
HEARING BEFORE HOUSE SELECT COMMITTEE 

ON PROBLEMS OF SMALL BUSINESS FINANCING 

November 19, 1957 

Present: Representatives Patrnan (chairman), Multer, Yates, Steed, Brown, 
Hill, Riehlman, McCulloch, and Hosmer. 

Also present: Malcolm Bryan, President, Federal Reserve Bank of Atlanta, 
accompanied by Mr. Atkinsonj 

Alfred Hayes, President, Federal Reserve Bank of New York, 
accompanied by Robert B. Roosa and Dr. George Garvyj 

Hugh Leach, President, Federal Reserve Bank of Richmond, 
accompanied by Thomas Storrs; 

Delos C. Johns, President, Federal Reserve Bank of St0 
Louis, accompanied by Guy S# Freutel, 

Patman1s wire to the four Reserve Bank Presidents said the hearing 

would be a closed, but at Mr. Hayes1 suggestion it was made an open hearing, 

Mr. Patman: Gentlemen, we have prepared a memorandum here regarded as 
thought provoking to cover some of the points that probably should be dis
cussed, and as Mr. Hayes has prepared a statement, and Mr. Hayes is President 
of the Federal Reserve Bank of New York, which has more to do with the 
Federal Reserve System than any other one bank, of course we all know that, 
if you would like to present your statement first, Mr. Hayes, it will be all 
right. 

Mr. Hayes: In general we have felt that the best way we can help snail 
business, within the zones of our influence, is to do all we can to help 
limit inflation, resist recession, and promote growth for the economy as a 
whole. While much concerned that small business should flourish, we share 
the typical American view that it should flourish in conditions of vigorous 
competition—suffering no special restraints, but also not being given 
artificial stimulants. Small business like large, wants to grow and prosper 
on its own in the real world, not in the overheated temperatures of a hot
house or a hospital. 

The Federal Reserve would and should be genuinely concerned, however, 
if its efforts to promote conditions for business health should in practice 
produce greater differences in credit availability, as among types or sizes 
of borrowers, than the normal workings of competition would justify. In 
any economy, of course, there must always be differences among the units 
engaged in production or in distribution. But the differences must reflect, 
to the fullest possible extent, natural variations and not imposed obstacles. 

Because of this underlying philosophy, those of us in the Federal 
Reserve System attempt continuously to watch for significant differences in 
the impact of credit policy upon various types of business, or groups of 
consumers, or units of Government. Cur observations have for the most part 
revealed a pattern of reactions to credit policy that, while showing some 
differences, seemed to be the kinds of differences that were to be expected 
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from the workings of competitive processes, 

Nonetheless, there have still been allegations that, during a period 
of sustained credit restraint, some groups, particularly those of smaller 
size and least able to defend themselves, may suffer from discriminatory 
kinds of restraint that are not revealed through our regular methods of 
observation. That is why the Federal Reserve has now initiated a broad-
scale inquiry into the problems and experience of various sectors of small 
business, as compared with large business, in obtaining financing over the 
past several years, and particularly in recent months. 

The System studies will include all principal sources of fundsj it is 
also hoped to be able directly to interview a large sample of borrowers. 
The scope of the studies is planned on such a comprehensive basis that all 
cannot be undertaken simultaneously. We have started, though, with what 
we know best—the activities of the commercial banks, I believe that 
arrangements already exist for the Board of Governors to inform members of 
your staff concerning the progress made. Both they and my associates have 
already consulted with your staff and other interested bodies on the 
approach and scope that the over-all survey of small business financing 
should take. 

Even these initial efforts require the use of a large staff, and sev
eral months will be needed to complete the tabulation of results already 
obtained. At the Federal Reserve Bank of New York we currently have about 
20 people who are "in the field" conducting supplemental interviews to 
amplify the vast quantity of statistical reports submitted to us by our 
member banks earlier this month. Similar efforts are under way at this 
time in all 12 Federal Reserve Districts. 

It would be unsafe and unwise to generalize from the very limited 
portion of the returns that we have yet been able to analyze. If you should 
wish to have a brief summary, however, merely as an indication of some of 
the results that have thus far been suggested, I am sure that Mr. Garvy or 
Mr. Roosa would be glad to try. 

Meanwhile, there is nothing new that has yet emerged from the current 
studies to serve concretely as another factor for us to take into account 
in formulating credit policy at the present moment. What I can say is that 
we felt reasonably certain, in taking the action to reduce our discount 
rate, that the lessening of credit restraint which this action implies would 
help to assure continued stability in the economy. As the further results 
of our special studies become available, we will better be able to judge 
whether our general impression has been correct—that is, that small 
businesses have, for the most part, been able to compete successfully for 
their share of the limited aggregate supply of available funds, under the 
conditions of high prosperity that credit policy has helped to maintain. 

If it should develop that any particular kinds of small businesses, or 
any particular aspects of small business finance, have been disproportion
ately squeezed during the past two and a half years of credit restraint, 
the question that Congress and we shall then face presumably is: How can 
any discriminatory effects on small business be avoided without impairing 
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that general control over the availability of credit which we must have, 
through good years and bad, to help minimize economic fluctuations for the 
economy as a whole? 

So far as immediate effects of the discount rate action are concerned, 
the principal benefits should be those for the economy as a whole—helping 
to assure continued high employment, high incomes, and high spending for 
the products of all business, both the large and the small. But we must 
recognize that the discount rate is only one instrument of credit policy, 
and that credit policy is only one of the important influences upon these 
principal indicators of strong and rising economic activity. 

We would be less than frank if we did not state that there is some 
risk, even though we trust it is one of low probability, that the economy 
may continue downward for a time. Should that be the case, any easing 
influence of the discount rate action or other steps in credit policy, 
however helpful, may be submerged in a general decline that would involve 
harsh new strains for all businesses of all sizes. 

Having mentioned that caveat, I hasten to say that much the greater 
probability, so far as present evidence can be relied upon, is that economic 
activity will remain generally strong, that the inflationary risks we have 
been combating with reasonable success will subside for a time, and that the 
discount rate action (in combination with the slackened use of bank credit 
which has already occurred) will lead to somewhat easier general credit 
conditions. In that event, several possible influences upon small business 
may become significant: 

1) To the extent that any current small business problems of financing 
are only a reflection of the over-all shortage of funds, some letting up 
on the availability of funds should unloosen many of the investing or 
spending plans of such smaller business that have been deferred or reduced 
in recent months. 

2) To the extent that rising interest rates have been an added cost 
burden, as they appear to have been for all sizes of business (although the 
increases have been relatively less for small business), there may be some 
let up in these cost pressures. Other things being equal, this would be 
of some help to small business earnings with a variety of related stimulat
ing consequences. 

3) To the extent that indirect costs of borrowing have been increased, 
or perhaps access to credit itself has been reduced, because a few banks 
have imposed considerably higher balance-on-deposit requirements during the 
recent months of scarce money, some relaxation of this limitation may in time 
ensue. I should stress in this connection, as in most of the other items in 
the list of factors I am mentioning here, that I am not attempting to 
suggest reasoned, valued judgments or to imply that I have definite knowledge. 
In the case of balance requirements, for example, this simply occurs to me 
as the kind of behavior that one might visualize; I would not wish to imply, 
though, that I know of any individual bank now which has been requiring 
higher balances from its borrowers than could be justified by good standards 
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of safe banking. Just as an aside, I have been impressed with the variety 
of evidence coming to me which suggests that standards of credit admin
istration during the recent boom have been much more strict than in past 
booms with little signs this time of the fever that often affects credit 
granting agencies during the exhilaration phase of the boom. I am certain 
that this has been a very useful by-product of the restrictive policy the 
oystem has been following, and that it will prove a great source of 
strength in helping to avert cumulative downward liquidation in the event 
any significant decline should begin gaining momentum in the economy as a 
whole. 

4) To the extent that new borrowers, especially when small, have found 
difficulty in establishing good banking connections, that may become easier. 

5) To the extent that small businesses may be clustered in industries 
that have contracted somewhat more than others in recent weeks or months, 
any general growth in output that occurs over the months ahead may give these 
particular small businesses a special lift. Possible examples might be 
contractors engaged in residential construction, or real estate developers. 

6) To the extent that small business suffers more heavily than large 
from price inflation, the recent attainment of wholesale price stability, 
and the current prospect for a time of consumer price stability, provide 
a surer framework within which small businesses can plan their action with
out fear of being upset by outside factors which they can neither understand 
nor adequately follow. In the same way, the more settled conditions of 
relative price stability make it possible to furnish the data needed for 
credit analysis, by any type of lender, with somewhat more assurance as to 
its reliability. Thus, where detailed credit analysis precedes the granting 
of credits, particularly to new customers, the climate of general price 
stability—assuming it can be maintained amid conditions of high general 
prosperity—should foster the cause of small business in competing for the 
funds that lenders have available. 

7) To the extent that small businesses need term loans (as a partial 
substitute for their more limited access to the capital markets) such types 
of loans may become somewhat more available if credit is generally easier. 

I should stress again that this list of possibilities is simply a first 
attempt to list, in specific response to the interest indicated in your 
telegram to me last Friday, the kinds of influences upon small business 
financing that might possibly emerge. No doubt there are many others that 
further study might reveal. 

And perhaps some of those I have listed, being only the first thoughts 
that have occurred to me, may not stand up under subsequent developments 
and investigation. I have, however, attempted to be responsive by being 
suggestive, rather than limiting myself exclusively to the simple general
ization that "what helps all business helps small business." 

That is the end of the statement that I have, sir. 
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Q. Thank you Mr. Hayesf I wonder, Mr. Bryan, if you would like to 
comment on what Mr. Hayes has said, or if you agree with it or do not 
agree with it, or have comments of your own. 

A. Mr. Chairman, listening to Mr. Hayes* statement, I do not believe 
I would disagree v/ith it. The fact is, I think in general I would agree 
with it. I am, myself, sir, tremendously concerned with the whole question 
of possibly inequitable impact of monetary policy. The American people, 
I think, are generally concerned with the inequities of that sort, so I 
think we have got to arrive at the facts, just so far as we can, so I have 
been enthusiastic about this whole exploration that we are conducting into 
the field of the exact impact of policy, 

Q. Thank you, sir. Now, Mr. Leach, would you like to comment? 

A. Only to say this: That we are spending and have spent a tremendous 
amount of time on this study, and that I hope and believe that it will serve 
a useful purpose. I would not undertake at this time to predict what that 
study would show. I think it will be much better to wait until we see 
what we find out and then arrive at a conclusion. 

Q. Mr. Johns, would you like to comment? 

A. Very little, Mr. Chairman. This is a field, of course, in which 
there have been conflicting impressions and conflicting views. That perhaps 
explains the fact that a study has been undertaken* At the moment, my mind 
is completely open and awaiting the result of the study. 

Q. Now, to bring the issues down more clearly to what we had in mind 
when we asked you gentlemen, the four Presidents of the four Federal Reserve 
Banks, Reducing the Discount Rate, I think this statement which has been 
given to each one of you will bring up the points that I believe vie would 
like to have discussed, and if it is all right I will just start out by 
asking some of the questions. 

Then, any members of the committee who desire may just ask any ques
tions they want to. 

If they want to do it before we get through with the questions, they 
may, or they can wait until we get through, whichever they prefer. 

Now, the first question is: ,lIs it expected that reducing the dis
count rate alone without other policy changes will have any substantial 
effect on credit, and if so, how will this come about?" Mr. Hayes, would 
you mind taking the lead in answering that one. 

A. Well, I think that we are getting into an area there where it is 
pretty difficult to get specific on. It is my view that discount rate 
action usually is associated very closely with related actions of the Open 
Market Committee, or other credit instruments, and it seems to me that to 
get into a responsive answer to that would almost necessarily involve me 
in perhaps giving some indication of what our intentions or present ideas 
are on other credit instruments which are certainly within a realm that I 
don't believe I am free to discuss here. As you know, there is a regular 
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arrangement whereby the Open Market Committee reports its actions to Con
gress, and I think there is a very firm tradition that they are not ex
pected to report on those actions in any other way, particularly not right 
while the actions are on the fire, so to speak* 

Q, Mr, Hayes, we have no desire to ask you to reveal or divulge some
thing that would interfere with your present activities, or would have a 
bad effect, certainly not. However, I would like to ask you this question: 
Is there any coordination between the discount window activity and the 
operation of the System's open market account? Now, you are the only one 
on the floor, so to speak, that can ansvrer that particular question, 

A# I certainly can say, in general, that the discount window is always 
administered in accordance with general long-term policies, and those 
policies are primarily as set forth in Regulation A of the Board of Gov
ernors Regulations, and those basic policies determining the way the dis
count window is administered, they are pretty steady, pretty constant, so 
that the way in which the discount window is administered does not change, 
per se. 

* -x- # *- •& 

Q, You would say, then, that there is coordination, Mr, Hayes, 

A, Definitely, 

Q. Now, how is this coordination brought about? Do you have confer
ences in which you discuss it or do you have the information that is sent 
to you, the open market account, or how is this coordination brought about? 

A. Well, essentially the major coordinating instrument is the Fed
eral Open Market Committee which does really constitute the forum at which 
the presidents and the governors, 12 presidents and 7 governors have an 
opportunity to express their views, not only on the discount rate but on 
open market operations, possible reserve requirement changes, any margin 
requirement changes, or any other instrument in the realm of credit regula
tion, and it does constitute a very valuable forurn for that purpose. Now, 
the committee reaches decisions on open market operations. It does not reach 
decisions on these other things because they are not within its actual author
ity, but having provided this forum, then that is supplemented later on at 
all times by free conversations between the presidents of the various Banks 
and their staffs, between the presidents and governors, and there is a con
tinuing, very close contact between all units of the System. 

Q, Through the Open Market Committee, of course, that is a good way 
to do it, 

A, That is a very good way to do it, sir. 

-x- -/c -x- -x- *-
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Q. Mr* Bryan, would you comment on the purpose of this reduction of 
three and one-half per cent to three, and the major considerations which 
led to the decision in your bank that you initiated yourself, or how was it 
initiated? 

A. Oh, that is fairly easy to explain. Speaking purely and simply 
for the ntlanta Bank, what happens there is that our Board of Directors 
comes in and they meet* Well, ordinarily the staff and I, Mr. Patman, will 
present a very considerable chart showing, trying to say to the directors 
which way we think the wind is blowing, but every once in a while we do it 
exactly the other way: We say to the directors: "Now, you have got to get 
up and recite0

,! Well, the directors come from all ov ̂r the Sixth District, 
from Lake Charles, on the one side, and from Atlanta, Florida, and so forth, 
and we have the branch directors there represented*. Well, on Friday, the 
second Friday in the month, it happened to be the directors turn to recite 
and they talked on the agricultural situation, on their sales experience, 
on their various business experiences, each one talking* Now, it would be 
impossible, sir, to summarize that for you, but I got very definitely from 
their comments, as against some months ago when they had done that, that 
the sense of exuberance has gone out of the thing, that they were not as con
fident, that there was a shift in expectation* Well then the staff which 
briefs me gave me a group of statistics, none of them very bad, but none of 
them exuberant, and from that, oh, and talking to Mr. D. C, Johns, and find
ing that he has gotten much the same impression from his sources, I came to 
the conclusion that from the Atlanta Bank, I wanted to recommend to our 
people that we shift the posture of the bank, and that is the way it happens, 
as simple as that, 

Q. Do you have the power and the authority to do this yourself, Mr. 
Bryan? 

A. Oh, no* All I can do is recommend to the directors, they can vote 
me down— 

Q* You did not have my question like I really wanted it* Does your 
bank have the power to fix and determine this rate? 

Aa No, noj all we do is recommend* 

Q* Recommend it? 

A* And that goes to the Board of Governors, they can accept it, reject 
it, or hold it* 

Q* Raise it or loiter it? 

A. Yes* 

Q« And under the law, you are required to do this every 14 days, are 
you not? 

A* That is right, sir* 

Q* Mr* Leach, would you mind commenting on the reason that your Board 
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recommended this decrease and the re-discount rate? 

A. At the meeting of our board on November 14, it -was reported by our 
economic staff that in recent weeks there was evidence of at least a tem
porary abatement of inflationary forces. V e had quite a lot of statistics. 
For instance, prices of sensitive commodities had weakened, as had the more 
comprehensive wholesale price index; the consumer price index has approached 
stability; the seasonally adjusted index of industrial production had de
clined from 145 in August to 144 in September and 142 in October; nonagri-
cultural employment had slipped, and so on. Also, that a recent McGraw-Hill 
Survey had indicated a forthcoming reduction in capital expenditures by busi
ness* The details of these changes and those occurring in a number of other 
series are (electric power genera/tion, freight car loadings, unemployment 
compensation claims, and so forth) all of which reflected a widespread reduc
tion in economic activity. Before this time, we had been seeing what has been 
coming, and referred to it as rolling adjustments, but our directors had not 
been convinced that we had an over-all widespread situation, rather than a 
weakness in certain a reas# However, at this meeting I said—I would like to 
talk on the basis of my recommendations, rather than be interpreted as cur
rent policy, because I think I am free to say what I recommend. I said that 
I thought there was no basis for alarm at that time, for our economy is still 
operating at a high level with several outstandingly strong sectors, but they 
provide unmistakable evidence of an abatement of inflationary pressures, at 
least for the time being. I pointed out, for example, that I did not know for 
certain how long that was going to last, but it certainly seemed that we had 
an abatement of inflationary pressures for the time being., and because of that 
evidence I recommended to the Board that they take prompt action to adjust 
credit policy to the changed conditions in the economy. That would, I said, 
be another example of flexibility in the use of a credit policy tool. That 
was my recommendation. 

Q. Vhy did you reduce it from three and a half to three? Did you con
sider reducing it, say, a quarter per cent? 

A# We did consider that, and that was discussed. It was brought out 
that the last time we increased it, in August, we increased it a half per 
cent. It was also brought up that a quarter of a per cent "was a big change 
when the discount rate was one and a half and two per cent, but that a 
quarter is not quite so big a change when rates were three and three and a 
half. 

Q. So, it was actually considered? 

A# Yes. 

Q. Did you take into consideration what the other presidents of banks 
were going to do, Mr. Leach? 

A# We did not. We did not know what they were going to do, and I think 
that is getting into a field that I would rather not comment on, what the 
other banks are doing, now, what they intend to do. 
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Q. Naturally you discussed it over the telephone frequently. 

A0 re discussed it over the * phone. I had a reasonable idea that maybe 
some would change, I didn!t know. 

Q. But you had an idea that the Federal Reserve Board would look with 
favor upon the action of your Board in reducing the rate from three and a 
half to three per cent? 

A. I think that is getting into the realm of the governing power-— 

Q. I am just asking for your opinion, Mr. Leach. 

A. I had rather not e;:press an opinion, if you will excuse me. 

Q. In other words, was it your opinion that the Board would look— 

A0 I think I would be commenting on current policy if I said that. 

Q0 Mr. Johns, from the St. Louis Federal Reserve District, would you 
comment on the reasons why your Board recommended a reduction? 

A. Mr. Chairman, I think I may, with propriety, speak of the reasons 
which led me to make a recommendation, but I would hardly feel that I could 
with" propriety interpret the action of my Board, more than the a ction, it
self, does* The information which was available to me with respect to the 
behavior of the national economy was available to all other Federal Reserve 
Banks and to the Board of Governors. I would assume, since I believed my con
clusion to be correct, that others might possibly reach similar conclusions, 
but beyond that I could not go. It was my belief, in making the recommenda
tion which I did make, that the posture of the restraint which was implicit 
in the current state of affairs, in view of the behavior of the economy, 
needed to be moderated somewhat, and upon that basis I made the recommenda
tion to our Board. 

Q0 Would you mind stating whether or not you had an opinion at the time 
it would meet with favor, with the Federal Reserve Board, if you reduced the 
three and a half per cent to three per cent, Mr. Johns, if you recommended it? 

A0 As I have said, Mr. Chairman, I think I might logically assume that 
others would interpret the same statistics, the same information perhaps in 
about the same way that I would. 

Q0 Including the Board? 

A. Yes, sir, and the members of this committee and all other informed 
members of the business community, the financial community, and the public 
at large. 

Q0 Now, Mr. Hayes, we have not asked you to comment on that so far. We 
would like to have your comments on the reasons why this rate was reduced in 
the New York District from three and one half to three per cent, and whether 
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or not it was initiated by your group, by the Federal Reserve Bank Directors 
and officers, or whether or not it was initiated in Washington by the Federal 
Reserve Board, 

A. First, on the reasons, I think that by and large the economic factors 
that Mr. Leach has already listed were similar, with the same general type of 
general considerations that led us to our conclusions. We felt that there was 
less inflationary pressure, less price pressure, upward price pressure than 
there had been; felt that there were more definite signs that the fiscal amount 
of production and sales was tending downward. We felt that the amount of credit 
demands in the economy was proving to be considerably less than had been 
expected, and those are all factors which, to our way of thinking, warrant a 
modification of the kind of policy of restraint that w e had felt was appropriate 
Now, as to the exact way in which the move was made, as I said at the beginning; 
in this kind of action there are frequently many conversations among banks, be
tween the bank and the Board, and I don ft think that it is proper for me to go 
into the details of those conversations, and conversations there may have been 
because it would involve people other than me. All I can say is that I came 
out with the recommendations that the rate be reduced from three and one-half 
per cent, to three per cent. 

Q. Would you mind stating whether or not you had reason to believe that 
it would meet with favor with the Board, and the Board would approve it if 
your Board did reduce it to three per cent? 

A, I think I would prefer not to answer that, just in keeping with what 
I said that it brings in the reasoning of other units in the system, and I do 
not think I should be trying to explain what their position may have been or 
may not have been. 

-x- -x- x K -x-

Q (by Mr. KcCulloch). And was the information which you had from these 
other sources substantially in accordance with the facts in your possession? 

A, Again I had rather not say what the opinions of these other sources 
were, in the system. I would merely like to stand on the statement that it w a s 
as a result of all the contacts I had and the results of an examination of all -
the facts that we had at our disposal in that bank, this feeling did grow on us, 
and I should add one other factor: There was a Treasury offering coming up, 
and that was another factor that could perhaps—Treasury offerings always have 
some bearing on our policy considerations, and there was something to be said 
for making some move that would clear the air before that thing came along. 

•w- -x- -x- # #• 

Q (by Mr. Brown). Now, in the last two increases, did a single one of 
you four gentlemen, or your directors, your recommendations disagree with the 
action that was finally taken? In other words, was it unanimously recommended, 
*vere those two unanimously recommended? 

A (by Mr. Hayes). I can speak, for example, of the August increase. In 
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that case our bank was either the 3ast or one of the last two banks to make 
the increase. Our directors and,'I might say, our management were reluctant 
to make it and delayed making it, but felt that it was desirable to go 
along with. 

-x- -x- -x- # -x-

Q (by Mr. txcCulloch). But as I understand, you reluctantly went along 
with the recommendation? 

A0 I had some doubt in my mind as to whether it was desirable to make 
that additional increase. 

Q. And did you then convey your feelings to the Board prior to the time 
the action was taken, if that be a proper question? 

A. I am not sure that is a proper question, sir. I had rather not 
answer it, except to just go back to the old statement that there is a con
siderable interchange or exchange of views at all times on the thing. 

-x- -x- -x- -x- ~x-

Q (by Mr. Kulter). We have been told that the rediscount rate is one 
instrument of credit control. Now* is it the fact that each time the 
rate was increased, it was to restrain credit? 

A (by Mr. Hayes). Could I attempt to answer that, sir? I think there are 
different ways in which the discount rate can be used in connection with 
credit control. 

Q„ May I stop you there? Is there more than one way to use the redis
count rate, other than to increase or decrease it? 

A0 What I mean to say, sir, increasing it or decreasing it can be taken 
with a different objective in mind, under different circumstances. There are 
times, as was the case in August, and I think as Mr. Leach pointed out, when 
the main reason for doing it if you did it, -was to bring the discount rate 
into line with what had gone before in the way of a substantial increase in 
market rates, There was a disequilibrium between the discount rate and the 
market rates. 

Q0 You wanted to be sure at that time that the borrower from the Federal 
Reserve System didn!t have an excess of profits, that the Federal Reserve 
System would charge them a rate which was commensurate with what they were 
charging their customers? 

A. I would not say that we are very concerned about that, because we 
hoped that our administration at the discount window prevents the bank from 
abusing the opportunity to make a substantial spread, but the wider the 
spread is the harder it is to police the discount window. 

Q« You are now getting at the very point I have been driving at. By 
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the control of the discount window, making discounts or refusing to make 
discounts, you can control the amount of credit the bank can get, and no 
matter what the rate is, if they want the money, you make it available to 
them whether they make the rate high or not? Is that it? 

A. I am sure the level of rates would not have too much influence on 
that. 

Qc Does it have any influence if they charge six, whether you charge 
three or three and a half? 

A. I think it does have a real influence there, 

Q. Would you say that the so-called big banker who has been quoted in 
the newspapers since the last decrease, when he says that any banker would 
be a fool and should have his head examined if he is going to cut the rates 
he is charging his customers, because he is paying less than the Federal 
Reserve bank for money, is that man talking through his hat or really talk
ing sense—that he will not, or his bank will not cut the rate to the cus
tomers because of the cut in the interest rate on rediscounts? 

Ac Well, I think in the final analysis his decision will be based on 
competitive factors, and if credit should become abundant enough from various 
sources he will probably be led to reduce his rate3 

*- *- •* -* -x-

Qo Let's try to keep to the technicalities of the situation. If the 
increase in the rate each time was to be anti-inflationary and it didn!t keep 
any money out of the market, there was just as many loans made after each 
increase of the rediscount rate as theretofore, do you think the decrease 
of the rate is going to be deflationary now? 

A. Deflationary? 

Q. Yes. 

A. I donft think that the increase in rate failed to have any effect 
on the amount of borrowing. 

Q. % d the borrowings increase? 

A. Perhaps I should put it this way: The interest rate I regard at 
least as the sympton of the availability of credit in relation to the de
mand for credit, and when the rate was allowed to go up, to give effect 
to the fact that the credit demands were in excess of supply, it did in
dicate that there was some limitation being put on the amount of money, 
of loanable funds in the economy, and I think that limitation was a very 
healthy one. 
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After some discussion of Regulation A and operations at the dis

count windoi>r: 

Q# (by Mr. Multer). We have established the use of the discount 
window, it cannot control the supply of money, will not make more or less 
money available to the banks that want to borrow from the Federal Reserve 
Banks for the purpose of lending to their customers, am I correct in that? 

A (by Mr, Hayes). No, sir. I would think that is not the case. I 
would think there is a certain amount of flexibility in the amount of re
serve that can be obtained by the bank through the discount window, and of 
course the flexibility on our part in the amount we put voluntarily at the 
disposal of the bank in the open market. 

Q. The Federal Reserve Banks can, if they want, say, "We will lend to 
you no longer, even though you are a member bank, even though you qualify, 
and your loan qualifies and you have met every requirement of statute and 
regulation, because we are not [,oing to lend you any more money because we 
don't want any more money in the market." 

A. We can do that in the statute, sir, but I cannot remember, in my 
memory, when we have ever done it. We have never actually refused to make 
a loan when a bank brings a note in, but if he is borroiA/ing excessively and 
continuously on relatively infrequent occasions we do have talks with the 
banks doing that and say, "Look, can't you do something over a period in the 
near future which will enable you to stop coming in to us regularly," and 
they always do. 

Multer stressed his point that increasing the discount rate did 

not reduce member bank borrowings, and he continued: 

Q. But the increase in interest rate had no effect when you raised it 
to three per cent and raised it to three and a half per cent, except to in
crease the cost of borrowing by the United States Government, isn't that so? 

A (by Mr. Hayes). No, I would not admit that, sir. 

Q. Let's not say that was the cause of it. The fact of the matter is 
that each borrowing by the United States Government after you raised it to 
three per cent, and the borrowings by the Government after you raised it to 
three and a half per cent was at a higher rate of interest to the government 
than theretofore, isn't that correct? 

A, That is correct, although there was no exact correlation between 
the discount rate rise and the cost of Government financing. In fact as I 
said, most of the increase in the discount rate was to adjust to existing 
market rates that had already gone up because of the abundance of credit 
demands from all kinds of sources, including the Government. 

Q. Now, decreasing the interest rate now from three and a half to three 
per cent is not going to make any more money available in the market, is it, 
just the decrease of the interest rate alone without any operation of the 
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Open Market Committee, without any change of reserve reoxuirements? Decreas
ing the rate from three and a half to three per cent, will that make any more 
money available in the market? 

A (by Mr. Bryan), May I suggest a point? Mechanically, no. If I were 
to answer it, sir, there is an effect, however, that I don!t think we ought 
to overlook: I think in terms of cotton and a few other things when prices 
of cotton are rising, people tend to hold, when it is declining, people tend 
to get rid of it. That is the x\&y people respond to prices. Now, this may 
have some effect, if it changes the expectations of people who are holding funds 
in expectation of still higher rates, it may make more money available* 

-* # *- -x- *-

After further discussion of discount operations: 

Q (by Mr. Yates), I seem to remember Mr. Martin disagreeing with you 
gentlemen on some things. I think he is probably one of the key men in the 
picture, is he not? 

Well, as late as November 6, Mr. Martin thought that there was still 
tremendous inflationary trends which did not warrant a trend, didnft he, at 
least in his speech to which I had reference, made at the conference recently, 
where he said there was no relenting from the anti-inflationary measures, and 
our pood friend from Richmond says there was a decided drop between August 
and October. 

A (by Mr. Leach). November. 

Q. I thought we were using October in our discussion before. We were 
using October, weren't we, actually? 

A. There were reductions in October, but not enough to warrant any 
action. In November there was a tremendous amount of movement, I should 
say a tremendous amount more, and that was the reason we changed the rate. 

•H- -* -X- -X- -X-

Q. He said there has been no relenting of anti-inflationary pressure. 

A (by Mr. Hayes). It is my own opinion that it would be more proper 
to ask Mr. Martin to interpret that speech himself. 

Q. No relenting of inflationary pressures, that was his opinion. Who 
sets the policy, Mr. Martin, does he interpret what is going on, or do you 
fellows interpret what is going on? 

A (by Mr. Hayes). The Open Market Committee functions there. Twelve 
people have equal votes, in fact you have 19 people all expressing their 
opinion. And he is merely the announcer, or executor for the Committee. 

One co-equal member of the 12 members of the Open Market Committee. 
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Of course actually, I donft mean to imply that he is not the key man in 
the System. He is, because the Board of Governors has exclusive powers 
over other instruments, 3JLke reserve requirements and so on, so he is un
doubtedly the principal policy man in the System. I don't mean to deny that. 

Q. Was he in a category by himself, in so far as the thinking of the 
Board was concerned at that particular time? The reason I say that is be
cause our friend Mr. Leach here states that at least he saw the pressures 
relenting, and I think all of you at that time were of the opinion that the 
pressures were relenting. Why then did Mr. Martin come to an opposite 
conclusion? 

A. My personal feeling is that you are getting right into the realm of 
open market policy, practically current policy and that is not the kind of 
thing that we should be disclosing. 

Q. I would not want to embarrass you. 

A (by Mr. Bryan). Could I make a slight comment? In the first place 
on the change and statistics, some things have become very recently avail
able • Unemployment figures show some deterioration. We have had the shift 
in income downward so that we have had some recent figures that do indicate 
and confirm what was said. Now, I think we ought to use fully, and can 
usefully make a distinction between a short loan, which nay be one of economic 
adjustment, and a very long loan. For instance, in the long run I would 
heartily agree with Mr. Martin, that the problem may still remain one. 

Q. Did you say hardly, or heartily? 

A. Heartily, and for two or three fundamental reasons: One of them, 
as you know, sir, is that the population is expanding by leaps and bounds, 
and it is the task of saving enough to outbid them with all of the capital 
required, which is going to be very great, and then as we all also know, as 
citizens and Congressmen, the country has an enormous task of national de
fense, which is a necessary thing but requires tremendous amounts of our 
gross national product to do adequately. I think in the long run those two 
factors put our economy under a tremendously real strain, and means we must 
be at great pains to produce the savings necessary without inflation, 

Q. The thought that comes to my mind is that this is a picture that re
quires money, and I don't know how you can reconcile this with a tight money 
policy. You have got a booming population, you have got defense needs, you 
have got an economy that will require a constant expansion to take care of 
the needs of the people. Why then do we want a tight money policy? 

A (by Mr« Bryan). Well, it depends, sir, on how we want to produce the 
money. Do we want to produce the money by multiplying dollars, which simply 
builds the prices, or do you want to produce it by the savings of the people? 
I would assume, at least it is my assumption that we want to do it by the 
savings, rather than multiplying dollars. 

Q. Both you and I agree that the money will be required. 

A. Yes. I should say, in vast amounts• 

# x -x *- # 

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



-16-

After a discussion between Mr. Yates and Mr. Roosa on effects 

of credit policy in checking the capital expansion boom: 

•x- -x- -x- -x- -* 

Q (By Mr. Yates). Did I understand that the devices that were utilized 
had a very salutary effect upon checking the inflation, and that the Govern
ment would have paid much more money than it actually did pay? What did you 
have in mind? I know that the defense program is paying much more for the 
same products now than it did a year ago. Where was the inflation checked, 
then? 

A (by Mr. Hayes). All I am saying is that this gets back into the dif
ficult realm of what would have happened if we had not done what we did. In 
my judgment, if we had not refrained, the expansion of money supply prices 
would have gone up a lot more, and everything that the Government bought, 
instead of going up 5 per cent, would have gone up 10 or 14 per cent—I am 
just picking numbers out of the air—but the increased cost could have been 
much greater than what they have paid in additional interest. 

-x- -x- -x- -x- -x-

Q (by Mr. Patman). Do you have any understanding that the Board wants 
this done? Is it just a question of which banks will take the initiative 
first? Do you have any conversational or unconversational understanding 
about that, Mr. Hayes? 

A (by Mr. Hayes). I think it would not be proper for me to go into 
that; that is for the Board to tell you. 

•x- -x- -x- -x- -x-

Patman then turned to questions of 13-b loans, and to proposals 

that have been made for setting up capital banks, using in part at least funds 

drawn from reserve bank capital and surplus. 

Q (by Mr. Patman). I did not intend to get into any dispute with you, and 
I hope you take this good-naturedly, but it disturbs me to say that you are de
pendent on your reserves and capital as a central bank, one of the 12 Federal 
Reserve Banks, when your capital does not enter into your business at all, it 
is not used, and your reserves are not used. Your power comes from your power 
to create money, which you do. 

A (by Mr. Hayes). Quite correct, Mr. Patman. But I think that any 
enterprise that involves making substantial investments in assets, whatever 
they may be, probably does well to have some reserves for contingencies. 
We are an operating bank, an organization that does have income and outgo 
and presumably we should have some cushion somewhere to take up unforeseen 
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expenses, 

Q. That is what disturbs me, Mr, Hayes, that you think you use this 
reserve— 

A, I do not mean to say that the size of our capital and reserves af
fects our market operation, because it does not. 

Q, Of course, it is so insignificant— 

A. I agree that it is a relatively unimportant factor. And I just have 
a general feeling that some kind of a contingency fund is a desirable thing 
to have. But I certainly agree with you that it does not have a major bear
ing on any of our policies, 

Q, And if you are going to have something like a capital bank for small 
business, and if the Congress takes #10 million out of your reserve fund and 
lets this capital bank have it, you would rather have it divorced from the 
Federal Reserve operations altogether, in other words, entirely separate and 
distinct? 

A. That is my offhand instinct, yes, sir. 

Q (by Mr. Steed), I have one point, just for clarification, Mr. Kayes, 
as I followed your remarks when you were discussing the reasons that you had, 
or the thinking you were going through when you decided to recommend the 
rate cut, you made some comment about you took it into consideration, among 
other things, the fact that a Treasury offering of bonds and securities was 
pending. 

A (by ilr. Hayes), Yes, sir. 

Q. Would you comment a little more on that, just how that affects— 

A. Well, I think that whenever you have a Treasury operation pending, 
there is some advantage to doing whatever you are going to do before the 
thing is launched, so that you have a clear knowledge of what conditions are 
and the reserves on which they can base their operations. We have a sort of 
general policy of what we call trying to keep on an even keel during a period 
of financing. So it can be argued that if we were going to change the rate 
at some time in the near future, that there was some advantage in that point 
of viexv in doing it promptly. 

Q. Would I be correct in assuming that your action, coming as it did, 
would enhance the a dvantages the Treasury m ght expect in offering its 
securities as against what it would have been faced x>ath had you not made 
that— 

A. I think that the action probably did make the financing a little 
bit easier. 
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Q. Would it have been an advantage in the sense that more buyers of 
those securities would be available, or that a better interest rate to the 
Treasury itself would be available? Would that be of some benefit? 

A. It could be both, yes. ^ny move purely in the direction of easing 
credit is advantageous from the point of view of floating any issue, whether 
it is Treasury or any other bond, 

Q. There has not been yet enough experience for you to say for certain 
if those anticipated benefits have been realized to any degree? 

A. I think the term which the Treasury has actually put on its new 
offering a s announced in today1 s paper tends to confirm it. 

*• -x- *- -x- *-

Then came discussion of automobile sales and financing terms. 

Q#(by Mr. Patman). I have three oxuestions I want to ask. And we will 
call on each one of you gentlemen to make a statement, if you desire to make 
a statement. First, I will ask Mr. Hayes, was any downward tendency in bank 
rates in evidence before it was decided to reduce the discount rate, and have 
any member banks in the district announced great reduction since the re
duction of the discount rate was announced? 

a. As far as I know, there have been no downward movements in member 
bank rates up to the time of the reduction or since, to the best of my know
ledge—there have been decreases in some market rates. 

Q. Like bankers acceptances? 

A. Yes, primarily since the move. 

Q. Mr. Johns, would that be your answer? 

A. Yes. 

Q. Mr. Leach? 

A. Yes. 

Now, prior to action of last week, what did the member banks indicate 
if anything as to the course of their own interest rates if a reduction in 
discount rate were made, and was there a general sentiment among the member 
banks for a reduction of discount rates? 

A» (by Mr. Hayes). I don !t think the member bank had any inkling of what 
was coming. 

Q. You think it was a complete surprise to all of then as well as to 
ourselves? 

/... That is right. 
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Q. What is the most realistic explanation for the fact that the level 
of interest rates in the commercial banking system follows the discount rate? 

A# I don*t think there is any very close connection, I think if you 
measured the prime rates against the discount rates over a period of years 
you would find a very widely varying spread between the two. Of course, 
there is some psychological effect always when you move the discount rate, 
it is a widely known rate, and it also may have some effect in their 
minds because of the cost of borrowing, but I don!t think it is—certainly 
there is no very close and necessary connection. 

-x- # # -x- * 

Patman asked further questions about the System1s study of small 

business finance, and remarked: 

"Well, we will comply with your suggestions and ask Mr, Martin about it. 
He is always a good witness, and he always gives us the information we want. 
And I am sure he will be glad to cooperate with us in giving us the informa
tion we want.,r 

The hearing then adjourned at 4J30 p.m# 

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




