, or corporation in the form of notes or drafts sccured
by shipping documents, warchouse receipts, or other such docu-
ments transferring or sccuring title covering refrigerated or frozen
readily marketable staples when such property is fully covered by
insurance, shall be subject under this scction to a limitation of 15
per centum of such capital and surplus in addition to such 10 per
centum of such capital and surplus wlhen the market value of such

" staples sceuring such obligation is not at any time less than 115

per centuin of the face amount of such additional obligation, but

this exception shall not apply to obligations of any onc person,

copartnership, association, or corporation arising from the same
' ' 19
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transactions and/or secured by the identical staples for more than
six months.

“(7) Obligations of any person, copartnership, association, or
corporation in the form of notes or drafts secured by shipping
documents or instruments transferring or securing title covering
livestock or giving a lien on livestock when the market value of
the livestock securing the obligation is not at any time less than
115 per centum of the face amount of the notes covered by such
documents shall be subject under this section to a limitation of
15 per centum of such capital and surplus in addition to such
10 per centum of such capital and surplus. Obligations arising
out of the discount by dealers in dairy cattle of paper given in
payment for dairy cattle, which bear a full recourse endorsement
or unconditional guarantee of the seller and are secured by the
cattle being sold, shall be subject under this section to a limita-
tion of 15 per centum of such capital and surplus in addition to
such 10 per centum of such capital and surplus.

“(8) Obligations of any person, copartnership, association, or
corporation secured by not less than a like amount of bonds or
notes of the United States issued since April 24, 1917, or certifi-
cates of indebtedness of the United States, Treasury bills of the
United States, or obligations fully guaranteed both as to principal
and interest by the United States, shall (except to the extent per-
mitted by rules and regulations prescribed by the Comptroller of
the Currency, with the approval of the Secretary of the Treasury)
be subject under this section to a limitation of 15 per centum of
such capital and surplus in addition to such 10 per centum of
such capital and surplus.

“(9) Obligations representing loans to any national banking
association or to any banking institution organized under the laws
of any State, or to any receiver, conservator, or superintendent -
of banks, or to any othcr agent, in charge of the business and
property of any such association or banking institution, when
such loans are approved by the Comptroller of the Currency,
shall not be subjcet under this section to any limitation based
upon such capital and surplus.

“(10) Obligations shall not be subject under this section to
any limitation hascd upon such capital and surplus to the extent
that such obligations arc sccured or covered by guaranties, or by
commitments or agrecments to take over or to purchase, made by
any Federal Reserve bank or by the United States or any depart-
ment, bureau, board, commission, or cstablishment of the United
States, including any corporation wholly owned directly or indi-
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rectly by the United States: Provided, ‘That such guaranties agree-
ments, or commitments are unconditional and must be performed
by payment of cash or its equivalent within sixty days after
demand. The Comptroller of the Currency is hereby authorized to
define the terms herein used if and when he may deem it necssary.

“(11) Obligations of a local public agency (as defined in section
110 (h) of the Housing Act of 1949) or of a public housing agency
(as defined in the United States Housing Act of 1937, as amended)
which have a maturity of not more than eighteen months shall
not be subject under this section to any limitation, if such obli-
gations are secured by an agreement between the obligor agency
and the Housing and Home Finance Administrator or the Public
Housing Administration in which the agency agrees to borrow
from the Administrator or Administration, and the Administrator
or Administration agrees to lend to the agency, prior to the ma-
turity of such obligations, monies in an amount which (together
with any other monies irrevocably committed to the payment of
interest on such obligations) will suffice to pay the principal of such
obligations with interest to maturity, which monies under the
terms of said agreement are required to be used for that purpose.

“(12) Obligations insured by the Secretary of Agriculture pur-
suant to the Bankhead-Jones Farm Tenant Act, as amended, or the
Act of August 28, 1937, as amended (relating to the conservation
of water resources), shall be subject under this section to a limi-
tation of 15 per centum of such capital and surplus in addition
to such 10 per centum of such capital and surplus.

“(13) Obligations as endorser or guarantor of ncgotiable or
nonnegotiable installment consumer paper which carrics a full
recourse endorsement or unconditional guarantee by the person,.
copartnership, association, or corporation transferring the same,
shall be subject under this scction to a limitation of 15 per centum
of such capital and surplus in addition to such 10 per centum
of such capital and surplus: Pr ovuied however, That if the bank’s
files or the knowledge of its officers of the financial condition of
cach maker of such obligations is reasonably adequate, and upon
certification by an officer of the bank designated for that purpose
by the board of dircctors of the bank, that the responsibility of
cach maker of such obligations has been evaluated and the bank is
rclying prirparily upon cach such maker for the payment of such
obligations, the limitations of this scetion as to the obligations of
cach such makér shall be. the sole applicable: loan: lmnt?.tlon
Provided further, That such certification shall be in writing and
shall be rctained as part of the records of such bank.” '
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Representative Reuss. Let me ask you, Mr. Martin, is it not a fact
the borrowing at the rediscount window by member banks is at any
one time, including the present time, very, very small in relation to
the total lending power of the banking system?

Mr. MarTiN. It has been very small in recent years and over the
period of the Federal Reserve history there has been a tendency for
banks to feel that there was something wrong about borrowing at the
discount window. :

Representative Reuss. The so-called reluctance thesis.

Mr. MarTin. That is right. We have tried to discourage this some-
what because we want the discount window to be as useful as possible.

Representative Reuss. It is a fact,is it not, that at present and for
the last year the amount of borrowed reserves. from the Federal
through the rediscount window by the banking system has been a
very tiny fraction of their total lending power, something like one-
twentieth of 1 percent? Does that figure seem about right?

Mr. MarTIN. A very modest amount, and this has been because we
have pursued an easy money policy. '

Representative Reuss. Is it not an accurate statement, then, that
your action in raising the rediscount rate from 4 to 414 percent on
December 3 was largely symbolic and largely rela,ti.nf to the interest
rate rather than anything that could have a tremen
ful direct effect?

I say this because of, one, your ability to slam the rediscount. win-
dow shut and, two, the fact t.{mt it is such a tiny portion of the total
lending capacity of the banks.

Mr. MarTiN. It could become larger. Let me just go back to my
statement and make the point again, “Let none of us overlook the
fundamental difference between a change in interest rates imposed
by a central bank contrary to the trend of basic economic forces; and
a change permitted by the central bank in line with those- forces.”

Representative Reuss. You would agree that it was largely a sym-
bolic action ?

Mr. MarTIN. Well, it was a little bit more than symbolic because:

1t was getting in line with the market.

Representative REuss. And in fact within hours after you raised
the rediscount rate the banks throughout the country, at least the
larger banks, increased their lending rates to their customers by
amounts roughly reflecting your action, did they not ?

Mr. MarTIN. The prime rate; that is right.

Representative Reuss. Now let me look at something else with you.
It is a fact, is it not, that negotiable time certificates of deposit, CD’s
as they are called, have gone up enormously in the last.4 years but
particularly enormously in the year immed}i,:ately preceding, and in
fact they have gone up by about $4 billion in the last year? Is that
correct ?

Mr. MagrTiN. That is correct. On Mr. Patman’s earlier question,
without bringing it up to date, I have here the table that shows that
for all districts the certificates -of rdeposit amount to $16,367 million.
The big bulk of them, almost half, are 1n New York.

Representative Reuss. Yes. Now I know that you abhor the-idea
of being an engine of inflation, but I am going to put it to you that
unwittingly you and the Fed are maybe being a small engine-of in-

ously meaning-.
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flation as follows: This new thing under the sun, a certificate of de-
posit, is held very largely in large amounts and these CD’s are issued
very largely, 80 or 90 percent, by some 20 or 30 of the biggest banks in
the country. Isthatnotso? :

Mr. MarTIN. By the larger banks for the most part,yes. - :

Representative Reuss. Yes. And is it not so that whereas an ordi-
nary bank deposit made by a corporation, which does not pay any in-
terest, leads to a credit expansion on the part of the bank in the ratio
of about 6 to 1, that a negotiable time certificate of deposit leads to a
staggering credit expansion by the banking system potentially of 25
to 1 because of the present reserve requirement on time deposits of 4
percent. Isthatnotso?

Mr. MarTiN. On the basis of reserve requirements, yes. But this
gets back into what constitutes the money supply. Here I have re-
peatedly said

Representative Reuss. Can we discuss that at some other time? I
am just talking about reserve requirements.

Mr. MartiN. This is directly related to it. That is'the only reason
to go ahead to discuss it. It is in my judgment directly related be-
cause what constitutes a money supply is a part of this. The accepted
definition we have mostly used has been just currency and demand
deposits. - :

Representative Reuss. I have tried to throw in time deposits and
I have been sympathetic to it. There is no argument there.

" Mr. MarTiN. Right.

Representative Reuss. Getting back to the lending capacity of
banks, is it not a. fact that when the amount of outstanding negotiable
CD’s 1ncreased this year by $4 billion, since they are classified as time
deposits, and since the current reserve requirement ratio on time de-
posits remains at 4 percent, that banks could expand credit in a ratio
of 25 to 1. '

Is that notso? . :

Mr. Martin, Would you like Governor-Mitchell to answer that?

- Representative Reuss. He has telegraphed his answer by shaking
his head, but I will hear him.

Mr. Mircuers. You did not get the reason. You only got the
answer.

Well, T think the point is that the banks in putting out negotiable
CD’s are buying savings instead of creating funds. If the savings
and loan association, for example, got $16 billion worth of CD’s these
would be savings, no one would argue about that.

Representative Reuss. They can only lend $16 billion.

Mr. MircueLL. They can only lendy $16 billion. The same is true
with respect to banks as far as time accounts are concerned.

Representative Reuss. As far as what?

Mr. MrrcaELL. As far as time accounts or CD’s are concerned. The
banks’ disadvantage over the savings and loan associations is that they
must put up a 4-percent reserve. Whereas the savings and loan asso-
ciations borrow savings and have no legal reserve requirement what-
ever.

Representative Reuss.- When the banking system which in 1960 had
zero certificates of deposit acquires as of now $16 billion of certificates
of deposit, what is the difference in the ability to-extend credit on the
part of those banks which have acquired it ? ’ :

64-292 O-66-pt. 1—11
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Don’t they get a 25 to 1 of volatile, high-powered dollar?

Mr. MircueLn. No. Look at it this way. The economy in the last
2 years has generated about $70 billion of new funds of which some-
thing on the order of $6 billion is from monetary creation. The rest
is savings. The time deposit total is mainly savings, not new mone-
tary creation. The monetary creation is reflected m the additions to
demand deposits which have the expandable characteristics that you
referred to.

Representative Reuss. Mr. Maisel, you perhaps can educate me on
this.

Mr. Marser. All I can say is that this is a debate which goes back to
the 1920’s. You will find 1t in the books throughout this period. I
think that we won’t get too far trying to solve the debate. It comes
down to the question of whether an individual bank can create de-
posits or whether the banking system can create deposits.

Representative Reuss. I was talking about the system.

Mr. Marser. I think what the debate between Governor Mitchell and
you really revolves around is the question of how high-powered these
deposits are. For example, many have argued that the banks have
been issuing too much credit. Governor Mitchell does not agree be-
cause he feels that the banks haven’t been issuing credit, they have
been collecting more savings. Therefore he does not agree with you.

On the other hand, I would guess Chairman Martin might well
agree with you. He believes that the banks have been issuing too much
credit. He is concerned with the assets they have bought with these
savings deposits.

I think what you have to decide here is what happens when banks
increase time deposits. Some define money as currency and demand

_deposits. Others define money as currency, demand deposits, and

time deposits. Others are concerned because bank assets have in-
creased rapidly. They don’t differentiate between loans based on
demand deposits and those based on time deposits. I think that you
have called attention to a basic disagreement among the members of
the Board. However, this disagreement does not go along the same
line as does that with respect to the discount rate.

Representative Reuss. I love Chairman Martin as much as I do
Governor Mitchell. I am perfectly ready to hear him on this. When
the banking system gets an extra billion dollars of certificates of
deposits and having in mind the 4-percent reserve requirement for
time deposits, of which the certificate of deposit is an example, what
happens to the credit-creating capacity of the banking system? Is it
just like a savings and loan association? Do they only get a billion
dollars they can put out ?

Mr. MartIN. Ifitisbona fide savings, yes.

This is the problem: I think Governor Maisel has pointed it up
and I think Governor Mitchell has pointed it up. I don’t like to quote
a man who is dead now, but I had this same discussion with Lord
Keynes a good many years ago before he died. He told me that peo-
ple look at this money supply and they think they understand it and
they spend a lifetime on it and they are not sure.

It is a very complicated problem, what constitutes the money sup-
ply as such. That is the reason I put it in terms of the money supply.
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Representative REuss. Why do you have any reserve requirement
on time deposits? ' ) )

Mr. Marrix. This has been a debatable point and we have dis-
cussed whether we should take it off entirely. There have been many
briefs filed on this. A number of years ago the American Bankers
Association did quite a study on reserve requirements and they advo-
cated eliminating that. . .

Representative Reuss. Since you haven’t followed their advice and
have retained the reserve requirement, this indicates some vestigial
feeling that this does have something to do with the credit-creating
capacity of the banking system. That being so, why do you not raise,
as you can under present law, the reserve requirement on this
particular novel CD instrument? Why don’t you raise the reserve
requirement from 4 to 6 percent and thus take an important anti-
inflationary step ? . .

Mr. MartiN. Well, we could. Let Mr. Mitchell give you that.

Mr. MrrcueLL. Let me try again, Mr. Reuss. .

What enables banks to expand deposits is excess reserves. I they
attract deposits and reserves in the same proportion, their increased
lending capacity is similarly confined. But if they attract more
reserves than they need to cover their deposits then they can expand
their deposits by making additional loans or investments. This is the
way in which the banking system achieves the expansibility you refer
to. Now the argument that Governor Maisel referred to is this: If
the Federal Reserve System had as its objective the expansion of the
money supply or the demand deposit compornient of the money supply
by 4 percent a year, and in doing so found that some demand deposits
were being transferred into time deposits, the precise measurement of
its policy posture would be difficult. This is because there are at least
two other major sources of time deposits other than demand deposits.
One is other financial intermediaries such as savings and loan associa-
tions and the other is the money and capital market. Corporations
who have previously held their funds in Treasury securities can sell
securities and convert their holdings into CD’s and then banks with
the expansion of their time deposits can buy securities or make loans.
So you can have a rise in time deposits which only moderately and, I
believe, to a fairly small extent, reflects monetary creation.

Representative Reuss. Are you prepared to assign a coefficient to
that small extent ?

Mr. MrrcHELL. Some econometric studies indicate as much as 25 to -
35 percent of the change in time accounts in certain periods.

Representative Reuss. My time is up but I would like you, Chair-
man Martin, if you would, to file with our committee an answer to the
question I presented, which is: Why, if the 4-percent reserve require- -
ment on time deposits is meaningless, do you not at least lower it or
ask Congress for its abolition; and if it is not meaningless why don’t
you now take what would seem to some of us to be a proper anti-infla-
tionary step by raising it at least within your present legal limits of
4 to 6 percent? Because my time is up and because my question is
complicated, I will ask to file 1t.

Mr. Marrin. We will file a paper on it. It is not meaningless. It
has to be integrated with monetary policy.
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(Data subsequently supplied by the Federal Reserve Board relating
to the above discussion appears on p. 590 of volume 2 of these hearings.)

Chairman Parman. Senator Miller?

Senator MiLLEr. Governor Maisel, you characterized yourself as a
“fiscal conservative” this morning. Do you classify yourself as a
monetary conservative, too ?

Mr. MaiseL. Perhaps. Iamnotascertain of that.

Senator MiLLER. I was wondering why you apparently laid such
great stress on the fact that it appears during the next year we are
going to have $40 to $45 billion increase in our gross national product.

Mr. Maiser. 1 was attempting to explain how I felt inflations oc-
curred. In other words, I feel that the goal of monetary policy is to
attempt to maintain the economy’s demand within the normal limits
set by the ability of the economy to increase production. What I was
saying was that as long as I believe that the increase in demand next
year would not outrun the increase in potential production based upon
a growing labor supply, the increase in capacity, and the growth in
productivity, then it was not incumbent upon the Board to use mone-
tary policy to attempt to hold back demand.

Senator MiLLER. I am very glad to get this pointed out because 1
have always been taught that what we should pay attention to for this
purpose is not GNP but true economic growth and that there is an
old economic principle that when our money supply increases more in
a year than our true economic growth, then we are going to have in-
flation. But I, frankly, have never heard the philosophy that when
we increase our money supply no more than our increase in GNP we
don’t have to worry about inflation.

Do you subscribe to the idea that we can ihcrease our monetary sup-
ply in the same amount as our increase in GNP without any worry
about inflation? Is that your point? '

Mr. Maiser. No, sir; it is not. The rate at which we have been
incheasing our money supply has been far less than the rate of increase
in GNP.

If anybody were to argue that we could increase them at the same
rate, then we would have no monetary explanation as to why prices
have been going up. Increases in the money supply have been far be-
low the rate of increase in the GNP,

Senator MiLrer. I understand that, but at the same time, Mr.
Maisel, it has been considerably in excess of our true economic growth.
That is why we have had inflation.

Mr. MarseL. No, sir; I don’t believe the figures would work out that

way.

genator MiLLer. You give me the figures that you contend repre-
sent the increase in the money supply.

Mr. Marsen. Yes, sir. I have the figures right here for the last 3
years. For 1964 the money supply increased at a rate of 4.5 percent.

Senator MiLLEr. Can you give it to us in dollars?

Mr. Marser. I will find that. I have simply the rate of increase, 3.8
percent in 1963, 3 percent in 1964, and 4.2 percent thus far this year.

Senator Miurer. I think it would be helpful and more meaningful
if we had the amount of dollars, billions of dollars. Frankly, I have
seen the figure $25 billion increase in our money supply.

Mr. MircHELL. Five or six billion dollars a year.
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Senator MiLrer: I understood that included increased currency,
demand deposits and time deposits. :

Mr. MarseL. We saw from our earlier discussion a problem exists
on how to define the money supply. However, here are the figures for
the normal definition—currency plus private demand deposits.

In December 1961, it was $143.3 billion; in December 1962, it was
$147.3 ; in December 1963, it was $153.1; in 1964, it was $159.7. So that
I think the figures Governor Mitchell gave you were approximately
right. That would average-about $5.5 billion a year increase.

Senator Mirier. Then we are not on the same ground in the
definition of money supply. What I was talking about is money
supply to include additional currency, demand deposits and time
deposits. ' .

Mr. Maiser. That is correct. To get on common ground we would
have to agree on the argument that Governor Mitchell had with Con-
gressman Reuss. Congressman Reuss wanted to include at least
some part of the time deposits in the money supply and Governor
Mitchell indicated he felt that to do so would be an error.

Senator MiLrLer. The point is, if you do include it, it seems to me
what you should be looking at is not increase in GNP but true eco-
nomic growth. They are certainly not in the same ballpark at all.
Last year our increase in GNP, as I recall, was somewhere around $38
billion. After taking out the inflation we had around $27 billion of
real dollar increase in GNP. If you take the $25 billion increase in
the money supply, using the coverage that you referred to, we
shouldn’t have had any inflation. Since we had $11 billion of inflation
we know that the real dollar increase in GNP is not the same as true
economic growth.

It seemed to me that perhaps we ought to pay a little more attention
to our true economic growth and a little less attention to increase
in GNP.

- T would like to ask Chairman Martin this question: I know that
perhaps an increase in the cost of borrowing money for mortgages
and plant expansion might tend to dampen down plant expansion.
Would it be your opinion that an increase in the inflation, which would
naturally balloon up into an increased cost in the plant itself, and
probably be accompanied by increased wages, would not tend to
dampen down plant expansion, too?

Mr. Marmin. T think it would.

Senator MiLLEr. I share that opinion very strongly.

Also, while it is recognizable that there was some improvement in
our balance-of-payments deficit problem as against last year, since you
told me that you embraced in that concept the outflow-of-gold problem,
I am sure you took into account the fgct that. we had an outflow of .
gold, as T understand it, of $1.8 billion during just the first 8 months
of this year which was as much as the previous 8 years put together.

T take it you took that into account, too?

Mr. MarTIN. Yes. '

_ Senator MriLer. So that while we might have had an improvement
in the balance-of-payments deficit it looks like we were pretty far
backward on the outflow-of-gold problem, did we not?

Mr. MarTiN. That is correct. '
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Senator MiLLer. If you went into this with Congressman Reuss,
Mr. Mitchell—please forgive me but you did make the suggestion that
you could—the Board could neutralize the interest rate increase by
activities of the open market committee. o :

Would grou explain what you had in mind when you made that
statement ¢ '

Mr. MircueLL. Instead of providing funds in a volume which
would validate a level of rate such as we have today, and which is
consistent with the discount rate, 414 percent, we could have provided
a larger volume of reserves which would have resulted in the decline
from present interest rate levels.

Senator MiLLer. Would you explain the mechanics?

Mr. MrrcHELL. The mechanics of Federal Reserve operation——

Senator MirLer. Of the open market operation. '

Mr. Mircuert. The open market operation supplies reserves
through the purchase of securities and provides them in sufficient
volume to take care of seasonal needs, knots in the market, and for
economic growth,

Now this particular period of a year is one in which there are a
great many knots in the money market because of the dividend date,
December 10, and tax date, December 15. So the System is in process
of providing very large reserves through the purchase of securities.
By providing more than is needed for their purposes would weaken
the structure of interest rates.

Senator MiLLer. May I ask Chairman Martin whether it is his
feeling that there may be some action such as this by the open market
committee to offset the impact of the increase in the interest rate?

Mr. Marmin. If you will look at our statement announcing this we
took cognizance of the problems of the market. Certainly the Sys-
tem tends to deal as responsibly as it can with the market. Again I
want, to reiterate, I hope you don’t think I am captious on this, that
I think it is very. bad for us in open hearings to be forecasting or
predicting what is going to happen to the course of interest rates
unless we expect to alter the market operation entirely by discussion.
I think that the reason that the Congress has given us the authority
as presently put there is for that purpose. I don’t want to get myself
today in a position of forecasting outside of this statement that we
have made. We have another meeting of thé Federal Open Market
Committee tomorrow. We meet every 3 weeks, and monetary policy
1s the most flexible instrument that the Government has. %’Ve can
change policy. One of the reasons I am against prediction is that
we ought to guard against being tied to a preconception. We ought
to keep an open mind on these things.

Senator MiLLER. I accept that restraint.

Chairman PatmaN.  Senator Proxmire?

Senator Proxmire. I would like to come back, Chairman Martin,
very briefly to the point I was trying to make this morning. Isn’t
it true that action by Congress to give the President the powers he
used to have but which have now lapsed—and now which I under-
stand he can only use in the event he declares an emergency or we
declare war against North Vietnam—to limit consumer credit terms
would mean we would have an alternative weapon, an optionable
weapon, which could have a strong effect on restraining demand as
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decisively as you want to make it, depending on how stringent you
want to make the terms or limit them.

In other words, it could have the same effect in. dampening down
inflation as an increase in the interest rates would have and there
would be no increase in the cost of national debt, no increase in the
cost of borrowers and, most important of all by far is that there
would not be an inhibition on business investing 1n plant and equip-
ment and thereby supplying the production that could prevent a
future inflation.

Selective credit controls, also, would not' inhibit building educa-
tional facilities which also increases efficiency of the labor supply and
therefore have a tendency to keep down prices. Increased interest
rates directly discourage school building. .

Mr. MarTIn. I will simply add to what I said this morning, Sen-
ator, that selective controls Kave a real purpose under certain condi-
tions. We had them during the war period and, on the whole—I was
not there so I am not speaking as one who was party to it—I think
they handled regulation “W” and regulation “X” very well.

From talking to people who administered them, I know they had
a great many problems. They are not easy to administer. |

Senator Proxmire. I am sure they did. I am not suggesting that
there will be anything compulsory about it. What I am saying is
that this should be an optional weapon which in view of present
circumstances might be made available by Congress as a standby
option. : '

er. Martin. It ought to be considered. If we get to a wartime
situation certainly it should be considered. The point that I want
to make is, and this is not criticism of the Congress, the Board sug-
gested during the Korean situation that we be left this authority on
a standby basis. The Banking and Currency Committee took it away
from us. I am not criticizing them for it. I am not fighting an old
battle but I say on a standby basis I think it would have been wiser to
have left us with this authority. : .

Senator Proxmire. Am I mistaken when I understand you did not
ask for it back or that you opposed it ?

Mr. MarTin. We have not asked to get it back. That was a long
time ago. We have not proposed any legislation along those lines.

Senator ProxmIre. You have neither opposed or proposed it?

Mr. MarTIN. At this juncture, yes. But it certainly should be

_ considered.

Senator Proxmire. Senator Miller briefly referred to this, but. 1.

would like to explore it—1I am not asking for any prediction, of course,
and I recognize you are very wise in resisting that kind of answer—
but in your statement you say the following: “The Federal Reserve-
faced a choice between attempting to check or reverse the rise in inter-
est rates by accelerating the rate at which it was providing reserves to
the banking system,” or as an.option, “raising the time deposit rate.
ceiling to allow the economy to use more efficiently the funds already
available and raising the discount rate to bring it more in line with
existing market rates.”
- Now this suggests that the impact of the increase in the rediscount
rate can be quite moderate, in- fact can be almost negligible provided
tge Federal Reserve Board continues to follow the policy as it has in
the past. -
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I am not asking what you are going to do but I am asking whether
I have a proper understanding—and you are expert in these money
matters and I am not. Does this statement mean 1f conditions remain
the same and if the Fed should continue to expand the money supply
at about the same rate as before, if this is done, won’t this minimize
the stabilizing effect of the interest rate increases and doesn’t this
mean you are driving monetary policy in opposite directions. You
are rising the discount rate but at the same time you are increasing
the monetary reserves.

Mr. MarTIN. A visual picture I have is of a car going at maybe
60 or 70 miles an hour and slows down to 50 miles an hour, which is
by no means stopping, in getting toward the same objective. Again
1 simply go back to the statement that the Board made—because it is
up to the open market committee and the Board to determine policy—
but I read it here: :

The action contemplates, however, the continued provision of additional re-
serves to the banking system in amounts sufficient to meet seasonal pressures as
well as the credit needs of an expanding economy without promoting inflationary
excesses, primarily through the Federal Reserve’s day in and day ont purchases
of Government securities in the open market.

Senator Proxmire. It seems to me this is a very crucial point be-
cause both you and Governor Mitchell and perhaps others have said
here today that the position is irreversible. I think Governor Maisel
made the same statement. On the other hand, you have sufficient
flexibility here so that while the discount rate may be irreversible it
is possible for you so to operate the open market policy that you pre-
vent any substantial increase in interest rates if the objective facts
were to persuade you that is a wise policy. '

I am not asking what you are going to do. I say you could do that
Wit}aout being frozen into a position of high interest rates, in other
words.

Mr. MarTiN. We have flexibility, and the whole basis of the state-
ment which I made was that monetary policy is the most flexible
instrument that the Government has.

Senator Proxmire. Let me ask you a questiton—and I don’t mean
this to be at all impertinent—but it is a question which has troubled
me. I want to put it hypothetically after I indicate why I am asking
it. It was reported in the papers that in the event the Presidert
should appoint another member of the Board—when a place is va-
cant—who disagreed with your position and if you in this sense
should lose control of the Board that you would resign.

Now having made that statement, and I am not asking about any
confirmation or denial of it, do you think that part of the independence
of the Federal Reserve Board depends upon having a chairman who
must, insist that he has a workable majority on the Board in general
for his philosophy and his position ¢

Mr. MarTin. 1 don’t want to refer to any statements that have been
made. I have tried to avaid this problem. I don’t know what the
situation is. I will cross that bridge when I get to it. I can assure
you that the one thing that is of vital importance to me as an indi-
vidual, and this has nothing to do with my associates, and I hope this

does not sound sloppy or sile, but it happens to be my concept of my
personal integrity. If I felt that I could not discharge my responsi-
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bilities in consonance with my personal integrity I would feel bound
to resign.

This has nothing to do with future policy or anything else. But
that is as far as I can go on this particular problem.

As I said this morning—again I don’t intend to sound sloppy at
all—at some point these things become matters of conscience; respon-
sibility, and integrity.

Senator ProxMire. I appreciate that. I have the greatest admira-
tion for your integrity as well as for your ability. You see, the thing
that troubles me a great deal is the authority that the appointment
power gives the-President of the United States under these circum-
~ stances and the fact that every member of the Board has a right of
course and a duty to discharge his duty as he sees it.

Whether this means any member, however, should take the position
that unless he maintains his position of power he should resign is
something else. That is an additional authority which would seem
to me to somewhat diminish the authority which the act gives the
President in his appointive discretion. -

Mr. MarTin. I appreciate the spirit in which you ask this question.
I would only respond and I think I should respond as I have to it.
I don’t consider it impertinent at all. As you know, Chairman Pat-
man has been a good friend of mine through the years. We don’t
agree but we have never had any discourtesy between.us. He has
asked for my resignation on three-or four occasions this year. I have
not accepted that in any ill temper. I would only say when I made
my talk in June and there was some discussion about this that I was
asked if I intended to resign and I made the comment that when and if
I decided to resign I will let you know promptly.

Senator Proxmire. May I ask a question I have asked before but
1 would like to have you bring it up to date if you could? As you
know, I have pointed out that Philip Bell, a professor of Haver-
ford, and Dr. Gemmill, who has worked with the Federal Reserve
Board, have both made studies which to them indicated that interest
rate differentials are a relatively minor factor in the flow of funds
abroad, in the balance of payments. _

1 have been pressing to see if we can get-an up-to-date and more
comprehensive study gby the Board. I wonder. if you have any
knowledge of any such study which would show that interest rate
differentials, this increase in the interest rate at this time might be a
reasonably decisive factor in the flow of funds, in the balance of
payments.

Mr. MarTiN. No, I have no study. I think that those men you re-
ferred to are very competent and intelligent men. I think that we
will have to use the current experience to see whether there is any
additional light thrown on this. I would think that it is very difficult .
to make this sort of judgmental analysis. '

One of the difficulties that all of us are confronted with, and good-
ness knows I have the deepest respect and confidence for the President
of the United States, but I am:glad I am not in his shoes because of
the disparity of advice that he gets from so-called experts.

Senator gROXMIRE. Thank you very much. My time is up.

Chairman Patyan. Mr. Widnall ?
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Representative WionaLr. Mr. Maisel, we have wage-price guide-
lines and use of stockpiles to enforce Government policy. This is quite
obvious right now. Equilibrating economic forces are not being al-
lowed to operate. If distortions in the economy persist or grow worse
and call for further controls, wouldn’t the use of a general policy in-
strument such as monetary and fiscal policy be preferable to selective
controls? :

Mr. Maiser. I think on the whole not, Mr. Widnall. I would prefer
the present administration’s policy. I think what we are dealing with
here is the basic concept of the wage-price guidelines. As I under-
stand the concept, it is based on the fact that in certain major indus-
tries, because of their oligopolistic nature the market simply does not
work as described by Adam Smith.

The same thing obviously holds true with unions. Where you have
a union that dominates an industry, the market gives rather wide
Iimits to the potential wage increases the union can demand.

As T understand the present administration policy, it holds that it
is necessary in such cases for the public point of view to be expressed.
It should be made clear that in these markets if the union fights the
company and then the company fights the union, the United States of
America will lose. If the wage bargains exceed the rate of increase
in productivity, we will be in a position where the monetary authority
will be faced with a choice of either ratifying the wage-price increase
by furnishing more money or not to ratify it by refusing to furnish
sufficient money. If it takes this last path it will cause a large amount
of unemployment.

As I say, this is my understanding of the way in which the Presi-
dent is operating. 1 personally think that it is a proper policy for
a period such as this. As we approach the full employment level,
we are walking on a tightrope.

T think it has been clear from our discussion today that none of us
are very cortain of the best policy in such a period. You have to
weigh different risks. We might compare the problem to a mother
training a child. One of the ways of getting the child used to basic
danger is to let him go close to the danger if you feel sure you can
get him back in time, even though this is running a risk.

Other types of parents feel, no, that is not right. We had better not
have the child go out in the street or take any risks for fear it might get
hurt. I think there is a similar philosophical difference among the
members of the Board, and probably among the members of the com-
mittee, as to how you should best operate in a period near full employ-
ment. s

My own opinion is that in this period the President has made the
proper choice by attempting to use the stockpiles and the price guide-
lines in order to hold prices down while expanding output. As I in-
dicated in my opening statement, I preferred to give the President
his chance to see whether his policies could operate or not. I felt it
wasn’t up to me to say that I know your policies are wrong and there-
fore we should impose a tighter monetary policy upon the adminis-
tration. ‘

It seemed to me the political officials—Congress and the President—
?al(\i to make a basic decision here as to what risks they were willing to
ake.
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Only if they went beyond reasonable bounds, if they attempted to
force bonds into the Federal Reserve System from the Treasury or
to take other measures such as that, would the independence of the
Federal Reserve become critical.

I also think it is important for the Federal Reserve to express its
opinion to the other groups. The administration should have the
best advice of the Federal Reserve System as to what dangers we
think are in prospect. We should also speak out giving our views on
whether the policy package can work or not.

But I, at least for the time being, would prefer to let the political
authorities make the decision as to what types of risks they believe are
proper for the country. Until the danger is clear and evident, they
should determine what policy mix is most likely to achieve the coun-
try’s goals.

Representative WionaLL. What bothers me is the selectivity of the
administration action. I don’t know how these cost-of-living index
figures really get arrived at. As a personal shopper for many years,
T am talking now of a middle income family and low income family,
T have found the cost of living going up considerably when you go to
a store, whether it is a chain store or an independent, for the things
that you have to buy day-by-day for the average family.

You get a figure that 1t is 1 percent or so. It is just not true if you
are buying for the average family. There are shortages which have
been created artificially, some by Government action. I think it is
particularly true with respect to farm labor. I deplore action that is
taken against the aluminum companies and others on a selective basis.

When bread goes up 2 cents a loaf or milk goes up 2 cents a quart,
nothing seems to happen to things that affect the cost of living of the
people of the United gtates, and far more so than I think, the price of
aluminum. .

T believe that the Joint Economic Committee and other committees
of the House and Senate could well look into our cost of living index
and rework the figures on that so that we can get a more realistic figure.

Now if we assume for the moment that rising Vietnam spending will
make it difficult to cut overall Federal expenditures, what is the next
step you would favor if the economy begins to overheat ?

Would you want to see an increase in taxes, a further tightening of
credit, or both?

Mr. Marser. If I may first respond to the first statement. I think
the problem of aluminum is the fact that there are only four or five
major aluminum companies. If there were more companies, we would
have the market actually determining prices as we do in other areas.

Secondly, I am concerned with the price of bread and feel strongly
as you do that the cost of living index ought to be looked into. I am
also aware, however, that small items may give us an exaggerated view
of price movements. For example, I also buy cars. A car is a very
heavy part of the cost of living for the average family. AsI recall,
I think I paid less for a car this year than I paid for my car 15 years
ago, even though they appear to be roughly the same car.

I think we have to be careful when we look at costs not to weigh very
heavily the cost of bread that we buy every day while we forget the
cost of the car which we buy once every 5 years.
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With respect to the second part of your answer, as I said and as I
think Chairman Martin said earlier, it has long been my own opinion
that we have not raised taxes soon enough when the country has been
in a war period. I think failing to raise taxes has been an error in the
past for which the country has paid.

If we are going to have a major expansion of demand in the case of
Vietnam, and if 1t becomes clear that this will be an excess demand, I
think the proper way of meeting it is through a tax increase.

Representative WipNarL. Mr. Mitchell, would you comment on that
latter question that I just asked. If the economy does begin to over-
heat, would you want to see an increase in tax, a further tightening of
credit, or both, or something else ?

Mr. MrircueLL. At the moment, I would not want to commit my-
self. There are the two methods, really three methods. If Vietnam
leads to larger military expenditures, we could have a policy of cutting
back on other Government expenditures and programs. There is also
the possibility of tax increases of one sort or another; some we are
going to get anyway. And there is the prospect of tighter money. If
I had to choose among all of these at the present time, I would favor
higher taxes.

Representative WinnarL. Mr. Martin, would you comment on that ?

Mr. Martin. I think you have to use everything, Mr. Widnall. Tt
is very difficult to forecast the picture we are going into. This is, as
Governor Maisel said earlier, bordering on a wartime situation. What
the expenditures will be in Vietnam, 1 don’t know.

I personally don’t think that knowledge of the fiscal 1967 budget
was an essential element in the majority’s decision with respect to mon-
etary policy at this juncture, but I recognize fully that we may be hav-
ing a larger commitment there. This is not my area. The administra-
tion will have problems here, and I don’t think we ought to rule out
using anything or everything, because this is what a real wartime
situation requires. :

Representative Wip~arw. I certainly, for one, believe that it is most
important to obtain and keep the objectivity of the Federal Reserve
System with respect to the economy, because you can’t do the job if
it is all being directed and the shots called from one source.

I would like to commend you on the way that all of you have been
aCtitI;Ig in the responsible action you have shown on a very difficult
problem.

Mr. MarTIN. I might say I have heard a lot of people say, “Isn’t it
terrible that the Federal Reserve Board is divided.” It would be a
lot easier if we all agreed. But there would be no point in having a
board if we all agreed on everything.

Representative WinNaLL. That is all, Mr. Chairman.

Chairman Patman. I believe it is my time.

I would like to start where I left off with Mr. Martin a while ago.

I have before me the Wall Street Journal of December 6, 1965.
The headline is “Reserve Board Lifts Discount Rate to 415 From 4
Percent Directly Defying Administration.” ‘

It savs: “Inflationary pressure, time deposits, interest discount rate
is raised to 514 percent.”

Further on in the article it says: “As late as Wednesday, Mr.
Martin was under pressure from Treasury Secretary Fowler to delay
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any move, but he told Mr. Fowler,” that is you, Mr. Martin, that is
what this says, “but he told Mr. Fowler of the two district bank
requests and said the New York bank, despite some division in its.
own ranks was putting great pressure on him to grant approval.”

Now is that correct or 1s that incorrect ?

Mr. MarTin. That story is not correct, Mr. Patman.

Chairman Parman. You didn’t have pressure from the New York
bank and Chicago bank ¢

Mr. MARTIN. No, no pressure at all from them.

Chairman ‘Parman. Did you have a request from them to raise
the rates? '

Mr. MarTIN. Both of the boards of directors of those banks sent
in a recommendation to increase the discount rate from 4 to 414 per-
cent, and I reported that to the Secretary of the Treasury.

Chairman Parman. Did they follow up by getting Mr. Hayes
and the president of the Chicago bank to call you?

Mr. MarTiN. They did not. ,

Chairman PatMa~. They did not make any other communication
to you except just that one resolution ?

Mr. MarTIN. We had a meeting of the Federal Open Market Com-
mittee, as I explained to you, on the 23d of the month. We discussed
all aspects of this. There was no pressure of any sort brought.
There has been no pressure of any sort.

Chairman Patman. Iam just quoting what the paper said.

I have here a speech made by Governor Balderston that gave the
bankers notice, the way I read it, that they were going to have trouble
with these CD’s. The title of the speech is: “Is the Liquidity of Your
Banks Still Adequate?”’ Remarks of C. Canby Balderston, Vice
Chairman of the Board of Governors before the 71st Annual Kentucky
Bankers Association on Monday, October 25,1963.

He points out that the concept of banking has changed in the last
8 or 4 years and the bankers better look out. He winds up by saying:

Are you satisfied that the assets in your liquidity cushion are truly liquid? .
To what extent might they become unmarketable if many sellers tried to
liquidate them simultaneously ? ’

To what extent are you relying, to meet future liquidity needs, on the issuance
of CD’s or unsecured notes? Are you counting on the runoff of assets for
which there is substantial risk that repayment at maturity might not be
realized? Are you placing undue reliance on emergency borrowing, consider-
ing the possibility that some of those sources might dry up?

Mr. Balderston’s words are very plain. He was saying that the
banks had increased their negotiable CD holdings from about a billion
dollars in 1961 to about $16 billion now. It is a kind of new source of
funds and something new in the banking business, and they were
approaching a crisis if something wasn’t done. And you solved their
crisis, Mr. Martin, by raising the rate of interest banks could pay on
these CD’s to 514 percent,

Now, let me turn to another subject. The Federal Reserve Bank
of New York naturally has a lot of influence on the Federal Reserve
Board. All the important activities of the Federal Reserve Board are
carried on in the Federal Reserve bank in New York. I don’t have
to ask you this. I have asked it before. I know what the answer
would have to be. .

Mr. MartiN. And I deny it.
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Chairman Parman. No,you did not deny it.

Mr. MartiN. The Federal Reserve Bank of New York runs the
System$?

Chairman Parman. I say that the Federal Reserve Bank of New
York, which operates and controls open market activities, controls the
most important functions of the Federal Reserve Board’s activities.
That is correct, is it not ¢

Mr. MarTin. They operate as agent for the Federal Open Market
Committee. _

Chairman Parman. That is what you say. But that-is the biggest
thing zin the Federal Reserve System, the Open Market Committee, is
it not ?

Mr. MarTiN. The decisions of the Open Market Committee are not
made by the Federal Reserve Bank of New York. They are made in
the Open Market Committee after due discussion.

Chairman Parman. The Open Market Committee is the biggest and
most important activity of the System. Now the Open Market Com-
mittee has $40 billion in Government security holdings currently. The
president, of each Federal Reserve district bank runs his bank. That
is according to the law. Now the law says that, “The president”—I
am talking in this case about the president of the Federal Reserve bank
in New York—%shall be the chief executive officer of the bank and
shall be appointed by the board of directors with the approval of the
Board of Governors of the Federal Reserve System for a term of 5

ears and all other executive officials and all employees of the bank
shall be directly responsible to him.”

Now that is very plain language in the law. No one can dispute that
language. You have delegated to the Federal Reserve Bank of New
York, operating under one man, Mr. Hayes, all the power to run the
Open Market Committee, to keep the $40 billion in bonds, to collect the
billion and one-half dollars a year interest on the $40 billion in bonds,
and then you allocate it out to the other 11 banks. They spend what
money they want to, and you spend what money you want to. Then
the balance goes over into the Treasury.

There can be no question then that a fantastic amount of power
resides in the hands of the president of the Federal Reserve Bank of
New York.

Mr. MarTIN. Mr. Patman, I respectfully comment as I have pre-
viously, the five men you see in front of you, plus the two who were
unable to be here today, have authority to deny Mr. Hayes’ salary and
to get rid of him.

Chairman Patman. Do you think the salary would bother him ¢

Mr. Marrin. I happen to think it is a fairly important item for
anybody. - . _

Chairman Parman. I think the power he has would be worth a lot
more than any salary he has.

Mr. Martin. The staff of the Federal Open Market Committee is
appointed by the Federal Open Market Committee, not by the Fed-
eral Reserve Bank.

Chairman Parman. The law says here, it is very plain, I think.

Mr. Marrin. Those are the bylaws, I take it, of the New York Fed-
eral Reserve Bank but the Board supervises the entire System. The
Board of Governors has the authority and there isn’t the slightest
question of that.
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Chairman Patman. I resent your saying that the law is a bylaw.
Now you are saying that these are bylaws. They are not bylaws.
Thisisthelaw. They operate under thislaw. .

Mr. MarTIN. They operate under the Federal Reserve Act which .
was enacted by the Congress of the United States and which is the
law under which we operate until the Congress makes——

Chairman Patman. That is right. In the 1913 Federal Reserve.
Act—you are talking about independence—there was no central bank
in 1913. You know that. There was not a central bank until 1933,
before that all these 12 banks were separate and distinct. The situa-
tion that has prevailed since 1933 under the laws is entirely different
from what it was up until 1933 because there was no central bank
between 1913 and 1933. ) :

Now, I want to talk about the Board of Governors’ term of office—
especially that of the Chairman and Vice Chairman. You have said
that you believe that the Chairman of the Board term should be co-
terminus with the President. You have said that, have you not?

Representative Curtis. Let him answer, Mr. Chairman.

Chairraan Patman. Iknow he has.

Representative Curris. I would like to hear it from the witness.

Chairman Parman. Goright ahead.

Mr. MarTiv. I have discussed this a number of times 2s you know,
Mr. Chairman. I did at one point make that comment, I don’t like
to be quoting people who are dead but I'did discuss this with President
Kennedy at some length. He and I both agreed, and I regret that
he is not available for comment, that it would be desirable, since the
chairmen were appointed, to have the Chairman of the Board persona
grata to the President of the United States.  He suggested to me in
our conversation that the Chairman’s term should expire perhaps 6
months after a new President took office; it might be a desirable thing
to separate the appointment of the Chairman of the Federal Reserve
Board from the members of the.Cabinet.

I had told him that I would undertake to take that up with the
?merican Bankers Association to see if I could not get their support

or it. :

Now I think this is a very broad thing. The Federal Reserve is
evolving in many ways. Part of that evolution occurred with the
amendments made by the Congress in the Banking Acts of 1933 and
1935, and as I have indicated again this morning, the Federal Reserve
can be changed in any way that the Congress sees fit.

I would only hope that it would be done in an objective dispassionate
way as I am sure you would want it to be done for the best interest of
all the people.

In all I have done I have tried to represent not the bankers but
what I conceive to be the people of the United States in their desire
to s}%ltfeguard the currency which I happen to think is very important
to them. ’

Again, I want to use a word that I don’t intend to be sloppy but I
happen to think that the trusteeship that has been vested in the Board
and the presidents of the Federal Reserve banks is a sacred trust and
we should discharge it to the best of our ability.

Chairman Parman. You won’t find anything in the Federal Reserve
Act saying it is a trusteeship or that it 1s independent, either one. I
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think that is a myth which some people and groups have tried to sell
to the people.

Mr. MarTin. I don’t want to let that go by because that is a constitu-
tional judgment that you are making.

As I say, I did not come up here today to argue the constitutional
setup of the Federal Reserve but the law, if it is not clear, ought to be
made clear.

Chairman Parman. I can’t argue with you about what President
Kennedy said. But I can’t conceive of his being in any other mood
except very much displeased when he found out that he was forced to
select a Chairman of the Board of Governors of the Federal Reserve
System from the existing members of the Board. He could not pick
out the best person in the United States by his standards to do that.
He was in a straitjacket.

Under the law he had to select one of the existing seven members
of the Board. He could not go outside at all. I am sure that was not
pleasing to him. I can’t argue with you as to what he said but I am
sure that it was displeasing to him to learn that here he was in a democ-
racy and the President of the United States could not select the best
man in his opinion, for the Chairman of the Federal Reserve Board.
He was forced to choose one of the existing seven members as his
Chairman.

Mr. MarTIN. Mr. Patman, never have I suggested that I am the
best man in the country for this job.

Chairman PaTmaN. My time is up, Mr. Martin.

Mr. MarTin. I simply want to say in President Kennedy’s behalf
I don’t believe that Bresident Kennedy would have had any great
difficulty at the time he appointed me in getting rid of me. I don’t
know that but I don’t think so.

Chairman Patman. The only way you can make this coterminous is
to resign.

Mr. %’?AR’I’IN. Are you asking for my resignation again ?

Chairman Parman. I would love for you to, yes, if you want to
put it on that basis. It would please me very much and I think it
would please a lot of folks and displease a lot of people. Nobody
impugns your motives or honesty. I don’t.

Mr. MarTIn. I have never impugned yours. _

Chairman Patman. I feel you are a good patriotic citizen. How-
ever, you have views that are not consistent with the Constitution of
the United States: If we had—will you pardon me for one moment,
Mr. Curtis?

Representative Curtis. Surely.

Chairman Patman. If we had what you wanted we would have
two governments in Washington. We would have them right now
because you have assumed the power, you have seized it in a genuine
way, not in a bloody revolution but you have seized it. Now we have
two governments, one is an elected government, the President and all
the Members of Congress. They have certain powers but you have
the power over money and credit and interest rates and the supply of
money and everything that goes to the economic well-being and that
is the banker government. We have two governments. One, the
constitutional government, elected government, and the other com-
posed of the most powerful group of men in the United States like
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yourselves, the unelected officials of the country who are not account-
able to anybody. The people can’t vote against you. The Federal
Reserve Act does not have any way of removing you.

I am not now proposing removal of any of you but I am strongly of
the opinion that it is contrary to the Constitution of the United States
to have two governments in Washington, one a banker government
and one elected by the people.

Mr. Martin. This has been your view for a great many years, Mr..
Chairman.

Chairman ParmanN. And my views have been strengthened by
developments.

(The following material has been supplied b Chairman Patman:

(Chairman Pataan. It is most informative o Mr. Martin to admit,
as he did here in his testimony, that, in his conversation with President
Kennedy concerning the idea of making the Chairman of the Federal
Reserve Board “persona grata” to the President that he (Martin)
“would undertake to take that up with the American Bankers Asso-
ciation * * *”to see if he could “* * * get their support for it.”

(No additional proof could be needed to support the fact that the
ABA dominates the Federal Reserve Board and System. The ABA
through its continual lobbying and pressure extending over almost
100 years has succeeded in subverting the firm intentions and legisla-
tive directives of the framers of the System. The System was de-
signed to serve in the public interest. This fact has been documented
many times in the past. The following quotes by some of the pro-
ponents and framers of the Federal Reserve Act of 1913 indicate their
thoughts on this matter:)

DEMOCRATIC PLATFORM, 1912 -
Banking legislation .

We oppose the so-called.Aldrich bill or the establishment of a central bank;
and we believe our country will be largely freed from panics and consequent
unemployment and business depression by such a gystematic revision of our
banking laws as will render temporary relief in localities where such relief is
needed, with protection from control of dominion by what is known as the money
trust.

Banks exist for the accommodation of the public, and not for the control of -
business. All legislation on the subject of banking and currency should have for
its purpose the securing of these accommodations on terms of absolute security
to the public and of complete protection from the misuse of the power that
wealth gives to those who possess it.

We condemn the present methods of depositing Government funds in a few
favored banks, largely situated in or controlled by Wall Street, in return for
political favors, and we pledge our party to provide by law for their deposit
by competitive bidding in the banking institutions of the country, National and
State, without discrimination as to locality, upon approved securities and subject
to call by the Governinent.

(The Aldrich plan provided for a great central bank owned by private banking
institutions and controlled by them through a clear majority, both in the
directorate and in the executive board. The ABA as a body at its meeting in
New Orleans in 1911 endorsed the Aldrich bill.

(Representative Glass, who supported what became the Federal Reserve Sys-
tem, a Government institution, met strong eastern opposition to prevent him
from being chairman of the House Banking and Currency Committee.)

* ] * *® * * *

“Beyond all these, waiting to be solved, lying as yet in the hinterland of party
policy, lurks the great question of banking reform. The plain fact is that °
control of credit—at any rate of credit upon any large scale—is dangerously
concentrated in this country. The large money resources of the country are
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not at the command of those who do not submit to the direction and domination
of small groups of capitalists, who wish to keep the economiec development of
the country under their own eye and guidance. The great menopoly in this
country is the money monopoly. So long as that exists our old variety and
freedom and individual energy of development are out of the question. A great
industrial nation is controlled by its system of credit. Our system of credit
is concentrated. The growth of the Nation, therefore, and all our activities
are in the hands of a few men who, even if their action be honest and intended
for public interest, are necessarily concentrated upon the great undertakings
in which their own money is involved and who necessarily, by very reason of
their own limitations, chill and check and destroy genuine economic freedom.
This is the greatest question of all, and to this statesmen must address them-
selves with an earnest determination to serve the long future and the true
liberties of men.” *

1 Address at Harrisburg, Pa.. June 15, 1911, The Public Papers of Woodrow Wilson,
vol, I1, p. 307.

* * * *® * * *

No group in the Nation was more anxious for reform than the bankers them-
selves. They “wanted a change but they wanted the change so made that they
might control.” *

10scar W. Underwood.
* * * * * * -

“I called [President Wilson’s] attention to the fact that our party had been
committed by Jefferson and Jackson and by recent platforms to the doctrine
that the issue of money is a function of Government and should not bé sur-
rendered to banks * * *”° ]

“I also pointed out my objection to a divided control and argued in favor
of making the entire board of control appointive by the President, so that the
Government would have complete and undisputed authority over the issue of
the Government notes which, in my judgment, should be substituted for the
contemplated bank notes.” *

! William Jennings Bryan, Secretary of State.
* * * * * * -

Senator Owen also drafted a bill to establish a- monetary reform as chairman
of the Senate Committee on Banking and Currency. It contained both provi-
sions that Bryan demanded : a board of governors, “all of them Government offi-
cials,” and “a note circulation consisting of U.S. Treasury notes * * *”

“I had entered the Senate,” he said, “ * * * in the hope I might be of real
service to my country in improving the banking laws whose deficiencies as a
practical banker I had had many concrete reasons to keenly appreciate.”?!

1 Senator Robert L, Owen.

“Power to issue currency should be vested exclusively in Government officials,
even when the currency is issued against commercial paper” and the board
should be distinctly a Government body and “the function of the bankers should
be limited strictly to an advisory council.”

“Conflict between the policies of the administration and the desires of the
financiers and of big business is in irreconcilable one.”—Louis D. Brandeis.

* * * * * * L]

“I was very definitely committed to giving the banks some voice. Senator
Owen, of the Senate committee, had sided with Mr. Bryan in opposition. At the
White House conference [Secretary of the Treasury] McAdoo agreed at first
with me; but later in the evening he proposed a compromise”—Carter Glass.

The President after listening to the arguments dercided against any banking
representation whatever. It must be a Government board. Glass argued
valiantly, urging the “essential injustice and political inexpediency” of exposing
“the banking business of the country to political control.”

But Wilson, having made up his mind, was adamant. Recognizing a deep-
seated progressive principle, that the government, not private interests, must be
supreme.

Glass was entirely right in his prediction that the decision would raise an
uproar among the bankers. He himself, still unconvinced, agreed “with scarcely
suppressed satisfaction” to head a delegation to the White House “to convince
the President he was wrong”—Carter Glass.




]

FEDERAL RESERVE AND ECONOMIC POLICY 171

Among the bankers who were thus received were some of the foremost in the
Nation, though mostly of the more liberal midwestern group who had been more
or less favorable to the Glass bill as originally drawn. Glass himself gives an
account of the meeting.

“Forgan and Wade, Sol Wexler and Perrin, Howe, and other members of the
Currency Commission of the American Bankers’ Association constituted the
party. - The first two, peremptory and arbitrary, used to having their own way,
did not mince matters. They evidently were not awed by ‘titled consequence,” for
they spoke with force and even bitterness. Sol Wexler and Perrin were suave
and conciliatory. The President was courteous and contained. These great
bankers, arbiters for years of the country’s credits, were grouped about the
President’s desk in the executive office adjoining the cabinet room. I sat outside
the circle, having already voiced my own dissent from the President’s attitude.
President Wilson faced the group across the desk; and as these men drove home
what seemed to me good reason after good reason for banker representation on
the central board, I actually experienced a sense of regret that I had a part in
subjecting Mr. Wilson to such an ordeal. When they had ended their arguments
Mr. Wilson, turning more particularly to Forgan and Wade, said quietly:

“ ‘Will one of you gentleman tell me in what civilized country of the earth
there are important government boards of control on which private interests are
represented ¥ :

“There was painful silence for the longest single moment I ever spent; and
before it was broken Mr. Wilson further inquired:

““Which of you gentlemen thinks the railroads should select members of the
Interstate Commerce Commission?’

“There could be no convincing reply to either question, so the discussion turned
to otheér points of the currency bill; and, notwithstanding a desperate effort was
made in the Senate to give the banks minority representation on the Reserve
Board, the proposition did not prevail”’—Carter Glass.

. Wilson’s arguments at this time, if they silenced the bankers, entirely con-
vinced Glass—“Mr. Wilson knew more about these matters than I did” *—and

1 Carter Glass. Woodrow Wilson Life and Letters, Ray Stannard Baker, pp. 185-167.

from that time onward Glass was a vigorous defender of this change in his
measure.

Also included at this point are my supplementary views, submitted
as part of the Report of the Joint Economic Committee on the Jan-
uary 1965 Economic Report of the President, 89th Congress, 1st ses-
sion, 1965.

These views, among other things, show the ways in which the com-
mercial banking interests have taken over the Federal Reserve System,
influence and dominate the Open Market Committee, and the way in
which the Federal Reserve Board has become completely isolated for
the will of the people, the duly elected President and the Congress.

. This document presents the facts which clearly support the con-
clusion that the Federal Reserve Board operates in fact as a fourth
branch of Government, not responsible and responsive to the people
or their elected officials, but only to the self interests of the banking
community.

SUPPLEMENTARY VIEWS OF CHAIRMAN PATMAN

The Joint Economic Committee has just completed intensive hearings on the
Economic Report of the President, and members of the committee have devoted
many hours of careful analysis to the erucial questions involved in achieving
full employment in.our economy. Prior to that, the President and his advisers
spent.many hard hours working on the content of the report, which is indeed an
excellent one. Yet all this work can come to nothing because of a grave weakness
in the existing system : the fact that neither the President nor the Congress con-
trols the vast monetary powers of the Nation. The purposes of the Full Employ-
ment Act cannot be carried out unless the Goverhment has the power to control
and coordinate all of its economic activities, including the all important monetary
powers which involve control of the money supply, the extent of the credit
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available, and the interest rates charged to borrowers—the very economic air that
we breathe.

The policies of the U.S. Government for full employment, international stability,
equitable taxation, and domestic prosperity can never be sound or dependable
while the most important part of the Nation’s economic powers is in the hands
of a private group which exists as a separate government. We have two govern-
ments in the District of Columbia. One consists of the Congress and the Presi-
dent—the elected representatives of the people. The other is the Federal
Reserve, operating as a self-appointed money trust, far removed from the will of
the people.

This shocking state of affairs has been brought home bluntly to the American
public by the assertion of the Federal Reserve that it is independent of the
executive branch ard that it ean operate contrary to the President’s wishes.
1t is an open and defiant proclamation that the Nation's gold and money printing
press have been seized by a private group and are now being used by them in
utter disregard of the principles of democratic government.

The Constitution clearly vests the monetary power in Congress, and with good
reason. History has repeatedly demonstrated that possession of the monetary
power gives its holder a life and death power over a society. But in spite of
our Constitution, Chairman Martin left no doubt as to his views when he told
this committee, on February 26, that “the Federal Reserve Board has the
authority to act Independently of the President,” even “despite the President.”

Federal Reserve System 18 banker dominated

‘What makes these claims even more appalling is the fact that our Federal
Reserve System, as it functions ag¢ the present time, is a banker-dominated,
banker-oriented autocracy. The fact of the matter is that there has been a
struggle over control of the Federal Reserve System for 50 years, ever since
it was founded. It is a struggle that the bankers have been winning, and it
is clear now from Mr. Martin's statement that they have come out in the open
defiantly. Savings and loan associations. cooperatives, credit unions, and other
financial institutions not within the privileged banking circle should take notice
that this usurpation of monetary authority places them in jeopardy.

The key to an understanding of the Federal Reserve System is the method
of selecting directors. Each of the 12 Federal Reserve banks has 9 directors.
Three of them are called class A, three are called class B, and three, class C. The
class A and class B directors are elected by member banks. Class A directors
are chosen from officers of banks in the area. The class B directors are chosen
from the fields of commerce, industry, or agriculture, and may be stockholders
in banks. The class C directors are appointed by the Board of Governors, and
they must not be officers, directors, employees, or stockholders of any bank.

It should be noted that the member banks, each of which holds “stock” in the
System, do not vote according to their stockholdings. Rather, each exercises
one vote. Obviously, the word “stock,” is a misnomer.

The presidents of the 12 Federal Reserve banks are elected by the 9 directors
of the bank. Significantly, no oath of office is taken by these presidents or by
the directors of these banks.

Polls and studies have shown heavy preponderance of banking background
among directors. Early in 1964 the House Banking and Currency Committee.
in connection with a comprehensive review of the Federal Reserve System,
sent to all B and C directors of the Federal Reserve System a questionnaire
regarding bank affiliation and bank stock ownership. Since class A directors
are chosen from officers of banks themselves they would be expected to have
banking connections. But the study showed that of the 36 class B directors in
the System, all of whom responded, 17 had been directors of banks before becom-
ing Federal Reserve directors, and an additional 4 had held other positions or
offices in banks. Of this total of 21, there were only 3 who did not own some
bank stock. Of the remaining 15 who had never been directors or officers of
cornmereial banks, 9 owned bank stock. 'Thus, out of 36 Federal Reserve direc-
tors. 30 had some connection with banking.

Of the 36 class C directors. all of whom responded. 18 had formerly been
bank directors and an additional 2 had held other bank positions. "Of this
group of 20, there were only 3 who had never owned bank stock. Out of the
remaining 16 who had never been directors or officers, 5 had owned bank stock
at one time.
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Thus, out of the total of 108 directors in the 12 banks, 91 are, or have been,
connected with the private banking industry, which they are supposed to
regulate.

Open Market Committee exwercises tremendous power

The fundamental monetary powers of the Nation are exercised by the Open
Market Committee which is made up, on the record, of five Federal Reserve
bank presidents and the seven members of the Board. In practice, however, all
12 presidents participate in the deliberations which, of course, are conducted
in secret every 3 weeks. Thus, the basic power for good or ill in our economy
is exercised by a group closely identified with the banking community and op-
erating willfully and knowingly outside the pale of Government. This extra-
legal power is so great that the banker-controlled group can create prosperity,
or, by turning the financial screws, can create recession, depression, or even
panic. That this power can be abused to the advantage of a particular politi-
cal party or candidate is too obvious to need elaboration.

‘The $36.8 billion portfolio of the Federal Reserve System is a fund that
could be considered a recession fund, or a depression fund, and if its masters
so choose, a panic fund. There is nothing to prevent them, in an election year,
from letting a candidate President know that if he didn’t manage to sce eye
to eye with them for the next 4 years his November election might be endangered.

Present situation is a distortion of congressional intent

Contrary to notions spread around by spokesmen for the banking interests,
this shocking state of affairs was never sanctioned by the Congress. It was
deliberately engineered by the banking interests, aided, I regret to say, by the
inactivity of the Congress which failed to take action as, step by step, the peo-
ple’s control of their own monetary powers was whittled away.

The Federal Reserve Act, as passed in 1913, was never intended to set up
anything like the system that exists today. What the act did was establish
12 regional banks, each with autonomy in its own region and designed to op-
érate more. or less automatically to provide a flexible supply of money and
credit under general supervision of a Presidentially appointed Board. There
was no central bank; President Wilson was opposed to the whole concept of
a central bank. He also laid heavy stress on public control. When the act was
under consideration in 1913, President Wilson said:

“The control of the system of banking and of issue which our new laws are
to set up must be public, not private. * * * It must be vested in the Government
itself so that the banks may be the instruments, not the masters, of business and
of individual initiative and enterprise.” )

This is the crux of the matter. There is no reasonable basis in public policy
for permitting bankers to run the central bank. Indeed, Wilson, when ap-
proached by bankers who desired to assure themselves of control of the Fed-
eral Reserve System when it was in the stage of formulation asked them,
“Which one of you gentlemen would condone putting railroad presidents on the
Interstate Commerce Commission?”’ .

The leaders of the banking community did not win their points with Woodrow
Wilson, but they achieved certain compromises in the final legislation, one of
them being the provision under which a majority of six out of the nine directors
of each regional Federal Reserve bank are chosen absolutely by the banking
community. It is this provision, more than any other, that has been the Achilles’
heel in the Federal Reserve System, permitting the bankers to dominate and
lc)enti:-alize a system which was meant to be made up of 12 autonomous regional

anks.

President Wilson opposed centralization of Fed

It is important to note that, at the time of the Federal Reserve legislation,
1913, the basic issue was whether or not the Federal Reserve would be a central
bank or a system made up of 12 independent regional banks. The Aldrich
Commission had proposed a system of branch Reserve banks operating under the
control of a central Board of Directors. Under this system, the branch banks
would have carried out mechanical operations without any control over policy.
The _Aldrich plan was a big bankers’ dream and it was opposed strenuously by
President Wilson. Thanks to his vigorous efforts and those of the many other
patriotic legislators mindful of the public interest, the Aldrich plan was rejected
in favor of a system of semiautonomous regional banks which had the power to
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buy and sell bonds and notes of the United States nnd of States and counties, to
purchase and sell bills of exchange, and to establish discount rates. The Board,
which was appointed by the President, had certain supervisory powers, such as
the right of review over discount rates. The power to conduct open market op-
‘erations, which is, of course, the basic power to control the money supply, was
not recognized at the time, and it was believed that the power to establish rates
of discount was the essential one in the system. It was this feature that was
meant to provide a flexible money and credit system.

Under the Aldrich plan, the Central Board of Directors, which would run
the System, would have been made up of eight people chosen from the System
and the Comptroller of the Currency. Clearly, it would have given control
of the System’s policies to private banks through the power to buy and sell
securities in the open market.

In contrast to the Aldrich plan, the 1913 Federal Reserve Act gave power
to a Board of Governors that was entirely appointed by the President, and it
also provided that one-third of the directors of the 12 regional banks be ap-
pointed by the Federal Reserve Board. There is no quegtion that these Gov-
ernment-selected directors were expected to serve as watchdogs to insure against
private banks’ abuse of power at the local level of the System. Unfortunately,
the legisiation as enacted did provide that two-thirds of the directors be chosen
by the banks and this proved to be the open door through which the big bankers
managed to gain control.

Dominant banking interests move away from public control

One of the first steps away from public control was a palace revolution in
1922 which resulted in the formation of an ad hoec committee of the Presidents
of five eastern district Reserve banks to coordinate open market operations.
Somehow, they managed to obtain permission from the other banks to conduct
the open market function. In 1923 this “Committee of Governors” which, of
course, was completely outside the law, was acquiesced in by the Board, which
called it the “Open Market Investment Committee.”

As soon as the Committee was formed it started on a policy of tightening
money and raising interest rates. This was the point at which the dominant
elements in the banking community began to reshape the System to their own
ends. It was then that they converted the System to a central hank in direct
disobedience of the law.

In the manipulation of open market operations these men recognized the
tremendous power that could be exercised in controlling the money supply and
interest rates. The open market function consists of buying and selling Gov-
ernment bonds by the Federal Reserve System. In this way it controls the
bank reserves and, ultimately, the supply of money and credit in the country.
When it sells bonds, bank reserves shrink, and when it buys bonds, they in-
crease. The portfolio of Government bonds has built up through the years to
the present level of $36.8 billion. These interest-bearing bonds were acquired by
the Open Market Committee in exchange for Fedeéral Reserve notes which are
non-interest-bearing' obligations of the Nation. Yet, instead of canceling these
bonds and the interest on these bonds when they are repurchased, the Fed
holds them and collects the interest. To me, this has always been like collect-
ing interest on a mortgage that is completely paid for and canceled.

One other important step in the Fed’s history was the provision in the Me-
Fadden Act of 1927 removing the 20-year limitation on the System so that it
now has a perpetual charter. This was the banker’s vote of confidence. .By
then, they were assured of enough control for them to approve permanent exist-
ence for the Federal Reserve System. The two previous central banks had both
expired after limited lives. The first lasted from 1791 to 1811, when Congress
let its charter lapse after its 20-year life. In 1816, Congress enacted ano_ther
charter creating the second Bank of the United States and this, t00, was permitted
to lapse after a 20-year life.

Change in Open Market Committee

In 1930, the membership of the Open Market Committee was informally ex-
panded to include representatives from all 12 Reserve banks, and in the 1933
legislation this was put into law, thus giving legal sanction to this complete
domination of the fundamental money powers by the private banking interests.
Significantly, this legislation was reported by the House Banking and Currency
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Committee without any hearings and it slipped through the House without a
record vote after an intensive campaign led by the American Bankers Association.
In the words of Representative Lemke, of North Dakota, “A bill of this kind
could never have been born in the bright sunlight of day. It had to be born in
executive session.”

Legislation of 1933 a banker’s victory

The 1933 legislation also contained provisions extending the terms of the six
appointed Governors to 12 years and placing them on a staggered basis. The
legislation was clearly and bluntly contrived to put the Federal Reserve Board
beyond the reach of the President and the administration, and it served its
purpose. It was a great victory for the bankers,.

But, this time, they had gone too far and there was a reaction. In the after-
math of President Roosevelt’s overwhelming victory, he determined upon the
work-relief program to ease the ravages of the depression. Recognizing that the

" Federal Reserve System would have a key role in determining the reception to

be accorded the necessary borrowing by the banking system, he was fearful that
the Reserve banks might exercise their power to block his program by failing
to take appropriate action in the open market. In particular, he was afraid
that they would offset the stimulative effects of large-scale Government spending.
This situation is documented by Marriner Eccles, who served for many years as
Chairman of the Federal Reserve Board. '

The 1935 reform bill

In 1935, President Roosevelt submitted a reform bill. The original bill, as
proposed by the administration and passed by the House in 1935, would have
kept a Board with six appointed members and with the Secretary of the Treasury
and the Comptroller of the Currency serving as ex officio members. However,
both of these officials were knocked off the Board in the Senate. In the final
bill, appointments to membership were scheduled over periods of from 2 to 14
years so that not more than one would expire in any 2-year period. The 14-year
term has remained in the law to the present time. Furthermore, the Chairman
has to be selected from the members of the Board. When Chairman Martin’s
term expired during the administration of President Kennedy, the President
found his hands tied so far as any freedom of choice was concerned. He was
limited to the seven members of the existing Board.

A President who serves two full terms will not have the opportunity to appoint
more than two members in his first 4 years in office. The third would come in the
first half of his second term. Of course, under a recent amendment to the Con-
stitution, no President can serve longer than two terms.

President is helpless to choose a Board

It is interesting to look at the specific situation at the present time as it affects
President Johnson. Of the present seven members of the Board the first expira-
tion date is that of Mr. C. Canby Balderston, whose term expires January 31,
1966. The second is Mr. Charles N. Shepardson, whose term expires January 31,
1968. Thereafter, the expiration dates extend on up through 1978 as follows : Mr.
Williamr MeC. Martin, Jr., January 31, 1970; Mr. A. L. Mills, Jr., January 31,
1972; Mr. Dewey Daane, January 31, 1974; Mr. George W. Mitchell, January 31,
1976 ; and Mr. J. L. Robertson, January 31, 1978.

It is evident that this schedule of terms precludes the President from ever ap-
pointing a Board of his.own choosing. He has two reappointments in his first
term and, assuming a second term, he would have one reappointment at the
beginning of a second term while the fourth would not come up until his last year
of office.

Control of the Open Market Committee—the 1935 compromise

A most important feature of the original 1935 House bill was a drastic
revision of the Open Market Committee which, because of its vast control of

the money system, is the most powerful group in the world. The House bill

would have placed this important function in the Federal Reserve Board and
relegated the Committee of bank presidents to an advisory role. This House hill
passed, 262 to 110, on a vote of record. However the Senate subsequently con-
sidered and passed a bill that was much more freindly to the bankers’ position,
and this substitute measure passed both House and Senate without a record
vote. Its provisions, which remain in effect to this day, provided for an Open
Market Committee made up of the Board of Governors and five bank presidents,
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and it sanctioned the 1933 removal of the Secretary of the Treasury and the
Comptroller of the Currency from the Federal Reserve Board, thus eliminating
the possibility of any day-to-day administration influence on the Board.

New York bank runs the show

Since enactment of the 1935 legislation, there have heen other developments
which strengthen control of the System by the banking community. For one
thing, the president of the New York bank was made a permanent member of
the Open Market Committee in 1942, effective March 1., 1943. Second. the
operations increasingly have become centered in the New York bank which now
conducts the open market operation in its entirety. The 11 other banks condnct
no open market activities; they are mere service centers for check clearing and
similar functions. They do not even know their condition until the New York
bank sends them a telegram to advise them. It is the New York bank which
assigns the other 11 banks their share- of the portfolio of Government bonds
held by the Committee. These bonds, of course, are the basis for the earnings
of the various banks. Detailed questioning of the bank presidents during the
1964 hearings held by the Banking and Currency Committee revealed that most
of the bank presidents don’t even know how the allocation of the portfolio or
its income is determined. That is all handled in New York and the other 11
banks are merely passive recipients. .

This is particularly revealing inasmuch as the original Federal Reserve Act
never mentioned New York. As a matter of fact, it contemplated taking the
money market out of New York and decentralizing it to the 12 regional banks,
with the sole overall coordination to come from Washington.

These developments in the history of the Federal Reserve, all of which were
made possible by the Inaction or indifference of the Congress, put the Federal
Reserve System well beyond the reach of the people and their elected Representa-
tives. It had become an autocracy and it has so remained.

This was accomplished through a number of steps which may have looked small
or harmless at the time. But each formed part of a pattern that added up to
control of the central bank by the private commercial banks.

Ezxisting situation intolerable and dangerous

The existing situation is intolerable in our society which, as Madison said.
is a “democracy in a republic.” The welfare of the Nation is at the mercy of a
group who not only are beyond popular control but openly admit it, and assert
that the people, through their elected Representatives, cannot be trusted to exer-
cise their own monetary powers—in spite of the Constitution which vests the
money powers in the Congress.

Inevitably, the Federal Reserve System reflects the bias of those who dominate
it. Interest rates are the bankers’ income; and the higher they are, the more
the lender receives. Bankers live on debt. If there is no debt, there is no
money and no interest. Bankers want only high-grade, low-risk debt paper,
especially Government bonds. In fact, the one thing they do not want is for
the Government to pay off the public debt.

Prof. John Kenneth Galbraith, testifying before the committee on February
24, stated that “it 1s hard to recall any occasion when the Federal Reserve was
known to be agitating for lower interest.”

“* ¢ * We have come to envisage the Open Market Committee,” he said, “as
a group of men of excellent character and reassuring demeanor who meet to
consider whether there is good reason for tighter money.”

Professor Emeritus Seymour Harris, testifying on the same day, stated as
follows:

“Financial groups seem to belleve that the higher the price of their product,
the more profits.

“They exercised excessive influenc in the 1950's when long-term rates rose
by two-thirds. But. in my opinion, they will do better with lower rates. Their
attitude toward restrictive monetary policy since 1961 only strengthens the case
for the exclusion of the Federal Reserve bank presidents from the Open Market
Committee, as Congressman Patman so effectively argues.”

Lid taken off interest rates in 1958

It is instructive to compare the history of monetary rates in the period 1940
52, with the period of the Republican regime, 1953-60. In the first period—
which included the recovery from a terrible depression, the most destructive war
in history, a global reconstruction period, and the Korean hostilities~—our Gov-
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ernment was able to finance itself adequately and without the rate on long-term
Government bonds ever going above 21 percent. In fact, during these 12 years,
no bond ever sold below par. By contrast, when the Republican regime came
into power in 1953, the brakes were taken off and the Fed showed its true colors.
Interest rates began to rise early in 1953. The yield on long-term Government
bonds was 2.68 percent in 1952. By June 1953, it was 3.13 percent. The result
was a recession that began in the middle of 1953 and, because the economy
faltered and expansion slowed, interest rates finally dropped for cyclical rea-
sons. Undaunted, however, the Federal Reserve began to push up rates again
and, by June of 1957, the long-term yield averaged 3.58 percent. By October, it

was 3.73 percent and another recession started. And all economic activity fell-

off, with the result that interest rates fell again for cyclical reasons.

In spite of these two bitter lessons, involving vast damage to the economy and
heavy unemployment, the same conduct was repeated in the recovery period
‘after the 1057 recession. 'This time, the Fed actually decreased the money supply
and forced interest rates up to 4.37 percent by January 1960. The result, again,
was a recession which lasted until the Democrats came back into power. From
that time on, the Fed, tempering itself to the prevailing winds, has maintained
a more adequate money supply—sufficient, at least, to permit the prolonged re-
covery we have had since then. But they are always ready to seize the slightest
pretext to raise rates.

Congress must be vigilant

Congress must exercise the greatest vigilance against such attempts. Tragi-
cally, it has been the failure of Congress to exercise its responsibilities in the
field of money that has permitted this deplorable situation of banker control to
develop. Congress has not been alert to what has been happening-

A more detailed history of interest rates on long-term Federal obligations can
be obtained from a publication of the House Banking and Currency Committee,
entitled, “A Primer on Money,” which is available at the Government Printing
Office for 40 cents. This shows the actual rates monthly for each year, from
1919 to 1964.

Dangerous level of interest rates

Interest rates are at a dangerous level. The long-term rate on new issues is
well over 4 percent and, as indicated in the report, there is a campaign underway
to lift the present statutory ceiling of 44 percent on long-term Government
bonds and force up the whole level of interest rates. It is well to remember

that in 1958, when the Fed was in the middle of its last big money-tightening .

campaign, there was a determined move to lift the 44-percent ceiling. This
move was forestalled only by prompt action on the part of a number of us in the
Congress who formed a steering committee to resist the attempt.

The 414-percent rate was established in the Second Liberty Loan Act, which
was passed in September 1917. TUnder its provisions, the Secretary of the
Treasury, with the approval of the President, has the power to set the interest
rates on long-term cbligations of the United States within a ceiling of 414 per-
cent. Thus, this ceiling has been in effect for almost 50 years, through the vast
changes in that period ranging from deep depression to global war- And never
in that time has the 414-percent ceiling been breached. But it is in jeopardy
now, and it is obvious that the high-interest campaign has the enthusiastic sup-
port of Chairman Martin who, in his testimony before the committee, came out
flatly for removal of the ceiling.

No congressional control

Federal Reserve officials frequently resort to the argument that they are in the
last analysis answerable to the Congress. But this is misleading.

In the first place, the normal congressional control is through the power of the
purse, through appropriating funds for the operation of Government agencies,
and through its postaudit function, conducted by the General Accounting Office.
The Fed, however, is not subject to either. It has never undergone an outside
audit and it derives far more income than it needs through income earnings on
the open market portfolio, earnings that exceed $1 billion a year. The Federal
Reserve System uses as much of these funds as it wishes, allocating some to sur-
plus and paying the balance over to the Treasury. .

In the second place, the Congréss is not in a position to exercise the day-to-day
supeg'vision of important public agencies that the executive department is. The
President is entrusted with this executive power under our Constitution. If the
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Federal Reserve errs in its monetary policy, the only sanction Congress has is to
abolish the System, or revise it drastically. Obviously, this is a drastic control
measure which cannot realistically be used. Moreover, the powerful bankers’
lobby is always vigilant to protect the System’s “independence” against any
congressional scrutiny or direction. Such activities are invariably castigated by
them as “political interference.” As a result, the Federal Reserve System can
be equally as resistant to the Congress as it is to the President.

Federal Reserve actions must be coordinated with other national policies

In the United States.of today, the achievement of maximum employment is a
specific national goal, and both the President and the Congress have a solemn
responsibility under the Employment Act to pursue it. The Employment Act
of 1946, which I took the lead in formulating and getting through the House,
did not say that all agencies except the Federal Reserve should contribute to
the promotion of maximum employment, production, and purchasing power.
Clearly, the Fed’s responsibility is to the Nation and its policy affects the whole
Nation in a most fundamental way and should therefore be completely account-
able to the whole Nation. Yet, in fact, the Fed has gone its own way and has
never coordinated its activities with other Government programs, despite the
fact that section 2 of the Employment Act of 1946 declares it to be the—

“* * * responsibility of the Federal Government * * * to coordinate and utilize
all its plans, functions, and resources

“* % * to promote maximum employment, production and purchasing power.”

The President and the Congress must be able to require that the Fed refrain
from jeopardizing economic policies which the Congress and the President, as
the elected officials of the people, have established as necessary. When the
President submits his economic program to the Congress under the requirements
of the Employment Act, he has to include recommendations on monetary policy.
These run to the very heart of our economic welfare. The President is the one
person and the only one who can coordinate the whole national program. It is
ridiculous to give the President the burden of responsibility for diplomacy and
war, for national security, for our nuclear arsenal, the national budget, selective
service, and debt management—and yet at the same time permit the Federal
Reserve to assert that the Chief Executive cannot be trusted with authority over
monetary policy. The same principle applies to the Congress, which has the
vast responsibility of enacting the laws to establish our Army and Navy, draft
young men, levy taxes, and pass hundreds of other laws that affect the lives of
every citizen.

Such a state of affairs is intolerable in the world of today. Yet the Federal
Reserve System continues to be organized as though its responsibilities and
accountabilities were to the banking community. And the bankers continue to
spread the doctrine that it is all right for the Government—the Congress and the
President—to exercise all these tremendous powers, but not for the Government
to control the money supply. That, they would have us believe, must be left to
the mercies of the bankers.

Welfare of citizens imperiled by banker domination of monetary system

Interest rates have a tremendous effect on the well-being of every citizen. Our
total national debt, public and private, is $1.3 trillion. A 1-percent interest rate
on this amount is $13 billion. This conveys some idea of the tremendous leverage
that the prevailing level of interest can exert. It is not too much to say that
an arbitrary increase in interest rates automatically sentences millions of
workers to unemployment and businessmen to bankruptcy.

So long as our most important institution remains under banker domination
and beyond the reach of executive and legislative control, our welfare is im-
periled. In my view, the most important economic and governmental problem
facing the Nation today is the need for immediate rehabilitation of the Federal
Reserve System, so that it is again subject to the will of the people, acting
through their elected representatives. If the big bankers are able to have their
way they will continue to encourage monetary policies that will produce larger
and larger public debt and higher and higher interest rates. If they have their
way, our national debt will be $600 billion in 15 years, which, at a 6-percent rate
of interest, will cost the taxpayers $36 billion a year. This would mean that so
much of Federal revenues would be required for debt carrying charges that in-
sufficient funds, if any at all, would be available for veterans’ programs, social
welfallre, housing, community health, and the many other services needed by our
people.
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Representative Curris. If I can grab my time now, Mr. Chairman,
this is why I suggested that you and I might debate properly on the
floor of the House next year. Of course, I must say that you read
the Constitution differently than I do. I think there -are three
branches of Government and they are all equal. This is one reason for
the balance and separation of powers, to preserve freedom in this
fashion.

The same arguments that the gentleman has made were made in
the Federalist papers on the creation of an independent judiciary.
As I stated in my opening remarks, this is a provision of the con-
stitutional power of Congress. In my view the Federal Reserve Sys-
tem is an arm of the Congress as I view the other independent regu-
latory agencies that regulate our power over interstate commerce and
other areas. The Tariff Commission is our arm, and very clearly so,
to regulate international trade. We gave the power of appointment
to the President only as a mechanism, a method of moving the Sys-
tem forward, just as we did in the case of the Comptroller General
of the United States. There is no question about the General Ac-
counting Office being an arm of the Congress but for convenience, and
good convenience, % think, we gave the President the power of
appointment.

The reason there were 14-year terms, and the terms were staggered,
was so that no single President could use the power of appointment
to exercise his political judgment in this area which is congressional,
of maintaining the value of money.

So we do have a basic difference of opinion on the constitutionality,
Mr. Patman. I think Mr. Martin and the Board is certainly carrying
out what the Congress at any rate interpreted the Constitution to be.

Chairman Patyan. Will the gentleman yield briefly ?

Representative Curris. I will simply say this, that the gentleman
has had an opportunity for years and as a powerful person in the
House, to persuade his colleagues that we ought to turn this power
over to the executive, or share it with him but, thank goodness, his
views have not prevailed even among his own colleagues in his own
party, let alone any in my own party. .

Chairman Patman. Would you not be less vulnerable in advocat-
ing the independence of the Federal Reserve, if they could be told

what the President wanted to do, if they were under the Government ?

Now the agencies you mentioned, the Interstate Commerce Com-
mission and Tariff Commission and others, they are under the Gov-
ernment. They get their money from Congress. Congress can have
something to do with guidance and stop them if they are going in the
wrong direction.

Representative Curris. You can handle the Federal Reserve this
way, too.

hairman Parman. They are not under the General Accounting
Office. They have not been audited in 52 years.

Representative Corris. We have them here right today. This is
a very good function. We always have this right to bring them be-
foreus. I thinkthey havealways respected our right. ’

I do not regard this appearance, %might say, as in any sense dis-
ciplinary. Quite to the contrary, I agreed to these hearings because
I thought they would be a forum to help Congress as well as the
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people to understand. I thought maybe we would profit from this
forum and find a way that the law should be changed.

Let me ask one question: Mr. Maisel, you said that concerning this
action which the Board has taken here, even though you disagree with
it, you think it will not mean any immediate recession. Is that
correct,?

Mr. Marser. Yes. -

Representative Currrs. Mr. Mitchell, did you agree with that senti-
ment, too?

Mr. MircueLn. Yes, I think the issue as I see it is whether with this
move we can continue to pull down the level of unemployment to the
point where it does consist primarily of the frictional unemployed.

Representative Curtis. You do not think this action is that serious?

Mr. MitcHELL. No.

Representative Curtis. Now T know we won’t have time at this
point but I was going to embark upon a line of questioning in which
I am very much interested and that is in the area of what can be called
the new economics that I find expressed here. Yet I felt this concept
has never been very well stated.

One statistic that I am particularly interested in at this time is the
fact that the rate of increase of productivity seems to have gone down
considerably. I think Fortune magazine estimated around 2 per-
cent. This is a very difficult figure to estimate, of course. It has
been averaging about 3.5. This would indicate very strongly to me
that this so-called 90 or 91 percent of plant capacity 1s actually utiliz-
ing inefficient plant, obsolete plant. I have argued that the so-called
unused plant capacity that the new economics always point to is to a
large degree of this nature.

Also I would suggest that this figure indicates that the labor force
is being employed inefficiently. That people without proper training
are being taken in. It is certainly true this can happen. It would
seem to me that the indications quite clearly are that the unemploy-
ment that still remains is largely of the structural and frictional char-
acter. I would also, and this is all a base for further questions, I
would also point out that apparently Mr. Maisel and others who ad-
here to this idea ignore the tremendous emphasis that the Federal
Government has placed upon treating the problems of strictly struc-
tural unemployment.

The Manpower Training Act which I had a great deal to do with
developing, and putting into the law—it has been in effect for 3
years—is only one aspect of activity in- this area. The whole thrust
of the civil rights legislation, I would argue, is in this area. Just take
a look at the governmental sector where there has been a great increase
in Negro employment. But if we consider all of the legislation that
Congress has passed in the past few years, directed toward treating
structural and frictional unemployment, including area redevelop-
ment, and the whole poverty program, I can’t believe that we can say
we have been completely unsuccessful in this area. But I do want
to point to a specific switch that I was very pleased to see occur.

‘When I started talking in terms of frictional and structural unem-
ployment what came to my attention in the Ways and Means Com-
mittee in dealing with unemployment insurance was this high inci-
dence of unemployment and if we did move into emphasizing training
and retraining we might succeed in reducing it.
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At that time I think only 7 out of the 50 States permitted a person
on unemployment insurance to retrain without losing his unemploy-
ment insurance benefits. I argued that this situation should be com-
pletely turned around; it should be almost the reverse. That is, if a
person didn’t retrain, if he was in a skill that was obsolete, that he
ought to be removed from unemployment insurance. I am happy to
say that I think there are now 44 out of the 50 States that have adopted
this reversal of policy.

With all of this emphasis on education and vocational training, as
well as all the work we have done, it would be very disturbing to me to
think that this has had no impact at all on the problem of unem-
ployment in the past 2 or 3 years.

Again, if we had time I would be glad to have you comment. If
this figure of 2 percent is anyway indicative of recent productivity
increases, compared to the average that we had been having—the three
point, five—isn’t this an indication that we are overheated and that
further increase of aggregate demand, however, you do it, is not going
to get at these unemployment problems but aggravate the inflationary
forces.

Mr. Maiser. Mr. Curtis, as you realize fully the figures in this
sphere are again not the best figures in the world. There certainly
has been a drop in the rate at which productivity is increasing. Here,
we have the industrial production index per man-hour for the 5 years
from 1961 through 1965. It includes the latest period for the indus-
trial production index. It shows a 3.8-percent average rise in produc-
tivity for the whole 5-year period. The figure for this year shows 3
percent.

Now part of that fall to 3 percent is probably because of the steel
industry. We have to be very careful with these figures. We all rec-
ognize that in a period when you are rehiring people figures on pro-
ductivity rise faster.

When you are at a high level, they just don’t rise as fast as during
the rehiring period. Then, if you have a situation where a major
industry such as steel built up inventories and then reduces produc-
tion, this has a decided effect upon the figures by themselves.

I think we would have to agree that there has been some decrease in

the figures. On the other hand, the wage-price guidelines have been

based on a 3.2 percent increase. It is not at all clear yet that when we

finish this year, productivity increases will have been below exist-

ing guidelines.

With respect to your other point on retraining, I agree very heartily
with you. My assumption is that the retraining enables us to say
that 4 percent unemployment was only an interim goal. If all of the

programs you have cited are successful, then we certainly should be

able to move that interim goal down very rapidly. '
In other words, I think that you very properly cited the fact that

these programs are meant to do away with the structural problems.

If successful they will not leave the kernels of unemployed resources
in the economy that have previously been left. As a result 4 percent
might have been a proper goal 5 years ago and certainly we didn’t get

‘there for a long time. Now we ought to think in terms of these re-

training programs you have cited and see what our present goal should
be. Should it be 3 percent or what ?
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I think Chairman Martin made the point very well, that our figures -
are not comparable with most European ones. However, most peo-
ple who have examined both situations would say that most European
countries have probably had a 2-percent lower unemployment rate
than we have had. They have been able to run at much lower unem-
ployment rates than we have. :

We would have to agree that part of our problem is that we are a
larger country, that our areas are different, that we have a much
broader scope and that these facts are likely to leave more frictional
problems at various times.

I agree fully with you that the type of programs we have are ex-
tremely important. I hope that they will reduce the level of neces-
sary unemployment.

Representative Corrrs. Thank you very much. My time has ex-
pired. Let me make this comment, though.

I have never accepted the 4-percent figure as a final goal. I have
always felt we could get less unemployment if we met these problems
of structural unemployment. We do agree that this is a statistic to
watch, that if the rate of productivity increase is decreasing, that this.
factor is important to the subject we are discussing.

Mr. Marser. That is right.

Chairman Parman. Mr. Reuss?

Representative Reuss. Mr. Martin, on what dates did the New York
and Chicago Reserve banks ask permission to raise the rediscount rate ?

Mr. MartiN. Thursday, December 2.

Reprecentative Reuss. For both of them?

Mr. MarTiN. For both of them.

Representative Reuss. I want to return now to the matter which I
discussed before, which to me is a matter of the gravest importance,
and that has to do with the fact that the Federal Reserve, while it
raised interest rates the other day in the rediscount action, is doing
so far as I can see nothing about the certificate of deposit problem.

I must say I found the answer I got from the Federal Reserve
Board as to the mechanics of certificates of deposit not comprehen-
sible to me. I would like to follow through on a model with you. I
will make it very simple.

Let us suppose in a given period the Federal Reserve System main-
tains neutrality with respect to reserves generally, it does not by open
market policy raise or lower reserves. Let us suppose that that hap-
pens which has been happening; namely, one or another of the large
corporations decides that it is going to withdraw a demand deposit in
a bank and instead take out a certificate of deposit.

Incidentally, the propensity to do that has been enormously in-
creased by raising the interest rate to 514 percent that may be paid
on as short as 30-day certificates of deposil.

Now let us follow-the mechanics. You tell me if I misstate anything.

The corporation withdraws $1 million from its demand deposit,
its checking account. That means if that and only that occurs, that
means that the banking system as a whole has lost $6 million worth of
lending, is that not so?

Mr. MarTIN. No, sir.

Mr. MircreL. No. Banking assets would be unchanged. They
have the same deposits they had before.
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Reépresentative Reuss. It withdraws currency, keeps it in the cor-
porate safe. _

Mr. MrrcueLs, Withdraws currency ¢

Representative Reuss. Yes. Cashes a check.

Mr. MrrcueLr. It moves something from demand to time. Time
total deposits remain unchanged and total assets. , :
~ Mr. Ma1seL. If we are now talking about moving the million dollars
from demand deposits to time deposits, the total amount of credit stays
constant, but the total required reserves drop by $120,000.

_Representative Reuss. But I haven’t. I wanted to take this one

step at a time.

‘Mr. Maiser. I am sorry.

Representative Reuss. The bank withdraws a million dollars, puts

it in a safe overnight. That reduces the lending capacity of the bank-

ing system by $6 million. Is that not so?

r. MAiseL. Yes. :

Representative Reuss. Is there any argument on that?

Hearing none, I proceed. ' ’

Mr. Mrrcuert. 1 am trying to think what to siy in response to your
initial assumption. Is it that the corporation writes a check and takes
currency out of thebank? Isthat what you are saying ?

Representative Reuss. Yes. Ihearno dissent. .

The next step. The next morning the corporation purchases a cer-
tificate of deposit, a -30-day one. The lending capacity of the bank-
ing system has now increased by $25 million, hasitnot?-

r. Marser. It depends on what happens to the currency. If they
keep the currency, the currency continues to stay out of the bank.
You have a very unrealistic situation.

Representative Reuss. The bank issues the certificate of deposit.

Mr. Marser. I think if you will follow the example Governor
Mitchell and I were trying to get you to follow

Representative Reuss. Governor Mitchell had the total reserve crea-
tion of the System changing.

Mr. Maiser. In other words, assume you hold the reserves of the
System constant, and the corporation transfers a million dollars from
its demand account to a time deposit. If the bank writes a CD for a
million dollars, the net effect is to lower required reserves.

Representative Ruuss. By a million dollars at 4 percent?

Mr. MarseL. That is right. So its $160,000 required reserves are
lowered by $120,000. Assuming the System holds the amount of
reserves constant, the banks can create, 1f they use their reserves to
iSSl(lie certificates of deposit, they can create $3 million of additional
credit. :

Representative Reuss. Isn’t the Federal Reserve, by sitting still for
this enormous transmogrification of demand deposits into new certifi-
cates of deposit, thereby sitting still for what could well become an
engine of inflation, or to put it in another metaphor, in raising your
rediscount rate to 414 percent, aren’t you straining at a gnat while you
swallow the camel of the certificates of deposit ; or in any metaphor you
like. tell us what you are doing.

Mr. MrrcneLr. This is not a typical operation. The typical opera-
tion is that the time deposit was created by the corporation selling a
million dollars worth of Treasury bills.
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Representative Reuss. In many cases the operation is simply one
of transferring a demand deposit into a certificate of deposit. That
changes the multiplier, as I compute it, from 6 to 25 on.the credit creat-
in% capacity of the banking system. )

t, furthermore, skews matters badly, small banks and savings
and loan associations find their deposits cashed and transferred into
certificates of deposits mainly at the 30 big New York banks who
were, as I understand it, the engine behind this interest rate increase.

T am very, very seriously concerned about what the Federal Reserve
is now doing, not just on the deflationary side but on the inflationary
side.

Mr. MrrocueLn. Could I offer one comment ?

Representative Reuss. Surely.

Mr. MitcHELL. A corporation has to maintain & minimum checking
account balance on which to operate. It can’t continue to transfer
funds out of its demand deposits to time accounts because it can’t
use time accounts to pay its bills.

Representative Reuss. No, but a corporate treasurer can lower his
balance to this irreducible minimum.

Mr. MrrcueLL. They did it long ago, that is the point.

Representative REuss. They seem to be able to keep right on doing
1t, $4 billion this year.

Mr. MrrcueLL. No. Those figures over there in the first place have
not changed since September. They have been down to $1614 billion
since September. '

Representative Reuss. That is because the banks have not been-able
to switch any more money from savings and loans and the others.
By your action the other day you have made it possible for them to do
it. You are not only producing disequilibrium but while ostensibly
acting to combat inflation you have to a large extent lost control over
the situation.

I have not heard anything from any of you five gentlemen which
so far reassures. me on that. I would be greatly helped by such
reassurance.

Mr. Barperston. May I make a point, Mr. Congressman ?

Representative Reuss. Certainly.

Mr. BavpersToN. There was.a time 2 or 3 years ago during which the

internal flow of funds in our American corporations exceeded the need
for those funds for either inventory or plant building. But this year
that particular source of funds for the banks to tap has grown thinner
and thinner.

Representative Reuss. Overall; but averages always conceal the
corporation which does have a considerable excess cash flow and those
are the ones that are going hog-wild on buying certificates of deposit.

Mr. Barperston. Let me break the figure down for you. I have
before me the figures for 121 weekly reporting member banks who
have negotiable certificates in denominations of a hundred thousand
or more. 'There are only 5 of those 121 banks who possess negotiable
CD’s in excess of 20 percent of their total deposits.

Representative Reuss. What does that have to do with it ?

Mr. Barperston. Now the average for all the 121 is 6.7 percent of
total deposits. So while there is real risk of a banking system getting
into a bind because of the inability to renew negotiable CD’s in the
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volume that now exists, these CD’s are after all but a portion of the-
total deposits of the system, a small portion, 6.7 percent.

Representative Reuss. With all due respect, I don’t find that makes
contact with the point I was making. My time is up but I do want
to reiterate my sincere belief that the independent judgment of the
Fed, and I believe it should continue to remain independent, is mis-
taken, and that your two actions of doing nothing about certificates
of deposit such as raising the reserve requirement on them, at the same
time that you raise the rediscount rate is grievously wrong.

Since you give your opinions, I have the right to give mine, and
Ido.

Mr. Barperston. Of course, Mr. Congressman, being a lawyer you
know that the two pieces of paper, the old-fashioned CD that has been"
used in banking for many, many years, and the new form of a negotia-
ble CD are exactly alike. Therefore, to differentiate between the nego-
tiable CD and the time-honored ‘CD of the old type would be a little
difficult.

Chairman Patman. Let us see if we can have an understanding: It
is getting nearer and nearer to Christmas, as Mr. Martin suggested. .
We want to get through as soon as we can. Would it be all right for
you gentlemen to be back tomorrow afternoon and we will start with
Senator Miller. Would that be satisfactory, Mr. Martin? Can you -
gentlemen be here tomorrow afternoon at 2:30%

Mr. MarTiN. We will be here. At least I am prepared to be here.
T hope it is limited to that because we have a lot of things to do. We
ha;rle an Open Market meeting-tomorrow all morning. Everybody is
in here.

Chairman Parman. We are not insisting on you coming .tomorrow
morning for that reason.

Mr. MarTin. That is fine. I would hope you will-limit it to tomor-
row afternoon.

Chairman Patman. I can’t limit the members of the committee.

Mr. MarTin. When I say limit, limit it until after the first .of the
year, then, because I wouldn’t be available. .

Chairman Partmax. We will try to work it-out with you. We are-
in sympathy with your desire to get-away for Christmas. -

gV:i))thout.objection; we will stand. in recess until tomorrow afternoon
at2:30.

(Whereupon, at 5:45 p.m., the hearing was recessed, to be recon-
vened at 2:30 p.m., Tuesday, December 14, 1965.)

64-292 O-66-pt. 1-13
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RECENT FEDERAL RESERVE ACTION AND ECONOMIC
POLICY COORDINATION

TUESDAY, DECEMBER 14, 1965

CoxGrEss oF THE UNITED STATES,
Joint EconoMic COMMITTEE,
Washington, D.C.

The joint committee met at 2:30 p.m., pursuant to recess, in room
318, Senate Office Building, Representative Wright Patman (chair-
man of the joint committee) presiding.

Present: Representatives Patman,%{euss, Curtis, Widnall, and Ells-
worth ; Senators Sparkman, Proxmire, and Miller. '

Also present: James W. Knowles, executive director; John R.
Stark. deputy director; Donald A. Webster, minority economist; and
Hamilton D. Gewehr, administrative clerk. :

Chairman PatmaN. The committee will please come to order. :

The committee meets this afternoon to continue the questioning of
the members of the Federal Reserve Board which was started
yesterday. '

Senator Miller was about to take his turn when we adjourned at the
end of the afternoon, so the questionin% this afternoon should begin
with him. Before we start, however, there are a number of items to
be placed in the record. Without objection, I offer them for the rec-
ord now. .

One is a statement from Senator Paul H. Douglas, vice chairman
of this committee, who was unable to attend.

Also, there is a letter from Representative John R. Schmidhauser
and a statement submitted by Representative George M. Rhodes.

(The material referred to follows:)

Preparep STATEMENT oF SEnaTor Pauvr H. DoucLas, or IrriNois,
Vice CrairmaN oF THE JoIiNT Economic CoMMITTEE

The action of the Federal Reserve Board in raising the interest
rate on time deposits and also lifting the rediscount rate to 415 per-
cent is unduly sudden and sharp, since the basic financial decisions
about Vietnam have not been made nor a tax program laid out.
Common courtesy as well as the need for coordinating monetary with
fiscal policy would seem to have called for the postponement of this
decision by the Federal Reserve until the budget message was sub-
mitted to Congress, but Chairman Martin and his supporters evi-
dently thought differently. )

Let us note in passing that wholesale prices in November were only

314 percent higher than in 1957-59. This is the lowest rate of in--

crease of any country in the Western World and ‘does not show any

187
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of the inflation which Mr. Martin fears and which he sees behind
every stump.

As a permanent policy I favor:

(1) Increasing the total supply of bank credit through open
market operations by the Federal Reserve Board at the same rate of
increase as the production of goods and services, thus Insuring a
stable price level. This increase in credit should neither exceed nor
fall below the real growth rate of the country.

(2) Instead of making big jumps in the rediscount rate, as the
Federal Reserve Board has done, a sounder principle would seem to
call for making the rediscount rate equal to the competitive short-
time rate on Government bonds. According to current conditions
this would be approximately 4.12 percent instead of the 4.50 percent
ordered by Mr. Martin and his followers. Just as President Truman
pegged the interest rate in 1950-51 at too low a level and disregarded
market forces on the down side, so Mr. Martin is pushing the interest
rate too high and disregarding market forces on the up side. Why
should we not let competitive market forces, to which Mr. Martin
seems to give verbal adherence from time to time, determine the re-
discount rate instead of having these decisions made by either
political politicians or monetary politicians?

(3) If there is an excess demand for rediscounting, then the Fed-
eral Reserve can fix a quota within the allowance for growth, and then
ration within this total the amounts given to individual applicants,
just as is done in the case of oversubscribed Government bond issues.

In short, Mr. Martin, in his zeal to raise interest rates has over-
stepped the limits of sound banking and of competitive forces.

Conaress oF THE UNITED STATES,
Housk or REPRESENTATIVES,
. Washington, D.C., December 9, 1965.
Hon. Wricar PaTMAN,
Longworth Building, U.S. House of Representatives.

Dear ConeressMan Patman: I was delighted to learn that the
Joint Economic Committee has scheduled open hearings into the
recent actions of the Board of Governors o¥ethe Federal Reserve
System. Unfortunately, I am committed to be in Towa during most
of this time, but I plan to have one of my staff members in attendance
during these sessions.

I would like to take this opportunity to commend you and the
members of the Joint Economic Committee for your prompt action
in holding these hearings into the decision of the Board of Gov-
ernors of the Federal Reserve to raise the discount rates. The effect
of this action could have disastrous consequences to the First District
of Iowa whose economy is dependent on a viable agricultural sector.
The people of the First District of Towa are most grateful to you for
your prompt action in this matter.

Sincerely,
JoHN R. SCHMIDHAUSER,
Congressman, First District of Iowa.
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SraremENT SupMITTED To JoinT Economic ComMrTTee BY CoN-
aressMAN Groree ‘M. RuopeEs Re Feperal REeserve Boarp’s De-
cisioN To Raise Discount Rate

Mr. Chairman, thank you for this opportunity to lend my support
to the necessary and vital work of your committee concerning the
recent action by the Federal Reserve Board.

I share with you the opinion that decision by the Board to raise the
Federal Reserve rate from 4 to 414 percent will have a detrimental
effect on the growth of our Nation’s economy.

There is ample evidence to support this contention. Among the
evidence is the narrow 4 to 3 margin on the Board itself. If we are
to better our record of 58 months of sustained prosperity we must.
diligently guard against the danger of imprudent fiscal -measures
which could bring on a recession. The raising of the discount rate
carries with it such danger.

Another. ill-effect which flows from the Federal Reserve. Board’s
decision is the increased cost to local communities to meet pressing
social needs. It is not a matter of conjecture or debate that this

. decision will make the building of schools, homes, and hospitals more

costly. The truth of this hard economic fact was brought home to
residents of my Sixth Congressional District last week only 2 days
after the Board made its decision. The Reading School District sold
$5.9 million worth of bonds on December 7 to build four new elemen-
tary schools. As a result of the Board’s action, the taxpayers in the -
school district will pay an additional $75,000 in interest over the life
of the bond issue. Multiply this instance by the number of school
districts in this country who are building to meet the needs of the
future and the costs of the increase are staggering.

It is my belief that it is possible to keep our prosperity going with-
out taking measures such as this which significantly increase the
costs of social progress.

_ Thank you, Mr. Chairman, for considering my views on this vital
issue.

Chairman Parman. Additional materials received will-be included
in the appendix to these hearings. These include: a telegram from Mr.

_ Walter P. Reuther, president, industrial union department, AFL~

CIO, together with a press release on a statement made by Mr. Georﬁe
Meany, president, AFL~CIO, and an article which appeared in the
United Auto Workers Washington Report.

Also, telegrams from the National Farmers Union, the Production
Credit Associations, the Cooperative League of the United States of
America, and the Rural Electric Cooperatives.

There is a letter. from the United States Savings & Loan League, -
offered for the record yesterday-by Senator Javits, and a statement -
from the National League of Insured Savings Associations.

In addition, I have a telegram here from the executive director of

. .the Midwest Electric Consumers Association and a statement from.our-

former colleague, the Honorable Jerry Voorhis.
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TESTIMONY OF HON. WILLIAM McCHESNEY MARTIN, CHAIRMAN,
FEDERAL RESERVE BOARD; ACCOMPANIED BY GOVERNORS C.
CANBY BALDERSTON (VICE CHAIRMAN), CHARLES N. SHEPARD-
SON, GEORGE W. MITCHELL, AND SHERMAN J. MAISEL—Resumed

Chairman Parman. Before yielding to Senator Miller, I hope you
will bear with me to make this one suggestion.

Mr. Martin, do you have with you a copy of the request that the
New York bank and the Chicago banks made to the Federal Reserve
Board for an increase in the interest rates ?

Mr. Marrin. I have no copy. It merely consists of a wire which
the Secretary can provide to you.

Chairman Parman. Would you get one of your staff to call for it
and have it up here in the next few minutes, please? I want to ask
you about it when it comes my turn.

Mr. MarTIN. We can get that.

Cl}llairma,n Parman. That will be fine. I will appreciate it very
much.

Mr. MarTin. Could I at the start, Mr. Patman, make a report on
your request of yesterday just to bring it up to date?

Chairman Parman. Yes, sir.

Mr. MarTIN. Your request for information on use of the discount
window. Wires were sent this morning to all Reserve banks asking for
information covering the year 1964 and the current year to date on the
number of banks using the discount window and the number and
amount of discounts advanced.

Replies are expected in another day or so.
be( Tables relating to foregoing were subsequently received and appear
below:

) Bo0ARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM,
OFFICE OF THE CHAIRMAN,
Washington, December 15, 1965.
Hon. WRIGHT PATMAN,
-Chairman, Joint Economic Committee,

-Congress of the United States,
Washington, D.C.

DeAr MR. CHAIRMAN : At the hearing before your committee on December 13,
1985, you requested the Board’s staff to update the information regarding the
number of banks accommodated and the number and amount of discounts and
advances made by Federal Reserve banks and branches previously furnished.

Accordingly, I am enclosing this data for the full year 1964, and for the year
1965 through November 30. '

Sincerely yours,
WM, McC. MARTIN, Jr.

Discounts and advances; average daily balance outstanding

{In millions}
Federal Reserve district 1961 1962 1963 1064 Jan. 1to

Nov. 30, 1965

Boston...... $4 $5 $7 $10 $17
New York. . 17 26 70 61 128
Philadelphia 4 3 7 [] 12
Cleveland..__ 5 4 15 8 14
Richmond. . 5 7 17 15 25
Atlanta_____ 5 6 16 28 37
Chicago. ... 20 24 49 kid 8
8t. Louis. ... 4 4 7 [} 13
Minneapolis. . ... .oooocco ... 2 1 1] 7 15
Kansas City. « cccecmeecmcavanan- 9 11 4 18 43
Dallas. 2 7 16 27 28
Ban Francisco. .. ccoeeoceacacoe- 2 [ 16 26 “
Total 79 104 249 289 472
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Discounts and advances

Banks ac-
commodated
Number Amount
Boston . 130 924 | $1,408, 625,000 -
New York 145 1,029 | 11,184, 580, 000
Buflalo._.. 31 219 501, 320, 000
Philadelphia. 112 653 862, 582, 000
Cleveland 37 181 565, 308, 000
Cincinnsti 19 74 191, 665, 000
Pittsburgh - 18 107 833, 205, 000
Richmond.___ 63 693 1,473, 715, 000
Baltimore. .. 21 187 326, 339, 900
-Charlotte._ 13 192 861, 400, 000
Atlanta. p 23 334 1, 799, 600, 000
Birmingham 5 9 13, 450, 0600
Jacksonville. . 2 188 497, 407, 000
Nashville. 4 93 442, 197, 000
New Orleans... 19 228 779, 410, 000
hi 138 920 5,982, 360, 000
Detroft...... 3] 41 484 5, 401, 485, 000
8t.Louis__......... 22 83 338, 840, 000
Little Rock ] 33 65, 080, 000
Loulsville 10 162 582, 798, 000
Memphis 7 49 161, 605, 000
Minneapolis. ... 63 209 761, 638, 000
Helena. .. 29 220 127, 039, 000
Kansas City. 48 2717 783, 625, 000
Denver_..... 26 180 23, 354, 000
Oklahoma Cjty. 46 410 946, 087, 000
Omsha. __ 61 389 , 368,000 °

Dallas_ . 32 272 2, 816, 604, 402
E) Paso 7 40 7,127, 000
Houston 7 60 519, 600, 000
San Antonio. 8 06 161, 335, 000
Ban Franci 8 334 2, 426, 925, 000
Los Angeles... - 5 85 1, 750, 750, 000

Portland. ... 5 127 , 350,
8alt Lake City... 4 4“4 160, 400, 000

Seattle. 4 39 , 260,
Total 1,243 9,722 | 48,551, 402; 392
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Discounts and advances, Jan. 1-Nov. 30, 1965

Discounts and advances
Banks ac-
commodated
Number Amount
Boston 100 727 | $2,208, 643, 000
New York 129 1,169 | 19,308, 770, 000
Buffalo 27 242 2, 173, 396, 000
Philadelphia 106 625 1, 956, 089, 000
Cleveland . 21 140 910, 380, 000
Cincinnati.. 15 90 438, 060, 000
Pittsburgh 15 79 749, 465, 000
Richmond.. 64 719 2, 064, 660, 667
Baltimore..... . 16 214 1, 956, 000
Charlotte 13 146 877, 205, 000
Atlanta 16 251 1, 519, 108, 000
Birmingham 5 13 32, 670, 000
Jacksonville_ 25 184 227, 344, 900
Nashville_ 7 178 1, 085, 170, 000
New Orleans 26 375 1, 728, 665, 000
Chicago.____ 123 1,029 7, 856, 366, 000
Detroit. 281 2, 386, 160, 000
8t. Louis. .. 14 104 573, 753, 000
Little Rock 6 56 69, 680, 000
Louisville (] 170 618, 600, 000
Memphis 6 128 733, 740, 000
Minneapolis. 67 436 1, 661, 201, 000
Helena 27 254 191, 425, 000
Kansas City 43 415 1, 701, 393, 000
Denver. 29 292 938, 036, 000
Oklahoma City 38 444 2, 156, 568, 000
Omaha._._ 65 586 1, 257, 768, 000
allas. . 23 200 2, 120, 306, 858
El Paso 7 21 18, 800, 000
Houston 6 50 610, 133, 000
8an Antonio 8 38 . 62,115,000
8an Franct 7 157 1, 848, 000, 000
Los Angeles 4 114 318, 500, 000
Portland.... 6 103 719, 975, 000
8alt Lake City 5 77 338, 700, 000
Beattle 3 ks 996, 700, 000
Total. 1,122 10,184 | 67,749, 692,225
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Number of banks accommodated, 1964, by month

January | February March April May June July August | September| October | November | December
Bost, 32 37 45 42 57 54 33 34 22 32 43 38
53 56 69 64 70 51 53 51 44 36 50 43
15 9 13 10 12 8 12 13 5 7 12
36 45 47 40 43 36 37 29 32 20 21 31
14 14 13 13 15 13 13 12 5 7 4 4
3 8 7 7 7 5 4 4 3 1 2 1
Pittsburgh 11 10 5 5 5 6 5 5 4 5 5
Richmond...ccecrcamicaaen- 21 26 26 32 39 28 2 30 24 25 21 18
. Baltimore. 8 12 10 4 7 9 6 10 8 7 ]
2 8 9 11 10 8 7 6 7 4 7 3
[} 7 7 10 7 7 10 7 13 9 9 ]
) 3 P, b'2% P —, 2 . | SN 2 1
[ [] 2 2 [} 8 [] 12 14 12 9 8
2 1 2 3 4 1 1 1 1 2 2 1
3 5 7 5 [:] 8 8 10 9 11 9 5
48 51 49 51 57 43 43 39 44 38 27 40
13 12 15 18 21 13 17 16 10 14 14 14
8 8 2 7 10 4 44 3 4 (] 1] 2
2 2 2 1 ) O PO 1 1 3 2 2 1
3 4 2 5 5 3 5 8 1 5 [ 3 PO
1 3 ) N SO, 1 2 3 3 6 6 3 2
17 9 13 15 19 17 18 17 9 9 18 13
9 6 10 13 13 8 12 11 7 12 7 1
12 7 15 18 17 17 11 9 8 15 12 11
Denver__.._... 7 [] 7 ] 12 11 9 11 8 9 12 8
Oklahoma City.... 18 18 17 14 26 18 13 7 11 14 18 17
Omaha 20 18 18 26 22 28 29 22 17 11 16 10
Dallas__.. .8 7 7 13 15 16 13 13 12 7 7 []
El Paso. 2 1 2 1 3 4 2 ‘4 1 1 ) U (RO
3 1 2 1 1 1 5 3 2 1 4 3
1 3 1 1 5 3 3 2 2 2 3 1
3 4 3 5 [] 2 4 6 (] [} 4 (]
3 2 2 3 2 1 1 3 2 3 2 3
2 3 4 4 3 3 4 4 2 3 4 3
1 1 1 3 3 | 1 1 1 2 2 2
1 1 1 3 1 2 1 2 b3 IR 3 2
Total. ceceacaamcccnns 390 410 434 463 528 433 425 402 352 344 369 322
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DISCOUNTS AND ADVANCES

Number of D's and A’s; by month, 1964

P61

January | February March April May June July August | September | October | November | December
57 68 76 0l | 133 113 61 69 46 52 77 83
90 82 111 85 108 90 91 91 67 65 89 82
36 18 a3 16 14 9 20 23 10 12 19 9
67 66 63 70 v 66 63 37 35 31 35 43
24 18 15 19 20 15 28 16 4 12 ] 5

3 12 5 9 14 [ 4 12 2 1 2 1
18 12 7 10 10 8 10 7 8 5 5 7
55 63 62 58 101 58 55 89 39 59 59 25
23 21 21 18 13 12 10 10 p] 12 15 10
10 31 32 24 17 21 10 15 10 8 9 5
23 21 33 22 28 31 34 22 36 24 37 23

b3 3 PO 3 - . - 2 1
17 14 3 5 12 15 14 26 25 19 16

2 12 10 12 14 15 1 3 1 5 (] 12

5 12 12 12 30 24 18 29 26 33 19 11
89 88 83 70 81 78 84 73 83 63 52 76
23 23 20 36 49 42 59 47 40 4 53 48
12 (] 5 1 14 5 4 4 5 7 5 5

3 8 5 1 ) 1 P 1 3 4 2 3 2

] ] 8 19 24 21 20 26 10 1 | I FR———

1 3 ) B O, 3 3 3 5 12 12 4 2
25 1 19 18 33 33 37 37 13 16 33 24
25 18 18 25 28 13 26 20 9 28 11 1
30 19 36 30 23 28 15 13 15 24 27 17

8 10 14 17 27 18 12 12 10 21 16 15
42 35 31 20 64 35 30 22 23 28 38 33
32 24 29 40 42 51 50 35 26 18 23 19
16 13 32 32 29 35 25 28 29 13 13 7

3 1 [ 3 7 7 5 6 1 1 ) 3N ST

8 2 2 1 1 1 18 5 (] 4 1 3

3 3 3 2 24 15 8 5 12 14 6 1

9 12 7 9 26 13 9 22 52 62 58 85

9 10 5 4 5 8 8 168 8 4 4 []

7 11 5 [ 20 8 11 22 6 10 12 9

[ 4 1 3 13 1 5 1 2 2 4 3

4 1 1 4 1 2 4 13 k3 DI, 3 3

Total . ccoecaaeaes 793 756 811 813 1,113 904 840 828 700 728 785 642
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DISCOUNTS AND ADVANCES

Amount, 196}; by month

{In thousands}]

January | February March April May June July August | September | October | November December
Boston. .- oo oaieaaas ,530 | . $41,150 $97, 575 $95, 412 $157, 196 $212, 526 $80, 960 $70, 116 $81, 725 3 $130, 075 $337, 775
New York.. 927,105 | 1,259, 570 724, 950 438, 250 643,365 | 1,143,320 962, 485 615, 150 738,190 927,400 | 1,936,210 868, 585
Buffalo. 31,265 13,775 129, 015 61, 445 41, 205 10, 485 18, 880 61, 340 16,375 22,7 52, 610 42,225
Philadelphia._ 38,945 49, 657 36, 605 148, 980 83,190 15, 940 46,075 26, 560 82,970 53,020 224, 360 , 280
Cleveland..... 82, 415 30, 065 96,775 45,972 14, 627 8,074 40, 512 63, 242 11, 760 54,527 85, 537 31,800
Cincinnati_. 1, 850 11,740 5,475 7,200 57, 450 23, 200 7,700 60, 700 11, 000 7 4,700 150
Pittsburgh_. 186, 705 112,100 59,125 91, 150 20, 300 12, 550 42, 800 126,125 59,275 22, 850 75,225 25, 000
Richmond.... 128, 415 108, 746 55, 006 56, 005 164, 633 85, 695 64, 170 57,890 104, 370 280, 570 341,585 |. , 630
Baltimore. 6, 830 39, 360 81, 535 55,874 20, 500° 6, 885 3,850 1, 550 23, 1 , 3 49, 900 8, 655
Charlotte. 15, 300 82, 3 b4, 650 64, 850 130, 350 17, 550 166, 300 94,100 71, 500 16, 475 , 325
Atlanta. ... 133, 250 103, 350 183,976 129, 386 1186, 008 220,076 271,925 110, 660 108, 410 143, 450 216, 410 62, 700
Birmingham. .o cccenoofuuiiacanao- 5,500 fomococneaaan 1200} . R+ T N PR DU ISR 300 50
Jacksonville_ 78, 650 , 13,070 19, 700 35, 300 49, 450 37,625 57,200 75, 692 26, 742 20, 354 34,624
3,750 82, 000 , 050 42, 250 71, 650 69, 251 600 10, 146 300 19, 150 23, 650 8,
1,800 8,1 25, 100 20, 800 187, 200 79, 950 63, 700 90, 560 80, 850 126, 550 71,700 23, 100
494,855 818,715 | 1,169,130 317, 650 174, 030 241, 850 377, 600 306, 150 493, 265 502, 170 394,930 692, 065
68, 138, 095 104, 225 214,100 258, 275 441, 625 980, 665 669, 500 555, 000 573, 200 621, 600 776,225
120, 100 8,275 4, 15, 050 22, 960 13,125 2,750 56, 800 19, 450 21, 350 36, 050 8,900
650 27,200 2,250 200 200 |-t 2,900 8, 450 10, 800 , 760 5,680 4,000
59, 400 , 17,100 74,000 79,750 78,800 104, 750 77, 650 33, 900 17,400 |ooomucnnoas
6, 000 15,700 , 000 | e 600 , 900 , 800 23,020 29, 7856 40, 800 22,300 2,700
9,075 3,425 76, 150 25, 010 67,285 29, 650 39, 309 100, 784 45, 000 77,325 199, 825 88, 800
, 600 14, 500 8, 500 13,100 9, 835 7,700 19, 200 , 849 4, 450 15, 480 , 825 100
67, 605 65, 760 100, 021 60, 629 36, 949 21, 252 17,690 51, 580 98, 690 137,924 81,920 3
, 500 17,800 30, 700 62,656 67,473 18,915 18, 025 20, 275 14, 605 29, 465 17,285 16, 655
97, 600 87,800 , 300 47, 525 110, 412 95, 760 104, 550 83, 320 47,840 66, 026 107, 230 , 724
8,745 23, 080 7,415 36, 050 18, 200 45, 335 29, 9 16, 270 , 032 53,830 15, 298 46, 170
472,900 143, 653 215,174 255, 608 110, 457 272,474 262, 395 , 833 434, 847 105,171 151, 200 82,892
750 10 2,800 1,700 4,21 1 1,455 2,990 4 100 300 [onccecocoaae
98, 700 400 10, 200 8, 000 2 3 67, 900 18, 500 51,000 75, 000 169, 200 20, 200
8, 400 3, 550 1,250 7, 43,040 24, 550 27, 500 , 927 12, 768 15, 600 10, 760 1, 000
160, 500 138, 000 60, 000 93, 800 282,700 136, 500 129, 300 183, 400 162, 800 503, 350 304, 800 271,775
188, 250 348, 000 34, 500 3 84, 000 98, 500 78, 500 419, 500 213, 000 88, 5 51, 000 , 000
47, 500 41, 250 10, 400 13, 800 148, 800 43,700 1, 134,100 11, 500 41, 300 54,700 7,700
15, 000 14, 500 5, 000 9, 600 52, 000 4,000 22, 800 8 5, Of 10, 500 , 2 15, 000
..... , 000 7, 12, 000 54,750 500 14, 000 64, 000 244, 000 X e 21, 000 47,000
............. 3,602,505 | 3,018,516 | 3,550,371 | 2,664,402 | 3,247,320 | 3,068,410 | 4,097,466 | 4,259,137 | 3,763,260 | 4,232 433 | 5,642,582 3, 905, 910
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D18COUNTS AND ADVANCES
Number of banks accommodated, Jan. 1-Nov. 30, 1965 ; by month

January | February March Aprll May June July August | September| October | November

BOStON .« e 25 31 37 36 47 45 28 32 25 22 21
New York 49 39 60 50 49 48 49 60 49 39 49
Buffalo. - 7 [] 10 11 9 8 12 11 4 5 1n
Philadelphia. 30 37 37 32 41 41 30 36 30 19 22
Cleveland. ..., 5 9 [) 11 9 8 [ i1 10 3 4
2 3 ] 5 (] (] 6 5 4 5 3

3 3 1 [:] 4 3 4 3 6 3 8

20 19 19 27 31 28 34 33 26 17 28

9 6 8 7 ] 7 7 10 8 5 9

3 4 6 4 5 9 7 8 6 5 7

7 9 [ 8 5 6 (] [ 7 4 []

- ) 3 PO 1 1 2 R B 1 1 2

[] 13 8 5 7 9 11 13 10 7 9

2 3 3 4 3 3 3 5 2 4 5

8 8 9 7 14 15 12 13 17 10 11

coen 39 44 47 39 42 44 60 45 49 48 37

Detroit. . 9 11 10 14 15 1 16 9 13 15 22

t. Louis. . 2 ] 4 5 7 4 4 4 3 4 4
Little Rock. - 2 ) N PO, 1 1 2 3 4 1 2
Louisville. PP B 2 2 4 5 5 4 ] 2 5 6

3 3 2 2 2 3 4 [} 4 3

11 17 12 14 22 22 28 24 18 23 24
8 8 12 12 15 12 156 13 13 [} 10
8 14 11 8 22 16 12 12 11 14 18
11 8 6 5 15 13 12 15 9 7 9

1 15 12 13 19 15 12 13 11 14 " 15

maha. _ — 14 19 19 19 24 36 32 28 26 19 19

e mmastsccsacamnnnen———. - 2 7 9 8 10 13 12 9 12 7 5

) o) B o S 2 2 2 | eemamaeees 2 2 1 b PO,
Houston.... 1 2 2 2 1 1 1 4 4 4 -3
San Antonio. oo ooooeo e, o 1 1 4 2 5 4 1 3 2 1 1
8an Francisco... 4 4 3 4 5 4 4 3 3 4 2
Lo0S ANgeles. cceenneceeemveenanans 2 3 1 2 2 3 3 3 3 2 3
Portland . ..o 3 2 2 3 4 2 [ 5 4 2 4
Salt Lake City. . ——— - 1 3 4 4 4 4 3 3 1 4
122177 . MU PR, 2 1 2 3 2 3 2 3 2 3

j X117 PN 300 357 382 378 465 450 438 455 405 334 383
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XDIT0d DINONOOH ANV HTAYIASTY TVIIqUA




D18COUNTS AND ADVANCES

Number of D's and A's, Jan. 1-Nov. 30, 1965 ; by month

January | February March April May June July August | September{ October { November
Boston._.... 43 52 89 131 100 48 61 38 37 40
New York a——— 85 75 141 103 101 94 132 1565 96 89 a8
Buffalo..._.. 13 10 23 38 38 28 24 28 12 14 14
Philadelphia__ .ol 46 63 58 b5 77 58 57 87 57 28 -39
Cleveland. . . [} 16 - 19 25 15 10 7 21 12 4 5
Cineinnati o oo oo oo oo 2 4 [} 13 14 11 15 10 5 5 5
Pittsburgh 7 7 3 11 9 8 (] 4 13 4 7
Richmond. -.. 34 40 59 83 88 69 66 67 59 80 74
Baltimore ...l 156 14 18 18 32 36 12 20 13 15 23
Charlotte 5 13 14 10 13 18 18 19 9 12 17
Atlanta._..... - 14 24 19 31 20 8 11 17 18 20 40
Birmingham — . 1 2 1 2 2 2 3
Jacksonville_ _ueovemnaiominnnen 9 20 13 8 15 16 17 4 22 21 19
Nashville 4 10 11 26 31 20 17 21 1 9 18
New Orleans. 12 24 43 36 56 56 20 28 42 26 32
Chicago... - 64 83 102 84 98 105 13 94 112 99 77
Detroit. - 17 13 15 23 19 26 36 18 33 41 40
8t. Louis. _ 5 8 [ 7 22 12 11 14 5 7 7
Little Rock.__.... [ : 1 P—— 2 2 2 17 9 [} 10
Loulsville...ccomooceiomccciccacca|eeeee 9 4 29 19 21 11 3l 5 16 25
Mempbhis 9 4 12 13 12 7 9 12 19 31
Minneapolis. 18 45 30 32 47 42 86 55 26 35 41
19 11 18 45 37 20 37 27 17 8 15
17 29 34 16 54 52 31 28 45 52 57
16 12 7 13 41 41 47 36 20 31 28
20 29 27 30 50 53 45 53 37 46 54
27 33 4 68 68 79 89 57 40 34 47
2 16 18 21 28 29 24 21 20 18 5
- 3 4 b YR 4 3 2 - 3] PO
3 [} 8 8 1 1 1 [} 4 8 5
San Antonio. 3 7 [ 2 5 (] 1 4 2 -1 1
8an Francisco. ..o ... 35 [} 7 10 21 15 20 14 11 14 4
Los Angeles i 2 11 25 17 18 19 7 4 4
Port 3 2 4 20 17 23 14 4 4 (]
Salt 1 3 11 12 15 7 7 5 2 14
eattle 2 3 g 5 9 15 9 12 8 5
Total._. - 550 705 859 987 1,237 1,126 1,056 1,008 837 820 910
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DISCOUNTS AND ADVANCES
Amount, Jan. 1-Nov. 80, 1965; by month

{In thousands]
January | February March April May June July August | S8eptember| October | November
Boston $275, 258 $137, 340 $337,015 $353, 830 $242, 550 $156, 520 $188, 405 $164, $04, 690 $45, 640 $206, 815
New York 2,146,250 | 1,407,250 | 2,653,235 | 1,360,460 482,520 | 2,687,025 ,064,630 | 2,397,730 | 1,527,200 977,400 1,615,070
Buffalo._ 43,2 28, 850 95, 260 3386, 500 541, 660 640, 200 110, 141 153, 845 13, 000 81,060 20, 630
Philadelphia 63, 926 108, 652 195, 560 97, 850 182, 727 182, 740 297, 795 262, 350 166, 285 146, 450 311,975
Cleveland 9, 950 84, 806 190, 300 142, 731 165, 300 59, 500 16,078 , 702 85,480 42, 625 59, 900
Cinct 1 2, 500 7,100 20, 400 109, 300 51,360 62, 200 87,200 71, 900 , 200 13, 5,700
Pittsburgh —— 216, 500 332, 575 16, 000 109, 750 21, 500 12, 600 12, 940 4,200 12,100 1, 10, 300
Richmond - 44, 506 106, 750 126, 500 264, 000 159, 045 139, 735 06, 280 164, 838 193, 725 500, 425 268, 857
Baltimore 41,645 128, 900 45, 350 118,140 222, 500 322,121 80, 200 90, 480 48,230 116,000 83,300
Charlotte. 58, 000 85, 420 143,175 45, 490 91, 300 57,900 69, 125 91,335 , 000 81,250 76, 300
Atlanta . 64, 525 76, 600 131,279 156, 744 211, 668 204, 805 27,345 56, 550 103, 242 160, 750 325, 300
Birmingh. 100 feweooooooo_- 200 100 .11 0 [RSRITY ORI 12, 620 3 9,
Jacksonville.. .. .. __.________. 25,874 60,374 16, 307 8, 825 13,325 17,300 14, 100 18, 690 21, 500 10, 350 11, 700
Nashville . . ____ ... 5,150 350 195, 300 3 121, 160 125, 800 1186, 095 68, 100 9,375 97,350
. New Orleans - 36, 300 155, 400 261, 460 279,200 372, 600 247, 950 50, 350 24, 676 114, 400 63, 800 122, 540
Chicago 424,235 657, 825 622, 598 608, 420 520, 260 662, 810 725,125 723,270 | 1,059,515 | 1,247,875 604, 436
Detroit. 164,475 43,240 64, 650 228, 400 56, 965 355, 600 277,078 9, 440, 10, 850 214, 675
8t. Louis R )y 39,950 3, 17,090 96, 818 53,217 91, 129 105, 189 60, 300 35,345 6, 225
12,200 6,500 ...oo__._._. 3, 2, 850 2,200 16, 350 8,810 8,000 11,170
21,050 9, 750 63, 650 63, 000 88, 750 22,250 101, 050 5, 800 71,800 193, 600
17, 100 87, 900 79, 200 55, 200 9, 11, 4 , 200 115, 150 285,890
289, 505 163, 825 248, 650 145, 007 79, 825 171,416 67,400 136, 875 96, 145, 525
5 12,375 33, 550 30, 995 13, 840 , 950 14,675 9, 640 4, , 500
259, 295 377,924 , 834 226, 912 118, 140 31, 554 61, 950 110, 870 77,464 172,200
Denver. . oo eiccccaamiao 40, 150 3 7,875 53,350 175,088 119, 690 169, 565 80, 725 50, 276 128, 660 106, 007
Oklahoma City..ooccmeocmcaaaaao . 37,375 72,236 64, 382 92, 720 167, 301 312,430 198, 391 358,097 352,420 234, 301 266, 825
Omaha. . : 49, 490 75, 380 202, 760 187, 269 144, 765 210, 599 50, 830 25,995 74, 300 116, 480
Dallas._. 25, 100 203, 745 226, 358 157,894 , 20: 454,019 317,451 69, 580 83,176 87,814 51,
El Pas0. e e frmcm e mmccccfeem e , 600 A 760 Jumeeoaaeas 8,600 1, 650 700 1,600 |omeeeao___
Houston . 57,000 94, 200 158, 700 145, 300 300 300 5,000 11,283 10, 450 74, 300 53, 300
8an Antondo ..o o ... 2, 700 6,015 23, 800 700 2,350 3,300 100 2,050 , 600 5, , 000
San Francisco 231, 300 130, 300 31, 000 105, 400 99, 300 118, 300 321,900 223, 278, 000 200,000 111,000
Los Angeles. 129, 000 110, 100 19, 500 566, 500 817,500 | - 630, 500 678,200 § 1,138,000 117, 100 ) , 100
Portland 4,700 22,200 3, 100 24,750 163, 700 133, 000 187, 300 102, 775 15, 550 25, 300 37,600
Balt Lake CitY . cceoeeaeamcncvmeccmmac]mmemecans 4,000 17,450 70, 500 58,250 67,000 28, 300 17, 19,000 2, 500 84, 200
21532 41 TN P 21, 500 87,000 208, 500 26, 500 173, 500 179, 000 101, 500 116, 000 57,000 28, 200
Total 4,498,842 | 4,900,718 | 6,282,485 | 6,622,088 | 6,326,522 | 8,445,032 | 6,903,781 ; 7,179,244 | 5,581,660 | 5,155,274 | 5,853,138
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Now your request for information on outstanding CD’s, I have here
two tables which I will be glad to submit for the record.

‘Chairman Parman. Fine.

(The tables follow:)

MATURITY DISTRIBUTION OF OUTSTANDING NEGOTIABLE .TIME CERTIFICATES OF
DEPOSIT

This release summarizes the results of the quarterly survey of the maturity
structure of negotiablé time certificates of deposit outstanding in denominations
of $100,000 or more as of the November 17 survey date. ‘Of the 344 weekly re-
porting member banks surveyed, 245 reported these large denomination certifi-
cates outstanding for a total of $16.4 billion. At the time of the previous survey
in August, 249 banks reported $16 billion outstanding. :

Nearly three-fourths of these, or $12.2 billion, mature during a 4-month period
ending March 1966. The largest monthly total, $3.5 billion, will mature during
December when corporate needs for funds for tax and dividend payments will
be heavy. The approximate average maturity of outstanding CD’s as of the
November 17 survey date is 3.4 months compared to a 3.9 average at the time of
the August survey.

Outstanding negotiable time certificates of deposit, weekly reporting member
banks, Nov. 17, 1965

Period of maturity In millions | Percentage | Cumulative
of dollars | distribution | percentage

987.0 6.0 6.0

3,502.3 21,4 27.4

3,430.7 21.0 48.4

2,297.6 14.0 62.3

1,083.2 12,1 74.5

1,214.5 | 7.4 82.2

662. 4 4.1 86.0

458.8 2.8 88.8

403. 4 2.5 91.3

240.9 1.5 2.7

350. 4 2.1 094.9

172.4 11 95.9

120.7 .7 96.7

643.8 3.3 100.0

Total.. . e e - 16,367.6 100.0 oo ol

t Includes $219,000,000 maturing on Dec. 10 and $945,000,000 on Dec. 15. -




Maturity distribution of outstanding negoti'able time certificates of deposit by size of bank !
{Amounts in millions of dollars, as of Nov. 17, 1965) ’

Total deposits of bank 2
Period of maturity Total Cumulative
Under  {$100,000,000 to{$200,000,000 to!$500,000,000 to| $1,000,000,000 total
$100,000,000 | $200,000,000 | $500,000,000 |$1,000,000,000f or more
1965—Nov. 18 to 30. 8.7 10.9 126.8 137.7 604.2 987.0 887.0
December. 38.8 80.0 429.9 560.8 2,392.8 8,802.3 4,480.3
1866—January - 25.3 64.9 318.4 470.3 2,551.8 3,430.7 7,920.0
February. 17.3 33.8 1913 258.3 1,701.9 2,207.6 10,217.6
March 24.9 31.8 201.1 48,1 1,477.5 1,083.2 12, 200. 8
April 18.8 36.3 119.5 221.4 818.7 1,214.8 13,415.3
ay. c——— 12.4 18.9 69.0 135.3 426.8 662, 4 14,077.7
June 9.0 17.7 97.0 83.0 262.1 458.8 14,536.5
July 7.0 16.3 49,0 72.5 258,68 403. 4 14,939.9
August . 3.5 7.3 28,3 38.5 183.3 240.9 15,180.8
September. ceae 6.9 6.6 43,1 34.8 259.0 350, 4 15, 531. 2
October. . 2.5 5.1 35.8 29.8 99.2 172.4 15,703.6
November....... 2.7 5.8 15.0 17.0 80,2 ) 3
December or later........ 7.8 23.5 86.1 63.5 362.4 .8
Total . 185.4 872.7 1,810.0 2,371.0 11,628.5
Due on:
Dec. 10. .2 7.5 21.2 86.8 152.8
Dee. 15..... 8.3 2.6 51.3 1101 772.8
Number of banks reporting. 85 52 67 41 30

1 Includes only negotiable certificates in denominations of $100,000 or more outstanding at weekly reporting member banks,
% As reported in the call report of conditjon of June 30, 1964, i ’
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Mr. MartiN. On Senator Javits’ request for comments on the in-
creased interest costs that may result from the Board’s recent actions,
a staff paper has been assigned and it will probably be at least a week
before an adequate reply is possible. (See p. 66.)

Mr. Reuss’ request for an answer to the question as to why reserve
requirement on time deposits should not be either eliminated or raised,
a staff paper on this has been assigned also, and we hope to have it
completed in a little over a week. %rgee P- 590, volume 2.)

Chairman Parman. They will be furnished promptly, I assume,
when they are ready.

Representative Corris. Mr. Chairman?

Chairman Parman. Mr. Curtis. :

Representative Curris. I have a statement which I have released
to the press that I would like to have placed in the record. It involves
a procedural question, one that we raised yesterday about the appear-
ance of witnesses from the Johnson administraton. At the same time,
I would like to make sure of one point. I say in this release that while
the administration has been invited to appear, it is true, is it not, Mr.
l(llha,i?mmn, that we formally invited the administration to appear

ere

Chairman ParmaN. Not to my knowledge.

hRe;;resentative Curtis. Even though the minority had requested
them ¢ . p
Chairman Parman. There was no motion made to have it done.

- That was just the request of Senator Javits.

Representative Courris. I am informed that at the staff level the
administration witnesses were invited.

Chairman Patman. I would know it if they were, and they were
not. , -

Representative Curtis. Let us clarify this.

Chairman Patman. The clarification is that I have not conferred
v;li:h the President or anyone connected with the administration about
that. :

Representative Curris. How did we invite the Federal Reserve
Board, may I ask? '

Chairman Parman. We just requested them to come.

. Representative Cortis. Didn’t we do a similar thing to the Secre-
tary of the Treasury and Council of Economic Advisersg' o
airman Patman. No, we did not.

Representative Corris. I am shocked, because how in the name of
Heaven—the basis for our consent to these hearings, Mr. Chairman,
as you are well aware, was that we were going to have witnesses from
all sides. We thought this was very desirable. '

Chairman PatmMaN. We will pass on that as soon as we get through
with Mr. Martin. '

Representative Curtis. No. This is before us now because the
chairman assured us that this would be so. - '

Chairman Parman. No; you are mistaken about that.

When we get through with the Board, we will then decide where we
go from there. If you want administration witnesses, we will ask
they be sent. -

Representative Curris. Did the gentleman listen to the statement
that was read by Senator Javits yesterday, on behalf of six minority

64-292 O-66-pt. 1—14
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members? We suggested at that time that the hearings not even pro-
ceed unless the administration witnesses were to come before us. We
had been assured by the staff that this had been done. This is in ac-
cordance with the understanding that we had with the chairman when
we agreed to hold these hearings in the first place. Of course the
administration witnesses should appear.

Chairman Patman. The latter part, I disagree with. I suggest you
consult the record at the point where I discussed this with Senator
Javits.

Representative Curris. The point is this. On December 12 Secre-
tary of the Treasury Fowler renewed administration criticism of the
Board before a closed meeting in New York. The Chairman of the
Council of Economic Advisers in a full-length article in the Wall
Street Journal of December 13, yesterday, criticized the Board, and
goes into this subject. Yet they do not avail themselves of a forum
where they can make these statements under cross-examination by
those who might disagree with them or those who might wish to de-
velop this.

I think this is a grave dereliction on the part of the administration,
I must say, and of our committee if we have not invited them.

Chairman Parman. Let me make a suggestion, Mr. Curtis. I have
no desire to keep the minority from having anyone invited that the
minority wants to invite. I am perfectly willing to sit here as long as
necessary, but we realized this was just before Christmas holiday
period. It is just a question of how long this committee wants to sit.

Now when we get through with the Board—which should be this
afternoon—then we will decide the other questions. If the committee
wants administration witnesses, we will call on them to appear at a
certain time. (See p. 305, this volume, for results of executive session
held by committee to resolve this question.)

Representative Curris. For Heaven’s sake, the administration is
the one that has been doing the criticizing. To me it is shocking, and
I wonder if my Democrat colleagues on this committee agree with
this— :

Chairman ParmaN. Would you like that in the record ?

Representative Cortis. Yes.

Chairman Parman. Without objection, it is so ordered.

(The press release follows:)

STATEMENT OF CONGRESSMAN CURTIS AT THE JOINT EcoNoMI1c COMMITTEE SECOND -

DAY oF HEARINGS ON THE FEDERAL RESERVE BOARD ACTION To.INCREASE THE
D1scouNT RATE

CONGRESSMAN CURTIS ASKS JOHNSON ADMINISTRATION TO RECONSIDER AND HAVE
WITNESSES APPEAR AT JOINT ECONOMIC COMMITTEE FINANCIAL POLICY HEARING

Yesterday the Republican members of this committee asked that witnesses
from the Johnson administration appear before us to- give their views on the
recent increase in the discount rate and its likely effects on the economy.. While
the administration had been invited to appear, they choose not.to express them-
selves before the Joint Economic Committee and in the appropriate context of
these hearings. What they have done instead is engage in guerrilla: sniping at
the Federal Reserve Board.

‘While avoiding a full and open confrontation that would clear the air, lead-
ing members of the administration within recent days have chosen privileged
sanctuaries from which to attack the Board’s action.
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On December 12, Secretary of the Treasury Fowler renewed administration

-eriticism of the Board’s action in a speech before a closed meeting in Croton- -

ville, N.Y., where he said that a more restrictive monetary policy would not
help to stem the flow of dollars abroad. :

The Chairman of the Council of Economic Advisers, in a full length article
from the safety of the editorial page of the Wall Street Journal on December
13, criticized the Board by stating that uncertainties in the economy ‘“cannot be
treated as facts requiring action today.” :

I believe that the administration owes it to the American people to come be-
fore the Congress, which is the appropriate forum to make its views known and
where rebuttals can be heard. A frank and open confrontation between the
interested parties would be far better for the economy than the avoidance of
open debate which the administration apparently prefers.

Representative Curtts. I wonder if my Democratic colleagues are
aware that this procedure was followed and the administration wit-
nesses were not invited to testify? '

Chairman Parman. They are certainly welcome to comment.

Representative Curtis. I 'see they are silent. But I think their opin-

" jon should be on the public record.

Chairman Parman. That is up to them.

Representative Curtis. I know it. Iam waiting to hear.

Representative Reuss. What is the question ¢

Chairman Parman. Senator Miller 1s recognized.

. Senator Mirrer. 1 notice we have scheduled some witnesses for
Wednesday and Thursday.

Chairman Parman. Yes, sir.

Senator MiLLer. It had been my understanding that there would
be requests made for administration witnesses to appear. I don’t
lfm-ow who invited these other witnesses outside of the Board be-
ore us.

Chairman Parman. That was the agreement that Senator Javits
and I had. He consulted with Mr. Curtis, the ranking minority mem- -
ber on the House side. The agreement was that we would balance up
the other witnesses, half Republican and half Democrat. I thought
this would be a very fine way to do it. That is the only understand-
ing we have had. That understanding has been carried out.

I have no desire to keep anyone from testifying. I will stay here
as long as any member wants to have anybody testify and ask
questions.

Senator MrLer. Mr. Chairman, may I say in response, I appreciate
the agreement worked out on the other witnesses, but I have been under
the impression that at least an invitation would be extended to the
Council of Economic Advisers and the Secretary of the Treasury. I
would hope that the chairman would see fit to do that.

‘Whether they want to come here or not is another thing, but I think
we would all derive a great deal of benefit if we could have their views.

Chairman Parman. Tomorrow afternoon we have a period of time
when we can hear witnesses, also the next afternoon without inter-
fering with the week’s program. If it can be worked out that way, it
will be worked out.

Representative WmNaLL. Mr. Chairman, I would like to speak to
that point also.

When I first had knowledge of the proposed hearings in this con-
nection, I asked through staff whether or not the administration was
being invited. I was told through staff that the administration was
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being advised they would be welcome; that we would like to have
" their testimony. I understood that an approach had been made.

In the words of Mr. Maisel the other day, there was probably a ter-
rible lack of communication, so far as the committee is concerned, and
the administration, because my complete understanding was that the
invitation was out and that the administration had informally let it
be known that they would prefer to testify in January when they
had budget figures, and they could come in with more solid figures.

I think that a lot. of us who are here today are here under a mis-
conception as to who has been invited to appear before this hearing.

Chairman Parman. Well, that misconception could be corrected
rather quickly, I assume, if someone from the administration wanted
to testify. So let us proceed as we have expected to this afternoon
and kind of play it by ear and see if we cannot adjust all those things.

Senator Miller ?

Senator MiLLer. Thank you, Mr. Chairman.

Gentlemen, in today’s Wall Street Journal on the editorial page ap-
pears an article entitled “Monetary Restraint Can Extend Expan-
sion,” by Raymond Saulnier.

I don’t know whether any of you have read the article. I would ask
consent to have this placed in the record at this point, Mr. Chairman..

Chairman Parman. Without objection, it is so ordered. :

(Thearticle follows:)

[From the Wall Street Journal, Dec. 14, 1965]
MONETARY RESTRAINT CAN EXTEND EXPANSION
(By Raymond J. Saulnier)

There are a good many ways in which an economy can get out of balance, but
I propose to comment on only one: The rate at which the volume of credit and
the money supply is expanding.

To begin with, commercial banks’ loans to business have increased 20 percent
in the past 12 months. Just how exceptional this is can be judged from the
fact that in 1962 through 1964 the increases were only 7 to 10 percent a year and
in the 10-year period ending in 1961 they averaged only 4.5 percent a year.

Increases in consumer installment borrowing have been almost as large—a rise
of nearly 13 percent was registered in the 12 months ending September 1965. In
this case, we-are in the fourth year of exceptionally large increases: In the 3
years 1962 through 1964 (December to December) annual increases ranged be-
tween 10 and 12 percent.

Now, these are large increases in the use of specific types of credit, but it
would be dangerous to jump from them to conclusions as to what is happening to
the total of all debt in the economy, especially since we know that the large in-
creases in borrowing by businesses and consumers have not been matched by
similar increases in mortgage debt. What we need is an estimate of what the
increase will be in 1965 in overall indebtedness. It would be convenient to have
an up-to-date estimate of this but there is none. However, there are pieces of
evidence on which one can hazard a guess, and based on these it 1ooks as if there
will be an increase of close to 10 percent in 1965 in total private debt and
around 8 percent in the total of public and private debt combined.

PRECEDENTS OFFER NO COMFORT

There is not a great deal of comfort to be drawn from the fact that overall
debt increases of this order have occurred before, though this is true. Itis a
little like saying that high tides are not unprecedented. The point is that rates
of increase of total private debt as high as 10 percent have not proved to be
sustainable, certainly not in the past 15 years.
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In order to assess the economic significance of these developments, we have to
1ook at what is happening to the money supply. In this way we can see the ex-
tent to which the expanded debt is being absorbed by the banking system and
thus being monetized.

First, it is perfectly clear that there have been very sharp increases in the
amount of currency in circulation. In the 3 years ended September 1965, in-
creases in hand-to-hand currency averaged 5.5 percent a year; in the preceding
10 years they averaged 1.2 percent a year. . .

Second, if we look beyond currency to currency plus demand deposits, we find
increases recently of around 4 percent a year, whereas in the 10-year period
1952-62 they averaged only 1.4 percent a year. .

Third, when we extend our concept of the money supply to include time deposits
of commercial banks, and when we look to the growth of a total which we call
“gelected liquid assets”—currency, all bank deposits, savings and loan shares,
U.S. securities with maturities under 1 year, and certain smaller items—we find
really startling rates of monetary expansion. To summarize these: Currency
plus both types of commercial bank deposits increased 9.1 percent in the 12 months
ended September 1965, which compares with annual increases in the preceding
8 years of about 7 percent and in 1952-60 of only about 3 percent, and selected
liguid assets increased close to 8 percent in the past 12 months (and in each of
the past 4 years), which compares with annual increases in 1952-60 that averaged
under 4 percent. )

RESERVE'S POLICY GENEROUS

Obviously, this monetary and liquid asset expansion could not have taken place
unless permitted by Federal Reservé policy. And, contrary to what you may
gather from some public discussion of these matters, Federal Reserve authorities

have been outstandingly generous in recent years in making available the cen- -

tral bank credit which is the basis of member bank reserves, and thus of the
ability of the commercial banking system to expand the monetary base of the
economy. .

The question that comes immediately to mind as one reviews this record and
looks to the future is this: How have we managed to have such a rapid expan-
sion of credit and liquidity without experiencing marked inflationary effects?
I believe there are five principal reasons.

First, the really spectacular increase has been in time deposits—which are
much less volatile than demand deposits—and this has greatly moderated the
demand-boosting and price-boosting effects of the deposit expansion. : '

Second, although demand deposits—the most volatile element in the deposit
total-—are turning over more rapidly all the time, it must be recognized. that in-
creases in the absolute amount of deposits outstanding have not been out of line
with annual increases in physical output. )

Third, through large deficits in the U.S. balance of international payments—
a total of nearly $25 billion in the 7 years through 1964—we have been exporting
to the rest of the world part of the impact of our domestic monetary expansion.

Fourth, I believe we have been able in the sixties, to date, to absorb rapid
money supply increases, and rapid increases in the economy’s overall liquidity,
because increases in money supply and overall liquidity in the fifties were dis-
tinctly smaller; and they were smaller because monetary and fiscal policy in
the second half of the fifties had to help expunge an inflationary psychology and
help establish a relationship between labor-cost increases and productivity im-

provements consistent with stable prices and thus with sustainably high rates of -

economic growth. It took a taut monetary and fiscal policy to do that.

Fifth, partly because the cost and price stability objectives of. policy in the
fifties had been achieved as the sixties began, and partly because a good relation-
ship between labor-cost increases and productivity improvements has continued,
at least until recently, we have had relatively steady consumer prices (again,
until recently) and this has contributed mightily to the willness of individuals.
and businesses to hold the rapidly expanding time deposit and liquidity balances
that an aggressively expansive monetary policy has helped create.

The question now is whether we can have further comparable increases in

- the money supply and in overall liquidity without bringing on inflationary con-

sequences. To produce such consequences would, of course, be to risk an inter-
ruption of the expansion. :
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FURTHER EXPANSION UNWISE

My judgment on this question is that it would be clearly unwise to expose the -
U.S. economy to further doses of monetary expansionism, certainly not to a dose
such as we have had in the past year. This means that monetary policy should
move cautiously toward restraint. Thus the increase in the Federal Reserve
discount rate, which raises the cost of credit, is a step in the right direction. Let
me give you my reasons for thinking so.

First, to the extent that a relatively slow growth in the supply of money and
liquid assets in the fifties has permitted a relatively high rate of expansion of
money and liquid assets in the sixties to date, does it not seem likely that this
basis for monetary expansion is wearing thin? So it seems to me.

The statistical series that reflects the unique character of money supply
changes in recent years—that which includes commercial bank time deposits—
is higher relative to the gross national product, even to GNP at current prices,
than at any time since 1955; and it is headed toward a level that would be un-
precedented for any expansion period in recent years. And the aggregate of
liquid assets bas not only expanded very much faster than physical output, but
is higher relative to current-price GNP than during any expansion period in the
past 15 years. What this means to me is that monetary expansionism has gone
as far as it is safe to go. I am not saying that we are over the brink, or even
that we are hanging on the edge; I am saying, I hope construectively, that we are
as close to the edge as it is safe to get.

Second, although I don’t at all like the methods that have been adopted to cor-
rect our international payments imbalance—because I believe they will ulti-
mately be counterproductive, to put it mildly—it must be conceded that the so-
called voluntary restraint program has forced the accounts much closer to bal-
ance. One implication of this is that henceforth we will be feeling here at home
the full impact of whatever monetary expansionism policy produces.

Finally, a move toward restraint is clearly indicated by what is already hap-
pening to costs and prices. As regards costs: We are slipping away from the
favorable relationship that has existed since 1960 between labor-cost increases
and productivity improvements. Wage increases negotiated in the first 6 months
of 1965 were not only distinctly higher than in 1964 but were well above what
could be justified by the current average rate of productivity improvement. The
median of these increases is well outside the so-called wage guidelines, and the
effect can be seen in increases that have occurred recently in labor cost per
unit of physical output.

As for prices: There is evidence on all sides that suggests the need for a more
cautious monetary policy. After a decline of about 11 percent from early 1959
to the fall of 1963 the index of prices of industrial materials has risen over 20
percent in the past 2 years. The index of wholesale prices, which was flat or
trending slightly downward from 1960 to mid-1964, has risen about 3 percent
in the past 15 months. And the consumer price index rose 1.8 percent in the past
12 months as compared with increases in the preceding 3 years that averaged
only about 1.25 percent a year.

‘When one looks for circumstances that might justify a continuation of money
supply increases at unchanged rates, there is, of course, the prospect of a con-
tinued high rate of growth of physical output. But however optimistic one
may be on this point, I doubt that we can expect a growth rate that will justify

. money supply increases as rapid as in the past year. The labor force will con-

tinue to grow at a high rate, which favors high rates of growth of output, but
capacity is much closer to full utilization; and there are indications, too, that
productivity improvement rates are slowing down. In my judgment, these con-
siderations also favor a shift toward monetary caution. Now that the Federal
Reserve has raised the discount rate, it also should become somewhat less gen
erous with central bank credit.

FAMILIAR OBJECTIVES

The objectives to a shift of policy toward restraint are familiar: They are that
it would slow the economy’s growth and prevent reaching the reduced levels of
unemployment to which policy aspires.

It is far from clear, however, that a little more restraint would check the
economy’s growth, and I doubt that it would ; the point is that it need not prevent
us from achieving the growth that-the expansion and improvement of our real
resources will permit.
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As regards residual unemployment, surely we must by now be at a point where
we can see the wisdom of relying for further reductions on the essentially non-
monetary approaches of vocational and personal training—of rehabilitation
where necessary—rather than on the increase of aggregate demand through
what I call double-barreled expansionism : A combination of an easy money policy
and an easy fiscal policy.

It is never anything but disturbing to slam the brakes on, and I most definitely
do not suggest that. What is needed is that degree of restraint, practiced now,
that will keep us from getting into a situation where there may be little option
but to slam the brakes on.

Thus, the answer to the perennial question: What is the outlook for the
economy? is more than usually dependent at this time on Government policy,
and on monetary policy in particular. In my judgment, a willingness to practice
a little restraint now would make it possible to extend the current expansion well
into the future.

Senator MiLLr. Let me read a couple of statements from this, and
then I would like to ask your comments on it. ‘
He says that: v

Commercial banks’ loans to business have increased 20 percent in the past 12
months. Just how exceptional this is can be judged from the fact that in 1962
through 1964 the increases were only 7 to 10 percent a year and in the 10-year
period ending in 1961 they averaged only 4.5 percent a year. -

Increases in consumer installment borrowing have been almost as large—

he points out.

Then he says: :

What we need is an estimate of what the increase will be in 1965 in overall
indebtedness. * * * However, there are pieces of evidence on which one can
hazard a guess, and based on these it looks as if there will be an increase of close

to 10 percent in 1965 in total private debt and around 8 percent in the total of
public and private debt combined. .

Then:

In order to assess the economic significance of these developments, we have to
look at what is happening to the money supply.

In discussing the money supply he says currency plus both types of
commercial bank deposits increased 9.1 percent in the 12 months ended
September 1965, which compares with annual increases in the preced-
ing 3 years of about 7 percent.

Then he says:

Obviously this monetary and liquid asset expansion could not have taken place
unless permitted by Federal Reserve policy and contrary to what you may gather
from some public discussion of these matters. Federal Reserve authorities have
been outstandingly generous in recent years in making available the central bank
credit which is the basis of member bank reserves and thus of the ability of the
commercial banking system to expand the monetary base of the economy.

Finally, he says:
Now that the Federal Reserve has raised the discount rate, it also should

become somewhat less generous with central bank credit. :

I would appreciate a comment from Mr. Martin on these statements
that I have alluded to and any comments from any other members of
the Board.

Mr. MagTiN. I would agree with the analysis that Mr. Saulnier—I
have not read his article, but I would agree with the analysis you have
read. I would not make any comment with respect to what we should
or should .not do because that is for the Open Market Committee to
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decide with respect to implementing the action which has been taken
already on the discount rate. That is in the process of policy forma-
tion. I wouldn’t want today to make any comment about what the
Board or the Open Market Committee will or will not do in the light
of this increase.

Senator MrLLer. Do you include in that his suggestion that the bank
should be somewhat less generous with central bank credit?

Mr. Marrin. That is the part T would not like to discuss. In our
announcement you will recall that we very-clearly pointed out that we
recognized the problem here and we did not want to slow down the
economy, we wanted to provide for the seasonal needs of the economy.
This is a matter of judgment. I would stand on the statement that we
have already made.

Senator MiLLer. May I say I appreciate the fact that nobody wants
to slow down the economy unduly, at least, but Saulnier seems to indi-
cates that there has been a very generous policy on the part of the
F edelral Reserve Board with respect to the expansion of our money
supply.

Mr. MarTIN. I concur fully in that. There are differences of view
around the table on that. I agree entirely with that analysis. I think
some of my colleagues might like to comment.

Senator MiLLER. Yes; Governor Mitchell

Mr. MiroreLL. This is a view that Milton Friedman has espoused
for some time: that the money supply should include time deposits.
We touched on this yesterday afternoon in our discussion. At that
time and in my original statement, I indicated that it confuses bona
fide savings with monetary creation.

The actual growth in the money supply which represents monetary

creation in the past year, in the year 1965, is 4.2 percent, just about
what it was in 1964. There has not been an abnormal, or an unwar-
ranted, or unsound increase in the money supply. What has happened
is that the banks have been able to expand their ability to lend by bor-
rowing directly from savers, not from monetary creation.
. Now, if you want to discourage saving, there are ways of implement-
Ing such a policy. But if you are prepared to go with the fact that
the amount of saving should depend on the decisions of individuals
given the incentives the market provides, then it is hardly consistent to
Increase these incentives while advocating a monetary policy to offset
them. Thisis exactly the position that Saulnier is arguing. .

Senator MrLLer. In a little book entitled “An Inflation Primer,” by
Melchior Palyi, published in 1961, starting on page 15—and I would
like to have any one of the Board, particularly the Chairman, respond,
and maybe Governor Mitchell—he says:

The point is that the credit expansion of commercial banks is limited by
liquidity considerations. Since the law requires (on the average) 10 percent:
of the bank’s liabilities to be held in “cash,” and prudence requires at least
another 30 percent to be readily available in the shape of “short treasuries,” the-
bank’s ability to create purchasing power is trimmed accordingly.

So far so good. The rub is that these reserves are literally produced by the
Federal Reserve System. It has the power to do-so, and it makes ample -use  of-
this power, That is the difference between the rank and file of banks on the

one hand and the central bank on the other. Both create purchasing power, but
the former would soon be stymied if the latter did not provide the ultimate means
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of payment which keep the deposits convertible into cash and the banks from
going broke. Thereby, the credit expansion is being kept going.
Technically, the Federal Reserve has three direct methods by which to provide

the banks with “liquidity,” enabling them to extend credit to the economy
L 2 .

In the process, the Reserve System accomplishes something else that goes
far beyond its. proper function and begets a nefarious inflationary drift. In-
directly, the Federal Reserve provides the member banks with their “secondary”
reserves as well. It does so by creating a safe and secure market for public
securities, U.S. Treasury bills, certificates, and notes, in particular * * * There-
by these securities become equivalent to cash. Their monetization by the banks
and remonitization by the Reserve System is the hard core process by which the
currency is being diluted.

* * » Especially, the politicians’ “freedom” to run the Federal budget into
deficits is greatly enbanced when nothing more serious seems to be at stake
than throwing a few billions of additional “short treasuries” on the market.

Could I have your reaction to that, Mr. Martin ?

Mr. MarTIN. Yes, I will react first by saying that there are definite
limits on what the central bank can supply because the central bank
acting as the banker of last resort has to take into account the con-
fidence factor in the economy. '

Take the loan-deposit ratio of member banks. Nobody knows
exactly what the right level should be; what the economy can stand.
I happen to think that we have been moving into a dangerous area.
Others feel that we are not at that point, but% question very seriously
whether the central bank can keep the economy rising endlessly by
using credit. I have frequently emphasized that credit is like a
rubberband. A rubberband is there to be stretched. But if you
stretch it too far, it snaps. I think this is where the area of judgment
comes in on the use of credit in the economy, and one of the reasons why
I favored the move that we have just taken is because I think we are
very close to a point where it would be unwise to increase the rate of
credit expansion in the United States.

Let me give you one final explanation of what I mean. One banker
came to me a few years ago—not recently, so we are not putting this in
too current a context—and his loan-deposit ratio was well over 100
percent. When I questioned whether this was wise, he said, “What do
we have the Federal Reserve for?” It seems to me this is really the
heart of the problem.

Mr. Marser. Since Governor Mitchell did the last one, I will try this
one, Senator.

I think we are all agreed that we are here talking about the main
issue of the Federal Reserve—the reason it was set up—which was to
give a sound monetary system to our country. This is the function
of the Federal Reserve and this is what we are all working toward.

. Clearly, therefore, the problem is what we mean by a sound mone-
tary system, how we fu]ﬁﬁ the functions of the Federal Reserve bank.

Mr. Martin has described the manner in which the functions of the act
are fulfilled, and I think this becomes a matter of judgment then as to
the necessary amount of currency we need, the amount of money that
the 1fyste,m requires, if we are going to have the type of prosperity that
we have. : :




210 FEDERAL RESERVE AND ECONOMIC POLICY

I think we can all agres if the Federal Reserve had failed .to supply
reserves that we would simply not have gotten the type of expansion
we have got. We would have large unemployment. We would go
through the same type of things that we did in the thirties. In the
early thirties the rate of expansion in the system was simply not enough.
As a result we got continuing increases in unemployment. This has
been the history of the United States. All through the 19th century.

- the period in which the banking system failed to increase the amount of
money sufficiently, we had major depressions, I think we can all
agree with this, sir.

Now, with respect to the actual facts under Palyi’s argument, re-
serves ought to be raised at a tremendous rate because if we look at the
figures for the last 3 years—as I have here for the last 3 years—the
amount of Government securities held by the banking system has
dropped every year so that in terms of this critical factor we have been
very, very deflationary during the last 3 years because the banks have
not been increasin ftvlyle amount of Government securities they have
held. They have %een decreasing the amount of Government securi- -
ties they have held at a fairly rapid rate.

If you take the actual amount of reserves furnished by the System,
this has been one-third of the rate of expansion of the GNP. So that
again the amount of reserves furnished by the System has been-very
small compared to the. rate at which the economy has been expanded
and this is evidenced by the way in which interest rates have gone up
during the past period ; particularly so-if we look at the last 5 months.

I might say one of the problems of Mr. Saulnier’s analysis is that he
uses annual figures rather than figures for the recent period. If we
look again at the last 5 months, we find actually the reserves held by
member banks-at their Reserve banks have decreased slightly on a
seasonal basis. ,

I think in terms of the argument he is talking about the critical ques-
tion is: what rate should the amount of money in the System' increase?
But, simply, it becomes a fact that in recent years the amount. of re-
serves furnished by the System has been comparatively small com--
pared to the growth of the economy; and in terms of his second argu--
ment that the System is enabling the commercial banks to buy the
public debt during the last 3 years, that is simply incorrect.

The commercial banks of the country have been selling the public
debt at a fairly rapid rate. '

Senator MrLrer. Mr. Chairman,-I just thought I ought to point out
to Governor Maisel that the statement I have read here was from .
Melchior Palyi rather than Mr. Saulnier.

Mr. MircHELL.. I realized there were two statements.

Senator Mirrer. I just wanted to clarify that in case you had as-
sumed it was Saulnier instead of Palyi.

Mr. MrrcueLL. No.

Chairman ParmaN. Senator Proxmire?

Senator ProxmIRe. You have a piece of paper that I have circulated
to the committee and to the other members of the Board who are here
today entitled, “The Economic Policy Civil War.”
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The Federal Reserve Board versus Congress and the administration

Fiscal policies of Congress and | Economic impact |Monetary policies of the Federal] Economic impact
the administration Reserve Board
1. 1962: . 1.1063: -

Accelerated depreciation Promotes expan- Discount rate increased Restrains expan-
guidelines announced by sion. from 3 to 313 percent in sion.
}I:lrleasury Department in July.

y.

Internal Revenue Code  |._._. do. oo
amended to provide tax
credit for investment in
new equipment in
October,

2. 1964: Internal Revenue Code|..... do. et 2. 1964: Discount rate in- Do.

amended to lower rates of creased from 3% to 4

personal and corporate in- percent in November.

come taxes, resulting in net

reductions of $11,500,000,000 .

in February.

3. 1965: Internal Revenue Code |-.... [+ {, S, 3. 1965: Discount rate in- ’ Do.

amended to reduce excise creased from 4 to 434

taxes by $4,600,000,000 a percent in December.

year in June.

NoTE.—This series of overt contradictions between the economic policy actions of the Congress and the
administration on the one hand, and the Federal Reserve Board on the other, is the apparent consequence
ofa clear lack of effective eoordination between the varlous economic policymakers in our Government;
The result: Bigger deficits, higher interest rates, heavier cost of servicing the national debt, bigger interest
burden on borrowers, a far less effective overall American economic policy. .

Senator Proxmrre. The reason I call this to your attention is be-
cause I wanted to question you a little bit about the lack of coordina-
tion between the Board and the administration and Congress.

As 1 spell out there, in 1962, two of the most important actions taken
by the administration and the Congress were expansionary. The
reason for them, as I understand it, was clearly for economic expan-
sion. And yet the Board did increase the rediscount rate from 38 to 315
percent the following year.

In 1964 we, of course, passed the most significant economic measure,
in my judgment, that Congress has acted on in recent times—the enor-
mous tax cut. I voted against that as I voted against the investment
credit because I felt that this was the wrong time for it, and T thought
it was too expansionary and might be inflationary.

Nevertheless, the Federal Reserve Board increased their discount
rate as I have indicated here by one-half of 1 percent again. Again,
this year, the Congress cut taxes to expand the economy in part and
the Federal Reserve Board, as we have just indicated, increased the

"discount rate.

The reason I am asking about this is because I think that the main
paradox that confronts the country is that we do have the two prime
instruments of economic policy going in opposite directions.

I have great sympathy with your position because I feel that we
could have an inflationary situation. 1{)3 Tindicated, I did vote against
the tax cut and against the investment credit. But I am just won-
dering if there is not some more effective instrument of coordination
which we could somehow achieve between the Federal Reserve Board
and the administration. We have a modest element of coordination
in these conferences—the luncheons that you have with the Secretary
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of the Treasury, the Council of Economi¢ Advisers, and the other top
policymakers in the administration. Is it possible that other members
of the Board could be brought in directly? Not simply the staff, but
other members. It isthe Board that makes the decisions. Isthere any
way the Board could be involved in these conferences so their views
could be understood better by the administration and the administra-
tion’s views could be understood better perhaps by the members of
the Board ?

Mr. MarTiN. Senator, we ought to explore every means of having
better coordination, but I think I should, since I am addressing myself
to this paper, make some comments on it. .

In the first place, there has been no economic policy civil war. Let
me point out that President Kennedy, himself, supported vigorously
the increase in the discount rate from 3 to 314 percent in July, 1963.
In that instance some of his advisers——

Senator Proxmire. I would not deny that.

Mr. MarTiN. You have this down here as a policy civil war.

Senator Proxmire. I think this series of increases culminating in
this final increase in 1965 and a total of 114 percent increase during
a period when Congress and the administration have been conspicu-
ously expansionary represents a direct conflict. Maybe “civil war” is
too strong language, but to me it represents a clear conflict in policy.

Mr. MartiN. No, Senator, I respectfully disagree because so far as
coordination is concerned, there has never been a better meeting of the
minds on my part with the administration than during this period.

Let me say this—and this is not any invidious matter with re-
spect to my own Board—that I have some members of my own Board
who were opposing the increase in the discount rate from 3 to 314

ercent. I don’t hike to stand here and quote a man who is dead, but
resident Kennedy had a hard time keeping himself from going on
the air to support this increase.

Now, I don’t know how you can have better coordination between an
administration and the Federal Reserve than that. At the same time
these accelerated depreciation guidelines were actively discussed and
considered, both in the top-level of the Government and with me.

Senator Proxmire. Let me point this out. You agreed with me
yesterday when you said the main effect of this latest 1ncrease in the
discount rate is to discourage business investment in plant and
equipment.

Much of this, the accelerated depreciation guidelines and tax cut
has been to get a more active investment policy on the part of business
in this country and to move our economy ahead so that we can have
greater production in the future and less pressure on prices.

Mr. MarTin. Don’t misunderstand me. I am not trying to make
an issue out of this, but on the matter of coordination here not only
has there not been any economic policy civil war, but on this last item
there has been an honest difference of opinion as to whether this will
actually help investment rather than the reverse.

I know of one small corporation that went to the bank to get a term
loan where they knew they should have gone to the capital market, but
they knew the bank would not have the courage to deny the loan.
This relates to the flow of funds. This has nothing to do with halting
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investment. This has to do with providing a better flow of funds so
‘that the new investment can be created.

Now there is an honest difference of opinion. You have my associates
-on the Board who disagree, and there are some in the administration
who disagree, with respect to this last issue.

But with respect to all the rest, there has never been better coordi-
nation in my experience in the Government.

When the discount rate was raised from 314 to 4 percent I called
President Johnson on the telephone and informed him of this, and he
supported it. It was discussed with the Treasury and with the Coun-
il of Economic Advisers. There was complete support. I just think
it is important that we get this in the record.

Now, as to the last one, you will in due course hear the views of those
in the administration who disagree with the majority of the Board
just as you have heard the views of those on the Board who disagree.

Senator ProxmIre. I would simply say that President Johnson and
President Kennedy may have agreed with your actions in 1963 and
1964. That does not mean that there is not a direct economic policy
«conflict. '

I can see why they might take that position, and there are many,
many economic reasons why they might. At the same time, I think the
overall effect of the increase in discount rate, increase in interest tends
to restrain expansion ‘vhile on the other hand these other policies tend
to move the economy ahead. If you take this in aggregate, the con-
sistent policy of the Federal Reserve Board since 1963 has been one -
of restraint, recognizing in open market operations you again have a
more moderate policy. And the clear position of the Congress has
been one of expansion.

What I would like to do, if you will permit—and of course you can
answer at any length you wish—1I would like to ask Governor Maisel
to get into this because he was the one whose statement yesterday so
intrigued me when he said he was shocked at the lack of coordination.
Perhaps he was thinking of the substantive consequence which is
spelled out here as well as the fact that he had not apparently an
-opportunity to consult directly with the administration in any formal
or regular way.

Mr. MarTIN. Senator, I will be delighted to have Governor Maisel
-comment at length on anything he wants to comment on—and here let
me say respectfully that Governor Maisel was not on the Board at the
time of these actions—so far as coordination is concerned, the first
increase in the discount rate had to do with the balance of payments in
which the Federal Reserve has performed under Governor Robert-
son’s leadership, in my opinion, yeoman service in the voluntary for-
-eign credit restraint program. The second increase had to do with the
problem of the United Kingdom and the pound sterling.

All during this period there has been close consultation and discus-
sion of the problem between myself and the administration. Governor
Maisel is entitled to say whatever he wishes to say with respect to the
recent actions. As to the actions in 1963 and 1964, I have never
worked more faithfully or successfully with a group of people than I
‘have with the administration.

Senator Proxmire. On this last one, isn’t it possible-that a prior
-consultation, or consultation that extended through December, might
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possibly have resulted on fiscal policies which would have been more
conservative?

For example, former Internal Revenue Commissioner Caplin an-
nounced that there was real consideration for stepping up the with-
holding tax in the coming year. That kind of thing might be enacted
into law.

It seems to me, compared to the action by the Federal Reserve, that
sort of conservative action to relieve pressure on prices might have been
taken. That is one example of many. So you are acting before the
administration made its decisions on fiscal policy.

Vice President Humphrey pointed out now in view of what the
Federal Reserve Board has done it seems it will be necessary for the
administration to compensate for this by a more expansive policy than
they might otherwise have adopted.

Mr. Martin. I can’t speak for the administration. That is not my
role up here. I have not read the Vice President’s remarks; but as I
indicated in my talk to the Life Insurance Institute—and I think per-
haps that talk ought to be put in the record

Mr. Martin’s speech has been included in the record and appears
on p. 232.)

Senator Proxmire. That is a very good talk.

Mr. MarTIN. I said in that talk, this is the point I am making, that
I had every confidence—and on the basis of having had a visit in John-
son City, I have learned nothing in any way to diminish that confi-
dence—that the administration will come in with just as tough a budget
as the President thinks the situation in Vietnam will warrant.

These are matters of judgment between many people, but there has
been no breakdown of coordination in the sense of an economic policy
civil war over the period that you are discussing here. I don’t say this
in any heat or anything. I merely think this is a complete mislabelin
and misunderstanding of the process of coordination that has occurre
during this period.

Now, you are perfectly entitled to say there has been a breakdown
of coordination in this last instance, depending on your assessment of
what the factors are. I stressed yesterday, and I stress again, that the
economic aspects of the problem are arguable and debatable, and the
balance-of-payments aspect of the problem is arguable and debatable.

In terms of the flow of funds and the financial problem, I think it is
less debatable. To me and to the majority of the Board it was not de-
batable. It was a clear case in an area that wag within our responsi-
bility. But if you want to carry coordination to the point where we
should take direction, then of course the coordination broke down
completely.

Senator Proxmire. May I ask Governor Maisel to comment?

Mr. Marser. Clearly T can’t talk about the earlier period, as Chair-
man Martin has made clear. My statement yesterday was in response
to the opening statement of Chairman Patman having to do with the
Employment Act of 1946. My concern was with the decisionmaking
process under the act of 1946.

I simply stated that as a novice I did not know what prior decision-
making functions had been. However, at least in my case during the
period we have just gone through, say from September, there was a
basic: gap in the information flow necessary for decisionmaking. I
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did not feel that I, as a member of the Board, had the necessary infor-
mation. as to possible and proposed combinations of monetary and
fiscal policy to come to a proper decision.

It seemed to me that when the Board considered our choices, the
administration’s view as to what fiscal policy would be and their ideas
as to how monetary policy and fiscal policy could be coordinated, were
critical. To make up my mind as to proper monetary policy, I felt
the need of a systematic and routing exchange of information which
I felt to be lacking.

It seemed to me this was the purpose of the employment act to make
sure that the necessary interdependence of policies was considered
when either monetary or fiscal policy was changed.

I did not have such information at regular intervals or in a sys-
tematic form. Instead, when I'had lunch with somebody or met thern
elsewhere, I tried to find out what other people’s views were around

Washington. I attempted to get their analysis of the current situa-

tion, where we were going, and what problems existed.

I felt a lack of formal consideration of many matters. Although in
some cases the staff of the Board sat in as unofficial observers because
they had particular technical skills. At least until after the decision
of December 3, I never received any administration views as to
whether changes in fiscal policy were under consideration or con-
sidered necessary. I did not know the adniinistration’s projections
as to where we were going, and whether or not they felt policy should

change. . ) :
I was somewhat surprised last week when I met a member of one

of the other agencies to find that some sort of staff exercise had taken -

place, whether typical or not I don’t know. Apparently some attempt
was being made to at least state the different assumptions and the ty

of numbers that the different agencies felt should be considered In
current decisions. I did not find any such information available at
the time that the Board’s decision was made. While I gather it would
differ for each member of the Board, I found that I had to guess at
what administration policy was, where they thought the economy was

going, what the budget was going to be, what type of expenditure fig- -

ures were available. While I had assumed that this type of informa-

. tion would be available in attempting to make key monetary decisions

1 found it lacking for the entire period, from October through Decem-
ber. There were official staff meetings with the Treasury, but F know

of none with the Budget Bureauor CEA.

It was this gap that I referred to yesterday—a failure of coordina-

" tion in the entire decisionmaking process; a lack of agreement as to

critical economic changes; the administration’s view on some of the
Board’s arguments, or any statement as to their current goals with
respect to prices, unemployment, and production. .
hairman Parman. Mr. Widnall?

Representative WipNaLL. Thank you, Mr. Chairman. ‘

At this time I would like to read into the record a statement from
a Washington newsletter of the Mortgage Bankers Association of
America dated December 8, 1965, with réspect to what they call an
anomaly—the Farmers Home Administration.
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At the same time as the administration has been deploring any tendency to
a higher interest rate, the Farmers Home Administration is currently offering
to the public 35- to 40-year mortgage notes for initial holding periods of 3, 5, and
25 years at interest rates of 4%, 434, and 5 percent respectively. The. notes are
fully guaranteed as to principal and interest, on maturity of the initial insurance
contract are redeemable at par or extendable either for additional periods at
such rate as Farmers Home may be offering or to maturity at the initial interest
rate.

Since Farmers Home both originates and services the loan, the rates represent
absolute net yield. As such, the 5- to 25-year contracts offer returns about com-
parable to those of Baa bonds. Yet, according to security analysts, they are

classified as an AA class for most types of investments. They are collateral for-

Federal Reserve advance, may be pledged to secure Federal tax loan accounts,

eligible for investments for savings and loan associations, are classified as U.S. -

bonds rather than as real estate investment when held by life insurance com-
panies and may be posted to secure public deposits. They are obviously ‘of less
risk, much higher yield than similar maturities.

Farmers Home Administration is authorized to insure on behalf of the Treas-
ury $750 million of its notes during the present fiscal year. As long as the supply
holds up the notes are certain to get a favored investor response. Even in the
absence of the Federal Reserve action, the availability of the Farmers Home
notes would put upward pressure on yields on FHA’s and VA's.

Do you agree with that statement ?

Mr. MarTIn. . Definitely it would put upward pressure on them.

Representative WioNaLr. Do you agree, Mr. Mitchell ?

Mr. MircHELL. Yes.

Representative Wip~vaLL. Mr. Maisel

Mr. MaiseL. 1 would guess so.

Representative WipvarL. It is rather difficult to understand why
the administration does not act in that field while it expressed itself,
but not officially, on the record of this hearing with respectto the effect
of the change in discount rates. I can’t understand the dual swinging
on this. It is not up to you to comment. It is up to the administra-
tion to comment. That is why we badly need them up on the Hill at
this time,

Mr. Chairman, I believe you made .a statement that interest-

costs will rise $25 billion as a result of this action. Can you docu-
ment for the record the $25 billion ¢ :

Chairman Patman. Yes. I think that can easily be.done. It can
be documented.

Representative WinnaLL. Can you do it at thistime?

Chairman Patman. These are the basic factors to be taken into
account. First the fact that the discount rate has been increased from
4 to 414 percent. Second, when the discount rate was raised last
November from 314 to 4 percent, we saw a rise in gross interest pay-
ments from about $75 billion in 1963 to $85 billion in 1964. This1s an
increase of close to 15 percent in total interest charges to the American
people and businesses. The discount rate, by Mr. Martin’s action on
December 5 was increased by 12.5 percent, and on time. deposits the
‘maximum rate was increased by 22:2 percent. )

The increase in the discount rate is an increase in the wholesale cost
of money. This rate puts a floor under other rates, so the ultimate
effect is to raise the retail cost of money to the consumer and business
by more than the one-half percent increase in the discount rate.

Now, in addition, I believe there is another $15 billion in interest
costs paid by consumers and businesses which never get tallied in the
gross interest-cost figures compiled by the Department of Commerce
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because they are illegal interest charges or are hidden in the form-of
service charges.

I predicted, and so stated in a press release in November 1964 that
the result of the 1964 increase in the discount rate; and the increase in
the time deposit rate would result in a total interest cost for 1964 of
$85 billion. I proved to be exactly right.

Based on this analysis, I feel it is appropriate to estimate that, based
on a $100 billion interest charge for 1965, the total will approximate
$125 billion by the end of 1966 as a result of Mr. Martin’s action and as

.a result of the total increase in debt in the United States:

Representative Wip~narr. That is not what, is being considered at
this time. The action of the Federal Reserve System is what.is being
considered. I think you made the suggestion that $25 billion will be
the increase as a result of this action, not the result of extortionate in-
terest charges on the part of other persons. :

Chairman Parman. I was just leading up to that. The gentleman
asked me to do this. I am doing my very best. I don’t know whether
it will meet with his approval or not when I get through with it.

Now the rate on time deposits was raised from 4 to 514 percent. That
is a terrific raise. Even from 4 to41 is a 1214-percent raise.. But the
raise from 414 to 514 is a 22.2-percent raise.

Now whenever you consider that this is the wholesale rateof interest,
when that is translated into retail rates like in housing loans, auto-
mobile installment loans, radios, television, all appliances, and con-
sumers generally, I think $25 billion would be a very, very reasonable
estimate.

Representative WipwvarL. Mr. Chairman, aren’t you trying to figure
into that total figure all debt in the United States?

Chairman Patman. No, merely the addition to-outstanding debt.

Representative Wm~NarLL. Isn’t it just as true that debt.1s not re-
written? Mortgage debt is not rewritten, the. installment debt is not
rewritten by an action of the Federal Reserve? - There are.billions of
dollars debt at the present time that cannot possibly be affected by any.
change in the Federal Reserve debt. The rates are paid on outstand-
ing debt, corporate bonds and mortgages, of course, will not be affected.

Chairman Parman. Certainly. Outstanding debt won’t be affected ;
that is right—not quickly. Otherwise it would be a lot more than $25
billion. Our debts aggregate about $1,300 billion—a trillion three
hundred billion. Now 1 percent raise on that is $13 billion a year.
Just 1 percent raise on that. In addition, new debts will be created.
I think the estimate of $25 billion is a very reasonable estimate, and
I believe you will agree with me when you take into consideration all -
the factors. : ,

If $25 billion is unreasonable, what do you say is a reasonable
amount ? : : '

Representative WipvaLr. Will you break that $25 billion figure down
for the record so that we can attribute to one category or another?

Chairman Parman. Ibeg your pardon?

Representative WipnaLL. Will you set up the $25 billion as to what
it applies to—long-term debt, short-term debt, debt by foreigners,
household institutions; U.S. Government ?

64-202 0-66-pt. 1—15
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Chairman Parman. Remember that last year it was $85 billion
known, and it had risen from $75 billion in 1963. That is documented.
That isin the record.
Representative WipnaLL. $65.9 billion. I believe you arrived at
$85 billion by using a figure of $18.2 billion which is the Commerce
Department’s figure for imputed interest, which is not a money pay-
ment but a dollar value assigned to services rendered mostly by banks
to their customers.
Chairman Patman. I am considering interest payments If my
figure is high, I would like to know what the gentleman’s estimate 1s
as to what the increase will cost.
Representative WipnaLL. Mr. Chan’man, I am not making the alle-
gation. You are. I would like to see the figure substantiated.
Chairman Parman. You asked me a question. I have a feeling that
you should respond to one that I asked. I am asking you. 1 have
estimated $25 billion ; if you think that is excessive, how much do you ‘
estimate ? y
Representative WiowarL. That is all, Mr. Chairman.
Mr. Patman. I ask unanimous consent that two letters sent to me
which illustrate the effect of this Federal Reserve action on interest
cost be printed in the record at this point. The writer of the first |
letter, Mr. George Ritchie, had to pay 15 percent more in interest on
his loan as a direct result of the hike in the discount rate; and the
second correspondent has had to pay 8 percent more for his loan.
(The above-mentioned material is as follows :)
BALTIMORE, Mb., December 16, 1965.
Hon. WRIGHT PATMAN,

Chairman, Joint Economic Committee,
House of Representatives, Washington, D.C.

DEAR SIR: Your committee may be interested in what effect the recent raise
in the discount rate had on a bank loan here in Baltimore. The attached photo-
copy tells the story.

The rate on this loan since inception had been 534 percent. As of December
10 the balance outstanding remained at $575 and the bank continued to hold as
collateral, 100 shares of common stock in Commercial Credit Co.

Under the circumstances, I would not have objected to an adjustment to offset
the one-half-percent raise, but it seems to me a boost of three-fourths-percent
is unconscionable.

Very truly yours,
GEORGE W. RITCHIE, Timonium, Md.

FIrsT NATIONAL BANK OF MARYLAND,
Baltimore, Md., December 10, 1965.
Mr. GeoreE W. RITCHIE,

call loan will be 6 percent until further notice.
* Very truly yours,
‘WM. G. HOLLAND.

GAINESVILLE, GA., December 17, 1965.

Hon. WRIGHT PATMAN,
U.S. Representative, Texas,
U.8. House of Representatives,
Washington, D.C.

DEAR Sir: I am writing in regards to the recent hike in the discount rate by
the Federal Reserve Board, and also the hike in the interest rate banks are
allowed to pay on time deposits.

|

|

Timonium, Md
DeAR SIR: We beg to notify you that commencing this date the rate on your |
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For the last year or year and a half the local savings and loan associations
have been generally charging an. interest rate of 614 percent on real estate
loans. However, they have been making many loans at 614 percent interest, and
quite a few at straight 6 percent interest. On Monday, December 6, 1965, I
talked over the phone to Mr. Buford Battle, president of First Federal Savings
& Loan Association, Gainesville, Ga. We discussed a real estate loan at a rate -
of 6 percent interest. He was very encouraging in the fact the association
would advance my loan at that rate. He even went so far as to urge me to apply-
for the loan that date, which I did, and told me he was so sure I could get it at
that rate, he wouldn’t even charge me an application fee if the loan was re-
jected at that rate. I applied for the loan and the officer of the association to
whom I made the application stated he too saw no reason why the loan would
not be made at 6 percent.

Imagine my surprise when on December 9, 1965, I was informed the loan at
6 percent had been rejected. The rejection of the loan was accompanied by a
proposition to grant the loan at 614 percent straight. I called them and was
informed the board, of directors “due to the change in the monetary picture” had
given directions to the loan officers of the association to advance no loans what-
soever at a rate less than 614 percent. I am attaching a Thermofax copy of
that letter. I am also attaching another letter dated December 15, 1965, in
which my loan at the 6% percent figure is approved. Note in that letter the
estimated cost of closing the loan is $623.50 which is about 35 percent higher
than has been charged up to the last few weeks. So, they not only have climbed
a full one-half of 1 percent on the interest rate, they have raised costs of closing
by a full one-third.

It is my firm conviction this association, and others like it, are using Mr.
Martin’s hike in the discount rate as an excuse to raise the interest rate on
real estate loans, I fail to see a direct connection between the two, but I do
feel that the discount hike will cause even more inflation, and perhaps even a
recession, because, gentlemen, I have canceled my plans to build a $22,500
home because of the higher costs of closing costs and interest. I know several
other people in this small town who have done the same. I have a good friend
who constructs about 100 residences per year and this increase in costs is
causing him to cut back his operation. He indirectly employs about 25 people.

I would appreciate a reply from you telling me your feelings about this in-
crease in the discount rate and its connection with the subsequent increases in
the interest rates and what you foresee in the future on such rates.

W. R. FLETCBER.

FIrsT FEDERAL SAVINGS & LOAN ASSOCIATION,
Gainesville, Ga., December 15; 1965.
Mr. W. R. FLETCHER,
Gainesville, Ga.

DEAR M. FLETCHER: It is a pleasure to inform you that your application for
a loan has been approved in the amount of $17,000, repayable at $115 per month,
over a period of 300 months, including interest at 6% percent per annum on
unpaid monthly balance. The approval is conditioned on and subject to the
terms and conditions set out on attached sheet(s). Construction money granted
if desired. Please call at 532-8411 when ready for attached inspections.

The closing fees and expenses are estimated at $623.50.

This commitment will expire unless the enclosed copy of acceptance is signed
and returned to us within 10 days. Take the original of this letter to the
attorney listed below with a deed or other legal description of the property
and survey plat if available. Any of our loan officers will be glad to discuss
details not clear to you.

‘We appreciate your giving us this opportunity to serve you. May our rela-
tionship always be pleasant and satisfactory.

Sincerely,
FRED D. HAYNES,
Vice President.

Undersigned accepts the above loan and agrees to reimburse First Federal
Savings & Loan Association of Gainesville for that portion of above closing fees
and expenses which it has paid or obligated itself to pay.

This day of , 19—,

Copy to:
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FirsT FEDERAL SAVINGS & LOAN ASSOCIATION,
Gainesville, Ga., December 9, 1965.

Mr. W. R. FLETCHER,
Gainesville, Ga.

DeaR MR. FLETcHER: Your loan application wherein that you requested a 6-
percent interest rate has been considered by the loan committee.

Due to the change in the monetary picture as we discussed at the time your
application was taken, the committee did not see fit to grant you a loan at the
interest rate you requested. Should you desire that this application be proc-
essed at the current rate charged by the association—61% percent—I shall be
happy to re-present your application under these conditions.

Sincerely yours,
Frep D. HAYNES,
Vice President.

Chairman Parman. Mr. Ellsworth?

Representative ELLswortH. Thank you very much, Mr. Chairman.

I am sorry I was not able to be here yesterday and have the advan-
tage of your testimony, Mr. Martin, and the other members of the
Board. But as a result of the review of notes that I arranged to have
taken of the testimony yesterday, I do have one or two questions.

First, let me say that I feel, with the excise tax cuts that have taken
place this year—and there will be more next year on big consumer
1tems—with the capital spending increases that are indicated next
year, and with the evident large increase in spending on account of
the war in Vietnam, the Board’s action was a welcome action and one
that was absolutely necessary to help combat inflation and maintain
price stability.

I am concerned about this question of coordination. I notice, Mr.
Martin, that you spoke in some detail about the kinds of coordination
that have existed between you and the administration. Yet on the
other hand, Governor Maisel, you said from your point of view there
was no coordination at all, or substantially none on a formal basis.

Mr. Marsen. I did not say that. I was very clear that there has
been an informal exchange of certain views. I was well aware of
meetings of the Quadriad, and of the fact that Chairman Martin was
meeting with Secretary Fowler almost weekly. What I felt was lack-
ing were specific views and the type of information necessary for
proper decisions to be made. I did not receive any formal nor even
informal information on key problems. I would say that the best
information I received was from the press. There was a lack of the
information necessary for me to make a decision as to whether mone-
tary policy should have been changed in contrast to fiscal policg.

Representative ErLsworTH. In other words, you said that al-
though you understood that Chairman Martin was in communication
with the administration all the time about economic policy generally,
that you, yourself, weren’t; and I understood you to say that your
staff, that is the staff of the Board, except on an informal catch-as-
catch-can basis, were not in coordination with the administration.

Mr. Masen. This is my understanding and feeling; yes, sir.

Representative ELLsworTH. Chairman Martin, is that true?

Mr. MarTiN. I am not sure I got all the implications. ’

Representative ELLsworrH. What I am getting at is, is it true that
although you are in communication with the administration on these
matters, that the other members of the Board are not, and that the
staff of the Board is not.
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Mr. Martin. The staff of the Board works continuously with all
departments of the Government. I think they have had extremely
good relations with them. Now we do not take all seven members
of the Board to a meeting of the Quadriad. I think it would be very
unwieldy if we did.

Representative ELLsworra. How many members of the Board do
you take to the Quadriad? :

Mr. MarTin. I don’t take any. Sometimes I take the Vice Chair-
man but not very often. I think the Chairman of the Board is usu-
ally sufficient. When this Quadriad meeting was set up by. Secretary
Anderson a number of years ago it was an experiment. At that time
we tried to keep it to a small group. Sometimes-the group. gets
rather large as it is. _

I try to keep the Board from not being committed in advance.
As long as we have a Board system it seems to me that the Chairman
of the Board should present his views at the proper time and should
report back to the Board at the time of the decisionmaking as to
what the views of the others are. But he should not be in a position
where he is committed, or where he has committed his fellow Board
members.

Representative ELLswortH. I agree, although I don’t believe that
because you attend meetings of the Quadriad that you are committed.

Mr. MarTin. Absolutely not. I say the situation would be differ-
ent if you had the whole Board there. -

Representative ELLswortH. Thank you very much.

Now, Governor Maisel, what about what Chairman Martin said
about the staff? He said that the staff worked continuously with
other-staffs around the administration and elsewhere in Washington.
Is that contrary to your understanding? ,

Mr. Marser. I think it is a question of specific things. And as I
indicated there is a major difference between relationship with the
Treasury on debt management problems and the Budget Bureau and
Economic Council on general economic and fiscal developments. Let
me cite this specific example of the question of projections of ex-
penditures and revenue. It is my understanding that there are
usually no agreed estimates made with the other agencies.

I felt that at a time of very critical decisions a great deal depended
upon the administration’s view as to what expenditures would be
during the next 6 months. This type of information was not avail-
able. Now whether it was or was not requested officially, I don’t
know. At least I received no official view of any sort and our staff
expressed grave doubts as to the accuracy of their own projections.

We were in a period where I was concerned as to whether we
might not be better off using a tighter monetary policy. Now we
did receive the general view that the administration was not now
in favor of a tighter monetary policy. However we did not get the
reasoning behind this view. Did they feel unemployment was still
too high? What about the question raised by one of the members
of your committee yesterday as to their view of the desirability of-
higher employment to erase particular areas of unemployment .in
the country? Such ideas were not available. It was the lack of
knowledge of this type that I was referring to.
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It seemed to me that in making a decision on monetary policy,
the assumptions that various people in the administration were
.making with respect to problems of the current period were critical.
Their general reaction to an increase in the discount rate was not
sufficient. I felt that what was needed was a joint study or a list of
assumptions, a list of views on factors that had to be taken into
account in making a critical decision.

Representative ErLsworTH. I understand.

Now; let me ask this because I don’t know what the situation is.
As al Crr;_overnor there what kind of staff do you have? How many

eople ?

P Mr. Maiser. Personal ?

Representative ErLswortH. Either personally in your own office
or just available to draw on.

Do you feel that you have had adequate staff of professional econ-
omist and mathematicians and so fOI‘t(}l, to be able to develop material
for you to make decisions?

r. MaiseL. We have one of the best staffs in Washington. They
are excellent. If I give them an assumption they are very able in
analyzing the problem and expressing their feelings. We have three
of them behind us. They are three of the most highly competent peo-
ple in Washington. Our reaching certain conclusions as to how the
Government ought to run is a different question though from our find-
ing out specifically and certainly how the members of the administra-
tion feel that they want to operate fiscal policy.

We could and did make certain assumptions. As I indicated yester-
day, assumptions about expenditures and receipts for the next half
year were very critical in coming to a decision.

Representative ELLsworra. Were your staff not able to get these
" assumptions from arywhere in Washington ¢

Mr. MaiseL. They were not. The assumptions they used were their
personal ones. They were not received at an official level and I would
judge they differed from the assumptions of the administration.

Representative ErLsworra. You really felt as though you were in
the dark about spending and about income from the official Govern-
ment point of view, from the Treasury’s point of view. Is that
correct?

Mr. MarseL. Yes, sir.

Representative Errsworta. Chairman Martin, did you feel as
though you were in the dark about those

Mr. MarTIN. Not at all. I felt that we were adequately informed.
I might just say that before each Open Market meeting it has been
our policy for a number of years to have a presentation of economic
developments by as many as 30 to 40 members of the staff, the Inter-
national Division, and the Research Division; and the members of the
Board attend this. They are free to ask any questions of the members
of the staff that they wish. This is the way we have proceeded in the
last 10 years. I think we have an extremely competent staff.

Of course, I had the benefit of access directly to the Secretary of the
Treasury that Governor Maisel did not have, but so far as expenditure
Eolicy and general budgetary policy, I think that our staff has been

ept well informed and they have made their own judgments on it,
they have made their own projections and those are brought to the
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attention of the Board members and we also have at each Open Market .

Committee meeting an economic review and a financial review and a
balance of payments review by the top staff official in each of these
areas who has prepared especially for that meeting and has drawn
upon all the resources of the staff to pull together his material.

Let me say that no member of the Board:so-far as I know has ever

endeavored to influence any member of the staff in these presentations. -
I am sure that our staff will testify that I have certainly never urged .

them to take any position or point of view.

Representative ErrswortH. Thank you very much. My time is up.

Chairman Parman. I believe it is my time now.

Mr. BarperstoN. Mr. Chairman, may I make a comment.concern-
ing the questions raised by Congressman Ellsworth and previously
by Senator Proxmire?

Chairman Parman. Without objection, you may do so. .

Mr. BavperstoN. It seems to me, Mr. Chairman, that the two hav
raised what your.committee may consider the most fundamental ques-
tion of all; namely, how a developed, mature country-such as ours

may obtain a proper mixture of fiscal and monetary policy. Fiscal .
policy as we all know, is inflexible. It is changed but.seldom, as when .

the Congress changes the taxes or approves a budget; but monetary
policy is flexible.-
Monetary policy is so flexible that it -can be modified from day. to

day in the. light. of market conditions, in the light of changes in the -

domestic economy, or in our foreign dealings.
Now, if you are to achieve a proper balance.of the‘two you can no

more subordinate monetary policy to fiscal policy than you can run an -

automobile without both an accelerator and a brake.
The Federal Reserve reports to the Congress.. It is‘a creature -of
Congress. It was created by the Congress to protect-the integrity of

the dollar. The Government of the moment hasneeds and purposes of -

its own. It uses fiscal policy, which-is-more potent.perhaps than

monetary policy, but nonetheless is-a vital instrument in promoting . -

economic growth, fuller employment, a higher standard of living, and
the other economic goals that our country desires. But if the integrity

of the dollar is destroyed in connection with any program, then these .

goals cannot be achieved.

It is possible to work out a proper mix of the two, but if you think
of coordination in terms of squrdination, the national goals will not
be achieved. The Congress'thought it was wise-to create a Eederal
Reserve System that would not be subordinate to the Government-of

the moment, would not be at the mercy.of pressures, private or political,.

and that is the reason why Congress in its wisdom established a board
with terms of 14 years.” So, no Board member need be frightened to
vote in accordance with his best thinking and his conscience.

Chairman Patmawn. I agree with you that the Federal Reserve
Board members are insulated against .the electorate but you are not
insulated against the bankers. They are right on your boards. They
have more to profit from your action than any one. Yet they are serv-
ing on these boards and they.are the ones who make the orders, the
ruTes, and regulations. '

Mr. Martin, on a number of occasions.you have repeatedly expressed
dedication to the objective of the Full Employment Act of 1946.
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The plain reading of this act requires all Government departments
and agencies to coordinate their activities to achieve a national policy
as set out in the act and as set forth in the President’s annual Economic
Report to the Con . You, Mr. Martin, have pledged yourself as
Chairman of the Federal Reserve Board to the principles and ob-
jectives of the act many times in the past.

Now, on July 6 of this year, 1965, Treasury Secretary Fowler an-
nounced the establishment of a Coordinating Committee on Bank
Regulations to include the Federal Reserve, the Comptroller of the
Currency’s office, Federal Deposit Insurance C‘orporation, and the Fed-
eral Home Loan Bank Board. At that time he said that any rule,
regulation, or policy of any one of the banking regulating agencies
which might conflict with an existing rule, regulation, or policy of
the other should be discussed by the committee, and a 10-day waitin
period observed. Was the jump in the regulation Q ceiling discusse
with the committee and considered subject to the 10-day waiting
period, Mr. Martin? -

Mr. MarTiN. No, it was not. It was discussed with the Secretary
of the Treasury. The Comptroller of the Currency was out of town.
We did not communicate with the Deputy Comptroller of the
Currency.

Chairman Parman. Did you communicate with the Chairman, Mr.
Randall, of the Federal Deposit Insurance Corporation ?

Mr. Martin. Idid. :

Chairman Parman. In this Committee did you have a meeting with
Mr. Fowler and this coordinating group at any time ?

Mr. MarTiN. Ididnot. .

Chairman Paruan. Did you ever have a meeting with them?

Mr. MarTiN. Mr. Fowler is not a member of the Committee. The
Secretary deliberately decided he did not want to be on the Committee.

Chairman Patman. Did you ever have a meeting of the Federal
Reserve and the Comptroller and the Federal Home Loan Bank Board
with this Fowler committee ? :

Mr. MarTIN. We have had two meetings.

Chairman Parman. Did you discuss these matters about raising
this rediscount rate ?

Mr. MarTin. We discussed a variety of matters. We have had
great difficulty in arriving at even a common agreement on a common
report of condition for banks.

Chairman Parman. Mr. Martin, you realized that your December
5 ruling would be greatly detrimental to the savings and loans, did

ou not ?
v Mr. MarTIN. No,I did not think so. AsI testified yesterday——

Chairman ParmMan. You don’t think so?

Mr. MarTiN. No, I do not. I think that the flow of funds in the
United States became constricted and I have grave question about
the use of ceilings in this type of operation insofar as the flow of funds
is concerned. But we deliberately—whether wisely or unwisely—
decided not to free it completely and not to raise the ceiling on sav-
ings deposits so that the savings and loan associations and mutual

1An article by Richard F. Mooney in the New York Times, Wednesday, Dec. 21, 1965,
comparing degrees of “independence” and autonomy of various central banks appears in
appendix to these hearings.
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savings banks would not be competitively seriously disrupted by the
change-in regulation Q. _ 3

The saving and loan people have jumped to the conclusion that
they are seriously endangered by this. Only time will tell whether
that is true. We cannot be sure:

Chairman Parman. What will prevent a person from taking his
savings account and converting it into a time deposit ?

Mr. MarTin. There is a passbook requirement. We think that too
frequently this has been ignored. But a bona fide personal savings
account is not supposed to be used-as a checking account.

Chairman PatMan. I'am not talking about.a checking account; I
am talking about a withdrawal from a savings account and putting it
in a time deposit for 514 percent interest.

*Mr. - Martin. He is not getting 5145 percent. The rates at the pres-
ent time,.as of thismorning:

Chairman ‘Parman. I am talking about under your regulations.

Mr. Marrin. Under our new regulations—you said yesterday there
were a lot of banks at 514 percent. I don’t know what banks they are.

Chairman. Patman. I am not talking about that. Please answer
this one question.

Mr. MarTIN. Iam trying to answer the question.

Chairman Parman. You seem to think that you.accomplish a lot
by keeping the savings rate at 4 percent but you cannot keep people
from taking their savings out and putting them into time deposits at
514 percent. :

Mr. Martin. They are not getting 514 percent.

Chairman Patman. I did not say tﬁlat, Mr. Martin.. Under your
present regulations—your new ones—is there nothing to keep a per-
son who has a savings account at 4 percent from converting that by
withdrawing it, if you please, and depositing it in a time deposit for
514 percent under the new rules?

Mr. MartIin. If he can get 514 percent, yes. He is not able to get
514, percent at the present time.

Chairman Parman. But he is allowed to do that by your regulation
if someone offers it ? ©

Mr. MarTiN. He is allowed to do it. Mr.. Patman, as I have said
to you a number of times, I think we would be better off if we didn’t
try to constrict that area at all. That is-another question.

Chairman Patmax.. Yes, it sure is another question; yes, sir. -

Mr. MarTin. We endeavor to free the flow of funds in this way.

Chairman Parman. Mr. Martin, I don’t have much time and we
are trying to get through today. You are not responding to my
questions. I asked you a very simple question,.a ‘very simple one.
You say that the 4-percent rate 1s maintained as a maximum on savings.
T asked you the simple question : What is to keep a depositor—a savings
account depositor—from withdrawing-his savings account and.getting
a time deposite contract up to the.limit that the bank is willing to pay—
up to 514 percent-under your new. regulation. The answer.is, that
there is nothing to keep him from doingit?.

Mr. Marrin.. There-is nothing to keep him from doing.it except
practical administration. I am simply suggesting:that you are mis-
representing, if I may say so. '
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Chairman Parman. That is not true. I am not misrepresenting it
at all. I am asking you what is to keep a person who has a 4-percent
savings account from withdrawing that savings and entering it into
a time deposit account and receive up to—according to your regula-
tions, and if it is offered to him—514 percent. Isn’t that a correct
interpretation ? :

Mr. Martin. Nothing would keep him from withdrawing the
amount at any time.

Chairman Parman. That is what I wanted to know—and depositing
it up to 534 percent—if he can get 514 percent.

Mr. MarTIN. If he can get 514 percent.

(Material supplied later appears below :)

[Reprinted from the Wall Street Journal, Jan. 4, 1966}

YEAREND SWITCHING OF SAVINGS To OBTAIN HIGHER YIELD ExXCEEDS NORMAL IN
SoME AREAS

Heavier than usual yearend switching of accounts by savers seeking a higher
return on their money has been occurring in metropolitan New York City, Los
Angeles, and several other places around the country.

The increased activity comes in the wake of moves by banks and savings and
loan associations in those localities to pay higher rates on certain kinds of savings,
beginning January 1 in most cases. The institutions were infiuenced by actions
by the Federal Reserve System last December 5 lifting interest-rate patterns in
the United States generally.

The switching of funds was particularly pronounced in the New York metro-
politan area, where a number of rival institutions previously announced rate
increases for the new year; some concerns also had announced new special
savings plans offering bonuses on deposits left for a set period.

According to some executives of savings institutions in the New York area,
however, funds withdrawn from their institutions weren’'t going entirely to
competitors but in many instances were being invested in the stock market. And
there were reports that some savings were being drawn out of regular banks in
New York City for the purchase of higher yielding “savings certificates” offered
by some large suburban banks.

The Federal Reserve in its December action boosted to 51% percent the maxi-
mum rate commercial banks may pay on time deposits and certificates of deposits
maturing in 30 days or more. Formerly the ceiling was 4 percent to 415 percent.

The top interest commercial banks may pay on regular savings accounts was
left intact at 4 percent; most commercial banks in New York City and in many
other parts of the country already are paying the maximum on such accounts.

BAVINGS CERTIFICATES SPURT

Franklin National Bank, a large suburban New York bank based in Long
Island, yesterday reported a substantial increase in purchases of the bank’s
small-denomination savings certificates whose rate was boosted on December 23
to 4.8 percent from 4.5 percent. The bank said it couldn’t estimate how much new
money has been attracted by the higher rate, but that a step-up in purchases was
noted in the last week in December. Franklin’s certificates are issued to indi-
viduals and nonprofit organizations in amounts of as little as $25 and for 90 days
or more,

Under New York State law, savers are credited full interest for a quarter even
though funds are drawn out as early as 3 business days before the end of the
quarter; similarly, savers are paid for a full period even on funds that aren’t
deposited until the 10th business day after the start of the period.

Franklin National is one of the more promotionally minded banks in the New
York area. Its move, which had been widely anticipated, to offer a higher
yielding savings certificate has strongly influenced recent rate changes in the
metropolitan aren. A number of mutual savings banks in Brooklyn and
Manhattan, for example, aiming to beat Franklin to the punch, announced
earlier last month they expected to pay 4% percent. A number of area savings
and loan associations similarly boosted their savings rates to 41% percent from
414 percent.




\

e

FEDERAL RESERVE AND ECONOMIC POLICY 227

Despite their announced rate-increases mutual savings banks said their
loss in deposits since the start of the grace period December 29 has been about
twice as great as in the corresponding period beginning in the last week of 1964.

Bowery Savings Bank, the Nation’s largest, said net withdrawals in the
period amounted to $8.1 million, more than double the $3.8 million in the 1964
days. But a spokesman contended a good part of the withdrawals was used to
buy stocks. -

Alfred S. Mills, president of the New York Bank for Savings, said savers
withdrew a net $6.5 million in the last 3 days of 1965, compared with $3.5 million
in the like 1964 period. Most of the withdrawals, he added, were by charitable
institutions; these accounts dropped $3.7 million in the three days, compared
with only $600,000 the year before.

HIGHER THAN USUAL

Several big New York commercial banks also reported that overall with-
drawals of savings recently have been running higher than usual, even though
they recently pushed up their rates on savings.certificates to 4% percent from
414 percent; these banks issue the certificates only in denominations of at least
$2,500. Bankers Trust Co., the city’s sixth largest bank, said, for example, its
savings withdrawals were running 30 percent more than a year ecarlier.

The banks ascribed some of the losses in regular savings, which as a practical
matter don’t have to be left for any set period but can be withdrawn at will, to
transfers by depositors to savings certificates offered by their own and other
banks.

Bankers and other savings and commercial banks in New York reported, on
the in-flow side of the ledger, receiving some deposits of funds that New York
residents formerly had kept in accounts at California savings and loan associa-
tions. Th prevailing rate paid by west coast savings and loan associations
continues at 4.85 percent.

In California, several savings and loan associations reported brisk with-
drawal activity but noted it is customary for a certain amount of such activity
to take place in the first few days a new dividend-paying period as savers switch
from one institution to another. However, Hawthorne Savings & Loan Associa-
tion, in the Los Angeles area, which boosted its basic rate to 5 percent beginning
January 1, said its net withdrawals yesterday were lower than would have been
the case normally. )

Meantime the relatively few Metropolitan Los Angeles commercial banks that
recently offered higher yielding savings certificates reported rising deposits.
Abmanson Bank & Trust Co., which is offering 5 percent on certificates of at least.
$10,000 held a minimum of 90 days said the net inflow is up about 10 to 15
percent from our normal CD sales.

Beverly Hills National Bank, a subsidiary of Gibraltar Financial Corp., said
it is paying 5 percent on certificates of deposit of $5,000 or more with maturities
of 6 months to a year, effective Demember 31.

Eariler yesterday, John Williamson, financial vice president of Gibraltar
Financial, said that holding company’s Gilbraltar Savings & Loan Association
subsidiary- was facing wthdrawals up 20 percent from the first day of the re-
investment period a year ago. He attributed the withdrawals to banks cur-
rently paying 5 percent on certificates of deposit.

Mr. Williamson said Beverly Hills National wouldn’t guarantee to pay the 5-
percent rate past the 1-year limits on the certificates of deposit.

Elsewhere in the country, several other smaller commercial banks offering
certificates at higher date reported favorable depositor response. "We're- cer-
tainly geting more money in than if we hadn’'t changed the rate,” said an official
of Philadelphia’s Lincoln National Bank, the only one in that area to offer a
1-year certificate paying 4.75 percent.

At most mutual savings banks in the Philadelphia area yesterday, the banking
floor was crowded with depositors lining up to have bank tellers credit 1965
interest in their passbooks. Savings bankers said, however, that as the Penn-
sylvania law provides grace periods up to 10 days for the deposit of savings
without loss of interest, they didn’t expect any switching trends to become
apparent until later in the week.

In Houston, Medical Center National Bank reported its boost to 5 percent from
41 percent on savings certificates in mid-December brought more than §1 million
of new money into the bank through December 31 and nearly another $1 million
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yesterday alone. At least half of yesterday’s inflow, an official estimated, was
transferred from checking deposits in other banks. The bank currently has
total deposits of nearly $20 million. )

Several additional savings and loan concerns and commercial banks around the
country announced rate increases on certain kinds of savings, effective January 1.
The Boston (Mass.) Federal Savings & Loan Association, for example, increased
its rate to 414 percent to be paid semiannually from 414 percent paid quarterly.
In Dallas, Security Savings Association raised its rate to 43; percent semi-
annually from 414 percent quarterly.

Home Owners Federal Savings & Loan Association and First Federal Savings &
Loan Association, both of Boston, also increased their dividend rates to 414
percent semiannually from 41 percent quarterly.

Security National Bank of Long Island, a suburban New York commercial
bank, announced it was offering for the first time a savings certificate paying
4.8 percent a year on deposits of at least $1,000. The bank said the interest on
bonds held for 5 years to maturity would be compounded annually, producing
an average of 5.38 percent a year.

Chairman Parman. Now I have here this statement you furnished
me about the $16 billion certificates of deposit in the 30 banks. You
don’t have the maturity here. Do you have the maturity of these
certificases?

Mr. MarTiN. We can get you the schedule, Mr. Chairman.

B ( Dgt:; below were subsequently furnished by the FFederal Reserve
oard:

OUTSTANDING NEGOTIABLE TIME CERTIFICATES OF DEPOSIT AT 30 LARGEST WEEKLY
RepPorRTING MEMBER BANKS, Nov. 17, 1965

Average

maturity

City or district (months)

New York City — — 3.3

OO o e e e e 2.5
Other:

Boston and Philadelphia, Cleveland and Chicago, Dallas and San
Francisco e — 3.3

1 Approximate. Data are not available for all banks by size within district. Average
maturity for all 30 of the largest weekly reporters on Nov. 17, 1965, was 3.3 months and
for all weekly reporters issuing certificates of deposit (245 banks) was 3.4 months. Aver-
age maturity declined from 4.1 to 2.9 months as size of bank declined. The 2.9 months was
for nonprime banks with deposits of $1 billion or more.

Chairman Parman. If you will furnish that, please. This indicates
that 12 banks—9 in New York City and 8 in Chicago—12 out of the 30,
have more than half of the $16 billion. I am just asking you if you
have considered the fact that these banks were hurting. According to
the speech that Vice Chairman Balderston made in Kentucky he indi-
cated that they were in danger, that they had embarked upon some-
thing new in banking—they were in an illiquid position. These cer-
tificates of deposit have expanded from $1 billion in 1961 to over $16
billion now. That is quite an increase. This is something relatively
new in the banking world. Many of these CD’s will mature in De-
cember and January and February. Now the Federal Reserve has
forced interest rates up over the last year. You are realistic people
with good judgment and you knew that the banks holding these CD’s
didn’t have a chance of renewing them at the old rates. Therefore,
you were compelled to come to the rescue of these hurting big banks,
these nine in New York and these three in Chicago. They are really
hurting because they can’t afford to let these CD’s expire and be called
upon for the money when they didn’t have the money, probably, at
least, in such large amounts.
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The only way you could help them would be to raise the interest
limits to 5% percent on these time deposits. While you were doing
that you were making the first victiirs, at least the savings and loans.
I think that.it is very, very poor judgment on the part of the Federal .
Reserve Board to do anything to let the commercial ‘banks take: fur-
ther advantage of the savings and loans. -

I was here in 1932 under a.Republican administration that felt-com-

- pelled to have-some institutions that would help. people build homes

over a longer period of time-at-low rates of interest. It was under
Mr. Hoover that this program was established. Things were so bad -
the Republicans said the banks won’t do the job so let us have a new
organization, a financial institution, and these fine savings and loans
were created and now they have built up to a $120 billion industry.

All at once, the banks.decided they want to run them. I don’t say
that you have entered into a conspiracy to help the banks take over
the savings and loans, but you.are doing exactly what the banks would
like you to do; I mean a large number of them, not all of them by any
means. But a large number of the commercial banks don’t like the
savings and loans. They would like to take advantage of the savings
and leans. They wQul(f’ like to get them out of the way. You have
made the longest step, a real giant step in the direction of helping the
commercial banks take advantage of and destroy the great savings and
loan industry in this country.

I feel so keenly about this, I hope we can bring pressure enough to
bear on you, Mr. Martin, to get you to rescind that order. Your ac-
tion, in addition, will destroy many people; hurt many people; create
much poverty, deny education and deny proper hospital care and
treatment among other things. High interest rates will do more to
cause inflation and retard the growth of this country and hurt the
people generally than any other one thing.

And I noticed here that these telegrams that you received from the
New York Federal Reserve Bank at 4 o’clock on December 2, and very
soon thereafter—about 4 :20—from the Chicago bank—identical tele-
grams. It seems like there was some very close working. I would not
say a conspiracy, but there must have been some understanding to
account for the fact that you got identical telegrams.

(The telegram sent by the Federal Reserve Bank of New York and
received by the Board of Governors of the Federal Reserve System
at 4:06 p.m., Thursday, December 2, 1965, is reprinted below:)

Our board of directors today voted to establish following discount rates effec-
tive the first business day following that on which approved by the Board of
Governors: (a) on discounts for and advances to member banks under sections 13
and 13(a), 4% percent; (b) on advances to member banks under section 10(b),

5 percent; and (¢) on advances to individuals, partnerships, and corporations
other than member banks under last paragraph section 13, 51 percent.

RicHARD A. DEBS, Secretary.

The: telegram from the .Chicago bank arrived 15 minutes later, at
4:21 p.m. :

Our board of directors today voted to establish the following discount rates
effective the first business day following that on which approved by the Board
of Governors: (a) on discounts for and advances to member banks under sections
13 and 13(a), 4% percent; (b) on advances to member banks under sections 10
(b), 5 percent; and (¢) on advances to individuals, partnerships and corpora-
tions other than member banks under the last paragraph section 13, 51 percent.

PauL C. Hopgr, Secretary.




230 FEDERAL RESERVE AND ECONOMIC POLICY

Exactly alike.

That was on the afternoon before the day that you had your Board
together and you approved exactly these rates. This is the rate you
approved, is 1t not?

r. MarTIN. That is correct.

Chairman Paryman. Exactly these rates. You told Mr. Fowler that
morning—in other words, a few hours after you received these tele-
grams—that you were going to do what the New York and Chicago
bank’s requested ; that you personally favored it. You did not have
time to confer with the President of the United States. You did not
have time to confer with the Chairman of the Federal Home Loan
Bank Board who supervises the savings and loan industry. You did
not have time to confer with them. But you quickly replied and re-
sponded to exactly what the New York banks wanted.

Now who are the directors of the New York Federal Reserve Bank ?
Let me tell you who they are. In New York there are nine directors
who run the show; nine directors. Six of them were elected by the
banks themselves—the private banks—six out of nine. Naturally they
would be for the commercial banks and what they wanted—more earn-
ings and higher interest.

The same thing in Chicago. Even the head of the United States
Steel was respectful enough to the President to go see him before an-
nouncing his decision on the price increase on steel. But you did not
respect the President enough to go see him before announcing your
action. So I feel Mr. Martin, that in view of the fact that you acted
hastily and possibly needed to bail out these few banks holding matur-
ing CD’s that you and your Board, in my opinion, ought to consider
your action and rescind it.

Do ?you not think you can give consideration to rescinding this
order

Mr. Martin. No, I don’t, Mr. Chairman. I want to point out that
the Reserve Banks use the standard previously agreed on code to wire
discount rate changes. This saves us money and this has been stand-
ard procedure for many years in the System.

Chairman Patman. Why would you want to save money when you
are collecting a billion and a half dollars a year to pay all expenses?

Mr. Marrin. We want to save money because you are the one who
is always complaining about our expenditures.

Chairman Parman. It is certainly very wasteful that we would

ermit you to collect a billion and a half dollars a year on bonds that
{iave already paid for once, as you have and as have others before,
you said, and let you take $200 million to spend for any purpose you
want so as to keep you from having to go to Congress in the regular
constitutional way to get operating funds. I think it is a rather costly
thing that we are permitting.

Mr. BaroersToN. Mr. Chairman, may-I comment upon my Louis-
ville talk that you were good enough to refer to?

Representative Curris. I ask unanimous consent that they be al-
lowed to answer.

Chairman Parman. Certainly.

Mr. BarperstoN. Mr. Chairman, I would like to remind you that
passbook savings may be withdrawn almost immediately. In a prac-
tical sense they are withdrawn immediately. That is not true of CD’s.
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Now you have referred to the matter of the negotiable CD’s that were

" coming due in December. They amounted to $3.5 billion. Of those,

$1,854 million were outside of New York and Chicago.
Chairman Parman. How much ?
Mr. BarpersTon. $1,854 million.
Chairman Parman. Out of the $16 billion ?
Mr. BatpersToN. Out of the $3.5 billion coming due in the month

"of December. OQur concern, of course, was that 1f those $3.5 billion

were withdrawn from the banks, and the banks were placed-in a severe -
enough bind, the impact upon the economy of this country right at a
time of seasonal need, might have been very bad indeed.

After all, we don’t want to have loans called just because the needs
of the economy and of the banking system are not accommodated.

Chairman Parman. You felt like more interest should be allowed
for that reason?

Mr. Bavperston. Unless they were allowed to bid a sufficiently high
rate of interest to hold the CD’s in the face of the declining flow of
funds in our corporations you might have had the bind that I referred
to. After all, December 15 is not only a tax date but the approach of
dividend dates. :

Chairman Patman. Thank you very much. You have proved my
point.

Mr. Bavperston. T am glad you understand, sir.

Chairman Parman. Mr. Curtis.

Representative Curris. I am hopeful that before these hearings are
over we will find out how many of Congressman Patman’s colleagues
on the Democratic side share his views and also how many people in the
administration share these views. I question whether there is anyone
who shares the views that were expressed here a few minutes ago. I
certainly don’t.

I regard a great deal—I hate to use this word but I must—I regard
most of what was said as nonsense.

They attack the integrity of many people. -

Chairman Patman. I resent that.

Representative Cortis. I understand you resent it.

Chairman Patman. T will have my say later.

Representative Cortis. I think you will. I wanted the record to
show that T will not sit idly by and have this committee forum used for
the purpose of making charges that cannot be substantiated and that
involve people’s integrity. v

Chairman Parman. Will you yield 2. ’

Representative Corris. No; I will not yield. I have some things
I want to say: ’

Chairman Patman. On that one point ?

Representative Curtis. Yes; I will yield.

Chairman PatmaN. You see, the Republican group yesterday passed -
a resolution

Representative Curtis. I don’t yield for that. This committee is not
for this purpose. I will not yield. - '

Chairman Parman. I don’t blame you.

Representative Corris. I want to ask unanimous consent to put in -
the record the remarks of Mr. Martin before the 59th annual meeting
of the Life Insurance Association of December 8.

Chairman Patman.. Without objection it is so ordered.
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(The document referred to follows:)
THE FEDERAL RESERVE'S ROLE IN THE ECcONOMY

Remarks of William MecC. Martin, Jr., Chairman, Board of Governors of the
Federal Reserve System, before the 59th annual meeting of the Life Insurance
Association of America, New York City, December 8, 1965

In meeting with your association, I feel very much at home. Life insurance
and central banking have many problems and many attitudes in common. We
are both deeply concerned with long-term aims, with maintaining the strength
of our economy and the strength of our currency.

Millions of Americans are putting their faith in life insurance for the protection
of the future of their families and this faith rests on the expectations that your
policies will return to them a full measure of value for the dollars they are paying
to you. These millions who entrust funds to you, and who rely on the Federal
‘Reserve to safeguard the value of their money, want most of all safety and
security—in your case, safety and security from want for their old age and for
their families; in our case, safety and security from the twin dangers of in-
flation and deflation, the two deadly enemies of rational financial planning.

In trying to fulfill our duties, both your association and the Federal Reserve
System must rely on the best information and the most accurate analysis cover-
ing the innumerable factors that influence the development of our economy. It
is therefore no coincidence that each of us has sponsored programs of basic
economic research, and that the Federal Reserve has time and again benefited
from the work of your association. I may mention in particular your invaluable
studies in the fields of savings, capital markets, and interest rates.

I gladly take this opportunity to thank you for those contributions to our
common efforts, and I can only hope that our research program proves as useful
to you as yours has proved to us.

Now, if I may, I should like to make some observations on the Federal
Reserve's role in our economy. I shall begin with recent developments.

Just a few days ago, the Federal Reserve raised discount rates to 414 percent,
and the maximum rate payable on time deposits to 5% percent. The discount
rate thus reached its highest level in more than 30 years, and the time deposit
rate its highest level since the promulgation of regulation Q, also more than
30 years ago.

In view of these developments, I would like to speak to three questions that I
believe of interast to you: First, for what reasons and for what purpose did the
Federal Reserve act? Second, does the action mean that the Federal Reserve
disagrees with the rest of the Government on the basic issues of financial policy?
And third, what is the significance of this action for the future?

First, I want to say that the Federal Reserve acted because it believed that the
previous level of the discount rate and of time deposit rates was out of line
with conditions in the money and credit markets and especially with the need
to keep the flow of bank credit large enough to satisfy the needs of our expanding
economy but not so large as to threaten to turn that expansion into an in-
flationary boom.

Second, the Federal Reserve acted not to hamper but to further the goal of
the administration—shared by the Congress and by the American people as a
whole—to do the best that can be done to assure the continuance of our economic
expansion, maintenance of generally stable prices, and restoration of reasonable
equilibrivm in our international payments.

And third, the Federal Reserve will continue to shape its policies with complete
flexibility, firming whenever our further progress is threatened by inflation, and
easing whenever that threat has passed.

The Federal Reserve, in all its actions, aims always at the same goal: to help
the economy move forward at the fastest sustainable pace. We reach our destin-
ation most rapidly as well as most assuredly when we travel at maximum safe
speed—and this speed cannot be the same under all conditions and at all times.

Actually, the recent increase in-rates is intended not to reduce the pace of the
economy’s expansion but to moderate mounting demands for bank credit that
might jeopardize that pace by overstimulating the economy.

A brief review of developments over the past 12 months in the three critical
sectors of production and employment, the balance of payments, and prices will
provide background for our recent action.

The production and employment record of our economy has been excellent.
Our industrial output will be at least 7 percent higher this year than in 1964, a
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significant gain by any standard. Employment has expanded fast enough to
reduce the unemployment rate by a full percentage point over October 1964. For
the first time since 1957 it seems likely that we may soon reach our interim
goal of pushing unemployment down to, if not below, 4 percent of our labor force.
And despite such progress, average wages of production workers do not seem
on balance to have risen faster than productivity so that labor costs per unit
of output in manufacturing have remained virtually unchanged. The American
worker—with whose progress all of us are concerned—has shown great responsi-
bility in negotiating wage settlements that help to insure a steady rise in the real
incomes of all Americans.

Our record on international payments balance is fair enough, but less satis-
factory than in the field of production and employment. Over the first three
quarters of the year, our deficit on so-called regular transactions was at an
annual rate of $134 billion—far smaller than in any calendar year since 1957
but still far too large for comfort. We need to do much better if we are to
reach our goal of reasonable payments equilibrium next year, and especially if
we wish to do so without interference with the freedom of international trans
actions.

But in the third critical area, maintenance of general price stability, our record
has not been so good as in other recent years. Whenever in recent years our
economic growth was less rapid and our payments deficit larger than we would
have wished, we could be hopeful because our price level had remained stable.
For we knew that such stability was a firm basis for further economic expansion
as well as for further progress toward payments balance. But over the past 12
months, the crucial index of industrial wholesale prices has risen 13, percent,
after 4 years of virtual stability.

It is quite true that prices have not broken out of the pattern of modest and
selective advance in recent months. In order to avert such an eventuality, the
Government has taken action relating to prices of a number of individual key
commodities. But selective intervention to deal with price pressures necessarily
has limits. In the longer run, it would be ineffective if not accompanied by
measures that affect the source of price pressures rather than the prices
themselves. -

Unlike price pressures during the period before 1958, recent price developments
cannot be explained by cost-push influences. As mentioned before, unit labor
costs have remained essentially stable. Such price pressures as are making them-
selves felt must be primarily attributed to demand-pull.

This fact should not cause surprise. The closer an economy comes to full em-
ployment of manpower and capital resources, the greater is the risk that bottle-
necks will develop in strategic areas so that large new injections of bank credit
and money will serve to raise prices more than production.

Whatever divergent views the experts may take in regard to the ability of a
central bank to control price pressures generated by cost push, nobody has ever
denied that it is the function of monetary policy to restrain price pressures that
originate from private demand. Hence, the threat to continued maintenance of
the noteworthy price stability of the first 4 years of the present business expan-
sion must be of concern to the Federal Reserve.

I do not want to imply that monetary policy had ignored the problem before
last weekend. Since December 1964, the free reserve position of member banks
has changed from a moderate plus to a moderate minus—limiting the ability of
banks to increase their credit creation. The interplay between that degree of
restraint and the accelerating pace of economic expansion led in many—though
not all—financial markets to increases in interest rates, well before the recent rise
in discount and time deposit rates. But let us not overlook the fact that, despite
such restraint, commercial and industrial bank loans have increased this year by
about 20 percent. : .

As long as unemployment of manpower and plant capacity was greater than
could be considered acceptable or normal, we had every reason to lean on the
side of monetary stimulus. While this posture did risk some spillover of funds
abroad, the adverse effect on our payments balance was more than offset by
the benefit to our domestic economic growth. And we have tried to combat

. excessive capital outflows by selective fiscal and monetary measures, including

the voluntary foreign credit restraint efforts of our financial institutions, in
which the members of your association have so magnificently joined.

But despite the exemplary compliance of the financial community, and the
dramatic decline in the foreign credits of financial institutions, foreign invest-
ments of nonfinancial corporations were large enough to explain the persistence
of our international payments deficit. As financial institutions reduced drasti-
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cally the availability of dollar credits abroad, and thus had more funds to devote
to domestic uses, their domestic customers were in a position to use part of the
newly available funds to finance their ventures abroad. This is an example
of the leakage inherent in selective credit controls, .an indication.of their limited .
effectiveness, and a demonstration of why they can only serve as stopgaps rather
than lasting remedies.

Our closer approach to a satisfactory. level of domestic output and employ-
ment has diminished the weight of the arguments against the use of general
rather than selective measures to help counter price pressures at.home as well
as to help correct our payments imbalance. Obviously, no one—and least of
all those of us responsible for monetary policy—would ever want to do anything
that could undercut the sustained progress of the economy. But those who
are fearful of the economic consequences-of -any move even toward the mildest
restraint—any drop of free reserves below zero, any- slight rise in interest
rates—would do well to consider the record of the economy’s performance over
the past 12 months.

Let none of us overlook the fundamental difference between a change in
interest rates imposed by a central bank contrary to the trend of basic economic
forces, and a change permitted by the central bank in line with those forces.

If the Federal Reserve had followed the advice offered by some and had tried
to force interest rates up at a time when the demand for investible funds (even
at existing relatively low rates) was not sufficient to employ our idle resources
and to move our economy rapidly toward fuller employment, such a policy would
indeed have harmed our domestic economy, and in consequence the economy of
the entire free world. Conversely, if the Federal Reserve had strained to keep
interest rates from rising by providing reserves without limit at a time when
funds borrowed from banks were beginning to generate an aggregate demand
in excess of output from available resources, the Federal Reserve would again
have become, in the words of one of my distinguished predecessors, a veritable
engine of inflation.

Recent developments in our economy—mounting danger of price pressures, -
rapidly climbing bank credit, and continuing deficit in our payments balance—
have been warning signals. And they have indicated that prevailing market
rates of interest were beginning to distort the flow of funds through the econ-
omy. Our recent action has been designed to insure that the demands for.
credit do not reach inflationary dimensions, and at the same time that the -flow
of savings remaing sufficient to sustain, and be eficiently directed to sustaining,
the economy’s growth.

I realize that judgments can differ, not only as to the substance of an action,
but also as to its timing. To me, the effective time to act against inflationary
pressures is when they are in the development stage—before they have become
full blown and the damage has been done, Precautionary measures-are more
likely to be effective than remedial action ; the old proverb that an ounce of pre-
vention is worth a pound of cure applies to monetary policy as well as to any-
thing else. It is simpler, for one thing, to try to prevent prices from rising than
to attempt to roll them back. And finally, it is surer and safer; so long as in-
flation is merely a threat rather than a reality, it is enough to prevent the pace
of economic expansion from accelerating dangerously. But once that pace has
become unsustainably fast, then it becomes necessary to reduce the speed, and
once such a reduction is started, there is no assurance it can be stopped in time
to avoid an actual downswing.

This is no mere theoretical reasoning. It has been the practical experience
of other industrial countries in recent years. Those countries that permitted
inflationary trends to take firm hold have been forced to institute harsh reme-
dial measures to restore stability, and invariably they have had to pay the price
of actual reduction in output and real income. We shall sneceed in avoiding a
stop-and-go cycle—as the British call the practice of first permitting inflationary
bressures to develop and then taking drastic measures to suppress them—only
if we do not delay until inflation is upon us.

One curious concern voiced in the press is that our action might hamper the
administration in its efforts to introduce a “tough” budget next year. Nonsense.
I have every confidence that the President will come up with a budget for fiscal
1967 just as “tough” ‘as the necessities of the war in Vietnam permit. It is
monetary policy that must adapt itself to the hard facts of the budget-—and not
the other way around.

Now I'd like to add something about our increase in maximum rates on time
deposits. This part of the action was designed to permit the banking system as
a whole, and the smaller banks in particular, to expand their resources sufficient-
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ly to provide the economy with additional credit, especially medium- and long-
term accommodation. .
In recent weeks, the rates paid by the largest banks on certificates of deposits

_had been “bumping” against the previous ceiling of 41 percent. This situation

not only made it difficult for those banks to add to their resources; more im-
portant, it made it virtually impossible for the smaller banks to add to theirs,
since these banks have to pay some premium in order to attract new depositors
in competition with the giants.

Let me emphasize that the new rate sets a maximum, not a standard. We
expect banks, both large and small, to exercise a high degree of prudence and
responsibility in their use of this increased rate flexibility. If they do, there now
will be room for smaller banks to attract funds by paying slightly higher rates
than the big ones. This opportunity for smaller banks to compete more effec-
tively is both economically advisable and socially equitable. It makes for a
better regional distribution of the availability of funds throughout the country;
and it makes for a larger flow of funds to small business, which is mainly de-
pendent on the smaller banks for their credit accommodation.

The Board of Governors has purposely refrained from raising the maximum
rate for savings deposits. It bas done so in order to minimize the impact on
competitive relationships between commercial banks and savings banks and
savings and loan associations, which depend for their resources mainly on
funds deposited by individual savers rather than by corporations. I expect a con-
tinued ample flow of funds into residential construction.

I hope this discussion will add to understanding of the reasons and the pur-
poses of our action. But what about its relation to the basic financial policies
of the United States?

The administration has—rightly, in my judgment—stated time and again that
its goal was the most rapid economic progress compatible with price stability
and payments equilibrium. And the administration—no less than the Board of
Governors of the Federal Reserve System—has recognized, by deeds as well as
by words, that the dangers of spreading price increases and persisting payments
deficits are the primary threats to the achievement of that goal.

In the monetary sphere, no less than in others, the making of decisions—on
the direction of operations, on the precise timing of actions, and on the precise
choice to be made among the instruments of policy available—is often difficult,
but the necessity of making these decisions is inescapable.

And in the monetary sphere, the Federal Reserve Act imposes the responsi-
bility—as well as the authority—for making decisions upon the Board of Gov-
ernors and the Federal Open Market Committee. In the discharge of our respon-
sibility, and in the exercise of our authority, we must—and we do—give careful
consideration to the opinions and judgments of others who also bear grave
responsibilities. But the use of the authority assigned to us cannot be delegated,
nor can the responsibility we bear be escaped. To promote effectiveness and to
avoid inconsistencies, we will always endeavor, to the best of our abilities, to
coordinate our moves with those of other agencies in seeking to achieve the com-
mon goals of economic policy. But we can not take monetary measures that are
contrary to our best judgment, or refrain from taking measures that we consider
necessary.

As I have said many times, the American people, through the legislative
process, can change the authority and responsibility of the Federal Reserve
System whenever they choose to do so. But unless and until the law is changed,
I should consider it a violation of my oath of office to vote for or against a
policy measure for any reason other than my best judgment of that measure
on its merits. .

Now, in conclusion, a2 few words about the third question, concerning the
significance of our recent action for the future,

I cannot repeat often enough that the main requirement of monetary policy
is flexibility, the capacity for adaptation to changes in the economy as they
develop. This is particularly true for monetary policy in times of prosperity.
Whenever the economy approaches full employment, the central bank must be
constantly on guard against two opposite dangers that threaten continued ex-
pansion: not only against the risk of orderly growth giving way to an unsus-
tainable boom, but just as much, if not more so, against the risk of an upswing
leveling off and giving way to stagnation or downturn. The Federal Reserve
is not looking only at those data that seem to be warning of inflationary pres-
sures. It is also scanning the horizon just as carefully for indications of weak-
ness in the economy wherever it may be found—in residential construction, in
inventories, in 2amployment, or in any other sector.
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Moreover, monetary policy will always need to take into consideration other
Government policies and especially fiscal policies. Obviously, it will make a
great difference for the development of interest rates, of monetary and credit
conditions in general, and thus for the posture of monetary policy, whether the
Treasury. will need to divert more. funds from the private capital and credit
market than last year or whether, on the contrary, it will be able to reduce its
borrowing. Even if we knew how the private economy would develop next year,
we could not know whether-any action that might be needed would be taken
in the fiscal sector or whether the main burden of policy action would fall on
the Federal Reserve.

For these reasons, I hope you will understand that neither I nor anybody
else can predict whether, in the future, conditions will be such as to require
greater firmness or greater ease, or for that matter a policy of neutrality.

There is only one thing I can predict and promise. The Federal Reserve will
do its utmost, within the limits of its powers, to maintain a solid monetary and
credit foundation on which to build the economy’s continued progress.

Representative Curtis. Yesterday, Mr. Chairman, I referred in my
questioning to an article in Fortune magazine, which I now have be-
fore me. It is from page 48 of Fortune, November 1965. I want to
identify the article.

A monthly report on the economic outlook headlined, “Business
Roundup,” Chief Economist Sanford S. Parker, Associate Economist
Morris Comb, staff economists. This is under a subhead, “A Chilling
Reminder.”

(Article referred to follows:)

Slower Uptrend for Productivity?
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there is evidence that, after a spectacular due to the steel situation)—but it might
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A CHILLING REMINDER

In the equation of prices and jobs, a new element is beginning to appear. The
rise in productivity is slowing (see chart). After its initial recovery in early
1961, productivity in the nonfarm economy averaged an abnormal 3.5-percent
annual rise up to a year ago, but since then the increase has tapered off to under
2 percent. . ’

This is a chilling reminder of what happened in 1955-57, when productivity
virtually stopped increasing for 2 years, thus failing totally to offset the rise in
wages. The productivity lag thereby played a major role in the inflation then,
which led in turn to a tight credit policy.

The pressing question now is whether the present slowdown in productivity is
temporary or the precursor of worse things to come. To look at the happy side,
it could be argued that the lag in the rise during the past year is just compen-
sating for the speedup the year before, when demand unleashed by the tax cut
ran away from business, which couldn’t adjust its manpower hiring rapidly
enough. If so, one might expect productivity to resume a normal 3-percent rise
in the coming year.

On the other hand the rapidity with which output has been climbing in the
past 2 years should have tended to lift average productivity by spreading over-
head man-hours over more units. Now output growth is visibly slowing, so effi-
ciency will get less of a lift from this factor. As is plain from the 1955-57 expe-
rience, it takes time for new equipment and training of workers to counteract
the drag on productivity from increased use of marginal capacity and inexpe-
rienced workers.

At the moment it is only safe to assume that productivity will follow the slower
trend that the figures, for all their deficiencies, are actually showing now. This
trend is beginning to cast a wholly new shadow on the business outlook for 1966.
For along with a subnormal growth in demand, we may be getting a subnormal
growth in productivity and so in overall supply. This could mean a combination
of sluggishness in output and pressure on prices—just what happened a decade
ago. It would be folly to jump to this conclusion yet from the productivity figures
to date. But it would be even more foolish to ignore these figures in thinking
about private or public policies for next year.

I was a little afraid my memory had been wrong. Apparently there
is some difference in the base on which you have computed; I think
you gave us a 3.8, going down to 3. -I do know this says nonfarm pro-
ductivity. Possibly that could account for some of the discrepancy.
But we all recognize that these productivity figures are quite difficult
to devise, and there is an area for difference of opinion.

Mr. Chairman, I would like to request, if I may, that our staff, if it
will, look into these assumptions on which these productivity figures
in the Fortune article were based and see if they can reconcile the Fed-

eral Reserve figures in this area. I think that might be very helpful.

Chairman PatManN. We have some minority staff members.
Couldn’t you use them for that purpose ?

Representative Courtis. Thisis not a minority position.

Chairman Parman. We will have the majority work with them.

Representative Corris. That is what I am asking. It has nothing
to do with majority or minority. :

Chairman Parman. I would like to ask the staff director, Mr.
Knowles, to take leadership on this and see that it is done. We want
you to get the staff to make a study.
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(The following memorandum was developed by the staff of the Joint

Economic Committee and subsequently supplied :)
JANUARY 3, 1966.
MEMORANDUM
To : Members of committee.
From: James W. Knowles, executive director, Joint Economic Commrittee.
Subject : Recent changes in productivity.

On December 14, 1963, at the committee’s hearings on the recent actions of the
Board of Governors of the Federal Reserve System, Congressman Thomas B.
Curtis requested that the staff prepare an analysis of recent productivity data to
reconcile the data submitted by Governor Maisel and that contained in an article
in the November 1965 issue of Fortune magazine.

I requested a report upon this matter from Mr. Leon Greenberg, Assistant Com-
missioner for Productivity and Technological Developments, Bureau of Labor
Statistics, U.S. Department of Labor.

On the basis of information which he furnished me, it is apparent that the
differences arise for two reasons. First, Fortune was discussing the private
nonfarm economy while the Federal Reserve data used by Governor Maisel re-
ferred solely to manufacturing. The private nonfarm area includes all of the
economy with the exclusion of agriculture and Government. Second, a different
kind of data are used in the computing of private nonfarm productivity used by
Fortune than those used in the Federal Reserve computations.

The Fortune data appear to be those of the Department of Labor, and their
computations use as a measure of output gross national product originating in
particular sectors of the economy adjusted to constant prices (1958 dollars) and
for an input measure make use of BLS establishment man-hours. The figures
that Governor -Maisel quoted use the.Federal Reserve Board index of production
as a measure of output and BLS establishment nmran-hours as a measure of input.
Hence, both measures have similar input data but different output data. To see
the difference it makes as to what part of the economy is covered and what data
are used, examine the following rates of change in measures of output per
man-hour:

1947-64 1959-64
Total private 1 i iiecmans 3.1 3.5
Private nonfarm ! eiccccmeameaan ——— 2.5 3.2
Manufacturing 2. __________________ ... . 2.5 3.2
Manufaeturing 3. i e e amm e an 3.8

t Based on revised (1958 dollars) GNP data and on BLS establishment man-hours.
1 Based on unrevised (1954 dollars) GNP data and on BLS establishment man-hours.
¢ Based on FRB index of production and on BLS establishment man-hours.

Three facts are immediately obvious:

(1) The total private economy is advancing more rapidly than the private.
nonfarm economy or manufacturing when all these are measured using the
same type of data (see the first three lines above). This is because the total
private contains private agriculture with a faster rate of gain.

(2) The rate of increase for manufacturing is higher when output is measured
by the Federal Reserve Board index of production than when measured using
deflated GNP originating in manufacturing.

(3) It is clear that using consistent measurement techniques; the rate of
change was higher for the 5 years 1959-64 than for the entire postwar span
1947-64 (see first three lines of tabulation above).

The Fortune magazine article of November 1965 used productivity data for
the private nonfarm economy, which are consistent with the second line
of the above tabulation. The article went on to say that the increase in produe-
tivity thus far in 1965 was less than 2 percent, substantially less than in earlier
years. Available data that could be provided by Assistant Commissioner Green-
berg covered the first 9 months of 1965. When these are compared with the same
9 months of 1964 the private nonfarm- productivity measure shows a rise of
something less than 2 percent. This is the same as Fortune quoted. If we use
the data consistent with what Governor Maisel was using; namely, measuring
output by the Federal Reserve Board index of production, and confine our




FEDERAL RESERVE AND ECONOMIC POLICY 239

measurement to manufacturing, there was a rise of a little more than 3 percent
from the first 9 months of 1964 to the first 9 months of 1965, compared to the
prior 5-year average of 3.8 percent.

What is obvious from these figures is that so far as we can now deduce, the
preliminary estimates for 1965 show a slower rate of increase in productivity—
output per man-hour—than was true in the preceding 5 years, whether we are
concerned with the private nonfarm economy, as was Fortune, or with manu-
facturing, as was Governor Maisel. This is a development that should not
have proved surprising as it has long been known to techmicians that, when
the economy is near or at full employment, the rate of increase in productivity
is on the average less than when the economy is recovering from a low rate
of use of labor and capital—high unemployment—toward full employment of
resources. When demand is not adequate to provide full use of resources,
productivity is below what technology makes possible, simply because the use
of resources cannot be cut back as rapidly, or to the same extent, as output.
Since during the period 1959-64 the economy moved from lower rates of use of
resources toward higher rates, it is reasonable to expect that above-average
rates of increase in output per man-hour would have occurred, and that as high
employment levels were approached in 1965 the rate of gain would slow down.

We will not have confirmation of these developments for some time due to
the lags in data reporting, but I would be surprised if when final data are avail-
able the rate of gain for 1965 were not somewhat below the rate of earlier years
of rapid expansion in output. Furthermore, I would expect this to be shown
for all of the four types of measures indicated in the tabulation above when
final data are available.

Representative Curris. I was pointing out that the figures in For-
tune magazine on productivity increases are different from the figures
that the Federal Reserve seems to have. Knowing the difficulties we
have with productivity figures, I am sure there is a method for recon-
ciliating a great deal of this. S .

Mr. MarseL. I believe the difference is that one set of estimates is
based on gross national product and one is based on the Federal Re-
serve index of production. Therefore they cover different areas, and
you arrive at different figures based upon them. oo

Representative Curtis. The reason I felt this was a very significant
figure, and I might point it up again, is that as the economy heats up
and as we begin to get to a higher utilization of plant, we tend to utilize
inefficient and obsolete plant equipment. At the same time, we begin
to use in a similar fashion inefficient labor to the extent that we take
labor that is not fully trained and so on. I have always felt that this
was'a very 1mEortant indicator in trying to figure out whether we
were reaching the problems of inflationary pressures. )

One of the big arguments that I have had with others over a period
of years has been about what is the profile of the unemployed. I have
argued it essentially is frictional and structural, which, of course, you
can eliminate to some degree by meeting the demand. But thisisat the
sacrifice of productivity increases if the real problem is structural and
frictional. . o

I would also argue that very clear