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SUMMARY

war situation and the national defense program were the dominat-
ing influences on business and financial developments in this country

during 1940. Throughout the year the Federal Reserve System endeav-
ored in every way within its power to contribute to the effectiveness of
the defense effort. It also gave consideration to the best means of pre-
venting undesirable credit expansion that might impede the progress of
defense and increase the difficulties of readjustment later.

After the outbreak of war in the autumn of 1939, there was a rapid ex-
pansion of production and a substantial advance in prices. These devel-
opments were partly of a speculative character, in anticipation of large
war demands. During the first four months of 1940, there was some reces-
sion in activity but as orders from belligerents increased and the national
defense program got under way, industrial activity rose sharply. This
rise continued to the end of the year, when industrial output as a whole was
larger than at any previous time and many industries were operating close
to existing capacity. The increase of activity, however, was not ac-
companied by a considerable or widespread advance in prices.

National income advanced from $71 billion in 1939 to $76 billion in 1940,
and in the late months of the year was at the annual rate of about $80
billion. This rise was due in large part to defense activities, together with
orders from Great Britain for war materials. A considerable part of the
increase reflected a further rise in the volume of industrial employment,
particularly in the higher wage occupations. At the end of 1940, however,
there were still a large number of persons unemployed. The cash income
of farmers rose, and corporate profits, notwithstanding deductions for
higher taxes, increased considerably.

The volume of bank credit expanded substantially during the year.
Banks added large amounts to their holdings of Government securities and
also increased their commercial, industrial, and agricultural loans, their
loans on real estate, and their consumer loans. A large part of the increase
in bank credit was due to substantial purchases of United States Govern-
ment obligations by New York City banks. The growth in bank credit,
together with the unprecedented inflow of gold from abroad, resulted in a
further increase in bank deposits to a new high record. This growth was
more rapid than the increase in activity, with the consequence that the
rate of turnover of deposits was lower than in 1939. An increasing
proportion of total deposits appeared to be held as idle funds pending
investment.
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2 ANNUAL REPORT OF BOARD OF GOVERNORS

The flight of capital from foreign countries in the war zones continued
to be a major factor in gold imports during the early part of the year.
After the German successes in the spring, the rapid increase in British
payments for war materials, including heavy advance payments, raised
the gold inflow to new heights. But gold reserves of the United Kingdom
were largely exhausted by the movement; and at the close of 1940 the gold
inflow, which had been in progress on an extraordinary scale for nearly two
years and a half, was receding toward the level of current gold production
abroad.

By the end of the year, bank reserves aggregated $14 billion, almost half
of this amount being in excess of legal requirements. Banks had more
money available for loans and investments than ever before, and far more
than enough to meet probable credit needs. In view of this vast supply of
available credit and the stimulus to business being engendered by the de-
fense program, the Board of Governors, the Presidents of the Reserve
Banks, and the Federal Advisory Council joined in a special report to
Congress late in December. Since reserves had risen beyond the System's
power to restrain an inflationary credit expansion should one develop, and
since such a development might seriously hamper the defense program and
later readjustment to peace-time economic conditions, the Federal Reserve
authorities recommended that the System be given power to absorb excess
reserves and limit further expansion, if the need for such measures should
arise. (For text of the special report, turn to pages 68-70.)

Federal Reserve credit policy during the year was expressed through
open-market operations in the interest of maintaining orderly conditions
in the capital market. The System's portfolio of Government obligations
was intermittently reduced as market demand became strong and Govern-
ment security prices advanced. By the end of the year the System had
sold $300 million of Government obligations from its portfolio. By making
these securities available to other purchasers, the System exerted a stabiliz-
ing influence on the capital market.

In the latter part of the year, at the request of the Advisory Commission
to the Council of National Defense, the Board organized a service within
the Federal Reserve System through which smaller business enterprises
interested in defense contracts could obtain advice on the proper course
of action for obtaining and financing them. This work was greatly
facilitated by the prior passage of the Assignment of Claims Act, which the
Board, among others, had recommended. Through the Federal Reserve
Banks it has been possible to assist the smaller businesses in securing de-
fense contracts and to bring industries needing to finance such contracts
in touch with lendable funds.

Multiplication of problems in connection with the increasing defense
effort and its implications for later reconstruction have led the Board
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during the year to expand considerably its studies in the field of domestic
and international economic developments.

OPEN-MARKET OPERATIONS

The System's open-market policy in 1940, as in 1939, involved the use
of a flexible portfolio for the purpose of maintaining orderly conditions
in the Government security market. The purpose of this policy was to
exert a steadying influence on the market for United States Government
obligations and on the capital market in general.
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About the time of the outbreak of European hostilities in 1939, the Sys-
tem purchased a total of $473 million of United States Government
bonds and notes. In the last two months of 1939, at times of rapidly ad-
vancing Government security prices and strong demand in the market,
$77 million of this total was sold. Also, the System's remaining holdings of
Treasury bills ran off during the latter half of the year. In 1940 Govern-
ment security prices rose to new high levels, reflecting principally a con-
tinued large amount of funds seeking investment, and the System disposed
of an additional $300 million.

In March, long-term Treasury bonds advanced in price, and by April
2 had recovered practically all of the loss sustained during the war crisis.
From the beginning of the year to April 2, the System Account disposed of
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4 ANNUAL REPORT OF BOARD OF GOVERNORS

$18 million of Government securities. Following the invasion of Norway
and Denmark and later the invasion of the Low Countries, long-term
bonds declined by more than four points. This decline during April
and May canceled about half of the recovery that had been made from
the levels reached shortly after the outbreak of the war. Conditions in
the market, however, were strikingly different from those that had existed
in the autumn of 1939. Offerings were not large, and orders were in the
market on a scale-down at practically all times. In view of this situation,
the System's purchases during the decline amounted to only $10 million
of notes and bonds, as compared with $473 million in the autumn of 1939.

After reaching a low point early in June, the market for the next six
months continued an almost uninterrupted advance to a new all-time high
on December 10. At this time the longest outstanding Treasury bond
issue, the 1960-65s, yielded about 2 per cent, as shown on page 3. This
compares with a low yield of 234 per cent reached in June 1939 and again
in April 1940, and a high yield of 2% per cent in September 1939. The
average yield on all Treasury bonds callable in more than 12 years declined
to \y% per cent, and the average yield on three to five year tax-exempt
Treasury notes was between 34 and Y% of one per cent.

As the market resumed its advance, the System account up to the first
of September disposed of $44 million of notes and bonds. During the
last three months of the year the System pursued a more active policy of
selling and disposed of $250 million of securities. For the year as a whole,
the amount of holdings in the System Account declined by $300 million,
bringing total holdings of Government securities at the Reserve Banks to
the lowest level since September 1933.

BANKING DEVELOPMENTS

Bank reserves and bank deposits continued to increase in 1940, again
establishing new high records. The principal factor in the increase was
the inflow of gold from abroad after the war entered a new, more active
phase in the spring of the year. Another factor in the growth of deposits
was a considerable increase in bank loans and investments, mainly com-
mercial loans and holdings of United States Government securities. Al-
though the volume of deposits increased sharply, their rate of use or turn-
over declined, reflecting the fact that the increase in deposits was faster
than the increase in activity. By the end of the year the banks had more
idle reserves than at any previous time and more than sufficient to meet
all probable credit needs.

Total reserves of member banks of the Federal Reserve System rose by
$2.4 billion in 1940, following a rise of $2.9 billion in 1939. By the end

of the year they totaled $14 billion, of which nearly
reserves1" ^ a ^ w a s m e x c e s s °f legal requirements. In 1940,

excess reserves increased by $1.4 billion, or by about
two-thirds of the increase for 1939. The rapid expansion in bank reserves
was due chiefly to the continued acquisition of gold from foreign countries—Digitized for FRASER 
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FEDERAL RESERVE SYSTEM 5

a movement that is explained more fully in a later section of this Report.
During the year our monetary gold stock increased by over $4 billion to a
level of $22 billion. The fact that the increase in bank reserves fell short
of the growth in gold stock was due mainly to further expansion in the
demand for currency, to sales of securities from the Federal Reserve System
open-market portfolio, and to the building up of official foreign balances
at the Federal Reserve Banks for exchange stabilization purposes and in
anticipation of war orders.

EXCESS RESERVES OF MEMBER BANKS
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Latest figures are for week ending Friday, December 27, 1940.

The growth in member bank reserves occurred at all classes of banks in
all sections of the country. New York City banks were usually the first
depositories of the funds obtained from the gold inflow that supplied most
of the additional reserves. Some of these funds later shifted to banks in
other parts of the country as the result of payments for goods and services,
security transactions in New York, and Treasury and business disburse-
ments of funds borrowed in the New York market.

Excess reserves of member banks, as well as total reserves, increased
throughout the country. The amount of growth was less for New York
City banks than it had been in 1938 and 1939, however, while for reserveDigitized for FRASER 
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6 ANNUAL REPORT OF BOARD OF GOVERNORS

city banks and country banks it was as large or larger. The largest in-
creases during the year were at banks in the Boston, New York, Cleveland,
and San Francisco Federal Reserve districts, while the smallest increases
were in the Minneapolis, Kansas City, and Dallas Reserve districts.
Banks in the latter districts, however, reported increases in their already
substantial holdings of available cash funds in the form of balances with
correspondent banks.

Gold imports, together with the increase in bank loans and investments,
have added to the already large volume of bank deposits. Deposits in

all banks in the United States, exclusive of interbank
deposits111 deposits, increased by over $6 billion during 1940.

The total volume of bank deposits and currency held
by the public, including inactive as well as active deposits and currency,
reached a record high level of about $71 billion at the end of the year.
This figure exceeds the predepression peak level of 1928-1929 by over
$15 billion.

That a considerable part of the volume of deposits of the general public
is held idle, presumably awaiting investment or other profitable use, is
indicated by the continued unusually low turnover or rate of use of existing
deposits, as measured by the amount of checks drawn against them.
Although there was a moderate increase in the aggregate amount of check
payments handled by the country's commercial banks, the growth of
deposits, other than interbank deposits, was greater. As a consequence
the rate of turnover of deposits declined slightly to about 13 times a year.
This compares with an average turnover rate of about 21 times a year
during the early 1920's, prior to the rapid increase in turnover caused by
the security market boom in the latter part of that decade.

In addition to the growth in bank deposits and bank reserves, there has
been a large increase in the demand for currency by the public. By the
end of 1940 currency in circulation amounted to about $8.7 billion, repre-
senting a growth of $1.1 billion during the year. The increased demand for
currency has reflected in part greater needs owing to the acceleration in
business activity and in part the holding of inactive currency.

There was a substantial increase in the volume of bank loans during the
latter part of 1940. Following a moderate increase in commercial, in-

dustrial, and agricultural loans during the first half
Increase in of the year, member banks generally experienced a
commercial loans ; ' ,° •; ,
of banks livelier demand lor such loans in the latter half of 1940.

Most of the increase was at city banks. Commercial
loans at member banks in 101 leading cities increased by $620 million
during the year. Of this increase, $555 million was in the last four months,
representing an average growth of about $31 million a week. Commercial,
industrial, and agricultural loans at country banks increased by $210 million
during the year, of which $125 million occurred in the last six months.
Loans to brokers and dealers in securities, which are made mostly by NewDigitized for FRASER 
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York City banks, declined sharply in the spring of 1940 following a fall in
stock prices. Thereafter these loans showed little change until the end
of the year, when they temporarily increased in volume. Real estate
loans increased further in 1940, continuing a growth that has progressed
steadily during the past five years. This increase has been principally at
country banks in loans on urban residential property.
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Member bank holdings of United States Government obligations, direct
and guaranteed, increased by about $1.5 billion during 1940, following an

increase of $1.1 billion in 1939. The increase amounted
to $1.3 billion at New York City banks, compared with
$900 million in the previous year. In the latter half
of 1940, member banks in other leading cities and coun-
try banks increased their holdings to record levels,

following declines in the first half of the year. Owing in part to the
approach to maturity of outstanding issues, the proportion of member
banks' Government security portfolios maturing within five years in-
creased from 39 per cent at the end of 1939 to 44 per cent at the end of
1940.

The amount of Treasury bonds, notes, and bills outstanding in the
open market increased during 1940 by about $900 million, with an increaseDigitized for FRASER 
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8 ANNUAL REPORT OF BOARD OF GOVERNORS

of $1.1 billion in bonds and small declines in notes and bills. Guaranteed
obligations showed an increase of about $300 million. The total amount
of Government obligations in the market, therefore, increased by about
$1.2 billion. The Federal Reserve System disposed of $300 million of
Government securities during this period. Commercial banks added $1.5
billion to their holdings, insurance companies purchased about $400 to
$500 million, and mutual savings banks over $100 million. Other inves-
tors, principally individuals, reduced their holdings by about $500 to $600
million. On the other hand, these other investors added nearly $1 billion
to their holdings of United States Savings bonds.

In 1940 the net profits of member banks averaged 6.2 per cent of total
capital accounts, about the same as the average for the past four years.

Moderately higher income from loans offset most of
Member bank ^ e decline in income from investments and the small
earnings and . . _ , .
profits in 1940 rise in expenses. Losses on loans were lower than

those reported for any calendar year since 1920.
Increased income from loans reflected growth in volume, especially in

such types as real estate and personal installment loans that bear higher
interest rates. Security holdings yielded less than in previous years, not-
withstanding an increase in volume, since there was a decline in the average
rate of return on securities. This decline resulted partly from extensive
refunding of outstanding securities by new issues with lower coupons
and partly from portfolio turnover.

Following the trend of recent years, in 1940 the number of banking
offices declined slightly to 18,561. The number of banks in operation

decreased to 14,895, while the number of branches
bankhfg8structure increased by 37 to 3,666. The net decline of 139 in the

number of banks reflected mainly consolidations, absorp-
tions, and voluntary liquidations. There were 22 bank suspensions, and
two suspended banks reopened. Thirty-two new banks organized, about
the same number as in 1939, but less than for any other year in the last
several decades. The net increase of 37 in the number of branches was
slightly smaller than in either of the two preceding years and considerably
below the increases recorded in the four years following the banking holiday.
As has been generally true in former years, the number of branches operated
in the same city as the parent bank decreased, while the number of branches
located outside the head-office city increased. Almost half of the gross
increase in the number of branches was accounted for by the conversion of
existing banks into branches.

Membership in the Federal Reserve System increased from 6,362 to
6,486 during 1940. The net increase in the number of State member banks
was the largest since 1920, but its effect upon membership in the System
was partly offset by the decrease in the number of national banks that
resulted primarily from consolidations and absorptions. During the year
188 nonmember banks were admitted to membership, exclusive of fourDigitized for FRASER 
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FEDERAL RESERVE SYSTEM 9

new State member banks that did not increase membership for the reason
that they were organized to succeed previously existing member banks.
Almost two-thirds of the State banks admitted were located in the North
Central States, and about one-fifth in Texas and Virginia.

FEDERAL RESERVE PARTICIPATION IN NATIONAL DEFENSE PROGRAM

On May 30, 1940, the President of the United States appointed the
Advisory Commission to the Council of National Defense, including in its
membership Chester C. Davis of the Board of Governors. Space was im-
mediately provided in the Federal Reserve Building for the use of the
Commission and the Board offered the services and facilities of the Federal
Reserve System in aid of the defense program.

In September, at the request of the Defense Commission, the Board of
Governors conducted a 48-hour survey to ascertain how much commercial
bank credit could be made available for defense plant construction loans.
Such loans were to be based on a proposed new form of contract—the
Emergency Plant Facilities Contract—developed by the Commission after
consultation with the War and Navy Departments and the Comptroller
General. The Board acquainted the Federal Reserve Banks and their
branches with the plan by telegraph and requested them to contact repre-
sentative banks in their territories. It was revealed that the banks cov-
ered by the survey stood ready to lend large sums to manufacturers for
emergency defense plant construction.

It had become apparent that the statutory prohibition against the
assignment of claims arising from a Government contract might impede
the financing of the defense program. Accordingly the Board cooperated
in securing the passage of the Assignment of Claims Act of October 9, 1940,
which removed this prohibition. On October 25 the Defense Commission
requested the Board of Governors to act as its operating agent in assisting
the smaller business enterprises in obtaining defense contracts and such
financial aid as might be required. The Defense Commission suggested
that the Board designate one of its members to have charge of this work
and request each Reserve Bank to detail an officer at each head office and
branch to serve as field representative. The Board advised the Commis-
sion on October 26 that the System would be glad to assist in the manner
indicated and that Ernest G. Draper, a member of the Board, had been
requested to take charge of the activities.

At the suggestion of the Defense Commission, a conference was called
in Washington for November 12-13 in order to acquaint the field repre-
sentatives fully with the details of the program, and prior thereto various
memoranda were forwarded to the field representatives for their informa-
tion and guidance. The conference was attended by 47 Reserve Bank
officers; by representatives of the Board of Governors and of the Defense
Commission; and by representatives of the War, Navy, Treasury, and Com-
merce Departments, the Reconstruction Finance Corporation, the Securi-
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10 ANNUAL REPORT OF BOARD OF GOVERNORS

ties and Exchange Commission, and the Tennessee Valley Authority.
It was the understanding at the conference that the field representatives,
working closely with Governor Draper, with Mr. Robert L. Mehornay of
the Office of the Director of Small Business Activities of the Defense
Commission, and with the various Army and Navy procurement officers,
would be in a position to furnish business enterprises in their districts
with information on the procedure to be followed relative to obtaining
defense contracts; to place potential subcontractors in touch with con-
cerns awarded primary contracts; to encourage prime contractors to
subcontract part of their work; to familiarize local banks with the pro-
cedure to be followed in accepting assignments of Government claims as
security for loans; to encourage local banks to make loan commitments on
condition that borrowers obtain Government contracts; and to assist small
business enterprises in obtaining necessary financing, through their local
banks if possible, or through other lending agencies, including the Federal
Reserve Banks and the Reconstruction Finance Corporation, if additional
credit was found to be needed to supplement that obtainable from the
borrowers' regular banking connections.

Following the Washington conference, the Reserve Banks arranged for
conferences with local procurement officers of the Army and Navy and
forwarded letters to all banks in their respective districts advising of the
services which they were in a position to render in connection with the
defense program. Report forms entitled "Facilities for Defense Supplies"
were furnished to be filled out by banks for concerns which were in a
position to furnish needed defense supplies but were not on the invitation
bidding lists of the War and Navy Departments, and arrangements were
made to have surveys made of individual plants with a view to advising the
types of defense products that could be supplied with their respective
facilities. Advice was given that the field representative at each Federal
Reserve Bank and branch would be ready at all times to consult with
business men and bankers with respect to the procedure to be followed in
obtaining Government contracts and subcontracts and to confer with them
as to means of obtaining needed credit if it was not available from the
usual sources. Later the Reserve Bank field representatives made surveys
of various plant facilities at the request of Government officials and at-
tended numerous meetings of bankers and business men to explain the
activities of the System in the defense program and to suggest ways in
which various features of the program could be explained to potential
contract bidders and to the general public. Discussions of the Assignment
of Claims Act and of the Emergency Plant Facilities Contract appeared
to be of particular interest. A generally cooperative attitude prevailed at
the meetings and the participants expressed a desire to assist to the fullest
extent in financing the National Defense program.

It is believed that the defense work of the 12 Federal Reserve Banks
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FEDERAL RESERVE SYSTEM 11

and their 24 branches, a total of 36 field offices, has provided a valuable
service to many business enterprises throughout the country and has re-
duced the need for special trips to Washington to obtain information with
respect to defense contracts. Either directly or through the Reserve
Banks, the Board of Governors has obtained information and assistance
from various Government departments and agencies in Washington for
contractors producing or about to produce defense supplies. The Board
has also answered many inquiries of the Reserve Banks relating to financial
and other problems connected with defense loans.

Following the establishment of field offices at the Federal Reserve Banks
it became evident that if they were to be of the greatest possible service
in connection with the defense program, particularly with respect to the
expansion of subcontracting, it would be desirable to have located at each
office a staff of qualified engineers and other technical experts under the
supervision of an outstanding industrialist of the community. These
technicians would serve as local representatives of the Defense authorities.
Before the year ended the necessary groundwork had been laid for the ex-
panded facilities which have subsequently been established at most Federal
Reserve Banks and branches.

BUSINESS CONDITIONS IN 1940

Economic activity in the United States declined somewhat during the
early months of 1940 but after April showed a rapid advance, owing pri-
marily to the strong influence of defense measures undertaken after ex-
tension of German control on the European continent. By the end of
the year activity generally had reached a new high level and in a few im-
portant industries was at or close to existing capacity.

With a lull in active warfare in Europe during the early months of 1940,
producers became increasingly uncertain as to prospects for a continuing

large volume of business and geared their buying poli-
c^es m o r e closely to current needs than in the autumn
of 1939, when they had accumulated considerable

inventories. As a consequence industrial activity was reduced from earlier
peak levels, as shown by the chart on page 12, and prices of commodities,
especially basic materials, declined. Downward tendencies, however, did
not spread throughout the economy. Export demand for war materials
increased and a policy of maintaining existing large inventories as protec-
tion against possible future shortages of material was generally followed.
With income payments sustained in many fields, consumer purchases of
nondurable goods and of such durable goods as automobiles and new
houses were maintained near levels reached toward the end of 1939.
Security prices showed little change, high-grade bonds selling at somewhat
higher prices than they had in the autumn of 1939 and stocks at somewhat
lower prices.
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SELECTED BUSINESS SERIES
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Beginning with the German invasion of Norway, Denmark, and the Low
Countries in the spring, the domestic situation changed rapidly. There

was an immediate decline of over one-fifth in common
defence Vogram stock prices and there was a moderate decline in prices

of high-grade bonds. Commodity prices, after ad-
vancing in the first few days, continued their general downward movementDigitized for FRASER 
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for several months. Production, however, was greatly stimulated by the
development of plans for a large defense program, repeatedly revised up-
ward during the rest of the year. The awarding of contracts under this
program began in June and the effects on business were evident in many
instances before contracts were awarded. There was increased buying as
attention became focused on the possibility of bottlenecks in particular
industries. By the end of 1940 over $10 billion of defense contracts had
been awarded and additional commitments of S3 billion had been made.
Some of the contracts had been completed by the end of 1940 and work
had been started on many of the longer-time projects. The bulk of the
work on the defense program, however, remained to be done in later
years.

By the year end industrial production had risen to a level higher than
at any time in the history of the country, about 10 per cent above the peak

reached at the end of 1939. The rise was general,
Increase in reflecting increased buying for civilian as well as for
activity military requirements, but was most marked for metals

and metal products, wool textiles, and building mate-
rials, all products which were in particular demand for military purposes.
In some instances trade buying beyond current needs was stimulated by
the prospect of priorities, and by the end of the year many manufacturers
were increasing their inventories of materials. The amount of goods in
process also increased considerably, reflecting in part increased activity on
products that require a long time to produce. As new orders continued
in excess of current output, unfilled orders reached new high levels and
pressure for increased output was strong.

The defense program required expansion of capacity for the manufacture
of armaments, and, by expanding income and civilian demands, focused
attention on the possible need for additional plant capacity in steel and
certain other industries where most existing facilities were already in use.
In the case of important materials obtained mostly from abroad, the Fede-
ral Government was accumulating stocks in a move to insure adequate
future supplies in the event of shipping or other difficulties. The Govern-
ment was also making special arrangements to import copper to be made
available to consumers whenever sufficient quantities should not be avail-
able from domestic sources at existing prices.

The rise in industrial production was accompanied by increased activity
on the railroads, in the distributive trades, and in construction. Contracts

awarded for new plant construction in the last quarter
of 1 9 4 0 w e r e a b o v e t h e h igh 1 9 2 9 l e v e L Awards for
new privately financed factory construction exceeded

the peak reached in the summer of 1937, and in addition there was a large
volume of contracts for Government financed construction of factories to
make airplanes, munitions, and the like. A large volume of contracts was
awarded also for cantonment construction to be carried on during the
winter and spring of 1940-41. Private residential building, greatlyDigitized for FRASER 

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

1940



14 ANNUAL REPORT OF BOARD OF GOVERNORS

stimulated in some areas by defense activities, reached a level higher than
at any time since 1929.

Agricultural income increased in 1940, chiefly as a result of higher prices
for all major products except hogs. Also, more livestock products were
marketed and receipts from Federal loans on crops increased. For the
year as a whole, cash farm income, including Government payments, was
up 5 per cent, about the same increase as shown by total national income
payments. There was a sharp curtailment in all principal exports of
agricultural commodities, including cotton, tobacco, wheat, pork products,
and fruits, but the effect of this on agricultural income was more than
offset by increased domestic demand and by expansion in loans under the
Federal program.

During 1940 there were two general movements in wholesale commodity
prices, a decline from the beginning of the year until August and an advance

from August to November. The level at the end of the
prices ° * * ^ e a r w a s a^out the same as that reached in the rapid

advance late in 1939, following the outbreak of war in
Europe. Retail prices showed only a small rise during 1940.

The change in the military situation in Europe during the spring had
certain direct effects on wholesale prices, mostly on the down side, and
other less direct but fully as important effects that became evident months
later in marked price advances. The principal declines in the spring were
in commodities held partly for speculative purposes; wheat, for example,
dropped from over $1 a bushel to about 70 cents and for a short period
grain markets were closed to restore orderly conditions. Wood pulp and
paper advanced, as Scandinavian supplies were cut off, but there were few
other increases at this time.

During the summer the general tendency of prices was downward despite
a steady growth in domestic demand and maintenance of exports of manu-
factured goods at a high level. One important factor in this continued
price decline was the pressure of foreign supplies of certain basic com-
modities on markets in this country as Continental markets were closed
by extension of the British blockade.

In the autumn, with a further increase in trade buying to cover require-
ments in connection with defense activities and growing civilian demand,
prices of basic industrial materials rose sharply. Prices of semi-manu-
factured articles, particularly those most affected by military demands,
also showed important increases and there were advances in some finished
industrial products, notably automobiles and textiles. Prices of agri-
cultural commodities rose during this period to a level about the same as a
year earlier.

In the last two months of 1940 wholesale prices showed relatively little
change, owing to increased domestic production and greater imports and
also to various steps taken by Federal agencies to restrain price advances,
particularly in the metals.
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Early in 1940 employment and payrolls in nonagricultural pursuits de-
clined moderately as industrial activity receded, but thereafter they showed

large sustained advances. These increases were quite
Employment, general but were most rapid in manufacturing in-
wage rates dustries, especially those making armaments and other

products called for by the defense program. Payrolls
in manufacturing rose more rapidly than employment, owing for the most
part to an increasing amount of overtime work and pay in defense indus-
tries. There were also scattered wage rate increases. For the year as a
whole factory payrolls were 14 per cent larger than in 1939.

Profits of large industrial corporations as a group were nearly one-fourth
larger in 1940 than in the preceding year. The largest increases occurred

in durable goods industries. Net income of railroads
w a s l a rS e r than in any other year since 1930. Sub-
stantial increases in profits accompanied the rise in

industrial activity as total costs rose less than gross income. Expansion
in gross income reflected larger production and, in some instances, higher
prices for finished products. Certain costs, such as interest and deprecia-
tion, changed relatively little and in most industries payrolls increased
no more than output. Material costs, however, rose somewhat more than
production, owing to increases in prices of materials affected by higher
shipping charges, prospective shortages, and the like. Also, tax deductions
were increased substantially to take account of higher corporate income
taxes and a newly enacted excess profits tax.

Prices of common stocks at the end of 1940 generally were at a lower
level than at the beginning of the year. With the intensification of war

in May, common stock prices showed a sharp drop to
markets levels near the lowest of recent years. In the summer

and fall, prices recovered about half of the May decline.
Volume of trading on the New York Stock Exchange increased substan-
tially in May but for the year as a whole was smaller than in any year
since 1921.

Prices of corporate bonds moved gradually upward during the year,
except during May when high-grade bonds declined moderately and lower-
grade bonds declined sharply. Yields on high-grade corporate bonds in-
cluded in Moody's averages for Aaa issues reached successive new low
records in the course of the year, and at the year end averaged less than
2% per cent. At that time yields on lower-grade obligations, as repre-
sented by issues included in Moody's averages for Baa bonds, were below
43̂ 2 per cent, a new low for recent years.

Corporate security issues, including refunding and new capital, totaled
$2.7 billion for the year. This was the largest total for any year since
1936 and was $600 million larger than in 1939. New corporate financing
during 1940 was largely for refunding, as was the case in other recent years.
The amount of issues for new capital, although nearly double the 1939
total, was considerably smaller than in 1936 and 1937.Digitized for FRASER 
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16 ANNUAL REPORT OF BOARD OF GOVERNORS

At the end of 1940 business activity was at a record level, particularly in
industries affected by the defense program-and by British demands for war

materials, and continued high activity was assured
Business for a considerable period by the large volume of orders
situation at , .
end of year on hand, schedules called for greatly increased output

of war materials, which in some instances could be at-
tained by fuller utilization of existing plants but in others could be brought
about only through expansion of plant capacity or curtailment of produc-
tion for civilian purposes.

Sharp price advances had occurred in some commodities, particularly
lumber, wool, and steel scrap. It had been recognized at the time of the
establishment of the Advisory Commission to the Council of National
Defense in May that expansion and redirection of economic activity would
be likely to create serious price problems, and before the year end attempts
were being made in various ways to prevent rising prices from adding to
the many problems already faced by the country.

The number of persons employed outside agriculture was about 2.5
million higher at the end of 1940 than before the war and about 400,000
men had been added to the armed forces. The number available to meet
growing demands was still substantial, however. Workers potentially
available included, in addition to employable workers without jobs, many
people not ordinarily regarded as part of the labor force. Although the
labor resources of the country were thus not being fully utilized, the num-
ber of skilled men in some trades had proved insufficient. This situation
was being alleviated by training new workers and by reorganizing work so
as to make use of workers with limited experience.

It was evident that while the defense program would provide assurance
of a high level of activity for a considerable period in the future, the stand-
ard of living could not be expected to be at a correspondingly higher level,
since many of the goods produced would be war materials. Part of the
increased money incomes would be paid out in increased taxes, and part
might go to meet higher living costs.

INTERNATIONAL GOLD AND CAPITAL MOVEMENTS
The impact of war worked major changes in the international position

of the United States during 1940. Progression of the war from one phase
to another and the extension of territory affected by military occupation
brought pronounced readjustments in gold and capital movements to this
country as well as a reorientation of foreign trade. The changes came into
evidence in the spring and became increasingly apparent as the year
wore on.

The first eight months of the war (September 1939-April 1940) were
marked by movements of gold and capital similar to those in the year of

crisis that preceded the war. The flight of capital
of'the'war S from the neutral countries threatened by war develop-

ments but still able to maintain relatively free exchange
markets continued on the same great scale after September 1, 1939, as
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in the year that preceded. Many countries participated. On the basis
of reported figures, Swiss nationals and residents of other countries who
were using Swiss accounts accumulated nearly $240 million of dollar
assets in the eight months ending with April 1940. An additional $90
million was accumulated in Belgian accounts; $70 million in Dutch; $60
million in Italian; and substantial sums in the names of residents of other
countries that were neutral at the time.

Some of the movement recorded in these figures represented the building
up of official funds in this country for purposes of exchange stabilization;
but the great bulk of the movement from these countries reflected the
flight of private capital—a flight that put pressure on the resources of the
monetary authorities. In fact the private movement was considerably
larger than the reported figures would indicate. It is known, for example,
that foreigners seeking to protect their dollar assets accumulated United
States currency or made deposits here in accounts which appeared to belong
to residents of this country. Again, refugees with large dollar deposits or
security holdings, by the mere fact of their coming to the United States,
converted what were previously foreign liabilities of this country into
domestic, thus removing important sums from the regular weekly reports
of capital inflow. It was mainly to meet this continuing exodus of uneasy
private money that countries other than the British Empire, France, and
Japan shipped over $550 million of gold directly to the United States, and
additional large amounts by way of British countries, in the first eight
months of the war.

During the same period the British Empire and France shipped nearly
$1,500 million of gold to this country, including substantial amounts for
other European countries, and Japan sold more than $100 million. The
role played by private capital in the gold movement from belligerent
countries was mixed. With the outbreak of war the Allies imposed ex-
change controls and curbed the flight of British and French funds that had
been in progress. The United Kingdom went further. It immediately
requisitioned a large part of the dollar balances that its nationals had
previously acquired, and subsequently, in a series of steps, it requisitioned
specified holdings of dollar securities as well. In this and other ways the
various controls not only stopped the flight of capital on the part of their
own nationals, but drew upon existing private assets to finance their war
needs. During the first eight months of the war the recorded figures
indicate that $460 million of the capital credited in this country to the
United Kingdom, Canada, and France was used up. Most of this had
been private capital at the outset of the war.

While private dollar funds of nationals of belligerent countries were
being converted to war purposes, alien funds were being withdrawn from
such countries, largely through the mechanism of the free sterling market.
The British Treasury has estimated that there was a drain on British
dollar resources of at least $735 million through capital withdrawals from
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England in the first 16 months of the war, and other evidence suggests
that the bulk of these withdrawals occurred in the first half of the period.
Funds were also transferred from Canada and, undoubtedly, France. In
some degree the movement was an extension of the private flight of neutral
capital already described, but in this case the flight of neutral funds was
from Allied financial centers and at the expense of the dollar resources of
the Allies.

Not only did the flight of capital continue in this form even after ex-
change controls were introduced, but British gold and dollar resources
were employed to lend assistance to friendly countries and to settle adverse
trade balances with others than the United States. Although to some
extent the trade balances were settled by sterling transactions, the creditor
country holding the sterling or using it to repatriate securities from British
holders, substantial balances often remained to be settled in gold or dollars.

In the first eight months of the war these special factors of capital with-
drawals, together with gold and dollar payments tq countries other than
the United States, were more prominent than were increased Allied pur-
chases of goods in this country. The British Empire was buying substan-
tial amounts of cotton, steel, machinery, and other products, and France
was getting delivery on planes; but in general this first part of the war
period was characterized more by preparatory work than by widespread
and urgent buying.

The spring campaign of Germany made sweeping changes in this picture.
Denmark, Norway, Luxembourg, Netherlands, Belgium, and France

fell within a period of ten weeks. Directly and in-
consequences directly most of Continental Europe was brought under
of the spring J x i r ™ , % uu _ i
campaign German control, lhe centers from which neutral

European funds had been coming to the United States
were largely blocked off. American assets of the countries named were
frozen by a series of Executive Orders. Subsequently the American assets
of several other invaded countries were added to the list. The amounts
so frozen are shown in the accompanying table.

FROZEN FOREIGN ASSETS IN UNITED STATES IN 19401

[Estimated market values in millions of dollars]

Country and date
Bullion,

currency,
and deposits

United States
and foreign

securities
Others Total

Denmark (April 8)
Norway (April 8)
Belgium (May 10)
Luxembourg (May 10)
Netherlands (May 10)
France (June 17)
Latvia, Lithuania, and Estonia (July 10).
Rumania (October 9)

Total

55
100
442
30

700
988
26
46

27
54

251
16

796
448

2
2

10
23
68

2
126
158

1
5

2,387 1,596 393

92
177
761
48

1,622
1,594

29
53

4,376
1 Data compiled by United States Treasury from special reports required by the freezing orders and

covering respective countries and then- empires. In some instances the net assets (total assets after deduc-
ion of debit balances) are slightly smaller than the totals in the table.2 Includes credit instruments and claims not listed separately, merchandise, real property, etc.
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Capital and Gold Flow to the United States.—The extension of German
military operations went far toward drying up the flow of European funds
to the United States. From August 1938, on the eve of the Munich con-
ference, through April 1940, the reported inflow of capital from European
countries other than the United Kingdom and France had amounted to
$1,300 million. From May to the end of 1940 private holders listed in
these same countries withdrew $230 million; but official funds here rose
as private funds were liquidated. There was little net change. After
May 1940 the reported gold, capital, and trade transactions of these smaller
European countries, which had played so significant a role in the move-
ments of the year preceding the war and in the first eight months of the
war itself, largely ceased to affect the American position.

Similarly France ceased to be a factor. It had sent large amounts of
gold to the United States for war purchases so long as it remained a com-
batant, and just before the freezing order in June it added considerably to
its balances here. Since that time France has been active only to the very
limited extent permitted by the freezing arrangements and the British
naval blockade.

Most of the unfilled war orders of France were taken over by the British.
At the same time the British greatly intensified their own purchases in this
country. Heavy advance payments were made on the new orders, and
deliveries increased substantially. Gold sales to this country by the
British Empire were over two and a half times as great in the last eight
months of 1940 as in the first eight months of the war. About $3 billion
was added to United States gold stock from foreign sources in this final
period.

United States Foreign Trade.—The rapid growth in English and Canadian
purchases here and the blockade of the European Continent transformed
the foreign trade of this country. By the middle of the summer nearly
two-thirds of all United States exports were going to the British Empire.
The remainder were going to Latin America and other countries that, for
the most part, had little need for agricultural produce from the United
States.

Almost the entire export trade of this country was in industrial products.
Half of these by value were what might be called war materials—aircraft,
firearms, ammunition, explosives, and, at an earlier stage of war production,
machine tools and metals and their manufactures. Exports of these so-
called war materials rose from a volume of about $50 million a month at
the outbreak of the war to $150 million a month in the last half of 1940.
Not all of the commodities in this group went to Great Britain. Some
went to Japan; and the Latin American countries, no longer adequately
supplied from Europe, turned to the United States for steel and various
other products. But British purchases accounted for the major part of
the exports in this group and bulked large in most other commodities as
well. In fact, from the collapse of France to the end of the year, the
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20 ANNUAL REPORT OF BOARD OF GOVERNORS

limiting factor on British purchases in this country was not the British
willingness or ability to buy but the capacity of American industry to
turn out the goods.

By the end of 1940 the gold reserves of the United Kingdom had been
largely exhausted—partly in making heavy advance payments on orders

for American goods to be delivered later. The remain-
Prospect of mg dollar resources available to the British Treasury
ished gold inflow were mostly in American securities or direct investments

in British controlled companies here. These involved
special marketing problems and the dollars represented could not be
accurately determined in advance of sale.

While expanding British purchases of war materials in this country ap-
peared to be assured by prospective American assistance under the lend-
lease plan, it was apparent as the year ended that the United States had
entered a new phase in its international financial relations. The great gold
movement in progress since 1933 reached its climax in the war crisis, and
could no longer continue at the intensified rate made possible by the draining
of British, French, and other gold reserves. From August 1938, when the
Munich crisis was starting, to the end of 1940, the United States Treasury
had purchased nearly $8.5 billion of foreign gold. During the same period
foreign gold production amounted to about $3 billion. Although unde-
terminable movements in gold hoards were a factor in the difference be-
tween the two figures, the magnitude of the drain upon foreign gold reserves
was clearly of extraordinary proportions.

By the end of 1940 Europe, with its important gold holding countries,
had largely fallen under German control and was blockaded by the British
Navy; and the British Treasury itself was nearing the end of its accumu-
lated gold resources and falling back on current gold production of the
Empire, supplemented by the proceeds of intensified sales of American
securities. Ahead lay the prospect of American assistance on a great
scale under the lend-lease plan. South American countries in need of
dollars were being assisted by the Export-Import Bank and the Stabiliza-
tion Fund; and the way was being prepared for creation of an Inter-
American Bank, through which further assistance could be given. No-
where else in the world were there large accumulations of gold likely to be
shipped to the United States for sale to the Treasury.

As the year ended it seemed evident that, until the disposition of the
great gold holdings of the European Continent was finally determined,
further foreign gold acquisitions of the United States would be largely
limited to gold production abroad. Such production, including rough
estimates for Japan and the U. S. S. R., which publish no comprehensive
figures, was running at the close of 1940 at the rate of about $1.3 billion a
year; and some of this was in countries that might have little occasion to
export their entire gold output.
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FEDERAL RESERVE BANK OPERATIONS

Figures for the volume of operations in principal departments of Federal
Reserve Banks during 1940 as compared with the preceding four years are
given in Table 4 on page 39. The number and amount of bills dis-
counted for member banks declined for the third successive year and fell
below the volume handled for any previous year in the history of the
System. Advances to industry under section 13b of the Federal Reserve
Act also declined, but toward the end of the year there was an increase in
the amount of applications for industrial loans owing to an expanding de-
mand for credit in the financing of defense contracts. The number and
amount of checks collected by the Reserve Banks and of paper money and
coin handled increased in 1940. Securities issued, redeemed, and ex-
changed as fiscal agents for the United States Treasury and Government
agencies were somewhat below the 1939 level.

EARNINGS, EXPENSES, AND DISTRIBUTION OP NET EARNINGS OF

FEDERAL RESERVE BANKS IN 1940 AND 1939

[In thousands of dollars]

Current earnings
Current expenses

Current net earnings
Profits on sales of U. S. Government securities and other additions to current

net earnings in excess of special depreciation allowances and provision for
losses

Net earnings

Paid U. S. Treasury (section 13b)
Dividends paid
Transferred to surplus (section 13b)
Transferred to surplus (section 7)

Total

Transferred from surplus (section 7) to reserves for contingencies

1940

43,537
29,165

14,372

11,488

25,860

82
8,215
-54

17,617

25,860

12,273

1939

38,501
28,647

9,854

2,389

12,243

25
8,110
-426
4,534

12,243

1,965

An additional task performed by the Federal Reserve Banks for the
United States Treasury arose out of Executive Orders pertaining to the
control of property held in this country by certain foreign countries and
their nationals. The Federal Reserve Banks, and particularly the Fed-
eral Reserve Bank of New York, were required to handle a large volume of
applications for licenses covering transactions involving such frozen prop-
erty and other matters relating thereto.

Current earnings, current expenses, and distribution of net earnings of the
Federal Reserve Banks for 1940 compared with 1939 are shown in the

accompanying table. Net earnings were $25,860,000
and^xpenses i n m o > a n i n c r e a s e of $13,617,000 over the amount for

1939. This increase was due partly to larger current
earnings from holdings of United States Government securities and partly
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to increased profits on Government securities. Current expenses of the
Federal Reserve Banks increased $518,000 to $29,165,000.

Of total net earnings for 1940, payments to the Secretary of the Treasury
under section 13b of the Federal Reserve Act, relating to working capital
advances to commercial and industrial businesses, amounted to $82,000.
The 6 per cent dividend to member banks, paid in accordance with the
provisions of the Federal Reserve Act, amounted to $8,215,000. Remain-
ing net earnings of $17,563,000 were added to surplus accounts. Transfers
from surplus to reserves for contingencies totaled $12,273,000.

Detailed statements of earnings, expenses, and distribution of net earn-
ings for the System and for each Federal Reserve Bank are given in Table
5 on pages 40-41.

Average daily holdings of bills and securities at the Reserve Banks for
the past four years and average rates of earnings thereon are shown in the
accompanying table. It will be noted that while average holdings of
United States securities were smaller in 1940 than in the preceding year
earnings therefrom were substantially larger. This was due to a higher
average earning rate, which is accounted for by the fact that holdings of
United States securities in 1940 consisted exclusively of bonds and notes,
whereas in 1939 they included a substantial volume of bills.

EARNINGS ON BILLS AND SECURITIES

[Amounts in thousands of dollars]

Item and year Total Bills
discounted

Bills
bought
in open
market

United States
Government
securities,
direct and
guaranteed

Industrial
advances

Daily average holdings:
1937
1938
1939
1940

Earnings:
1937
1938
1939...
1940

Average rate of earnings (per cent):
1937.
1938
1939
1940

2,542,545
2,590,597
2,602,590
2,429,984

40,352
35,404
37,581
42,677

1.59
1.37
1.44
1.76

13,749
8,739
5,103
4,046

212
124
61
51

1.54
1.42
1.20
1.26

3,390
543
440

24
3
2

.71

.48

.45

2,503,865
2,564,877
2,584,268
2,416,761

39,025
34,446
36,903
42,174

1.56
1.34
1.43
1.75

21,541
16,438
12,779
9,177

1,091
831
615
452

5.06
5.05
4.81
4.93

Discount rates of the Federal Reserve Banks were unchanged during the
year except on industrial advances and commitments under section 13b of

the Federal Reserve Act. Rates on such transactions
rate?™* w e r e &enerau<y reduced during the last quarter to permit

the charging of lower interest on loans to finance de-
fense contracts. The Reserve Banks were also authorized, in case of
industrial advances participated in by a local bank, to charge the rate
fixed by the financing institution if lower than the established Federal
Reserve Bank rate.

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

1940



FEDERAL RESERVE SYSTEM 23

The number of banks on the Federal Reserve par list at the end of 1940
was 11,632, comprising all of the 6,486 member banks and 5,146 non-

member banks. The number of nonmember banks
Interdistrict (other than mutual savings banks and banks on which
Collection v _ x

 & . ..
System no checks are drawn) not on the par list was 2,715.

Banks on the par list pay without deduction of ex-
change charges such checks drawn upon them as are forwarded for payment
by the Reserve Banks.

The number of banks on the par list declined 125 during the year, as a
result of mergers, voluntary liquidations, suspensions, and withdrawals
from the par list. During the year there was a net reduction of four in the
number of nonpar banks. Thirty-two such banks terminated their
existence and 14 became par banks; on the other hand, 10 new banks opened
as nonpar banks and 32 par banks assumed a nonpar status. In 1940 as in
the previous year, more of the banks that were in existence throughout
the year withdrew from the par list than were added to it.

Of the gross increase of 42 in the number of nonpar banks, 10 were in the
St. Louis and 14 in the Minneapolis Federal Reserve district. The net
increase in the number of nonpar banks in the St. Louis district was one
and in the Minneapolis district three. The distribution of the number of
nonpar banks by States at the end of the year was as follows: Minnesota
415, Georgia 256, Mississippi 177, Tennessee 169, Nebraska 162, Wisconsin
160, Arkansas 133, Alabama 131, North Carolina 125, South Carolina 119,
North Dakota 113, Iowa 113, Missouri 106, Louisiana 104, Texas 98,
South Dakota 95, Florida 88, and 13 other States 151.

The balance of the credit granted to the National Bank of Hungary by
the Reserve Banks in 1931 was repaid on July 29, 1940, in the amount of

$1,817,000 plus accrued interest from July 18, the date
centraf bankseign o n which ^he credit expired. Two semiannual interest

payments due in 1940 were made according to the
terms of the renewal agreement of 1937 (ANNUAL REPORT for 1937, p. 35).

Two loans on gold to a foreign central bank were outstanding at the end
of 1939 for a total amount of $5,020,000. This total included $1,520,000
maturing in February 1940 and $3,500,000 maturing in March 1940. In
February the first loan was renewed for one month in the amount of
$1,000,000, and later in the month, a further loan of $1,000,000 maturing
in May was granted. These loans were repaid in full in advance of the
respective due dates.

A series of relatively small loans on gold for periods not exceeding three
months was made to another central bank from August 31 to December 24.
The amount of such loans outstanding on December 31,1940, was $947,000,
all maturing by the end of January 1941.

LEGISLATION RELATING TO THE FEDERAL RESERVE SYSTEM

Although not the major subject of any legislation enacted during 1940,
the Federal Reserve System and its operations were directly or indirectly
affected by Congressional action with respect to the following:
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Impounding Funds of Certain Foreign Countries and Their Nationals.—
An Act approved May 7, 1940, made certain technical and clarifying
amendments to section 5(b) of the Act of October 6, 1917, known as the
Trading with the Enemy Act. This provision was the basis for the Presi-
dential Proclamation of a Federal "bank holiday" in 1933, and had been
amended by section 2 of the Emergency Banking Act of March 9, 1933.
The 1940 amendment was for the purpose of clarifying the authority of the
President to regulate transactions in funds or other property in this country
in which foreign countries or their nationals have an interest. By Execu-
tive Orders under this provision during 1940, transactions in funds or other
property of various invaded countries and their nationals were subjected
to licensing by the Secretary of the Treasury. In this connection reports
as to such funds or property, as well as applications for licenses, were re-
quired to be filed with the Federal Reserve Banks.

Possession of Property Stolen from Banks.—An Act approved June 29,
1940, provided criminal penalties for any person who receives, possesses,
or disposes of any money or property which he knows to have been felo-
niously taken from any member bank of the Federal Reserve System, any
insured bank, or any bank organized or operating under the laws of the
United States. The Act was in the form of a further amendment to the
amended Act of May 18, 1934, which provides criminal penalties for
robberies of such banks.

Assignment of Claims under Government Contracts.—The Assignment of
Claims Act of 1940, approved October 9, 1940, provided that claims under
public contracts may under certain conditions be assigned to a bank, trust
company, or other financing institution. While this Act does not directly
refer to the Federal Reserve System, it is closely related to the arrange-
ments which the Federal Reserve System made, in cooperation with the
Advisory Commission to the Council of National Defense, to assist in
facilitating the defense program, particularly in connection with the
obtaining of contracts by the smaller business enterprises and financing by
local banks.

CHANGES IN REGULATIONS OF THE BOARD OF GOVERNORS

The regulations of the Board of Governors were changed during the year
1940 in the following respects:

Regulation on Noncash Collections.—On February 1, 1940, there became
effective a new Regulation G governing the collection by Federal Reserve
Banks of notes and bills and other "noncash items" for member banks
and nonmember banks. The regulation, which had been adopted by the
Board on December 26, 1939, was issued in order that the principal terms
and conditions relating to the collection of noncash items might be pub-
lished in the Federal Register, and it required no change in the existing
practices of the Federal Reserve Banks. Other provisions regarding the
collection of noncash items are contained, as heretofore, in circulars of the
individual Federal Reserve Banks.Digitized for FRASER 
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Interlocking Bank Directorates.—Effective January 2, 1940, the Board
of Governors amended section 3(c) of Regulation L, relating to interlocking
bank directorates under the Clayton Act, so as to permit any director,
officer, or employee of a bank which does not exercise trust powers to
serve a trust company which does not receive deposits.

The Banking Act of 1935 had amended the Clayton Act by tightening
the prohibitions against interlocking bank directorates, but had allowed a
period until February 1, 1939 for the adjustment of lawfully existing rela-
tionships. The statute authorized the Board of Governors to make excep-
tions by regulation, and the Board, by amendments to sections 3(a) and
3(e) of its Regulation L, had extended the period of adjustment until
June 1, 1940, the last extension having been made on February 1, 1940.
No further extension was made, and, therefore, on June 1, 1940 the provi-
sions of the statute which had been postponed became effective.

Common Trust Funds Invested Principally in Mortgages.—Effective
June 1, 1940, the Board amended section 17 of Regulation F, relating to
trust powers of national banks, so as to permit the operation of Common
Trust Funds invested principally in mortgages, in States in which there
is specific statutory authority for the operation of such funds. These
amendments enable such funds operated under State statutes to obtain
certain tax exemptions which are granted by the Federal revenue laws to
Common Trust Funds operated in accordance with the Board's regulations.

BANK EXAMINATIONS

There was no change in the policy and procedure of the Board of
Governors with respect to bank examinations during 1940. Briefly, the
situation was as follows:

Federal Reserve Banks.—Each of the 12 Federal Reserve Banks was
examined during the year by the Board's Division of Examinations.

Foreign Banking Corporations.—The head office of the one banking cor-
poration now in active operation organized under the provisions of section
25 (a) of the Federal Reserve Act to engage in foreign or international
banking was examined by the Board's Division of Examinations.

Member Banks.—All member banks are examined by a Federal agency;
national banks by the Comptroller of the Currency, and State member
banks by the Federal Reserve Banks under the direction of the Board of
Governors.

State member banks are subject, under the provisions of the Federal
Reserve Act, to examinations made by direction of the Board of Governors
of the Federal Reserve System or of the Federal Reserve Banks by examin-
ers selected or approved by the Board of Governors. The policy approved
by the Board of Governors for such examinations was continued without
change, i.e., that at least one regular examination of each State member
bank, including its trust department, be made during each calendar year
by the examiners for the Federal Reserve Bank of its district. As in
previous years, in order to avoid duplication of examinations and toDigitized for FRASER 
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minimize inconvenience to the banks examined, it has been the policy
wherever practicable to make joint examinations in cooperation with the
State banking authorities or, by agreement with the State authorities, to
make alternate examinations.

GRANTS OF AUTHORITY

Pursuant to provisions of the Federal Reserve Act and the Securities
Exchange Act, the Board of Governors took the following action with
regard to grants of authority during the year 1940.

During the year the Board approved the applications for membership
of 196 State banks and 192 were admitted to membership. Four of the 192

admissions did not increase the number of member
Membership in banks in the Federal Reserve System, since they
the Reserve _ _ , . .
System represented banks organized to succeed existing member

banks. The difference between the number of applica-
tions approved and the number of banks admitted to membership is
accounted for by the fact that nine of the banks admitted in 1940 were
approved for membership in 1939, twelve of those approved in 1940 did not
accomplish membership until 1941, and one bank whose application was
approved elected not to join the System.

Under the provisions of section ll(k) of the Federal Reserve Act, the
Board granted authority to exercise one or more trust powers to 18 na-

tional banks. Trust powers of 31 national banks were
nadona?1banks terminated, 14 by voluntary liquidations, 4 by con-

solidations with other national banks, and 13 by volun-
tary surrender. At the end of 1940, there were 1,860 national banks
holding permits to exercise trust powers. A list of such banks, showing the
power or powers each is authorized to exercise, will be furnished upon
request.

During the year 1940 the Board acted upon the applications for voting
permits submitted by holding company affiliates of member banks in

accordance with the provisions of section 5144 of the
Revised Statutes and section 9 of the Federal Reserve
Act, and authorized the issuance of five permits for

general purposes and eight permits for limited purposes.
Under the authority of section 301 of the Banking Act of 1935, the Board

determined that nine organizations were not engaged directly or indirectly
as a business in holding the stock of, or managing or controlling, banks,
banking associations, savings banks or trust companies, and that, there-
fore, they were not holding company affiliates except for the purposes of
section 23A of the Federal Reserve Act.

There were no changes during the year in the list of foreign banking
corporations operating under agreements entered into with the Board of

Governors pursuant to section 25 of the Federal Re-
forpeorationskinS s e r v e A c t o r i n t h e l i s t o f f o r e i S n banking corporations

chartered by the Board under the provisions of section
25(a) of the Federal Reserve Act.
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The four corporations organized under State law and operating under
agreements with the Board pursuant to the provisions of section 25 of the
Federal Reserve Act relating to the investment by member banks in stocks
of corporations engaged principally in international or foreign banking are:
Bankers Company of New York, which is affiliated with the Bankers Trust
Company of New York; International Banking Corporation, which is
affiliated with the National City Bank of New York; First of Boston In-
ternational Corporation, which is affiliated with the First National Bank
of Boston; and French American Banking Corporation, which is owned by
the Guaranty Trust Company of New York, the First National Bank of
Boston, and the Comptoir National D'Escompte of Paris.

The Chase Bank, which commenced business in 1930 and is affiliated
with the Chase National Bank of New York, is the only banking corpora-
tion in active operation organized under the provisions of section 25(a)
of the Federal Reserve Act to engage in international or foreign
banking.

Two of the five corporations referred to above have no foreign branches.
The other three corporations operate, either directly or through subsidiary
corporations, 12 foreign branches or offices located as follows: In England,
3; France, 4; Spain, 2; China, 2; Hong Kong, 1. During the year the
Chase Bank discontinued one of the two offices operated in Paris and
opened a temporary office in unoccupied French territory at Chateauneuf-
sur-Cher. The National City Bank of New York (France) S. A. of Paris,
affiliated with the International Banking Corporation, established an office
at Le Puy en Velay in the south of France.

At the end of the 3̂ ear, seven member banks were operating a total of 93
branches or offices in 62 cities in 23 foreign countries or dependencies or

insular possessions of the United States. This repre-
of mwnbe^banks sents a net increase of one as the result of the estab-

lishment of four new branches and the discontinuance
of three.

During the year the Board granted permission, pursuant to the provisions
of section 25 of the Federal Reserve Act, for the establishment of two
foreign branches of member banks, a branch of the Guaranty Trust Com-
pany of New York at Vichy, France, and an additional branch of the First
National Bank of Boston at Buenos Aires, Argentina. Two other branches
were established by the National City Bank of New York under permission
given in the previous year, one at Barranquilla, Colombia, and an addi-
tional branch at Shanghai, China. The three discontinued branches were
those of the National City Bank of New York at Brussels, Belgium, and
Hankow, China, and the branch of the Guaranty Trust Company of New
York at Antwerp, Belgium.

Of the 93 branches and offices, four national banks were operating 84, and
three State bank members were operating nine. The foreign branches were
distributed geographically as follows:
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Argentina 10 Dominican Republic. . 6 Philippine Islands. . . . 1
Belgium 1 England 11 Puerto Rico 7
Brazil 4 France 3 Straits Settlements... 1
Burma 1 Hong Kong 1 Uruguay 1
Canal Zone 4 India 3 Venezuela 1
Chile 2 Japan 4
China 7 Mexico 1
Colombia 3 Panama 4
Cuba 16 Peru 1

Under section 8 (a) of the Securities Exchange Act of 1934 and the
Board's Regulation T, brokers and dealers subject to the Act may not

borrow in the ordinary course of business from a non-
nonnfenfber banks member bank on registered securities (other than

exempted securities) unless such nonmember bank has
signed an agreement with and in the form prescribed by the Board of
Governors of the Federal Reserve System. At the end of the year there
were 150 nonmember banks with such agreements in force.

FEDERAL RESERVE MEETINGS

Four meetings of the Federal Open Market Committee were held in
Washington during 1940, on March 20, May 27-28, September 27, and
December 18, and the executive committee of the Federal Open Market
Committee met as occasion required. A record of actions taken by the
Committee on questions of policy relating to open-market operations is
published as an appendix to this report.

The procedure was followed during the year of having meetings of the
Presidents' Conference in Washington at the time of the meetings of the
Federal Open Market Committee and, accordingly, meetings of the Presi-
dents of the Federal Reserve Banks were held on March 19, May 27,
September 27-28, and December 17-18, 1940.

The Chairmen of the Federal Reserve Banks held two conferences in
1940, the first of which was on April 12-14 and the second on December
9-10, 1940.

Four meetings of the Federal Advisory Council were held in Washington
during 1940, on February 19-20, May 20-21, October 7-8, and November
18-19. Recommendations of the Council to the Board of Governors are
published in the appendix to this Report.

BOARD OF GOVERNORS-STAFF AND EXPENDITURES

Effective March 8, 1940, Marriner S. Eccles of Utah was reappointed a
member of the Board of Governors for the remainder of the term held by

Chester C. Davis of Maryland expiring on January 31,
Boa?d°metmbers°f 1944> a n d M r - D a v i s w a s reappointed a member of the

Board for the full term expiring on January 31, 1954.
On March 5 Mr. Eccles was redesignated by the President as Chairman

of the Board for a term of four years from February 1, 1940, and on July
18, 1940, Ronald Ransom of Georgia was redesignated by the President as
Vice Chairman.
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Effective as of June 10, 1940, Fred A. Nelson was appointed an Assistant
Secretary of the Board of Governors.

In order to provide a better service in handling the
Boanf sta*ff growing number of requests from the public for Board

publications and for information on the Federal Reserve
System, this work and the personnel engaged therein, hitherto distributed
through various divisions of the Board's staff, have been concentrated in a
new unit set up for the purpose in the Office of the Secretary.

In connection with the expansion of economic research in the Division
of Research and Statistics, the Board engaged Professor Alvin H. Hansen
of Harvard University on a part-time basis.

The total cost of conducting the work of the Board during the year
1940 was $1,646,690.45. Details are shown in Table 8 on pages 44-45.

For the general expenses of the Board two assessments
expenditures w e r e ^eyie(^ against the Federal Reserve Banks aggre-

gating $1,704,011.35, or about one-half of one per cent
of their average paid-in capital and surplus for the year. Under an
arrangement with the Federal Reserve Bank of Atlanta, the accounts of
the Board for the year 1940 were audited by the Auditor of the Federal
Reserve Bank of Atlanta, who certified them to be correct.

BANKING STUDIES AND REPORTS TO CONGRESS

During 1940 the Federal Reserve System continued the analysis of the
banking and monetary problems outlined in the ANNUAL REPORT for
1938. A series of banking studies was completed by the Board's staff
and is now in process of publication.

At the time the Board discontinued publication of detailed statistics in
its Annual Reports, it stated that such data would be made available in
another form. A comprehensive compilation of domestic and international
banking and monetary statistics, with some earlier historical data but
devoted principally to the period since the establishment of the Federal
Reserve System, is being prepared for publication.

At the request of Congressional committees, during the year the Board
prepared a number of reports on bills pending before Congress. These
included reports on bills relating to the Home Loan Bank System, loans
to small business concerns, assignment of claims under public contracts,
power of national banks to make real estate loans, the Federal Land Bank
System, and foreign accounts in Federal Reserve Banks and insured banks.
Copies of these reports may be obtained from the Board by request.

FEDERAL RESERVE BULLETIN

Beginning with the January 1940 issue, several changes in format and
content were made in the Federal Reserve Bulletin. Each issue during
1940 contained one or more articles by members of the Board or its staff,
or officers of the Federal Reserve Banks. These articles have been a
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medium for discussion of subjects within the field of the Bulletin, and
have supplemented the monthly review of current banking and monetary
developments and the statistical and legal data which constitute the main
substance of the Bulletin. A section has also been added to the Bulletin
in which questions of general interest relating to money and banking are
answered.

CHANGES IN SENIOR EXECUTIVE OFFICERS OF FEDERAL RESERVE BANKS

Effective as of December 31, 1940, George L. Harrison resigned as Presi-
dent of the Federal Reserve Bank of New York and was succeeded on
January 1, 1941, by Allan Sproul. Mr. Sproul was succeeded as First
Vice President by Leslie R. Rounds, formerly Vice President of the Bank.
The appointments of Messrs. Sproul and Rounds were for the unexpired
portions of the five-year terms ending February 28, 1941. On January 2,
1941, Mr. Harrison was appointed a member of the Federal Advisory
Council to represent the second Federal Reserve District, succeeding Leon
Fraser in that capacity.
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ANNUAL REPORT OF THE BOARD OF GOVERNORS 
OF THE FEDERAL RESERVE SYSTEM 

During the year 1941 the activities of the Federal Reserve System were 
increasingly geared to facilitating the transition of the nation's economy to 
a war basis. The Federal Reserve authorities recognized tha t the primary 
function of the financial mechanism of the country in wartime is to help 
meet the requirements of war production. The Board was also mindful of 
its responsibility to participate in the Government's program for combat
ing the inflationary forces generated by the country's war effort. 

TRANSITION TO A WAR ECONOMY 

Early in 1941 it became apparent that increased war production and em
ployment would greatly expand civilian purchasing power wi thout result
ing in a corresponding growth in the supply of goods available for civilian 
purchase. This upward pressure on prices became stronger during the year, 
and it became clear that concerted action by the many agencies of Govern
ment concerned would be necessary to offset the inflationary effects. The 
Federal Reserve authorities actively participated in this concerted effort. 

FINANCIAL DEVELOPMENTS 

Increased requirements of business and Government for funds to finance 
the defense program led to a more rapid growth of bank credit in 1941 than 
in any previous year. As a result of this expansion and of some further 
growth in the monetary gold stock, bank deposits and currency reached 
record levels. Al though excess reserves held by banks were reduced during 
the year by the growth of currency in circulation, by the expansion of 
deposits, and by the Board's action to increase required reserves, they were 
nevertheless sufficient at the end of the year to support a considerable 
further increase in bank credit. 

When the United States entered the war in December, the Board issued the 
following statement: 

The financial and banking mechanism of the country is today in a 
stronger position to meet any emergency than ever before. 

The existing supply of funds and of bank reserves is fully adequate 
to meet all present and prospective needs of the Government and of 
private activity. The Federal Reserve System has powers to add to 
these resources to whatever extent may be required in the future. 

The System is prepared to use its powers to assure that an ample 
supply of funds is available at all times for financing the war effort and 
to exert its influence toward maintaining conditions in the United 
States Government security market that are satisfactory from the stand
point of the Government's requirements. 

Continuing the policy which was announced following the outbreak 
of war in Europe, Federal Reserve Banks stand ready to advance funds 
on United States Government securities at par to all banks. 
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The growth of bank credit during 1941 reflected for the most part sharp 
increases in commercial loans and in holdings of Government securities. 
Bank loans increased by nearly 3 billion dollars. Almost two-thirds of the 
rise occurred in commercial and industrial loans, largely by banks in New 
York and other leading cities. Holdings of open market paper, agricultural 
loans, real estate loans, and "other loans" also increased. Surveys made by 
the Board of Governors and by the American Bankers Association indicated 
that loans to producers and suppliers of war material amounted to about one 
billion dollars at the end of the year. 

Commercial bank holdings of United States Government direct and guar
anteed obligations, which had risen by 1.5 billion dollars in 1940, increased 
by 4 billion in 1941. About half this increase occurred at banks in leading 
cities during the first six months. Thereafter New York City banks made 
little change in their holdings while all commercial banks outside New York 
increased theirs by about 1.7 billion. 

Bank deposits and currency in the hands of the public increased by over 
7 billion dollars, reaching a record high close to 78 billion. Bank debits, 
which represent mostly checks drawn on deposit accounts, rose at a some
what faster rate, reflecting the increased amounts of payments accompanying 
more active business. The rate of use or turnover of deposits rose slightly 
above the 1940 level. 

Developments in the security markets during 1941 also reflected the gradual 
transition of the country's economy to a defense and finally a war basis. 
The interest bearing debt of the Government was increased by 13.4 billion 
dollars, of which 6.3 billion was in marketable securities. The market for 
Government issues was relatively steady throughout the year. Additions 
to manufacturing facilities for defense purposes were financed largely by 
Government funds. Private financing through corporate security issues for 
new capital amounted to about one billion dollars, most of which was re
lated directly or indirectly to defense activities. Nearly two-thirds of the 
amount was borrowed by railroads, largely in the form of equipment trust 
obligations, and by other public utilities, especially telephone companies, 
for financing expansion. The corporate security markets were quiet during 
most of the year. Stock prices drifted downward and the volume of trading 
was the smallest in more than two decades. 

The international financial relations of the United States were also largely 
determined by war developments. Capital and gold movements were domi
nated by the fact that, through Lend-Lease credits and grants of assistance 
by other Government agencies, this country was once more an international 
lender on a large scale. 

The capital inflow which characterized the pre-war years and the first 
eight months of the war period came to a halt toward the end of 1940, 
according to the reported weekly figures, and gave way to a capital outflow. 
This outflow, attributable in part to the liquidation of British dollar re
sources in support of the Empire's war effort, was supplemented during 1941 
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by the export of American capital through Government operations which 
lay outside the reporting system. In general, the capital movement between 
the United States and countries which have not been beneficiaries of the 
Government's lending program has been ended by United States "freezing" 
regulations. The gold movement to this country has been affected by much 
the same factors. The intensive phase of the movement from Europe ended 
early in 1941 and toward the end of the year the United States became a net 
seller of gold. The monetary gold stock, which had risen steadily from 
xx.o to xi.8 billion dollars during the first ten months of the year, declined 
slightly during November and December. 

BUSINESS SITUATION 

Defense and war developments dominated the business situation in 1941. 
Early in the year the domestic defense program provided for expenditures of 
about 2.0 billion dollars over a period of several years. Passage of the Lend-
Lease Act in March, however, and subsequent additions brought the com
bined defense program to 60 billion dollars late in August. The actual and 
prospective effects of these large-scale purchases were reflected immediately 
in widespread changes in commodity markets as well as in industrial 
and trade activities. Important indirect effects soon took the form of rising 
consumer incomes, limited supplies of civilian goods, and advancing costs 
of production and of living. 

At the beginning of the year the output of civilian goods and the standard 
of living surpassed all previous records, while at the same time military 
production was expanded. Output in most industrial lines was advancing 
rapidly, although for some commodities, chiefly the metals, production was 
already close to capacity. Later in the year shortages of metals and numer
ous other basic materials became acute, priorities were established to con
trol their distribution, and pressure to expand production facilities for 
armaments and essential civilian products was increased. By the end of the 
year, plans were being made for widespread conversion of existing facilities 
and labor to war production and also for further restriction of consumption 
of civilian goods made from scarce commodities. 

As early as February the prospect of increased shipping difficulties brought 
sharp advances in prices of imported materials. In March price increases 
extended to domestic commodities, reflecting chiefly anticipation of the 
effects of the rapidly expanded program for Federal expenditures. During 
the spring and summer there was unprecedented buying by manufacturers, 
distributors, and consumers. The rate of buying declined in the autumn 
as inventories and commitments accumulated and as Federal restrictions on 
the purchase of materials and the output of finished products were extended. 
After the United States entered the war, buying again increased and prices 
rose sharply. 

During the year the general level of wholesale commodity prices advanced 
rapidly and by December was 10 per cent above the level prevailing in the 
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summer of 1940 when the defense program was inaugurated. The cost of 
living changed little prior to the spring of the year, but increased about 
10 per cent by December, 1941. 

Income payments to individuals at the end of the year were at an annual 
rate of 104 billion dollars and were one-third higher than in the summer of 
1940. Relatively the increase was about the same for wages and salaries 
as for other income. The rise in wages and salaries was primarily due to a 
sharp expansion in employment and an increase in hours of work, but higher 
wage rates were also an important factor. The number employed, excluding 
the armed services, was about 49.5 millions at the end of the year. This 
was 3.5 million more than a year earlier and, with over a million men added 
to the armed forces, the number of unemployed was considerably reduced. 
Wage rate advances became widespread as demand for workers increased 
greatly and the pressure for higher rates was stimulated by the sharp rise 
in living costs and by further increases in the profits of large industrial 
corporations, even after allowance for higher income and excess profits taxes. 

Industrial production, as measured by the Board's seasonally adjusted 
index, advanced about 2.0 points in the first half of 1941 and 7 points during 
the rest of the year to reach a level of 167 per cent of the 1935-39 average i*1 

December. In the latter half of 1941 output of some civilian goods, par
ticularly automobiles, tires, and silk goods, declined, owing largely to 
Federal action. Production of other civilian goods showed little further 
advance while armament production accounted for a growing proportion 
of industrial output. Activity in the construction industry and on the 
railroads increased to the highest levels in many years. Agricultural output 
increased somewhat, partly in response to higher Federal production goals, 
and cash farm income, with sharply higher prices for farm products, was 
about 30 per cent larger than in 1940. 

By the end of the year, although income payments declined in some civilian 
industries, incomes of persons employed in war production and allied activi
ties continued to increase. Despite higher taxes and increased savings, con
sumers had substantially larger incomes available for spending. Meanwhile 
there had not been a corresponding growth in the supply of goods available 
to consumers and the growing pressure of increased purchasing power was 
reflected in rising prices all along the line, at both retail and wholesale levels. 
With the entry of the United States into the war, vast additional Federal 
expenditures became necessary. A rapid increase in armament production 
ensued and output of goods for civilians was further curtailed. The combina
tion of increased incomes and reduced supplies of civilian goods intensified 
the problem of price control in all its phases. 

ANTI-INFLATIONARY MEASURES 

Government action over a broad front was taken to deal with the infla
tionary danger. Federal price ceilings and voluntary agreements were ap
plied to a long list of metals and other important raw materials; taxes were 
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increased; efforts were made to stimulate voluntary savings by introducing 
new forms of Government securities and intensifying campaigns to sell 
these securities; member bank reserve requirements were raised to the limits 
authorized by law; regulation of consumer credit was set up; and, as the 
year closed, rationing in retail markets was applied to tires and automobiles. 
It was clear that similar control would have to be applied to consumer ex
penditure on other goods which would become acutely scarce because of the 
war situation. The measures of restraint that fell within the province of 
the Reserve System are discussed in more detail elsewhere in this report. 

The revenue legislation of 1940 increased individual surtax rates, lowered 
personal exemptions by 2.0 per cent, increased the normal corporation tax 
by about one-third, imposed a corporation excess profits tax, and made 
increases in the estate and gift tax rates and most excise tax rates of around 
10 per cent. About half of the 3 billion dollar increase in net budgetary 
receipts during the calendar year 1941 was attributable to these changes. 

The expanding scope of the defense program led the Treasury to propose 
new revenue legislation in April, but it was not until September that the 
Revenue Act of 1941 was enacted into law. This measure was estimated to 
yield about 3.5 billion dollars on a full-year basis. Corporation income 
taxes made up about 1.4 billion of this total, individual income taxes about 
1.1 billion, estate and gift taxes about 150 million, and taxes on the sale 
and use of various commodities and services about 850 million. 

These changes were reflected only to a minor extent in actual Treasury 
receipts during the calendar year 1941. They will be more fully reflected 
during 1942. when, not allowing for further changes in the revenue structure, 
Treasury receipts will run at an estimated rate of about 6 billion dollars higher 
than in 1941. The increase in money incomes to be generated by the great 
expansion of military expenditure, however, will be much larger than this 
sum. It is expected that civilian expenditure, which will be reduced by tax 
payments, will be further curtailed by personal and corporate savings unable 
to find customary channels of investment. But the degree of restriction 
thus achieved will not be sufficient to reduce the demand for civilian goods 
to the extent that their output will be curtailed. Extensive additional 
measures, designed to restrict the availability of purchasing power in 1942., 
will be a necessary part of a program to prevent further sharp advances in 
prices and the cost of living. 

, FEDERAL RESERVE CREDIT POLICY AND ACTION 

Federal Reserve credit policy in 1941 was formulated with reference to 
banking and credit conditions in the light of wartime needs. It was related 
to the entire range of problems connected with the financing of defense and 
war requirements without causing inflationary developments. During the 
year these problems were continuously studied by the Federal Reserve author
ities and discussed by them with the United States Treasury and with other 
branches of the Government. As conditions demanded, steps were taken to 
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stabilize the Government security market by open market purchases, to 
reduce the potential expansion of bank credit by increasing reserve require
ments, and to curtail consumer demand through the regulation of credit for 
instalment purchases. 

OPEN MARKET OPERATIONS 

Throughout the year the Treasury continued its long-established practice 
of conferring with members of the executive committee of the Federal 
Open Market Committee before deciding upon the form of its security 
offerings. In addition, joint conferences were held to consider the develop
ment of a long-term program for financing the Government's rapidly growing 
requirements. 

The defense and war program necessitated a large increase in Government 
borrowing. The interest bearing direct and guaranteed debt of the Govern
ment increased by 13.4 billion dollars in 1941. Less than half of this 
amount was in marketable issues, however, 1.6 billion dollars of the total 
having been in special issues to Government agencies and trust funds and 
5.5 billion in nonmarketable public issues such as savings bonds and tax 
notes. The issuance of the latter types of securities was in accordance with 
the Government's announced policy of attracting current savings in order 
that Government financing might be accomplished with as little growth of 
bank credit as possible. Beginning in March all new issues of United States 
Government obligations were made subject to Federal income taxes. In 
October the Treasury adopted the practice of issuing direct obligations to 
replace guaranteed securities as they mature or are called. 

The market for Government securities was relatively steady and there was 
no occasion until December for open market operations by the Reserve Sys
tem. Following a decline in the first six weeks of the year, quotations on 
long-term%Government bonds advanced to a peak about the first of November 
and then declined slowly to December 6. During this period the Open 
Market Committee made no change in the total amount of Government 
securities held in the System account. 

From the time the United States entered the war until shortly before the 
end of the year, quotations on long-term bonds declined by about i\ points 
and shorter term securities declined moderately. During this period the 
Reserve System purchased 60 million dollars of bonds and 10 million dollars 
of bills. The Treasury also supported the market by investing some of its 
trust funds. In a relatively short time the market for Government bonds 
became steady on the basis of yields slightly above the low points reached 
in November. 

REDUCTION IN MEMBER BANK RESERVES 

Bank credit expanded more rapidly during 1941 than in any previous year. 
Bank loans and investments, as well as deposits, were at the highest level 
on record. As a consequence of this expansion, together with the drain 

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

1941



FEDERAL RESERVE SYSTEM 7 

on reserves caused by currency expansion, the excess reserves of member 
banks declined about 1.6 billion dollars during the first eight months of 
the year. Nevertheless, in September they were above 5 billion dollars. 

As a part of the Government's program to combat inflation and for the 
purpose of establishing better contact between the Federal Reserve Banks 
and the money market, the Board on September 2.$, after consultation with 
the Secretary of the Treasury, increased reserve requirements of member 
banks to the limit of its statutory power. To put this increase into effect 
the Board issued a revised supplement to its Regulation D, which prescribed 

MEMBER BANK RESERVES AND MAIN FACTORS OF CHANGE 

BILLION 

24 

22 

20 

18 

16 

14 

12 

10 

8 

6 

4 

10 

8 

6 

4 

2 

0 

S OF DOLLARS 

" 

" 

R 

J ^ V ^ J ^ S C ^ 

- 1 

>/V"~_/~~ 

WEDNESDAY FIGURES 

MEMBER BANK 
ESERVE BALAN< 

r < - « " • ' ' 

GOLD STOCK. 

: E S / ^ ^ 
> 

v - — - " 
MONEY IN CIRCULATION 

BILLIONS OF DOLLARS 

-

-

f 

^ 
v * " * 

-

REQUIF 

" " * " * - » ^ ^ 

{ED RESERVES 

S^f^ 
rv^EXCESS R 

^^-*.~£T 

ESERVES 

1 

1 
^ H . - * - * — 4 

^ v i 

-

24 

22 

20 

18 

16 

14 

12 

10 

8 

6 

4 

10 

8 

6 

4 

2 

0 

1937 1938 1939 1940 1941 

an average increase in reserve requirements of about one-seventh on all 
member bank deposits, effective November 1, 1941. About 1.2. billion dol
lars of reserves were absorbed by this action and excess reserves were reduced 
to about 4 billion dollars. 

In connection with this increase in reserve requirements by the Board, 
the Secretary of the Treasury and the Chairman of the Board issued the fol
lowing statement: 
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The Treasury and the Board of Governors will continue to watch 
the economic situation and to cooperate with other agencies of the 
Government in their efforts, through priorities, allocations, price regu
lation, and otherwise, to fight inflation. Recommendations on the 
question of what additional powers, if any, over bank reserves the 
Board should have during the present emergency and what form these 
powers should take will be made whenever the Treasury and the Board, 
after further consultation, determine that such action is necessary to 
help in combating inflationary developments. 

Excess reserves were also drawn upon during 1941 by other developments 
arising out of the war and the defense program. The unprecedented inflow 
of gold which had accounted for the large growth in bank reserves since 
1933 slowed down during 1941 and stopped altogether in the latter part of 
the year. Expansion of the demand for currency, resulting principally from 
the enlarged volume of wage payments and retail trade, and to some extent 
from withdrawals of currency for other purposes, absorbed a substantial 
amount of excess reserves. Currency in circulation rose by about 2..5 billion 
dollars in 1941 compared with an increase of 1.1 billion the previous year. 

By the end of 1941 excess reserves had declined to 3.1 billion dollars, a 
reduction of 3.5 billion during the year. Losses of reserve funds in 1941 
were largely concentrated at banks in New York City. At the end of the 
year about one-third of total excess reserves was held by these banks as 
against more than one-half at the beginning of the year. This drain of 
funds from the New York market was a sharp reversal of the situation pre
vailing in 1938 and 1939. It reflected a number of factors, principally the 
following: the Treasury raised more funds in the New York area than it 
spent there, the increase in currency in circulation was heavy, interbank 
deposits declined during the last quarter, and New York City banks purchased 
securities from outside banks and made loans to customers who spent part 
of the proceeds elsewhere. On the other hand, the gold inflow, which in 
previous years had replenished the reserves of New York banks, was on a 
much smaller scale in 1941. 

REGULATION OF CONSUMER INSTALMENT CREDIT 

The Board of Governors was authorized and directed by the President's 
Executive Order No, 8843, issued on August 9, 1941, under the provisions 
of section 5(b) of the Act of October 6, 1917, as amended, to exercise a 
measure of control over consumer credit during the period of national emer
gency arising out of the second World War. Pursuant to this order, on 
August 7.1 the Board issued Regulation W which, with the exception of 
certain provisions, became effective September 1, 1941. Two amendments, 
effective September 2.0 and December 1 respectively, were subsequently 
adopted. 

The purposes of Regulation W, as set forth in the Executive Order of the 
President, include the dampening of the demand for certain durable consumer 
goods as their supply becomes limited by diversions of materials and skills 
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required for the national defense. They also include restraint of the expan
sion of consumer credit in general. 

Persons and agencies subject to Regulation W include all who are engaged 
in the business of making extensions of consumer instalment credit, or dis
counting or purchasing instalment paper, including instalment sellers of the 
listed articles, whether dealers, stores, mail order houses, or others; sales 
finance companies; banks, including Morris Plan and other industrial banks; 
personal finance or "small loan" companies and credit unions; and building 
or savings and loan associations. Such persons were required to register 
before the end of the year 1941 with the Federal Reserve Bank of their 
district. 

The new regulation prescribed minimum down payments and maximum 
maturities applicable to consumer credit extended through instalment sales 
of certain listed articles and instalment loans for the purchase of these 
articles. In addition, it limited the maximum maturity of miscellaneous 
cash loans of $1,000 or less repayable in instalments, which include many 
instalment loans made to finance consumer purchases. 

Effective September 2.0, 1941, the Board amended the part of the Supple
ment to Regulation W pertaining to the method of determining the maxi
mum credit value of new automobiles; and effective December 1, 1941, the 
regulation was amended in a number of respects, the more important of 
which were to exempt business loans, require a statement from the borrower 
as to the purpose of the loan, provide more flexibility for the schedule of 
payments by farmers and in connection with consolidating obligations, 
prohibit instalment loans for the purpose of making down payments on 
listed articles, and make the regulation applicable to instalment loans of 
$1,500 or less instead of $1,000 or less as previously. 

Through section 3(b) of the Regulation the Board issued a general license 
to all persons or concerns engaged on or before December 31, 1941 in the 
extension of instalment credit as defined by the regulation. This license 
was to continue in effect after December 31 for licensees who had filed regis
tration statements in form prescribed by the Board, with the Federal Reserve 
Banks or their branches. About 170,000 such statements were filed. Pro
vision was made for the subsequent licensing of new registrants filing state
ments after the close of the year. Any material misstatement or omission 
willfully or negligently made in the registration statement, or any willful 
or negligent failure to comply with the provisions of Regulation W or any 
requirement of the Board pursuant thereto, constitutes cause for suspension 
of a registrant's license at the discretion of the Board of Governors. No 
licenses were suspended in 1941. 

In November a three day conference of officials of the Federal Reserve 
Banks and members of the Board and its staff was held in Washington for 
the purpose of exchanging information as to the effect of Regulation W on 
users of instalment credit and discussing possible amendments to the regula-
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tion, relations with the trade and State supervisory authorities, and adminis
trative problems of interpretation and enforcement. 

In order to facilitate the coordination of the Board's functions under the 
Executive Order with other phases of the program for national defense, a 
consulting committee was created by the Order with which the Board 
confers when formulating policies with respect to down payments, matu
rities, terms of repayment, and other questions of general policy. The 
committee consists of the Secretary of the Treasury, the Federal Loan Ad
ministrator, and the Administrator of the Office of Price Administration. 
In addition, the Board consulted from time to time with the Federal Advisory 
Council, with all the Federal Reserve Banks, and with representatives of 
numerous trade associations representing persons and institutions directly 
affected by the regulation. 

The geographical organization of the Federal Reserve System made it 
possible to decentralize the regulation of consumer credit, the twelve Re
serve Banks and their twenty-four branches administering the regulation in 
their respective regions. The Reserve Banks and their branches were close 
to the general business activity of the regions they served and were able 
quickly to establish the new contacts required by the regulation with lenders 
and dealers engaged in granting instalment credit. A nation-wide extension 
of administrative responsibility in new fields of business was thereby estab
lished readily on a regional basis, and reference to Washington reduced to a 
minimum. 

MARGIN REQUIREMENTS 

Effective February Z4, 1941, the Board of Governors amended Regula
tion U, governing loans by banks for the purpose of purchasing or carrying 
stocks registered on a national securities exchange. The amendment was 
essentially technical, its principal purpose being to reconcile provisions of 
the regulation with rules issued by the Securities and Exchange Commission 
with respect to the hypothecation by brokers or dealers of securities carried 
by them for the account of customers. The amendment provided, in effect, 
that any indebtedness of a broker or dealer that is secured by customers' 
securities shall be treated separately from any of his other indebtedness. 
In addition, the amendment provided for a simple mechanism by which .col
lateral that is used to meet the requirements of the regulation may be ear
marked and distinguished from other collateral which, even though it secures 
a loan subject to the regulation, is not used for the purpose of meeting those 
requirements. 

ECONOMIC RESEARCH AND ADVISORY SERVICES 

During the year the Board's means of gathering information on business 
and credit conditions were modified to meet current changes in the economy. 
The usual economic reporting services were continued and there were many 
requests from other Government agencies for specialized reports and informa-
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tion. In addition to analyzing current economic movements, the Board's 
staff continued work on several long-run research projects and contributed 
information and advice to many inter-departmental conferences. 

At the request of the Office of Production Management, the Board and 
the Reserve Banks made a survey of defense loans and loan commitments 
at banks in 101 leading cities as of April 30. The purpose was to obtain 
information as to the amount and character of the participation of banks 
in the defense effort. Later in the year, at the request of the Division of 
Civilian Supply of the Office of Production Management, the Board and the 
Reserve Banks made a survey of department store inventories. By September 
the Board's index of industrial production, which is widely used throughout 
the Government, had been revised to take account of armament production 
not already covered. 

The Board continued its study of post-war readjustment problems. These 
problems cover a wide range of economic and financial relationships, all of 
which have a bearing on the reconstruction and stabilization of the economy 
after the war. Close contact has been established with other agencies work
ing on related projects. 

Some of the post-war readjustment studies relate broadly to international 
policy and problems. Special attention is being devoted to Canadian-United 
States economic relations, and members of the Board's staff are serving as 
Chairman and Secretary of the United States Committee of the Joint Eco
nomic Committees of Canada and the United States. Other members of 
the United States Committee have been drawn from the Treasury Depart
ment, the Department of State, the Tariff Commission, and the War Pro
duction Board. The corresponding Canadian committee is composed of 
civil servants in various Dominion Government departments and an official 
of the Bank of Canada. These committees study and report to their respec
tive governments on the possibilities for more efficient use of the combined 
resources of the two countries in the production of war requirements and on 
ways of reducing the impact of post-war economic dislocations. 

Members of the Board's staff continued their cooperation on the Inter-
American Bank project with members of the Departments of State and the 
Treasury and the Federal Loan Agency. This project originated in the 
Financial and Economic Advisory Committee created in October 1939. In 
1940 the Committee recommended the establishment of an Inter-American 
Bank to the 2.1 governments it represents, and submitted for their considera
tion drafts of a convention, charter, and by-laws. The Convention was 
signed by nine governments, including the United States, and has been 
transmitted by the President to the Senate for its advice and consent to 
ratification. The President has also transmitted a bill embodying a charter 
for the Bank and providing for participation by the United States in its 
organization and management. 

In September 1941, the Department of State requested the Board to appoint 
two members of its staff to serve with representatives of the Treasury Depart-
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ment on a technical mission to Cuba. The mission was named at the request 
of the Republic of Cuba to recommend a program of monetary and banking 
reform to the Cuban Government. After meetings in Habana, the mission 
returned to Washington where its work is still in progress. 

On November 19, 1941, the President appointed the Chairman of the 
Board, or his alternate, to serve as a member of the Price Administration 
Committee. This Committee acts in a consultative capacity to the Office 
of Price Administration. 

Pursuant to the request of the Director of Censorship on December 30, 
1941, a member of the Board was designated as a representative of the Board 
of Governors on the Censorship Operating Board provided for by the Presi
dent's Executive Order of December 19 to "perform such duties w i t h respect 
to operations" as the Director of Censorship should determine. 

The Board continued its cooperation in the educational campaign of the 
Secret Service against counterfeiting by printing and distributing to all 
banks some of the educational material prepared by the Secret Service. A 
complete index of counterfeit notes circulated since 19x9 was made available 
to the banks. Practically all currency used in the United States flows 
through the Reserve Banks, which maintain close contact w i th regional 
offices of the Secret Service. When spurious bills are detected, they are imme
diately stamped and turned over to the Secret Service agent. 

The responsibilities of the Federal Reserve System require the accumula
tion and study of a large volume of economic and financial data, summaries 
of which are published from time to time by the Board of Governors and 
the Federal Reserve Banks. During 1941 each Federal Reserve Bank pub
lished a monthly review of banking and business conditions in its district 
and the Board brought out the monthly Federal Reserve Bulletin for the 17th 
year. A completely revised edition of Chart Book I, Federal Reserve Charts 
on Bank Credit, Money Rates, and Business, was made available in February 
and preparations were made for a new edition of Chart Book II, Federal 
Reserve Charts on Industrial Production. Banking Studies, a volume of seventeen 
papers on banking subjects prepared by the Board's staff, was published by 
the Board in August. In answer to continuing demand, the Board reprinted 
its booklet The Federal Reserve System—Its Purposes and Functions, first released 
in 1939. 

BANK SUPERVISION AND THE BANKING STRUCTURE 

In its Annual Report for 1938, the Board described in some detail the 
diffusion of responsibility for bank supervision, which is shared by the 
Federal Reserve System wi th other Federal agencies and wi th the forty-
eight States. The problems remain substantially the same. 

MEMBER AND NONMEMBER BANKS 

There were 18,514 banking offices in the United States at the end of 1941, 
a net decrease of 37 for the year. This decline, while following the general 
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trend of recent years, was the smallest since 1934. The number of banks 
decreased by 70 to 14,8x5, while the number of branches increased by 33 
to 3,699. 

The net decrease in the number of banks was due principally to consolida
tions, absorptions, and voluntary liquidations. There were only eight 
bank suspensions during the year—the lowest annual figure on record. 
Newly organized banks numbered 53, substantially above the number for 
the three previous years. 

The net increase of 33 in the number of branches was slightly less than in 
1940, and was largely accounted for by the establishment of out-of-town 
branches. Nearly three-fourths of the new branches were de novo branches; 
the number of existing banks converted into branches was the lowest for 
several years. 

Although there was a net decrease of 70 in the total number of banks, 
membership in the Federal Reserve System continued to increase in 1941. 
National banks—which are required by law to be members of the Federal 
Reserve System—declined by a net of 17, but State bank members increased 
by a net of 160. At the end of the year there were 6,619 member banks. 

The Board approved the applications of 166 State banks for membership 
in the System and 172. banks were admitted to membership. In two cases 
the new members were banks organized to succeed existing members and 
accordingly their admission did not increase the number of member banks. 
The difference between the number of banks admitted to membership and 
the number of applications approved in any one year is due to the fact that 
a bank whose application is approved toward the close of the year may not 
accomplish membership until the following year. 

The total deposits of the 170 new State member banks amounted to 
$341,393,000, as shown in their first call reports filed as member banks. 
Measured by deposits, these 170 banks ranged in size from $90,000 to 
$88,2.83,000. They were distributed throughout the twelve Federal Reserve 
districts, the greatest number being in the Chicago, New York, St. Louis, 
and Cleveland districts. 

EXAMINATION OF STATE MEMBER BANKS 

Under the provisions of the Federal Reserve Act, State member banks are 
subject to examination at the direction of the Board of Governors or at the 
direction of the Reserve Banks, by examiners selected or approved by the 
Board of Governors. The policy already approved for the examination of 
State member banks was continued wi thout change in 1941; i.e., that at 
least one regular examination of each State member bank, including its trust 
department, be made during each calendar year by examiners for the Reserve 
Bank of the district in which the State member bank is located, and that 
additional examinations be made in special cases. In order to avoid dupli
cation and to minimize inconvenience to the banks examined, i t continued 
to be the policy, wherever practicable, to make joint examinations in cooper-
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ation wi th the State banking authorities or, by agreement wi th the State 
authorities, to make alternate examinations. 

In accordance wi th the practice of holding periodic conferences w i th 
representatives of the bank examination departments of the Reserve Banks, 
the officers in charge of the departments met in Washington for several days 
in October to confer wi th members of the Board and its staff. The con
ference was especially concerned wi th the necessity that the banking system 
prepare itself for the uncertainties to be encountered during the period of 
wartime demand and the period of post-war adjustment. 

PAR AND NONPAR BANKS 

The Federal Reserve Act provides that no exchange charges for the col
lection or payment of checks shall be made against the Federal Reserve 
Banks; and, consequently, only checks on which no exchange is charged are 
collectible through the Reserve Banks. To facilitate collections, there is 
maintained a "Federal Reserve Par Lis t" , comprising all member banks— 
which are required to remit at par for checks presented to them by the 
Reserve Banks—and nonmember banks that have agreed to pay wi thout 
deduction of exchange charges such checks drawn upon them as are for
warded for payment by the Reserve Banks. 

At the end of 1941 there were 11,543 banks on the Federal Reserve par 
list. This figure included the 6,619 member banks and 4,914 nonmember 
banks. The number of nonmember banks (other than mutual savings banks 
and banks on which no checks are drawn) not on the par list was 1,731. 

The number of banks on the par list declined by 89 during the year, as a 
result of mergers, voluntary liquidations, suspensions, and wi thdrawals 
from the list. In 1941 there was a net increase of 16 in the number of nonpar 
banks—the first since 1937. As in other recent years, more of the banks tha t 
continued in existence throughout the year wi thdrew from the par list than 
were added to it—17 withdrawals as against 11 additions. Nineteen nonpar 
banks went out of existence, but this decrease was exactly offset by the 
organization of a similar number of new nonpar banks; in the several previ
ous years the number of nonpar banks going out of existence exceeded the 
number newly organized. At the end of the year nonpar banks were dis
tributed by States as follows: Minnesota 410, Georgia 161, Mississippi 175, 
Tennessee 173, Nebraska 164, Wisconsin 161, Alabama 131, Arkansas 117, 
Nor th Carolina 115, South Carolina 119, Iowa 114, Nor th Dakota i n , 
Missouri 107, Louisiana 105, South Dakota 96, Texas 96, Florida 89, and 11 
other States 155. 

BANK HOLDING COMPANIES 

Bank holding companies, technically defined as "holding company affil
ia tes" , are required by law to obtain voting permits from the Board of 
Governors of the Federal Reserve System before stock of subsidiary member 
banks which the holding companies own or control may be voted. This 
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requirement does not apply to the voting of stock of subsidiary banks which 
are not members of the Federal Reserve System, whether they are insured 
banks or not. In acting upon an application for a voting permit the Board 
is required by law to consider, among other things, the financial condition 
of the applicant and the general character of its management. The Board 
may, in its discretion, grant or withhold a voting permit, as the public in
terest may require. Regulation of bank holding companies by the Board is 
effected not only through the statutory powers to grant, withhold, or re
voke voting permits, but also through agreements executed by the holding 
companies as a prerequisite to obtaining voting permits from the Board. 
The purpose of such agreements is that the holding companies, their sub
sidiary banks, including member banks and nonmember banks, whether 
insured or uninsured, and subsidiary nonbanking organizations shall main
tain sound financial condition and proper management policies and operating 
practices, including those involving intercompany transactions and rela
tionships. Appropriate action was taken during the year in a number of 
cases with respect to various important matters in the regulation of bank 
holding companies. 

During the year the Board authorized the issuance of three general voting 
permits, i.e., permits unlimited as to time or matters which may be voted 
upon, and six limited voting permits, i.e., permits for limited periods of 
time and limited also as to subjects which could be voted upon. 

Under the authority of section 301 of the Banking Act of 1935 the Board 
determined that two organizations were not engaged directly or indirectly 
as a business in holding the stock of, or managing or controlling, banks, 
banking associations, savings banks or trust companies, and that, therefore, 
they were not holding company affiliates except for the purpose of section 
X3A of the Federal Reserve Act, which contains limitations on loans to 
affiliates and investments in or loans on their obligations by member banks. 

TRUST POWERS OF NATIONAL BANKS 

Under the provisions of section n ( k ) of the Federal Reserve Act, the 
Board granted to eight national banks authority to exercise one or more 
trust powers. Trust powers of twenty-seven national banks were termi
nated, fourteen by voluntary liquidation, one by insolvency, and twelve by 
voluntary surrender. At the end of 1941, there were 1,838 national banks 
holding permits to exercise trust powers. 

FOREIGN BRANCHES AND BANKING CORPORATIONS 

The extension of the war to new areas during 1941 and the entrance of the 
United States into the conflict further restricted the foreign operations of 
member banks. This was most marked in the Orient, where by the end of 
the year seven branches of member banks were under enemy control. The 
business of the three branches or offices remaining in continental Europe was 
already greatly reduced when the United States entered the war. American 
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banking institutions had generally taken measures in advance to reduce the 
hazards to offices in the more exposed areas. 

No applications were received during the year for permission to establish 
foreign branches pursuant to the provisions of section 15 of the Federal 
Reserve Act. On the other hand, there was a decrease of 15 branches. 

At the end of the year seven member banks had a total of 78 branches or 
offices in -n. foreign countries or dependencies or possessions of the United 
States. Of the 78 branches and offices, four national banks were operating 
71, and three State bank members were operating 7. The foreign branches 
were distributed geographically as follows: 

Latin America 42. 
Argentina 10 
Brazil 4 
Chile 2. 
Colombia # 3 
Cuba 16 
Mexico r 1 
Panama 3 
Peru 1 
Uruguay 1 
Venezuela 1 

Far East 11 
Burma 1 

*China 4 
*Hong Kong r 
India 3 

*Japan 1 
Straits Settlements 1 

Continental Europe 
*Belgium 1 
France 

*Occupied 1 
Unoccupied 1 

England 10 

United States Insular Possessions 
and Dependencies 11 

Canal Zone 4 
*Philippine Islands 1 
Puerto Rico 7 

Total 78 

* Enemy or enemy-occupied territory on December 31, 1941. 

The 4Z offices of member banks in ten Latin American countries should be 
in position to make a material contribution to the war effort of the Western 
Hemisphere, being well established in a number of important cities and hav-
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ing a background of experience. The situation is unlike that which ob
tained at the time of the first World War, when banks in the United States 
had just opened or were in the process of opening branches in Latin America. 
Inter-American trade has assumed a strategic character in view of the need 
in this country for Latin American raw materials and in Latin America for 
essential supplies from the United States, and member banks operating there 
perform an important function in facilitating this trade. 

There is only one banking corporation in active operation organized under 
the provisions of section 15(a) of the Federal Reserve Act and chartered by 
the Board to engage in international or foreign banking. Its head office 
was examined during the year by the Board's Division of Examinations. 
The institution has a branch in France, three branches in the Far East, and a 
fiduciary affiliate in England. The operations of the Paris branch during 
the year were largely of a liquidating nature. The bank continued to main
tain the temporary office established in unoccupied France when Paris fell. 
The outbreak of hostilities in the Orient brought the three branches in the 
Far East under Japanese control. 

The only other corporation organized under the provisions of section 15(a) 
in existence at the close of 1940 had been placed in voluntary liquidation by 
vote of its shareholders in 1933. During 1941 a final liquidating dividend 
was paid to shareholders. 

No changes occurred during the year in the list of corporations organized 
under State law and operating under agreements with the Board pursuant 
to the provisions of section 15 of the Federal Reserve Act relating to the 
investment by member banks in stocks of corporations engaged principally 
in international or foreign banking. There are four such corporations. 

FISCAL AGENCY AND RELATED SERVICES 

Throughout 1941 the day-to-day work of the Federal Reserve Banks re
flected the growing emphasis on preparation for war. There was a great 
increase in the volume and variety of services performed by the Reserve 
Banks for various branches of the Government, and the fiscal agency opera
tions of the Reserve Banks in connection with Treasury financing increased 
fourfold. 

FOREIGN FUNDS CONTROL AND INTERGOVERNMENTAL PROBLEMS 

The "freezing" of foreign assets and the control of foreign transactions 
has been an important defense activity in 1941. As agents for the Foreign 
Funds Control in the Treasury, the Reserve Banks receive license applica
tions relating to transactions affecting the interest of "nationals" of blocked 
countries. Under general authorizations from the Treasury, the Reserve Banks 
act independently on most of these applications and refer only a small num
ber to the Treasury Department with recommendations. An inventory 
of all property held in the United States by "nationals" of foreign countries 
was made during the year. This involved a great deal of work for the Re-
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serve Banks, with which the inventory reports were filed in accordance with 
the instructions of the Treasury Department. Immediately following the 
entry of the United States into the war in December, the Reserve Banks were 
called on to assist the Treasury in placing representatives in numerous im
portant Japanese banking and business enterprises. A few days later instruc
tions were received by the Reserve Banks to revoke or amend the licenses of 
many German and Italian concerns and to place representatives on their 
premises. During the year the Treasury held several conferences on the 
subject of Foreign Funds Control which were attended by representatives 
from all Federal Reserve Banks and from the Board of Governors. 

The Federal Reserve Banks hold the gold reserves and most of the official 
funds maintained by foreign countries in the United States. Gold under 
earmark at the Reserve Banks increased by 400 million dollars to over x,xoo 
million during 1941, while the deposits of foreign central banks and govern
ments in the Reserve Banks were reduced by about 360 million to approxi
mately 770 million at the end of the year. A large proportion of these 
foreign assets were in 4 'frozen'' accounts which, though relatively in
active, necessitated extensive consideration by the Reserve Banks and the 
Board. It was necessary to obtain not only licenses for transactions in such 
accounts but also certification of the authority to operate many of them 
pursuant to Section 2.5 (b) of the Federal Reserve Act. On the other hand, 
many of the accounts which were not "frozen" were exceptionally active. 
The Reserve Banks rendered important service to friendly belligerent govern
ments and their official missions in this country by handling their dollar 
receipts and their dollar disbursements for war supplies. 

The Reserve Banks have continued their activities as agents of the Treas
ury in gold transactions with foreigners and in purchases of foreign silver. 
The Federal Reserve Bank of New York carries out the operations of the 
Stabilization Fund in accordance with instructions from the Treasury. The 
Reserve Banks have also collected reports and maintained the records of 
capital movements and foreign exchange transactions compiled since 1934 
in accordance with Executive Orders and Treasury Regulations. 

Loans which the Federal Reserve Act authorizes the Reserve Banks to 
make on gold to foreign central banks and which were outstanding at the 
end of 1940 in the amount of $947,000 to one foreign central bank, were 
liquidated by January 31, 1941, as stipulated in the agreement. Another 
loan to the same central bank for $100,000 became effective in August and 
was paid off in full early in October. No further loans on gold were granted 
in 1941. 

ISSUANCE AND SERVICING OF GOVERNMENT OBLIGATIONS 

As fiscal agents of the Treasury, the Federal Reserve Banks carry on all 
operations outside of Washington incident to the issue, redemption, and 
exchange of public debt obligations, except those performed by the 
Post Office Department in connection with the sale of Series E Defense 
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Savings Bonds. The volume of these operations increased nearly fourfold 
during 1941, chiefly as a result of the increase in Government issues for 
defense purposes. In November, the Treasury held a fiscal agency confer
ence at the Federal Reserve Bank of Atlanta which was attended by repre
sentatives of all Federal Reserve Banks and of the Board of Governors. 

Pursuant to discussions held at the meeting of the Presidents of the Re
serve Banks in Washington on June 11, 1941, the Presidents of three Re
serve Banks were designated to serve with a member of the Board as a Com
mittee on Defense Savings Securities in cooperation with the Treasury's 
Defense Savings Staff. As a result of conference with the Secretary, liaison 
officers were appointed by the Treasury and the Reserve System through 
whom information as to the policies and the program of the Treasury at 
Washington and as to the activities in the various States is exchanged for 
the assistance of those concerned in promoting Defense Savings Bond sales. 
In December liaison officers of the Federal Reserve Banks and of the Board 
attended a meeting in Chicago called by the Treasury for the purpose of dis
cussing the Defense Savings Bond program. 

In its own organization the Board established a voluntary payroll deduc
tion plan which was put into operation in May 1941, whereby members of 
its staff may purchase Defense Savings Bonds, and each of the Reserve Banks 
established plans adapted to the needs of its officers and employees. 

DEPOSITARY, CUSTODIANSHIP, AND OTHER FUNCTIONS 

As depositaries of Government funds, the Reserve Banks handled during 
1941 and charged against the Treasurer's account a total of 115 million 
Government checks drawn by disbursing officers throughout the country for 
defense and other Government expenditures. They also handled and cred
ited to the Treasurer's general account millions of checks and other items 
received by Federal officers in payment of taxes, customs, etc. During 
the year an average of nearly 4,000 officers and employees of the Federal 
Reserve Banks, or about 30 per cent of their entire personnel, were engaged 
in serving some 16 United States Government departments and agencies. 
This was a substantial increase over normal years and arose for the most 
part from defense and war activities. 

As custodians, the Reserve Banks in 1941 handled commodity loans, 
bought commodities, and performed other services with respect to them 
for the Commodity Credit Corporation, the Defense Supplies Corpora
tion, the Federal Surplus Commodities Corporation, and other similar 
Government agencies. The commodities responsible for most of this 
work are staples including cotton, corn, wheat, butter, tobacco, and other 
domestic farm products, many of which are being transferred under Lend-
Lease operations to aid countries allied with us in the war; other impor
tant items, comprising strategic and critical materials necessary in con
nection with our own war program, are diamond dies, copper, zinc, lead, 
chrome, rubber, drugs, silk, and kapok. The Banks make disbursement 

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

1941



2LO ANNUAL REPORT OF BOARD OF GOVERNORS 

for the purchases upon proper authorization, obtain warehouse receipts 
which are held in safekeeping, maintain inventory records, etc. 

The Reserve Banks delivered large amounts of currency over the counter 
to authorized finance officers of the Army and Navy and made large currency 
shipments for payroll purposes direct to Army and Navy posts and also to 
banks in the vicinity of posts and military and naval construction projects. 
The Reserve Banks also effected transfers of funds to pay the armed forces 
of the United States in foreign lands and waters. 

During the first half of the year the Defense Contract Service of the Office 
of Production Management utilized the facilities of the Reserve Banks in 
handling work in the field, and in order to cooperate fully with the Defense 
Contract Service an officer at each Reserve Bank and branch acted as Defense 
Contract Officer. In the latter half of the year, after the Office of Produc
tion Management had established its own field offices, the Reserve Banks 
and branches continued to cooperate, especially with regard to arrangements 
for extensions of credit to industry. 

Throughout most of the year, the War and Navy Departments utilized the 
services of the Reserve Banks in obtaining reports as to the management, 
responsibility, and financial condition of contractors and others with whom 
they have dealings. 

RESERVE BANK PERSONNEL AND OPERATIONS 

Under the terms of the Federal Reserve Act the Board of Governors ap
points three of the nine directors of each Federal Reserve Bank, who serve 
terms of three years each. These are designated "Class C" directors by the 
Act, which provides for election of Class A and B directors by member 
banks. Of the three directors appointed by the Board, one is designated by 
the Board as Chairman and one as Deputy Chairman. The Chairman, in 
addition to his duties as presiding officer, is the official representative of the 
Board of Governors at the Federal Reserve Bank. 

APPOINTMENTS 

On June 3 the Board of Governors appointed Walter H. Lloyd, Editor of 
The Ohio Farmer; Cleveland, Ohio, a Class C director of the Federal Reserve 
Bank of Cleveland. On June 4 the Board appointed Randolph E. Paul, 
member of the law firm of Lord, Day & Lord, New York, New York, a 
Class C director of the Federal Reserve Bank of New York. Effective July 1 
the Board appointed Winfield W. Riefler, Professor of Economics, Institute 
for Advanced Study, Princeton, New Jersey, a Class C director of the Federal 
Reserve Bank of Philadelphia to succeed Alfred H. Williams, who became 
President of the Bank on that date. Clifford V. Gregory, Associate Publisher 
of Wallaces* Farmer and Iowa Homestead, Des Moines, Iowa, a Class C director 
and Deputy Chairman of the Federal Reserve Bank of Chicago, died on 
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November 18. The Board of Governors on December 2.6 appointed W. W. 
Waymack, Vice President and Editor, Des Moines Register and Tribune^ Des 
Moines, Iowa, a Class C director to succeed Mr. Gregory. Other Class C 
directors remained unchanged in 1941. 

The Banking Act of 1935 added to the responsibilities of the Board of 
Governors with respect to the executive personnel of the Banks by requiring 
its approval of appointments of Presidents and First Vice Presidents of the 
Reserve Banks, which are for terms of five years each. Aside from their 
duties as the chief executive officers of the Reserve Banks, five of the Presi
dents serve with members of the Board of Governors as the Federal Open 
Market Committee and five other Presidents act as alternates. 

The appointments of Presidents and First Vice Presidents made as of March 
1, 1936, expired as of the close of February 18, 1941. Except at the 
Chicago, St. Louis, and Kansas City Banks, where vacancies had been 
created by retirements, the existing Presidents and First Vice Presidents 
were reappointed each for a term of five years. Vacancies that occurred 
later in the year at the Kansas City, Atlanta, and Philadelphia Banks 
were filled for the unexpired portion of the five-year term beginning 
March 1, 1941. 

At the Federal Reserve Bank of Chicago, President George J. Schaller, who 
retired on February 18, 1941, was succeeded by C. S. Young, formerly a 
Vice President of the Bank, who was appointed President for a term of five 
years beginning March 1, 1941. 

Effective April 16, 1941, Chester C. Davis, formerly a member of the Board 
of Governors of the Federal Reserve System, was appointed President of the 
Federal Reserve Bank of St. Louis for the unexpired portion of the five-year 
term ending February 2.8, 1946. Mr. Davis succeeded William McC. Martin, 
who had retired on February 2.8, 1941. 

As of May 15, 1941, W. S. McLarin, Jr. and Malcolm H. Bryan were 
appointed President and First Vice President, respectively, of the Federal 
Reserve Bank of Atlanta, each for the unexpired portion of the five-year term 
ending February 2.8, 1946. The appointment of Mr. McLarin was to fill the 
vacancy caused by the death of Robert S. Parker on March xS, 1941, and 
Mr. Bryan, formerly a Vice President of the Bank, succeeded Mr. McLarin 
as First Vice President. 

Effective July 1, 1941, Alfred H. Williams, formerly a Class C director of 
the Federal Reserve Bank of Philadelphia and Deputy Chairman since Janu
ary 1, 1940, was appointed President of that Bank for the unexpired portion 
of the five-year term ending February 2.8, 1946, to succeed John S. Sinclair 
who resigned on June 30, 1941. 

At the Federal Reserve Bank of Kansas City, H. G. Leedy, formerly Vice 
President and General Counsel of the Bank, was appointed First Vice Presi
dent, effective March 1, 1941^ to fill the vacancy caused by the retirement of 
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C. A. Worthington. On August z8, 1941, Mr. Leedy was appointed Presi
dent to fill the vacancy caused by the retirement of George H. Hamilton on 
February x8, 1941. H. O. Koppang, formerly examiner in charge of exami
nations of the Federal Reserve Banks made by the Board of Governors, was 
appointed First Vice President of the Kansas City Bank, and succeeded 
Mr. Leedy as First Vice President. Mr. Koppang took up his new duties 
on October 16, 1941. 

OPERATIONS, EARNINGS, AND EXPENSES 

The greatest expansion in operations of the Federal Reserve Banks during 
1941 was in their Government services, as already indicated. The volume 
of currency, coin, and checks handled also increased substantially. Dis
counts for member banks were at about the same low level in 1941 as in 
1940, while industrial advances showed some increase. Figures for volume 
of operations for the past five years are shown in Table 4 on page 35. 

Discount rates of the Federal Reserve Banks continued unchanged in 1941 
at 1 or \\ per cent. Rates on industrial advances and commitments under 
section 13b of the Federal Reserve Act had been reduced at most of the 
Federal Reserve Banks during 1940 to permit charging lower rates to finance 
defense contracts, and some additional reductions along the same line were 
made in 1941. Rates as low as 4 per cent on direct advances to borrowers 
prevailed throughout the year at all Federal Reserve Banks. Generally 
lower rates were in effect on advances to or in participation with financing 
institutions. Rates in effect on December 31, 1941, are shown in Table 
9 on page 41. 

EARNINGS, EXPENSES, AND DISTRIBUTION OF NET EARNINGS OF FEDERAL RESERVE 

BANKS IN 1941 AND 1942 
[In thousands of dollars] 

Current earnings 
Current expenses 

Current net earnings 
Profits on sales of U. S Government securities and other additions to 

current net earnings in excess of special depreciation allowances and 
provisions for losses 

Net earnings 

Paid U. S. Treasury (section 13b) 
Dividends paid 
Transferred to surplus (section 13b) 
Transferred to surplus (section 7) 

Total 

Transferred from surplus (section 7) to reserves for contingencies 

1941 

41,380 
32,963 

8,417 

720 

9,137 

141 
8,430 
-4 
570 

9,137 

133 

1940 

43,537 
29,165 

14,372 

11,488 

25,860 

82 
8,215 

-54 
17,617 

25,860 

12,273 

Current earnings, current expenses, and distribution of net earnings of the 
Federal Reserve Banks for the past two years are shown in the accompanying 
table. Net earnings amounted to $9,137,000 in 1941, which was $16,713,000 
less than in 1940. This decrease resulted from a decrease in current earnings 
owing to smaller holdings of Government securities, an increase in current 
expenses, and a decrease in profits arising from sales of Government securities. 
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The increase in current expenses occurred principally in the cost of Federal 
Reserve currency and in the operation of the currency and coin and the check 
collection departments, where the volume of work increased substantially. 
Expenses were also increased by a relatively large turnover in personnel 
during the year. 

Net earnings for 1941 were distributed as follows: Dividends to member 
banks, paid in accordance with the provisions of the Federal Reserve Act, 
$8,430,000; payments to the Secretary of the Treasury under provisions of 
section 13b of the Federal Reserve Act relating to industrial advances, 
$141,000; and net additions to surplus accounts, $566,000. Of this total 
$133,000 was transferred to reserves for contingencies. 

Detailed statements of earnings, expenses, and distribution of net earn
ings for the System and for each Federal Reserve Bank are given in Table 
5 on pages 36-37. 

Average daily holdings of bills and securities by Federal Reserve Banks 
during the last four years and average rates of earnings thereon are shown in 
the accompanying table. 

EARNINGS ON B I L L S AND SECURITIES 

[Amounts in thousands of dollars] 

Item and Year 

Daily average holdings: 
1938 
1939 
1940 
1941 

Earn ings : 
1938 
1939 
1940 
1941 

Average r a t e of earnings (per 
cen t ) : 

1938 
1939 
1940 
1941 

Total 

2,590,597 
2,602,590 
2,429,984 
2,200,491 

35,404 
37,581 
42,677 
40,607 

1.37 
1.44 
1.76 
1.85 

Bills 
discounted 

8,739 
5,103 
4,046 
4,681 

124 
61 
51 
56 

1.42 
1.20 
1.26 
1.20 

Bills bought 
in open 
market 

543 
440 

3 
2 

.48 

. 5 3 r 

U. S. Govt, 
securities 
direct and 
guaranteed 

2,564,877 
2,584,268 
2,416,761 
2,187,030 

34,446 
36,903 
42,174 
40,152 

1.34 
1.43 
1.75 
1.84 

Industr ia l 
advances 

16,438 
12,779 
9,177 
8,780 

831 
615 
452 
399 

5.05 
4.81 
4.93 
4.54 

r Revised. 

Each of the twelve Federal Reserve Banks and twenty-four branches was 
examined during the year by the Board's Division of Examinations. 

Two assessments were levied against the Federal Reserve Banks for the 
general expenses of the Board of Governors, aggregating $1,839,541, or 
about one-half of one per cent of their average paid-in capital and surplus 
for the year. Under an arrangement with the Federal Reserve Bank of 
Philadelphia, the accounts of the Board for the year 1941 were audited by 
the Auditor of the Federal Reserve Bank of Philadelphia, who certified them 
to be correct. The total cost of conducting the work of the Board of Gov
ernors during the year 1941 was $1,744,995. Details are shown in Table 8 
on pages 40-41. 
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AMENDMENTS TO THE FEDERAL RESERVE ACT AND REPORTS ON BILLS 

LIMITATIONS ON REAL ESTATE LOANS SECURED BY DEFENSE HOUSING INSURED 

MORTGAGES 

Section 14 of the Federal Reserve Act was amended by an act approved 
March z&, 1941, so as to exempt defense housing insured mortgages from 
the limitations of that section on the amounts and maturities of real estate 
loans which may be made by national banks. 

FOREIGN ACCOUNTS IN FEDERAL RESERVE BANKS AND 

INSURED BANKS 

An Act approved April 7, 1941, amended section 14(e) of the Federal 
Reserve Act so as to make it clear tha t Federal Reserve Banks may open and 
maintain banking accounts for foreign banks or bankers or for foreign 
governments wi thout having to establish accounts w i th such foreign banks, 
bankers, or governments, or to appoint them as the correspondents or agents 
of the Federal Reserve Banks. This Act also amended section 15(b) of the 
Federal Reserve Act so as to provide a procedure whereby Federal Reserve 
Banks and insured banks may safely make payments of amounts due to 
foreign governments or foreign central banks in cases where there may be 
differences of opinion as to who is entitled to receive such payments. 

The enactment of these amendments was recommended by the State De
partment, the Treasury Department, and the Board of Governors in order to 
meet certain problems growing out of the war in Europe, including the fact 
tha t a number of countries whose central banks had accounts w i t h the 
Federal Reserve Banks had been occupied by invaders. The provisions 
relating to accounts of foreign governments or foreign central banks held 
by insured banks in this country were added to meet certain problems 
growing out of the same general situation. 

GOVERNMENT OBLIGATIONS AS COLLATERAL FOR FEDERAL 

RESERVE NOTES 

By an Act of Congress approved June 30, 1941, the second paragraph of 
section 16 of the Federal Reserve Act was amended so that the authori ty of 
the Board of Governors of the Federal Reserve System to permit direct 
obligations of the United States to be used as collateral for Federal Reserve 
notes, which would have expired on June 30, 1941, was extended until June 
30, 1943. 

PROPOSED LEGISLATION 

During the year, members of the Board and members of the Board's staff 
were called on frequently to appear before Committees of Congress to give 
information on proposed legislation. At the request of these Committees, 
the Board submitted reports on proposed legislation relating to foreign 
accounts in Federal Reserve Banks and insured banks, the liberalization of 
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the authority of the Reserve Banks to make industrial loans, the extension 
of the period during which direct obligations of the United States might 
be pledged by Reserve Banks as collateral for Federal Reserve notes, the tem
porary extension of banking facilities in military reservations and Navy 
yards and stations, and the filing by a borrower or an issuing corporation 
with the Securities and Exchange Commission of registration statements 
covering certain loans obtained from, or securities sold directly to, banks or 
other institutional investors. 

FEDERAL RESERVE MEETINGS 

The Federal Open Market Committee, which under the law is charged 
with the responsibility for the determination of the System's open market 
policies, met in Washington on March 17, June 10, September 2.7, and De
cember n , 1941, and the executive committee of the full Committee met 
frequently during the year. A record of actions taken by the Committee 
on questions of policy relating to open market operations is published as an 
appendix to this report. 

The Chairmen of the Federal Reserve Banks met with the Board of Gover
nors on April 2.6, 1941, for the purpose of discussing administrative policies 
in which they were jointly concerned. 

The Conference of Presidents of the Federal Reserve Banks held meetings 
in Washington on February 7, February 17-18, March 17, June 11, and Sep
tember 17-18 for the consideration of current operating problems of the 
Federal Reserve Banks and for discussions of these matters with the Board. 

Meetings of the Federal Advisory Council were held on February 16-18, 
May 18-19, September 14-15, and November 16-17. The Board of Gover
nors met with the Council on each of these occasions. The Council is re
quired by law to meet in Washington at least four times each year and is 
authorized by the Federal Reserve Act to consult with and advise the Board 
on all matters within the jurisdiction of the Board. A recommendation to 
the Board is published in the appendix to this report. 
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ANNUAL REPORT OF THE BOARD OF GOVERNORS 
OF THE FEDERAL RESERVE SYSTEM 

The report of the Board of Governors for 194Z covers the year which 
began immediately after the attack on Pearl Harbor. The United States, 
with a fiscal and economic system geared to the defense effort of a country at 
peace, was abruptly confronted by unprecedented expenditures for total war. 
Taxation and measures for diverting the people's savings into the war effort 
were wholly inadequate for a war economy. Under these circumstances the 
Federal Reserve authorities, in carrying out their responsibilities, were 
faced with the problem of making available to the banks of the country 
sufficient reserves to enable them at all times to meet such demands as might 
be made by the Treasury. 

The rapid growth of income in the hands of civilians and the accompanying 
decline in the volume of goods produced for civilian consumption resulted 
in constant upward pressure on prices. The Federal Reserve authorities 
endeavored, within the limits imposed by the exigencies of war finance, to 
do whatever was possible to minimize this inflationary pressure. 

Throughout the year Federal Reserve and Treasury authorities had con
tinuous conferences on plans for financing the war, organizing machinery for 
marketing United States Government securities, and developing and putting 
into effect credit policies that would be in harmony with the nation's war 
requirements. There was agreement that it was essential to raise as much 
of the funds as possible from current income and to hold to a minimum the 
creation of new money by borrowing from banks. Every effort was made 
to offer securities that would fit the needs of all classes of investors, from 
small savers to large corporations with temporarily idle funds. To help in 
the distribution of Government securities, Victory Fund committees were 
organized in the twelve Federal Reserve districts. 

At the beginning of 194:1 the banking system had ample reserves for meet
ing all immediate demands upon it, notwithstanding the fact that during 
the preceding autumn the Board, for the purpose of discouraging expansion 
of bank credit for nonessential purposes, had raised reserve requirements by 
about one-seventh to the maximum authorized by law. During 1942., how
ever, excess reserves were subjected to a severe drain as the result of the rising 
volume of deposits and the constant growth in the demand for currency. 
The growth in deposits reflected purchases of United States Government 
obligations by the banks and the increase in money in circulation was due 
principally to the enlarged dollar volume of payrolls and retail trade, In view 
of the consequent absorption of excess reserves and the greatly increased 
Treasury requirements necessitated by war, Federal Reserve authorities 
found it necessary in the course of the year to take a series of actions in 
order to assure the banks adequate reserves to serve as a basis for the purchase 
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of such Government securities as it was necessary for them to buy. The 
Federal Reserve Banks increased their holdings of Government securities by 
3.9 billion dollars, the Board reduced reserve requirements hy 1.2. billion, and 
there were minor additions to bank reserves from other sources. Neverthe
less, excess reserves declined by a billion dollars during the year. 

Federal Reserve purchases during the year included United States Govern
ment obligations of a wide range of maturities, including Treasury bills 
acquired under an arrangement by which the Reserve Banks stood ready 
to buy all, bills offered by the market at a rate of ZA per cent per annum. A 
further arrangement was made later in the year by which the Reserve Banks, 
when desired by the seller, would give an option to repurchase the bills at 
the same rate. The general discount rate at all of the Federal Reserve Banks 
was reduced to one per cent and a preferential rate of % per cent was 
established on advances to member banks secured by short-term Government 
obligations. 

In the second half of the year the Board of Governors in three steps reduced 
from 2.6 to zo per cent the reserve requirements on demand deposits for central 
reserve city banks, which were subject throughout the year to a heavy drain 
of reserves. These actions were made possible by an amendment to the 
Federal Reserve Act, adopted at the request of the Federal Reserve authori
ties, which authorized the Board to change reserve requirements for banks 
in central reserve cities without changing requirements for any other group 
of banks. 

To assure the banks that examiners' comments and criticisms and other 
supervisory action would not be out of harmony with the Federal Reserve 
policy of supporting Treasury financing, the Board, in cooperation with other 
supervisory bodies, both State and Federal, made a statement of its exam
ination and supervisory policy with reference to investments in Government 
securities and loans on such securities. This statement appears on page n 
of this report. 

For the purpose of being able to meet any development that might arise 
in connection with Treasury financing, the Federal Reserve authorities re
quested from Congress and obtained, within limits, restoration of the power 
to purchase Government securities directly from the Treasury. On several 
occasions during the year this power was used to purchase one-day certificates 
pending Treasury receipts from taxes or the sale of new issues. These 
purchases helped to maintain stability in the money market. 

Another important field of Federal Reserve action in support of the war 
effort was initiated under a Presidential order calling for the development 
within the Federal Reserve Banks of regional machinery for channeling bank 
credit directly into war production. This was accomplished through a 
working arrangement with the War and Navy Departments and the Maritime 
Commission, which guaranteed credit extended by financing institutions to 
potential producers of war supplies who were unable to obtain the necessary 
financing without such guarantees. 
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While supporting by all means at their disposal the Government's program 
for financing the war, the Federal Reserve authorities throughout the year 
attempted as far as possible to counteract the inflationary effects of military 
expenditures by exercising vigorous restraint in the use of credit for purposes 
not connected with the war. Thus the Board tightened its regulation 
pertaining to consumer credit and broadened the field to which it applied; 
it also discouraged the use of credit for nonessential purposes by statements 
sent to banks and by instructions to examiners to caution the banks against 
such loans. 

It has been estimated that, while bank loans to finance war activities 
increased by 1.7 billion dollars, bank loans for other purposes diminished 
by about 4 billion during the year. Credit to consumers by lenders other 
than banks also contracted considerably. 

By thus restraining the use of credit for nonessential purposes the Federal 
Reserve authorities endeavored to do their part to combat inflation. They 
were aware of the fact, however, that success in attaining this objective 
could be achieved only through concerted action by all agencies of the 
Government supported by the effective cooperation of the public. 

TRANSITION TO WAR ECONOMY 

Increase in production of war goods. Under the stimulus of expanding 
war demands, industrial production in 1942. was 16 per cent larger than in 
1941. At the end of 1942. the rate of output was nearly double the 1935-
1939 average, and, as shown in the chart on the next page, 60 per cent of 
the output at factories and mines was being used for war purposes, including 
exports for aid to our Allies. Agricultural production in i94x was 12. per 
cent larger than in 1941, with military and lend-lease requirements taking 
about all of the increase. 

To an increasing extent continued growth of output in agriculture and 
industry was pressing against limitations in the supply of materials, man
power, and plant and equipment facilities, including transportation. War 
needs were being met more and more by reduction in civilian goods. Esti
mates shown on the chart indicate that production of durable manufactures 
for civilian use had been curtailed by December 1941 to about half of the 
1935-1939 average, while civilian nondurable manufactures, after consider
able reduction from the 1941 maximum, were still at about the pre-war 
average. Also, owing to shipping shortages, imports of civilian goods were 
greatly reduced. 

During 1941 the armed forces were built up from about 2. million men to a 
total of about 7 million, and millions of additional workers were drawn 
into the production of war goods. Manpower became a serious problem and 
by the year-end programs designed to obtain maximum utilization of man
power were being formulated and placed in operation. 

Manufacturing capacity was sharply expanded for munitions and such 
materials as aluminum and aviation gasoline, which were most essential for 
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war purposes. Important additions to capacity were also made in other 
essential industries such as steel and copper mining. Merchant shipbuilding 
was increased from an annual rate of one million deadweight tons of com
pleted deliveries in December 1941 to 14 million in December 1941, in an 
effort not only to offset shipping losses but to provide additional cargo space. 
While private construction was sharply curtailed, total construction ex
penditures in 1941 were 2.2 per cent larger than in 1941, the previous record 
year. 

In May warfare on coastal shipping brought gasoline rationing on the 
East Coast. Automobile and tire sales were restricted throughout the year 
and rationing of petroleum products was made nation wide in December to 
conserve rubber supplies for military and future civilian transport facilities. 

INDUSTRIAL PRODUCTION 
FOR WAR AND FOR CIVILIAN PURPOSES 

POINTS IN TOTAL INDEX 

250 
AOJUSTEO FOR SEASONAL VARIATION POINTS IN TOTAL INDEX 

150 

.1 WAR 

I CIVILIAN DURABLE 

I CIVILIAN NONDURABLE 

I • I I I I 
1935-39 
AVERAGE 

JUNE 
1941 

DEC. 
1941 

JUNE 
1942 

DEC. 
1942 

NOTE: Production data for manufactures and minerals are in comparable physical units. The 
figures for war production are approximations of the amount of industrial production destined for 
the use of the armed forces and for lend-lease; they comprise mostly durable products. Metal 
mining for civilian purposes is included in civilian durable products and mining of fuels is included 
in nondurable products. 

Demands on the railroads for passenger accommodation were nearly double 
those of 1941, with most of the increase representing military travel. Move
ment of commodities by rail increased about one-third. In view of limita
tions on the expansion of rail equipment, the increased traffic required co
operative efforts by shippers, carriers, and Federal regulatory agencies. 
Lesser gains in passenger and freight traffic were reported by other forms of 
common carrier. 

Imposition of price and wage controls. In the early part of the year 
distributors and consumers bought heavily, partly in anticipation of 
possible scarcities. This was reflected in a rapid rise of prices of most com
modities in both wholesale and retail markets. Effective in May, under 
authority of the Emergency Price Control Act passed at the end of January, 
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wholesale and retail prices of most goods were restricted to the highest 
levels reached in March. As part of the effort to stabilize the cost of living, 
maximum rent ceilings were also set up for an increased number of localities. 

Prices of farm products and foods, however, continued to rise sharply dur
ing the summer and there were also further increases in wage rates. Early 
in October legislation was enacted providing for the stabilization of the cost 
of living, wage rates, salary levels, and profits, and a Director of Economic 
Stabilization was appointed to formulate and direct policies in these and 
related matters. 

As a result of this legislation levels were lowered at which maximum 
prices could be established for agricultural commodities, and at the same time 
minimum price guarantees were increased for these commodities; prices 
received by farmers advanced 2.9 per cent during the year. Actions taken in 
October resulted in the extension of retail price controls to commodities 
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comprising 90 per cent of the food budget. For the year as a whole retail 
food prices rose by 17 per cent; other items, however, advanced less and the 
average increase in the cost of living was between 10 and 15 per cent. An 
important factor limiting increases in prices of most civilian goods, except 
foods, during the latter part of the year, was the large volume of stocks 
accumulated by distributors and consumers in 1941 and the early part of 1942.. 

Average wage rates continued to advance in 1942.. During the year, 
however, steps were taken limiting further general increases. In July, the 
War Labor Board adopted the "Little Steel formula" as a means of bringing 
to a halt the race which had developed between wages and prices. Under 
this formula, only workers whose rates had risen less than the 15 per cent 
advance in living costs between January 1941 and May 1942. were entitled 
to further increases unless inequalities or substandard conditions justified 
special consideration. 
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6 ANNUAL REPORT OF BOARD OF GOVERNORS 

As the manpower situation tightened, wage advances were increasingly 
granted voluntarily by employers seeking to hold or to attract workers. To 
meet this situation, the War Labor Board was given the additional authority 
to control voluntary wage increases. After early October, general wage-rate 
increases above the 15 per cent allowed by the "Little Steel formula" were 
prohibited except where special circumstances were involved, such as 
inequalities, gross inequities, substandard conditions, and ineffective prose
cution of the war. Individual rate increases for merit, length of service, 
etc., were still permitted under specified conditions. 

Wages of hired farm workers rose about one-third during the year but they 
were still considered substandard and limitations on further increases were 
lifted. 

Growth of incomes. Total payments of wages to labor increased con
siderably during 1942., as the result of rate advances, an expansion in the 
number of employees, longer hours and more overtime work at premium 
rates, and upgrading and shifting workers into better paying jobs. Net 
income of farmers showed an exceptionally large increase. The general level 
of corporate profits after taxes appears to have been about the same in 1942. 
as in 1941; it was considerably higher than in 1939. There were wide 
differences in net earnings between groups of companies and lines of ac
tivity, as there were between particular groups of wage-earners and other 
individuals. Dividend payments to individuals declined about 10 per cent. 
Investor receipts in the form of interest increased, however, reflecting the ex
pansion of outstanding public debt. 

Total income payments expanded 2.5 per cent during the year and in De
cember were at an annual rate of 1x5 billion dollars. A smaller proportion 
of this income was used for the purchase of consumer goods in i94i than in 
1941, and in physical volume also sales of such commodities were smaller. 
In 1941 consumers had used some of their income to make substantial pur
chases of durable and semi-durable goods in anticipation of future needs; 
in 1942. much more of the expanding consumer income went into various 
forms of liquid savings. 

Supply of civilian goods. Supplies of most consumer goods, except 
metal and rubber products, were generally available during 1942., although 
scarcities, including those of some important foods, were increasingly 
apparent. A number of rationing programs had been developed to further 
the equitable distribution of scarce essential commodities and more were 
under consideration. At the end of the year stocks of goods in distributors' 
hands were still available to meet part of the demand in 1943; new supplies, 
however, were expected to become more limited as a result of the widespread 
conversion of industry that was taking place. To an increasing extent 
declines in output of consumer goods will be reflected in reduction in goods 
available to civilians. It is evident, therefore, that problems of adjustment 
throughout the civilian economy will become increasingly urgent. 
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COST OF THE WAR 

War expenditures continued to increase rapidly in 1941. Monthly expen
ditures rose from 2. billion dollars at the beginning of the year to 6 billion at 
the end. War expenditures increased from 1.7 billion dollars in the fiscal 
year 1940, which was the last fiscal year before the inauguration of the na
tional defense program, to 6 billion in 1941 and 26 billion in 1941. The 
President's Budget Message in January 1943 estimated a further increase to 
74 billion dollars in the current fiscal year and to 97 billion in the fiscal year 
1944. Despite a large increase in receipts resulting both from increased tax 
levies and rising national income, the budget deficit has increased and, 
according to budget estimates, will continue to increase. 

The mounting volume of Federal Government purchases in 1941 was re
flected in increased incomes for individuals. Incomes also increased because 
of the higher prices of goods produced and services rendered. Because of 
rapid growth in income and lack of opportunity to buy durable goods, and 
the operation of other factors, an unusually high proportion of income was 
saved. Increases in savings and tax payments, however, were not a suffi
cient offset and civilian expenditures increased substantially. Under war 
conditions, diversion of resources to military use made it impossible to ex
pand the supply of goods for civilian use. It appears that the physical 
volume of goods and services sold to consumers, in part out of large inven
tories, actually showed a slight decline. The difficulty of increasing sup
plies in response to increasing demand—or even of maintaining supplies—led 
to considerable increases in prices of goods not subject to official controls. 
Shortages of an increasing number of items developed in the civilian econ
omy and more and more goods were made subject to priorities and to ration
ing as the field of price controls was extended. 

At the beginning of 1941, however, there was still a considerable amount 
of slack in the economy which made it possible to produce an expanded 
volume of military output while generally maintaining the standard of living 
of the civilian population. Ma lpower and industrial facilities that had been 
idle (or used for producers' equipment and private construction purposes) 
were drawn into war use; and resources that had been operating at low effi
ciency were shifted into more efficient mass production. Retailers' stocks 
of most consumer goods were high. They had been increasing since the 
autumn of 1939 and continued to increase until about the middle of 1942.. 
While production of some items was discontinued or drastically curtailed in 
order to divert raw materials and facilities to military use, in most of these 
cases ample stocks were still available until late in the year. Thus a large 
part of the increase in military output did not immediately encroach upon 
the production of civilian goods, but was attained by fuller use of exist
ing plant capacity and labor resources. In addition, the use of stocks of 
consumer goods accumulated in earlier years made it possible for the time 
being to maintain a high level of civilian consumption. 
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By the end of the year accumulated stocks and slack in the utilization of 
existing plant, which had cushioned the impact of war upon the civilian 
economy, had largely disappeared. Retail stocks as a whole began to de
cline after the middle of the year and by the year-end some items difficult or 
impossible for retailers to replace had virtually disappeared from their usual 
channels of distribution. The increase in aggregate output, military and 
civilian, that can be obtained by putting additional people to work, length
ening hours of work, and increasing efficiency is likely to be small in relation 
to the increase that has already occurred and to future increases in military 
requirements for manpower and production. Increased production of 
military items, therefore, will have to come out of a nearly equivalent de
crease in the production of civilian items, and, as inventories are reduced, 
curtailed production of such items will be reflected more quickly in consumer 
markets. There will also be a continuing reduction of transportation, 
medical care, and other services available to civilians. The reduction of 
living standards in 1943 will be drastic and much more general than that 
experienced by consumers in 1942.. 

It is a fundamental fact, not always clearly understood, that payment of 
only a small part of the real cost of a war can be deferred to the future. 
Costs can be deferred by diverting resources from the maintenance, repair, and 
replacement of public and private capital. Considerable deterioration in the 
condition of residential property, productive equipment, and public works 
may have no immediate hampering effect on the war effort or on levels of 
real income. Physical costs may also be postponed by permitting stocks of 
civilian commodities to fall to a level below their usual relationship to sales. 
Both developments involve real costs to consumers at some future period 
when resources will have to be withheld from producing goods for consump
tion in order to rehabilitate capital. But by far the greater portion of the 
real cost of the war must be on the present generation in the form of current 
goods and services diverted from civilian to war use. 

These current real costs of the war to the consuming public as a whole can 
not be reduced or shifted to the future by any fiscal or financial device. Dis
tribution of the necessary reduction of current consumption as between ele
ments of the population, however, and distribution of such costs as can be 
deferred may differ depending on the proportion of the war expenditures that 
is raised by taxation and by borrowing, as well as on the steps taken to 
restrict physical consumption. It will also be influenced by the incidence 
of taxes that are imposed and by the distribution of Government borrowing 
among the various economic groups. In view of the large volume of funds 
that must be borrowed, the future buying power of savings is a matter of 
vital concern to the country. That, in turn, depends on prevention of a 
rapid rise in prices. 

Success in preventing such a rise, as well as in solving the current problem 
of securing a satisfactory distribution of available goods, requires the use of 
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effective methods to check consumer expenditures. Because of the decrease 
in availability of consumer goods and the increasing requirements for mili
tary goods, the urgency of diverting consumer income into the war effort 
will be much greater in 1943 than it was in 1941. 

WAR FINANCE AND FEDERAL RESERVE POLICIES 

Federal Reserve policies and operations are necessarily closely related to 
those of the Treasury, and in the course of the year Treasury and Federal 
Reserve officials, through frequent consultation, endeavored to coordinate 
their respective policies and actions toward a common objective. 

This common objective was to derive the largest possible amount of war' 
funds from current income and from savings, and to depend as little as possi
ble on the creation of additional bank credit. In view of the fact, however, 
that all the necessary funds could not be raised in time by taxation and 
borrowing from nonbanking investors, the Federal Reserve authorities 
endeavored to induce banks to make more complete use of their existing 
reserves and also supplied them with such reserve funds as they needed from 
time to time to purchase the Government securities offered to them. In 
addition, the Treasury made new issues with long maturities ineligible for 
purchase by banks. Another joint aim of the Treasury and the Federal 
Reserve was to maintain prices and yields on Government securities close to 
existing levels for the duration of the war. This assured the Treasury of a 
market for its securities at rates of interest known in advance and removed 
the incentive for investors to defer purchases of Government securities. 

THE WAR FINANCING PROGRAM 

The Treasury offered during the year a wide variety of securities designed 
to meet the needs of every type of investor. Changes in the outstanding 
amounts of the principal classes of securities are shown in the table. 

UNITED STATES GOVERNMENT INTEREST-BEARING DEBT 
Direct and Guaranteed 

[In billions of dollarsl 

Type of issue 

Treasury bills 
Certificates of indebtedness 
Treasury notes 
Treasury bonds 
Guaranteed issues 

Total marketable issues1 

Savings bonds 
Tax notes 
Special issues 

Total direct and guaranteed interest-bearing debt 

Amount outstanding on 
December 31 

1942 

6.6 
10.5 
9.9 

49.3 
4.3 

80.8 

15.0 
6.4 
9.0 

111.6 

1941 

6.0 
33.4 
6.3 

6.1 
2.5 
7.0 

63.8 

Change during 
1942 

+4.6 
+10.5 
+3.9 

+15.9 
-2 .0 

+32.9 

+8.9 
+3.9 
+2.0 

+47.8 

1 Including Postal Savings and pre-war bonds not shown separately. 
2 Including adjusted service and depositary bonds not shown separately. 
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Issues available to banks. About 15 billion dollars of new money Was 
obtained through the sale of various issues of medium- or short-term bonds 
and of Treasury notes in excess of maturities. A large proportion of such 
issues was purchased by commercial banks. With the exception of a i j4 P e r 

cent 10-13 year bond offered in February, all of these issues bore coupon rates 
of 2. per cent or less and were dated to mature in less than ten years. In the 
latter part of the year, it was indicated by the Treasury that all new issues 
available for purchase by commercial banks would come within this ma
turity limit. 

In order to provide banks and other investors with a medium for liquid 
investment, the Treasury offered a number of issues of certificates of indebt
edness maturing within a year and increased the amounts of weekly offerings 
of three-month Treasury bills. Bill offerings were increased during the 
course of the year from 150 million to 600 million dollars a week. For the 
year as a whole the outstanding amount of Treasury certificates increased 
by 10 billion dollars and that of Treasury bills by 5 billion. 

Issues for nonbanking investors. Various means were adopted for 
raising funds from nonbanking investors. The War Savings Staff, estab
lished by the Treasury prior to 1941 to sell Savings bonds, expanded its ac
tivities. In addition, a Victory Fund Committee was established under 
Treasury and Federal Reserve auspices in each Federal Reserve district in 
May, in order to promote the sale of Government securities to investors 
having funds in excess of the amount that may be placed in Savings 
bonds. These committees were greatly expanded near the end of the year. 

The number of persons participating in payroll savings plans increased to 
15 million and the average monthly amount deducted to 370 million dollars. 
At the end of the year sales of the popular War Savings bonds (Series E) 
amounted to about 700 million dollars a month compared with about 100 
million prior to our entry into the war. Series E bonds are sold on a dis
count basis to individuals in a maximum annual amount of $5,000 maturity 
value to each purchaser and yield z.9 per cent if held to maturity. Series 
F and G bonds are sold to investors other than commercial banks and yield 
ẑ 5 per cent if held to maturity. Series F bonds are on a discount basis and 
Series G afford a current return. The maximum amount of Series F and G 
Savings bonds that may be purchased by any one investor in any one year was 
increased from $50,000 to $100,000. For the year as a whole outstanding 
amounts of Series E bonds increased by 6 billion dollars and those of Series 
F and G bonds by a total of 3 billion. 

The amount of Series A tax notes that can be presented for taxes by any one 
taxpayer in any one year was increased, and the maturity of the notes was 
extended. A new series of tax notes for larger investors was offered for the 
purpose of providing for the temporary or short-term investment of idle 
balances as well as for the accumulation of tax reserves. The yield on 
these notes increases with the length of time that they are held and averages 
1.07 per cent if held for three years to maturity. They may be redeemed for 
cash without loss of interest by investors other than commercial banks dur-Digitized for FRASER 
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ing and after the sixth calendar month from the month of issue on 30 days* 
advance notice. Following these changes gross sales of tax notes increased 
from about 400 million dollars to nearly a billion dollars a month, and for 
the year as a whole the amount of such notes outstanding increased by 4 
billion dollars. 

In May, August, and December the Treasury offered i}A per cent long-
term bonds to nonbanking investors without limiting the issue to a stated 
amount. These bonds may not be purchased or held by commercial banks 
for their own account for a period of ten years after the date of issue. Sales 
of these bonds totaled 5 billion dollars. 

Victory Fund Drive. Toward the end of the year there was a large-
scale Victory Fund Drive aimed to raise during December at least 9 billion 
dollars from the sale of a variety of issues, including new issues of bonds and 
certificates of indebtedness as well as Savings bonds and tax notes and an in
crease in regular weekly bill offerings. Subscriptions by commercial banks 
to the new issues were limited in amount to a total, including Treasury bills, 
aggregating about 5 billion dollars. For nonbanking investors all subscrip
tions were allotted in full, and subscription books remained open for several 
weeks. Total sales of all types of securities during the month amounted to 
nearly 13 billion dollars. 

Distribution of United States Government securities. Commercial 
banks and the Federal Reserve Banks together absorbed slightly less than 
one-half of the 48 billion dollar increase during 1941 in the interest-bearing 
direct and guaranteed debt. Commercial bank holdings of Government 
securities are estimated to have increased by more than 19 billion dollars, 
and the portfolio of the Federal Reserve Banks increased by 4 billion. In 
1941, when the interest-bearing debt increased by 13 billion dollars, 
commercial banks and the Reserve Banks absorbed 4 billion dollars or less 
than one-third. Practically all of the increase in commercial bank holdings 
in 1942. was in securities maturing in ten years or less. 

During the past year, as is shown by the following table, individuals, 
private trust funds, and corporations as a group increased their holdings of 
Savings bonds and tax savings notes by nearly 13 billion dollars and 

OWNERSHIP OE UNITED STATES GOVERNMENT SECURITIES 
[Estimated; in billions of dollars] 

Type of owner 

Commercial banks 
Federal Reserve Banks 
Mutual savings banks 
Insurance companies 
Other investor group: 

Marketable issues 
Nonmarketable issues 

Federal agencies and trust funds: 
SpeciaHssues 
Public issues 

Total interest-bearing direct and guaranteed securities 
outstanding 

NOTE: Estimates of amounts held at the end of 1942 by commercial banks, mutual savings banks, in
surance companies, and other investor group are preliminary. 

Holdings on 

1942 

41.3 
6.2 
4.6 

11.0 

15.2 
21.1 

9.0 
3.2 

111.6 

December 31 

1941 

21.8 
2.3 
3.7 
8.0 

10.0 
8.5 

7.0 
2.5 

63.8 

Increase during 
1942 

19.5 
3.9 
0.9 
3.0 

5.2 
12.6 

2.0 
0.7 

47.8 
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purchased 5 billion dollars of marketable issues. Net purchases by these 
investors were three times as large as in the previous year. Insurance 
companies added 3 billion dollars to their portfolios, mutual savings banks 
one billion, and Government agencies and trust funds 3 billion. 

FEDERAL RESERVE PURCHASES OF UNITED STATES GOVERNMENT SECURITIES 

Open-market operations by the Federal Reserve System were directed to
ward the general objectives of providing banks with adequate reserves to 
serve as a basis for such purchases of Government securities as might be 
essential to the war finance program and of maintaining the structure of 
prices and yields of Government securities. Temporary needs of the Treasury 
were met by the Federal Reserve through direct purchases of special one-day 
certificates. 

Decline in bank reserves. Federal Reserve purchases of Government 
securities in the open market to provide bank reserves increased in amount 
during the course of the year as needs of the Treasury expanded and with
drawals of currency from the banks increased. A sustained growth in bank 
reserves, which had resulted from heavy gold imports since early 1934, came 
to an end at the beginning of 1941. In 1941 and 1942. excess reserves of 
member banks declined primarily because of the rapid growth in bank de
posits and in currency outside the banks—in other words, the supply of 
money owned by the public. 

The increase in the amount of currency in circulation, which banks had to 
provide by drawing upon their reserve balances, amounted to more than 4 
billion dollars during 1942.. It was due chiefly to the expansion of wages 
and salaries, the rise in prices, and the removal of many persons from their 
usual residences and banking connections. The growth in deposits during 
the year amounted to about 16 billion dollars at all commercial banks and 
was due to purchases by banks of United States Government securities. 
This growth resulted in an increase in the amount of reserves that member 
banks were required to carry and thus reduced excess reserves. Required 
reserves increased by nearly 1.8 billion dollars at all member banks, notwith
standing the reduction by the Board of Governors in the required ratio of 
reserves against demand deposits at central reserve city banks, the effect of 
which was to reduce requirements by 1.2. billion dollars. 

The effect of these factors in reducing excess reserves was offset to a con
siderable extent by an increase in Reserve Bank holdings of Government 
securities amounting to 3.9 billion dollars, of which 1.6 billion was acquired 
in the last quarter. Some additional reserves were supplied also by increases 
in Treasury currency and changes in other factors. As a net result excess 
reserves showed a decline of 1.1 billion dollars in the year and on December 
31, i94x amounted to 2. billion. 

Most of the increase in the Federal Reserve portfolio of Government se
curities was in short-term obligations—a billion each in Treasury bills and 
certificates of indebtedness and another billion in Treasury notes and bonds 
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maturing in five years or less—while medium- and long-term bonds increased 
by 900 million dollars. At the end of the year holdings totaled 6.x billion 
dollars, of which about a third mature within a year and nearly two-thirds 
within five years; at the end of 1941 only 40 per cent of the holdings had 
maturities of less than five years. 

Small operations in first quarter. At the beginning of 194X excess re
serves of member banks exceeded 3 billion dollars. This amount was suffi
cient, if fully utilized, to provide the basis for a large expansion in the 
volume of bank credit. In the early months of the year, as shown on the 
chart, there was some drain on member bank excess reserves owing to con
tinued expansion of currency in circulation and growth of required reserves 
associated with the increase in bank deposits. 

MEMBER BANK RESERVES AND RELATED ITEMS 
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Open-market operations by the Federal Reserve in this period were rela
tively small in amount. As in other recent years, they were primarily for 
the purpose of maintaining an orderly market for Government securities, 
and purchases and sales covered a variety of both long-term and short-term 
issues. 

Operations in second and third quarters. From April i until early 
October Federal Reserve open-market operations consisted principally of 
purchases of Treasury bills and certificates of indebtedness, and were pri
marily for the purpose of supplying additional reserves to banks needing 
them. In this period the System portfolio of Government securities in
creased by 1.3 billion dollars. An additional one and a quarter billion dol
lars of reserves was made available to central reserve city member banks in 
New York and Chicago by reductions in reserve requirements, discussed on 
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pages 17-10. Expansion in bank deposits, however, caused an offsetting rise 
in required reserves, and an increase of x.i billion dollars in money in cir
culation exerted a steady drain on bank reserves. Excess reserves declined 
to below 1.5 billion in July and during the remainder of the year fluctuated 
generally around that level. 

Establishment of bill buying rate and repurchase option. At the end 
of April, in connection with Treasury announcement of the May financing 
program, the Federal Open Market Committee directed the twelve Federal 
Reserve Banks to purchase all Treasury bills offered at a discount rate of 
ZA of one per cent per annum. Adoption of this policy was for the pur
pose of stabilizing the bill market, effecting a broader distribution of bills, 
and facilitating prompt adjustment of bank reserves to changing conditions. 
Readiness of the System to buy bills at an established rate assured banks and 
other holders that, if at any time it was necessary to obtain reserves or cash, 
they could sell their bills at an established price. This offered an encourage
ment to banks and others to utilize available liquid funds to purchase bills. 

In August the directive of the Federal Open Market Committee regarding 
the purchase of Treasury bills at a rate of Vs of one per cent was supplemented 
by directing the Federal Reserve Banks to give to the seller of bills, if he so 
desires, an option to repurchase at the same rate a like amount of bills of 
the same maturity. The same privilege extended to banks, both as to selling 
bills to the Reserve Banks and as to repurchase options, was accorded to 
dealers in securities, corporations, and other holders of liquid funds. The 
effect of this action was to make Treasury bills practically as liquid as excess 
reserves or idle bank balances and a desirable outlet for funds, just as call 
loans had been under different market conditions in the past. 

Following the establishment of a buying rate for Treasury bills by the 
Federal Reserve and accompanying a substantial increase in the amount of 
such bills outstanding, there was a wider distribution of bills among various 
groups of banks and other holders. The largest purchasers of bills, however, 
continued to be the large money-market banks, which held relatively small 
amounts of excess reserves. 

Purchases in connection with last quarter's financing. During Oc
tober, in connection with Treasury financing operations which necessitated 
substantial subscriptions by banks to new offerings of notes and medium-
term bonds, the System purchased large amounts of notes and bonds. The 
purchases were for the double purpose of supporting the market and of sup
plying banks with additional reserves during the period of financing. Fed
eral Reserve holdings of certificates also increased in October and again in 
November, but in those months resales of bills under repurchase agreements 
and maturities exceeded additional purchases of bills. Total holdings of 
Government securities by the Reserve Banks increased by more than a billion 
dollars in October. 

In the latter part of November and early in December, prior to and during 
the Victory Fund Drive, the Federal Reserve again made large purchases of 
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securities. From November 18 to December 9, total holdings of Govern
ment securities by the Reserve Banks increased by 850 million dollars. These 

RESERVE BANK HOLDINGS OF U. S. GOVERNMENT SECURITIES 
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operations supplied banks with reserve funds to meet both the heavy cur
rency withdrawals and the increased requirements resulting from large addi
tions to United States Government deposits in payment for bank purchases 
of securities. During the period of the financing excess reserves were gen
erally maintained at i..^ billion dollars or more. 

In the latter part of December purchases for System account were small, 
except that in the last week large amounts of bills were sold under repurchase 
agreement to the Reserve Banks in order to obtain reserves needed to meet 
heavy currency demands, payments for a new issue of Treasury certificates, 
and other end-of-year needs. Many of these bills were repurchased by the 
sellers after the turn of the year. It is in such situations particularly that 
the established buying rate and the repurchase option provide a ready means 
for adjustment of cash positions by banks and others. 

Direct advances to the Treasury. The Second War Powers Act, 1942., 
approved March 2.7, authorized the Federal Reserve Banks to purchase 
Government securities directly from the Treasury, provided that the aggre
gate amount of securities so purchased and held at any one time does not 
exceed 5 billion dollars. In accordance with this change in the law, the 
Open Market Committee authorized purchases of securities for the purpose 
of granting temporary accommodation to the Treasury. 

Acting under this authority, at various times during the year the Reserve 
Banks purchased from the Treasury one-day certificates of indebtedness in 
order to supply funds to the Treasury pending receipts from taxes or new 
issues of securities. The amounts of such certificates outstanding during 
the year were as follows (in millions of dollars): 

Date Amount Date Amount 
June 16 58 
June 19 70 
June 20 47 
June 22 34 
June 23 94 

Sept. 15 324 
Sept. 16 189 
Sept. 17 286 
Sept. 18 76 
Sept. 19 53 

Nov. 27 139 
Nov. 28 329 
Nov. 30 422 
Dec. 1 98 

Dec. 10 16 

Dec. 15 145 

Maintenance of market stability. Largely as a result of the influence 
of Federal Reserve open-market operations, and notwithstanding exceptional 
demands placed on the market, yields on Government securities showed 
little change in the course of 1942.. Yields on short-term securities, which 
were low at the beginning of the year, rose somewhat early in the year, 
but stabilized after establishment of the bill-buying rate by the Federal 
Reserve Banks in April. 

The Reserve Banks made purchases and resales of bills at the buying rate 
promptly in accordance with the wishes of the holders. Arrangements were 
made in September whereby securities bought under repurchase options were 
not transferred to the System account but were held in the accounts of indi
vidual Reserve Banks in order to expedite repurchase if desired by the origi-

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

1942



FEDERAL RESERVE SYSTEM *7 

nal seller. The System also followed the practice of purchasing promptly 
securities offered for the purpose of obtaining reserve funds, as well as of 
baying freely for the purpose of maintaining stability in the Government 
security market. When offerings appeared to be for the purpose of taking 
profits or of speculating in the market, however, the Reserve authorities 
avoided purchasing the securities if possible. In pursuing these objectives 
the Federal Reserve authorities received a large measure of cooperation from 
banks and other holders of securities and from dealers. 

REDUCTION IN RESERVE REQUIREMENTS AT CENTRAL RESERVE CITY BANKS 

Banks in the money market centers of New York and Chicago were sub
ject to heavier drains of funds in 1942 than banks elsewhere in the country. 
These large city banks lost reserves while reserves held by other groups 
of banks increased. Special action was consequently taken by the Board of 
Governors to supply New York and Chicago banks with additional reserves 
by reducing the percentage of demand deposits that central reserve city banks 
were required to hold as reserves with Federal Reserve Banks. These reduc
tions were made in three equal steps, effective August 2.0, September 14, and 
October 3, and brought reserve requirements at central reserve city banks 
down from 26 to 20 per cent of net demand deposits. 

New legislation. Under the earlier provisions of the Federal Reserve 
Act, the Board of Governors could not change the reserve requirements of 
member banks in central reserve cities without making the same change with 
respect to member banks in reserve cities. In anticipation of an uneven dis
tribution of reserves that might hinder the financing of the war, the Board 
requested Congress to dissociate the reserve requirements for the two classes 
of banks so that each could be regulated without reference to the other. 
This was done on July 7, 1942., by amending Section 19 of the Federal Reserve 
Act so as to permit the Board to change reserve requirements of member 
banks in central reserve cities without also changing requirements in reserve 
cities. As a result the reserves of the two classes of banks, when influenced 
by different factors, may be subjected to different regulatory actions. 

Under the amended Act the Board may make changes in requirements for 
(1) member banks in central reserve cities or (2) member banks in reserve 
cities or (3) member banks not in reserve or central reserve cities or (4) all 
member banks. Separate action for each class of banks is permitted within 
the limits of change provided by the law, i. e., to not less than the amount 
prescribed by statute or to more than twice that amount. 

Shifts of reserves from New York. Excess reserves of all member banks 
declined sharply in 1941 and the first half of 1942.—from 6.8 billion dollars 
in January 1941 to 2.2 billion in July 1942. As shown on the chart, most of 
this decline was at banks in New York City and Chicago, which at the peak 
had owned half of the excess reserves of all banks. By July 1942 they 
held only one-seventh of the total. In July 1942 excess reserves of banks in 
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New York City and Chicago amounted to less than 7 per cent of their re
quired reserves, compared with 35 per cent for reserve city banks, as a group, 
and 50 per cent for country banks. 

EXCESS RESERVES OF MEMBER BANKS 
BILLIONS OF DOLLARS WEONESOAY FIGURES BILLIONS OF OOLLARS 

NOTE: Figures for all member banks and for "other" member banks outside New York and Chicago 
are partly estimated. 

The decline of excess reserves occurred in New York City and Chicago, 
notwithstanding the fact that the growth in currency and in bank deposits 
was relatively less in those cities than elsewhere. The reason was that New 
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with the Federal Reserve Bank of New York. 

York City and, to some extent, Chicago banks had lost reserves to the rest 
of the country, particularly after April 1942-. These shifts were largely due 
to the fact that a substantial portion of the proceeds of tax receipts and of 
Government security purchases by banks and other investors in those centers 

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

1942



FEDERAL RESERVE SYSTEM *9 

were expended elsewhere by the Treasury. The major factors accounting 
for movements of funds in and out of the New York money market are shown 
in the chart. In the last three quarters of the year losses of reserves resulting 
from purchases of new Treasury issues and tax payments in the New York 
district exceeded net gains from other Treasury transactions by nearly 3 bil
lion dollars. There was also a loss of funds owing to the reduction of out-of-
town bankers' balances and to other factors. To some extent total losses 
were offset by Reserve System purchases of securities in the New York 
market. 

As a result of the drain of funds out of New York and of continued large 
purchases of Government securities by banks throughout the country, there 
was a rapid growth in deposits at banks outside New York City, while 
deposits in New York banks showed little growth.during most of the year. 

BANKING DEVELOPMENTS IN NEW YORK AND OTHER CITIES 
BILLIONS OF DOLLARS WEDNESDAY FIGURES BILLIONS OF DOLLARS 

1941 1942 1941 1942 1941 1942 

NOTE: Figures are for weekly reporting member banks in leading cities. U. S. Government 
obligations include both direct and fully guaranteed issues. Demand deposits adjusted exclude 
United States Government and interbank deposits and items in process of collection. 

Changes in the position of weekly reporting member banks in New York, 
in Chicago, and in 99 other cities during 1941 and 1 9 ^ are shown on the 
accompanying chart. New York City banks showed some decline in de
posits at the end of 1941 and a small increase during the latter part of 1942.; 
at the same time they continued to increase their investments and lost 
reserves. Chicago banks gained deposits but increased their loans and 
investments more rapidly and their reserves declined. 

At banks in leading cities outside New York and Chicago both deposits 
and investments increased rapidly in 1941 and 1942. while reserves showed 
little change. Available data for other banks, not shown on the charts, 
indicate a continued growth in deposits and investments and also a small 
increase in reserves. Deposits at country member banks in fact showed larger 
percentage increases during the year than did those at jcity banks. Although 
large volumes of new deposits were created by bank security purchases all 
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over the country, the redistribution of deposits accompanying Government 
and civilian spending increased deposits more rapidly in southern and 
western than in northeastern districts and generally in smaller than in larger 
centers. 

As long as New York City banks are heavy purchasers of Government 
securities, funds are likely to flow from that center to the rest of the country, 
and the extent to which banks in New York City and in Chicago will be 
expected to purchase Government securities will depend largely on the 
growth of participation in Government financing by banks outside of these 
cities, and particularly by nonbank investors. 

Under conditions prevailing in 1 9 ^ the smooth functioning of the money 
market and the success of the war finance program required the participation 
of central reserve city banks, and it was therefore necessary to supply these 
banks with the reserves required for such participation. Banks elsewhere, 
on the other hand, had large amounts of unused reserves and were con
stantly gaining funds. For these reasons the reductions in reserve require
ments were made applicable solely to central reserve city banks. 

REDUCTION IN DISCOUNT RATES 

During February, March, and April 1941 discount rates on collateral notes 
of member banks secured by United States Government securities and on other 
eligible paper were lowered at a number of Federal Reserve Banks to one per 
cent, thus establishing a uniform rate at all the Reserve Banks. Rates on 
advances to nonmember banks secured by direct obligations of the United 
States were similarly lowered to a uniform one per cent. From September 
1939 to February 1 9 ^ the Federal Reserve Banks of Atlanta, Chicago, St. 
Louis, Kansas City, and Dallas had in effect a rate of one per cent on advances 
to member banks secured by Government obligations and a rate of 1V2 per 
cent on other eligible paper. At the Federal Reserve Banks of Philadelphia, 
Cleveland, Richmond, Minneapolis, and San Francisco, a rate of iM per 
cent had been in effect on both types of paper, while the Federal Reserve 
Banks of Boston and New York had had a one per cent rate on both types. 

During October all Federal Reserve Banks established discount rates of Vz 
of one per cent on advances to member banks secured by United States Govern
ment obligations maturing or callable in one year or less. Rates on advances 
to member banks secured by other United States Government obligations and 
rates on eligible paper continued at one per cent. 

Discount rates on advances to member banks secured by types of acceptable 
assets other than eligible paper (made under Section 10(b) of the Act) wete 
lowered during the year to \XA per cent by all the Federal Reserve Banks. 
Rates on advances to individuals, partnerships, and corporations other than 
banks secured by direct obligations of the United States and rates on in
dustrial advances and commitments under Section 13b were also reduced 
during 1941. Discount rates in effect on December 31, 1942. at each Federal 
Reserve Bank are shown in Table 10 on page 74. 
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The volume of discounts by Federal Reserve Banks has continued small, 
because most member banks have had reserves in excess of requirements and 
nearly all have been in a position to meet temporary reserve shortages by 
selling Treasury bills or other Government securities to Federal Reserve 
Banks. The reductions in discount rates, however, provide an alternative 
means for member banks to obtain reserve funds, when they may need them, 
by borrowing from the Reserve Banks at a low rate. This action was an 
additional step to encourage member banks to make fuller use of their 
available excess reserves in helping to finance the war, and to bring about a 
wider distribution of short-term Government securities among banks outside 
of financial centers. As already pointed out, during 1 9 ^ the Treasury in
creased the outstanding amount of certificates of indebtedness and of bills 
maturing within a year by 15 billion dollars, and a substantial portion of 
these were purchased by banks. 

SUPERVISORY POLICY REGARDING GOVERNMENT SECURITIES 

Another measure designed to encourage wider distribution of Government 
securities among banks was the adoption on November zx, 1942., by the bank 
supervisory agencies, of a joint statement of examination and supervisory 
policy with special reference to investments in and loans upon United States 
Government securities. This statement was as follows: 

"The Comptroller of the Currency, the Federal Deposit Insurance 
Corporation, the Board of Governors of the Federal Reserve System, 
and the Executive Committee of the National Association of Super
visors of State Banks make the following statement of their examination 
and supervisory policy with special reference to investments in and 
loans upon Government securities. 

" 1 . There will be no deterrents in examination or supervisory policy 
to investments by banks in Government securities of all types, except 
those securities made specifically ineligible for bank investment by the 
terms of their issue. 

"2.. In connection with Government financing, individual subscribers 
relying upon anticipated income may wish to augment their sub
scriptions by temporary borrowings from banks. Such loans will not 
be subject to criticism but should be on a short-term or amortization 
basis fully repayable within periods not exceeding six months. 

"3 . Banks will not be criticized for utilizing their idle funds as far 
as possible in making such investments and loans and availing them
selves of the privilege of temporarily borrowing from or selling Treasury 
bills to the Federal Reserve Banks when necessary to restore their 
required reserve positions." 

BANK LENDING IN WAR TIME 

Bank loans in 1941 were affected by two diverse factors—the demand for 
credit by businesses engaged in war activities and the repayment of indebted
ness, both business and personal, by other borrowers. During the year 
Federal Reserve and other authorities took action to facilitate the financing 
of war contracts, and also adopted measures to restrict extensions of credit 
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for other purposes and to encourage repayment of loans. Increases in 
borrowing at this time, especially for purposes of building up inventories of 
goods, for purchasing houses or land, or for buying consumer goods, add to 
the pressure of inflationary forces, while reductions in outstanding loans, 
which divert income from spending, are anti-inflationary. Reduction in 
debt also places debtors in albetter position to withstand the effects of possi
ble future declines in income. 

Total loans outstanding at banks declined during 1942.. It is estimated 
that the decline at all commercial banks exceeded 2. billion dollars. Loans 
by banks to finance war contracts, however, increased during the year by an 
amount that may be estimated at 1.7 billion dollars. This would in
dicate a decrease of nearly 4 billion dollars in loans for other than war 
purposes. This decline is equivalent to the increase in such loans by 
commercial banks during the two and a half years preceding 1942.. 

At member banks in 101 leading cities, for which detailed figures are avail
able, most of th*e decline in dollar amounts was in commercial and industrial 
loans, including paper purchased in the open market, notwithstanding the 
fact that the expanded war loans are in this group. The largest percentage 
decline was in consumer instalment credits, which for all commercial banks 
showed an estimated decrease of 800 million dollars, or 50 per cent. This 
was part of a general decline in consumer credit discussed elsewhere in this 
report. Real-estate loans, which had been increasing steadily for several 
years, showed a slight decline in 1941. Loans to brokers and dealers in 
securities fluctuated sharply around Treasury financing dates, particularly 
in December in connection with the Victory Fund Drive; they ended the 
year about 300 million dollars above their average level but declined in 
January 1943. 

Lending for war production. Banks of the country have participated 
actively in providing credits needed to finance performance on war contracts. 
Quarterly reports received by the American Bankers Association from about 
400 of the largest banks showed that amounts outstanding on war loans had 
increased to a total of 1.1 billion dollars by the end of 1941 and to 1.5 billion 
by December 31,1941. I t appears likely that by the end of 1941 outstanding 
war loans at all commercial banks in the country amounted to about 3 billion 
dollars. This is close to 40 per cent of all commercial and industrial loans 
of banks, compared with less than 2.0 per cent at the beginning of the year. 

Commercial banks and other financing institutions made extensive use of 
the facilities for Federal guarantee of war loans and commitments provided 
for by the President's Executive Order of March 16, 1941, under which the 
Federal Reserve Banks act as fiscal agents for the War Department, the Navy 
Department, and the Maritime Commission. A more detailed account of 
these facilities is given on pages 32.-35 of this report. 

Restrictions on nonessential credit. While facilitating and encouraging 
the financing of war contracts, the Federal Reserve authorities took steps 
during 1941 to curb the extension of credit for nonessential purposes. The 
major step, which is discussed more fully in the next section of this report, Digitized for FRASER 
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was the amending of Regulation W to augment restrictions on consumer 
credit. In addition, banks and bank examiners were asked by the Federal 
Reserve authorities, the Comptroller of the Currency, and the Federal Deposit 
Insurance Corporation to encourage curtailment of the existing volume of 
single-payment loans to individuals for nonproductive purposes and of loans 
for the accumulation of inventories of civilian consumer goods. Responsible 
authorities also pointed out the dangers inherent in expansion of credit for 
purchase of real estate at rising prices and the advantages of reducing in
debtedness at this time. 

On June 17, 1942., following a meeting of Government officials concerned 
wi th the possible consequences of use of creditfor accumulation of inventories, 
the Board of Governors addressed a letter to all banks and other financing 
institutions urging the voluntary curtailment of credits for the accumulation 
of inventories of civilian goods. This did not apply to special situations 
such as the accumulation of fuel stocks and stocks of goods held because of 
freezing or rationing orders. The Federal bank supervisory agencies re
quested that their examiners inquire especially during the course of each 
examination as to the consideration given by banks to the letter of June 17. 
The letter sent to the banks and the one for the guidance of examiners for 
the Federal Reserve Banks are published on pages 113-14 as an appendix to 
this report. 

In the field of agricultural credit also steps were taken to discourage 
unnecessary credit expansion. It was recognized that an increased amount 
of borrowing by farmers might be needed in connection wi th the growth of 
agricultural output which is part of the war program. Special efforts were 
made, however, by authorities responsible for formulating agricultural 
policies, as well as by farm borrowers and by lenders, to achieve war expan
sion of farm output wi thout stimulating a speculative rise in farm values or 
involving producers in heavy indebtedness which would become increasingly 
burdensome in a period of declining farm income. 

Credit problems confronting farmers under war-time conditions have been 
under constant consideration by a National Agricultural Credit Committee, 
organized under the auspices of the Farm Credit Administration and com
posed of representatives of farm organizations, banks, life insurance com
panies, and Government agencies, including the Federal Reserve. Reports 
to this Committee indicate tha t farmers are reducing their mortgage indebted
ness at an unprecedented rate, largely as a result of the favorable prices for 
farm products prevailing during the past few years. Current mortgage 
instalments are being met promptly and many farmers are anticipating 
scheduled payments or have repaid their mortgage debt in full. Lenders on 
farm real estate have been following the policy of encouraging larger down 
payments and of basing loan values on the long-term outlook for farm prices 
rather than on current prices. 

FURTHER RESTRICTIONS ON CONSUMER CREDIT 

During 1942. the Board extended and increased the restriction of consumer 
credit which it had begun to apply in 1941 through Regulation W. From 
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September i, 1941, until the spring of 1942., Regulation W had applied only 
to instalment sales and to loans repayable in instalments, but effective May 
6, 1942., the scope of the regulation was extended to include sales made on 
charge accounts and loans repayable in single payments. This was in 
compliance with point 7 of the President's anti-inflation message of April 
xrj to Congress, which said in part that in order to keep the cost of living 
from spiraling upward we must "discourage credit and instalment buying 
and encourage the paying off of debts. . . . " 

Prior to this time the Board had already taken action, effective March X3, 
to reduce the permissible length of most instalment contracts from 18 months 
to 15, to increase the size of the down payment required on articles already 
subject to the regulation, and to extend the list of such articles. The action, 
effective May 6, reduced the maximum maturity still further, from 15 months 
to ix (with certain exceptions), expanded the list of articles covered to 
include almost all kinds of consumer durable and semi-durable goods, and 
increased the required down payments on many articles so that for most 
articles the down payment required by the regulation became 33Yz per cent. 
The rule laid down for charge accounts prohibits the sale of any listed article 
on credit to any customer whose charge account is in default, and sets the 
tenth day of the second calendar month after a charge sale as the date on 
which the account goes into default unless payment (or specified arrange
ment to pay) has been made. The principal changes in the regulation are 
summarized in Table 9 on page 73. 

The restriction of single-payment loans contained in the amendment of 
May 6 did not apply to credits already outstanding, but other steps were 
taken to encourage their amortization. On May 7 the three Federal bank 
supervisory agencies joined in a statement urging banks to adopt even more 
generally the principle of amortization for their loans, particularly for those 
single-payment loans to individuals for nonproductive purposes that were 
already outstanding. The examiners for the several agencies were instructed 
to pay particular attention to this type of debt and to comment in their 
reports on the extent to which banks cooperated in this program. This 
statement is published in the appendix on page 112.. 

As required by the Executive Order all of these changes in Regulation W 
were made after consultation with the Secretary of the Treasury, the Secretary 
of Commerce, and the Administrator of the Office of Price Administration. 
The Price Administrator issued a statement to the press on May 7 affirming 
the constructive bearing of the Board's action in supporting measures that 
were being taken by the Office of Price Administration for keeping down the 
cost of living. 

In a few respects, Regulation W was relaxed during the year, generally 
for the purpose of improving its practical workings or of supporting some 
phase of the war program sponsored by other branches of the Government. 
An example of the latter was an amendment which relieved from restriction 
extensions of consumer credit for converting oil-burnine furnaces to coal and 
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for insulating homes, measures which were of concern primarily to the War 
Production Board, the Office of Defense Transportation, and the Petroleum 
Administration for War. 

At a time like the year under review, when powerful inflationary forces 
were at work, the use of current income to reduce consumer debt rather than 
to buy consumer goods exerted an important anti-inflationary influence. 
This influence has been at work in the United States since the autumn of 
1941, when the volume of consumer debt, then at a peak level of about 9.7 
billion dollars, began to go down. By the end of 1941, it had gone down by 
about 3.6 billion dollars, or about 37 per cent, as is brought out by the chart, 
which shows the course of short-term consumer debt during the past 14 years. 
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NOTE: Monthly estimates of total consumer debt are based on data prepared by the Bureau of 
Foreign and Domestic Commerce, United States Department of Commerce, and more recently by 
the Board of Governors of the Federal Reserve System. These estimates of short-term debt consist 
of instalment and charge-account sale debt, instalment loans (including repair and modernization 
loans), single-payment loans, and service debt. 

In addition to Regulation W, other factors have had an important part in 
bringing about this reduction. Prominent among these were shortages in 
the available supplies of goods such as are commonly bought on the instal
ment plan, particularly automobiles and household appliances. Another 
important factor was that, as wages and farm income increased, many more 
consumers were in a position to buy for cash instead of on credit, or to pay 
promptly for goods and services purchased on credit. The influence of 
Regulation W was supplementary to these factors; it operated by limiting 
the amount of credit that could be extended on each instalment sale of any 
listed article, by shortening the length of instalment sale contracts, by re
ducing the customary period for paying charge accounts, and by restricting 
extensions of consumer credit in the form of instalment loans and single-
payment loans. 

Regulation of consumer credit was a substantial factor contributing to the 
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large reduction in the outstanding volume of this type of credit. It has had, 
therefore, a not insignificant influence in combating inflationary forces. 
This seems to have been due in large part to the specific provisions of Regula
tion W, but also in large part to the fact that the admonitions of the President 
and the publicizing of the Government's policy of war-time restraint on 
consumer credit struck a responsive chord. The acceptability of this policy 
was manifested in a widespread public disposition to cooperate and an almost 
universal disposition in the trade to observe the spirit as well as the letter 
of Regulation W. The educational work carried on by the twelve Federal 
Reserve Banks and their twenty-four branches, with the cooperation of num
erous trade associations and the press, and quiet but persistent and country
wide measures of enforcement, have contributed much to making the regula
tion effective. 

ROLE OF CREDIT AUTHORITIES IN PREVENTING INFLATION 

The principal weapons against inflation in a war economy are taxation, 
increased savings, and controls over goods, prices, and wages. For this 
reason the role of credit authorities in financing a war without inflation is 
necessarily subordinate to that of other Government agencies. With a 
national income at an annual rate of 12.5 billion dollars and goods available 
for civilian consumption of 80 billion dollars, and with the prospect for a 
widening differential in 1943, the principal reliance in preventing inflationary 
pressure, outside of direct price and commodity controls, has to be on meas
ures for channeling back into the war effort the excess income created by 
military expenditures. 

Federal Reserve authorities have no direct responsibility for taxation, but 
in view of the importance of taxes in the monetary picture they feel free to 
give such suggestions and advice to the Treasury as seem appropriate. The 
Board's interest in taxation and other aspects of anti-inflation policy is 
recognized by the fact that the Board is represented on the Economic Stabili
zation Board created by Executive Order on October 3, 1941. In channeling 
savings into the war effort Federal Reserve authorities have cooperated with 
the Treasury in developing machinery for distributing securities and in help
ing to determine types of issues that would encourage holders of investment 
funds as well as temporarily idle cash to purchase Government securities. 
As a further means to reduce the impact of the income stream on consumer 
goods, the Board took measures to regulate consumer credit, to encourage 
the reduction of debt, and to discourage the use of credit for non-war purposes. 
Previous reference has been made to these activities. 

It was apparent in 1942., however, that, notwithstanding existing measures 
for meeting Treasury needs with as little recourse to the banking system as 
possible, a substantial volume of Government securities was being taken by 
the banks. In war time the Federal Reserve authorities must provide the 
banks with adequate reserves to serve as a basis for purchasing such Govern
ment securities as thev are expected to purchase. This responsibility gives 
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rise to the further duty of choosing methods to be used in providing these 
reserves. 

Bank lending versus nonbank lending. There is in practice a great 
difference in the effects on the economy as between purchases of Government 
securities by commercial banks and purchases by nonbanking investors. The 
former results in the creation of new deposits and new buying power, while the 
latter diverts into the war effort existing funds which would otherwise be 
available for spending and thus for exerting an upward pressure on prices 
of civilian goods. It is true that, if securities are sold to holders of invest
ment funds which have been held idle for some time, the result is that these 
funds are made active. This process, to be sure, adds as much to the income 
stream and to civilian purchasing power as would the creation of money 
through purchases of securities by the banks. But this is not the whole 
story. The fact is that the person who has invested his funds in Government 
securities has reduced the likelihood of his using them to bid up prices. 
Consequently, the possibilities of inflationary pressure are less when existing 
funds are used than when new funds are created. Furthermore, the subse
quent problem of controlling the supply of money is not aggravated when 
existing funds are used as it is when additional deposits are created through 
the sale of securities to the banks. 

In order to illustrate the difference, a series of assumptions and hypotheses 
may be helpful. Assume that commercial banks and Federal Reserve Banks 
together purchase 50 per cent of the Government securities currently offered, 
as they have in the recent past; assume also that Government expenditures 
will be in accordance with estimates that have been made and that taxes and 
United States bond purchases out of savings will not increase. In that case, 
bank holdings of Government securities will increase by about 30-35 billion 
dollars in both 1943 and 1944. Commercial bank deposits plus money in 
circulation will increase by the same amount. The chart on page 2.8 
projects these assumptions into the future. On the chart the total of 
deposits and currency rises to nearly 160 billion dollars by the end of 1944. 
If the ratio of bank deposits and currency to national income remains the 
same as at present, then the national income will be 12.5 billion, not the 150 
billion which represents the estimated maximum to which income can 
expand by that time on the basis of our physical resources without a general 
rise in prices. It is recognized that there is no reason why the ratio of 
deposits and currency to income should remain at its present level; it could 
be higher or lower. But as an illustrative hypothesis the assumption is 
not unreasonable. 

The story the chart tells is that money income might go up to about 150 
per cent of the limits set by the nation's capacity to produce. The extra 
75 billion dollars would represent inflation. These figures are neither esti
mates nor forecasts. They are hypotheses indicating in broad terms what 
the country might have to deal with if certain eventualities occur. This 
particular set of figures is not likely to materialize in exactly the magnitudes 
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indicated. If prices began to go up at the rate implied in the hypotheses, a 
cycle would start that would upset all calculations: Government expendi
tures would have to go up more because of the increase in the price of goods; 
consequently, national income would go up more; consequently, the amount 
that the banks would have to take if they took 50 per cent of the increase in 
public debt would be more. All the figures would be changed. Neverthe
less, the spread between the lines for bank deposits and currency and for 
national income indicates the danger of an increase in deposits and currency 
at the rate shown. It is apparent that everything possible must be done to 
prevent such a development. 

NATIONAL INCOME AND BANK CREDIT 
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NOTE : Projected curves in 1943 and 1944 show hypothetical trends of national income and the 
total of bank deposits and currency: 

Ai—Volume of bank deposits and currency, if banks purchase half of the currently expected in
crease in the public debt; 

A2—National income corresponding to Ai, if the present ratio of bank deposits and currency 
to national income is maintained; 

Bi—Volume of bank deposits and currency, if nonbank purchasers invest all surplus funds in 
Government securities. The increase would be limited to the amount necessary to 
provide a volume of bank deposits and currency sufficient for a national income based 
on no rise in prices (Curve B2), and continuation of the present ratio of bank deposits 
and currency to national income. 

B2—Estimated maximum national income likely to be achieved at present prices. 

There is also presented on the chart an indication of an alternative course 
of events in which all of the income created by Government expenditures 
and not required for current living is used to buy Government bonds. This 
is arrived at by assuming that additional deposits will be created only in an 
amount sufficient for the functioning of a 150 billion dollar income if the 
ratio of deposits and currency to national income remains at its present level. 
The required amount of bank deposits and currency would be about 108 
billion, not the 160 billion that would result from bank purchases of one-half 
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of the public debt. To provide that amount, the banking system would 
have to absorb only about 14 billion dollars of Government securities in 1943 
and 4 billion in 1944; nonbank holdings of Government securities, on the 
other hand, would increase by 53 billion in 1943 and 66 billion in 1944. To 
put it in another way, since an income of 150 billion dollars could be handled 
with a volume of bank deposits and currency no larger than 108 billion, there 
is no need, from the point of view of service to the public, of selling to the 
banks more Government securities than the amount mentioned above. 
Theoretically, the rest of the securities could be sold to nonbank investors, 
who would be buying them at the rate of about 60 billions a year. If this 
were done, there would be no inflationary pressure from additional credit 
expansion in the next two years. In fact, if everything that this implies 
were done in the fiscal field and in absorption of current incomes into savings, 
it is reasonable to assume that there would be no serious inflationary threat. 
The situation would certainly be sounder and more conducive to orderly 
post-war readjustment than would be the case under the first alternative. 

Alternative Federal Reserve policies. As has been indicated, commer
cial banks are certain to be called upon to take a share of the public debt in 
the next two years, and the Federal Reserve authorities will have to provide 
the necessary reserves. This could be done by having the banks borrow from 
the Federal Reserve Banks. To facilitate this, discount rates have been 
reduced, particularly for advances to banks on short-term Government 
securities. This should encourage the banks to feel free to make full use of 
their existing reserves with the assurance that in case they should run short 
they could get accommodation from the Reserve Banks at preferential rates. 
They could also obtain these funds by selling Treasury bills at the standing 
% per cent rate. A considerable amount of reserves will have to be pro
vided, however, by other Federal Reserve purchases of Government securi
ties, by reductions of reserve requirements, or by a combination of the two. 

In order to bring out the consequences that would follow the adoption of 
one or the other of the policies, or a combination of the two, two charts are 
introduced. These charts are based on the assumption that banks will 
purchase additional Government securities amounting to 50 per cent of the 
increase in the public debt, or about the same proportion they absorbed 
in the last six months of 1942.. The amount so purchased will determine 
the growth in bank deposits and, therefore, the amount of additional 
reserves that the banks will need. It is also assumed that currency will 
continue to expand at a rate of about 6 billion dollars a year. If it should 
expand more, the pressure for reserves would be greater than indicated; if 
it should expand less, the reserve situation would be correspondingly easier 
to handle. 

The first chart shows what the portfolio of the Federal Reserve Banks 
would be at the end of 1943 and 1944 in case the banks' entire increase in 
needed reserves resulting from currency withdrawals and deposit expansion 
were met by reducing reserve requirements, what it would be if currency 
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drains were met through open-market operations and reserves were reduced 
only to the extent necessary to meet the increase in required reserves arising 
from deposit growth, and what would happen if the entire increase in the 

FEDERAL RESERVE PORTFOLIO OF GOVERNMENT OBLIGATIONS 
UNDER THREE KINDS OF CREDIT ACTION 

DEC. 31,1942 
( ACTUAL ) 

END OF 1943 
( HYPOTHETICAL ) 

END OF 1944 

banks' reserve needs were met through purchases of securities. If the last 
mentioned course were pursued, the total amount of securities held by the 
Reserve Banks at the end of 1944 would be about 2.6 billion dollars. 

RESERVE REQUIREMENTS OF MEMBER BANKS 
UNDER THREE KINDS OF FEDERAL RESERVE CREDIT ACTION 

PERCENTAGE OF REQUIRED RESERVES TO TOTAL DEPOSITS 

IF CURRENCY INCREASES ARE MET BY OPEN MARKET 
PURCHASES AND RESERVE NEEDS DUE TO DEPOSIT 
GROWTH BY REDUCTION IN RESERVE REQUIREMENTS. 

END OF 1942 END OF 1943 
( HYPOTHETICAL ) 

END OF 1944 
( HYPOTHETICAL ) 

The second chart shows how the three outlined courses of action would 
be reflected in the reserve requirements of member banks. We still assume 
that banks take 50 per cent of the growth in the public debt and that currency Digitized for FRASER 
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flows out at the rate of 6 billion dollars a year . The chart shows that if all 
of the banks' needs for reserves were met by reduction in requirements, reserve 
requirements would have to be almost eliminated by the end of 1944. The 
situation would be one where there were practically no reserve requirements 
—and practically no bank reserves. A currency drain of the assumed magni
tude would have absorbed practically all of them. It is estimated that , in 
this sequence, the Board would have exhausted its authority to reduce 
reserve requirements by the middle of 1943. It would then have to obtain 
further and unlimited authority and by the end of 1944 requirements would 
be almost down to zero. This would not be conducive to the maintenance 
of sound banking conditions, particularly at a time when bank deposits 
might have increased to the high level of 130 billion dollars. 

To sum up: the Federal Reserve authorities, in meeting the necessary re
quirements of member banks for additional reserves in the next two years, 
will have to determine to wha t extent they will depend on reductions in 
reserve requirements and to wha t extent on purchases of United States 
Government securities. The figures underlying the charts are based on 
many assumptions. They are not forecasts; they represent mere hypotheses. 
They indicate, however, the nature and general magnitude of the problems 
wi th which the Federal Reserve authorities will have to deal in the imme
diate future. 

FEDERAL RESERVE BANKS AS FISCAL AGENTS UNDER WAR PROGRAM 

As in 1941, when preparation for threatened war led to a great increase in 
the volume and variety of services performed [by the Reserve Banks for various 
branches of the Government, throughout 1941 there was a great expansion 
in the scope and volume of work performed for the Government by the 
Reserve Banks in connection wi th the prosecution of the war. 

Issuance and servicing of Government obligations. As fiscal agents 
of the United States, the Federal Reserve Banks handle all Treasury opera
tions outside of Washington incident to the issue, redemption, and exchange 
of public debt obligations, including the qualification of all issuing agents 
for the sale of War Savings bonds except the Postal Service. The number of 
pieces handled increased more than 700 per cent during 1942., chiefly as the 
result of the increase in the number of War Savings bonds. In May, repre
sentatives of all Federal Reserve Banks and of the Board of Governors at
tended a fiscal agency conference held by the Treasury, and in October 
representatives of the Federal Reserve Banks and of the Board attended a 
meeting in Kansas City called by the Treasury for the purpose of discussing 
the War Savings Bond Program. 

On the basis of the number of employees assigned, the handling of War 
Savings bonds during 1942. was one of the largest single operations performed 
by the Federal Reserve Banks since the establishment of the System. During 
the last half of 1941, an average of 4,000 officers and employees were 
assigned to the War Savings Bond unit, or somewhat more than were assigned 
to the entire check collection function, the next largest activity. Before the Digitized for FRASER 
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year ended, Savings bond operations had grown so large that several Reserve 
Banks and branches found it necessary to lease space outside their own build
ings. Operations performed in connection with Savings bonds are quite 
complicated owing to the fact that the bonds are registered and also to the 
fact that they are redeemed by check rather than by cash. The exceedingly 
large number of Series E bonds handled during 194Z is due in part to the 
small denominations in which they may be purchased—about two-thirds 
of the total number of bonds handled, for example, were in the $2.5 de
nomination. In addition to cooperating with the State organizations of 
the Treasury's War Savings Staff and with national and State banking 
authorities and others in obtaining the qualification of banks as issuing 
agents, the Federal Reserve Banks during 1942. cooperated in obtaining the 
qualification of corporations, credit unions, building and loan, and savings 
and loan associations, etc., as issuing agents for War Savings bonds. The 
Federal Reserve Banks supply all issuing agents except post offices with their 
stocks of bonds and handle all remittances and accounting in connection 
therewith. 

In May, the Federal Reserve authorities cooperated with the Secretary of 
the Treasury in setting up a Victory Fund organization to aid in the sale of 
Government obligations. A Victory Fund committee was established in 
each Federal Reserve district under the chairmanship of the President of the 
Federal Reserve Bank. The personnel of each district committee, although 
chosen primarily from the financial community, included other persons whose 
position or ability made their appointment appropriate and desirable. All 
appointments, most of which provided for no compensation, were made 
subject to approval by the Secretary of the Treasury. Regional committees 
were also appointed within the Federal Reserve districts. 

The twelve district Victory Fund committees are tied together nationally 
by a committee of the Federal Reserve Bank presidents of which the Secretary 
of the Treasury is Chairman. The Chairman of the Board of Governors 
provides the liaison between the Reserve Banks and the Treasury. Several 
meetings were held during the year for the purpose of formulating plans and 
procedure. In December the activities of the Victory Fund committees 
reached their peak for the year in connection with the new issues sold by 
the Treasury at that time. 

Financing war production. Important new responsibilities were con
ferred upon the Federal Reserve by the President's Executive Order No. 9112., 
issued on March 2.6, 1942., which provided for a Government guarantee of 
loans made for war production purposes. The basic purpose of the order 
was to facilitate war production by providing adequate financing for sub
contractors and prime contractors whose need for working capital had been 
increased by war orders beyond their borrowing ability so that private 
financing institutions could not properly extend the credits required without 
some form of Government protection. The order was designed particularly 
to assist subcontractors to whom financing was not available either through 
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the Assignment of Claims Act of 1940 or through advance payments by the 
procurement agencies of the Government, except to a limited extent through 
the medium of prime contractors. It was of especial aid to business con
cerns, including small businesses, whose credit standing was not sufficiently 
high to justify bank loans of the size necessary for their greatly expanded 
volume of production. 

The War and Navy Departments and the United States Maritime Commis
sion were authorized to guarantee, and to make, loans for the purpose of 
financing contractors, subcontractors, or others engaged in any business or 
operation deemed by those agencies to be necessary, appropriate, or con
venient for the prosecution of the war, including the obtaining or conversion 
of facilities. The Federal Reserve Banks were authorized to act as agents for 
the principals in carrying out the provisions of the Order, subject to their 
specific instructions and the general supervision of the Board of Governors. 
Any funds appropriated for the use of the principals were made available for 
disbursement under the Order through the agency of the Reserve Banks. A 
press statement released by the White House stated that guarantees under 
the Order would not be made under peace-time credit rules, but would be 
made whenever additional financing is essential for increased production. 

On April 1, representatives of the Federal Reserve Banks met with the 
Board of Governors in Washington for discussion of the procedure necessary 
to give effect to the program with the least possible delay. Somewhat later 
the Board of Governors designated three of its members as a War Loans Com
mittee to assist in handling the supervisory activities entrusted to the Board 
by the Executive Order. To implement the work of the committee, the 
Office of Administrator for War Loans Committee was created on April 6. 

After consultation with officials of the War and Navy Departments, the 
Maritime Commission, and the War Production Board, the Board of Gover
nors issued its Regulation V, effective April 6. The new Regulation pre
scribes general rules and policies for the guidance of the Reserve Banks in 
handling guarantees of loans which the armed forces and the Maritime Com
mission deem essential to the prosecution of the war. The functions of the 
Reserve Banks with respect to negotiation of these loans include analysis 
of the financial integrity of the applicant, determination of the type of financ
ing best suited to meet different situations, and preparation of the necessary 
documents. The servicing of guaranteed loans after they have been made 
is done principally by the banks and other financing institutions. The War 
and Navy Departments and the Maritime Commission have the responsibility 
of certifying as to the technical qualification of the applicant and the impor
tance of the work to be financed. 

The way in which Regulation V has facilitated war production may be 
illustrated by reference to one of the earliest loans arranged under this 
financing mechanism. To meet certain ordnance requirements, it appeared 
necessary to build new facilities requiring investment of an estimated 
$16,000,000 by the Government, but entailing a delay of from six months to 
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a year to reach full production. A certain manufacturer, however, proposed 
to take subcontracts from several important companies having prime con
tracts with the Ordnance Department, and, in turn, to farm out the bulk of 
the work with more than xo of its peace-time competitors located at various 
points in the eastern half of the country. This plan made use of valuable 
facilities at scattered points which might otherwise have remained idle 
since they had been devoted to supplying parts for civilian automobiles. 
Financing was a real problem. The manufacturer, not having a prime con
tract, could not avail himself of advance payments except to a limited extent 
and the sub-subcontractors did not have access to any financial aid except such 
as they could obtain through their own banking connections. Regulation 
V furnished the answer to the financial problem. Not only the orders of the 
subcontractor from the prime contractors, but likewise the orders of the 
sub-subcontractors constituted "war production contracts" entitled to 
financing under Regulation V. The loan was arranged within a few weeks 
after the Regulation was promulgated and the resulting production for the 
Ordnance Department's program has been an outstanding success. The 
flexibility of Regulation V financing was also illustrated by this case. 
Initially, the subcontractor borrowed a sufficient amount to finance the 
operations of his sub-subcontractors, most of whom, as the program pro
ceeded, arranged their financing with their own commercial banks under 
Regulation V. 

Under the President's Order and the Board's Regulation V, by the end 
of the year about 1,700 applications for guarantees of loans, aggregating 
i..y billion dollars in amount, had been authorized through the Federal 
Reserve Banks. Of the total number of guarantees authorized, iq per cent 
were for amounts up to $15,000 and 59 per cent for amounts up to $100,000. 
It is apparent, therefore, that a large proportion of these loans was made in 
relatively small amounts and presumably to small concerns. In dollar 
amount, however, the bulk of the guarantees was covered by a relatively 
small number of large loans. On December 31 about 803 million dollars of 
advances on such loans were outstanding. Varying percentages of the loans 
are guaranteed; of the loans outstanding on December 31 the portions guaran
teed aggregated 631 million dollars. In addition, about 1.4 billion dollars 
were available to borrowers under guarantee agreements outstanding. 

Most of these loans and agreements to make loans were made by commer
cial banks, but other financing institutions have also participated. Very 
large loans have been handled through participations entered into by a num
ber of institutions. In a few cases the Federal Reserve Banks have agreed to 
make advances under guarantees and the Reconstruction Finance Corporation 
has made a number of such commitments. 

Utilization of the twelve Federal Reserve Banks and their twenty-four 
branches has made it possible to decentralize the financing of war production 
to a considerable extent, thus facilitating the procedure for the Government 
as well as for loan applicants. As indicated on page 2.1. of this report, 
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the banks of the United States, both members and nonmembers of the 
Federal Reserve System, have given full cooperation. 

Depositary, custodianship, and other functions. As depositaries of 
Government funds, the Reserve Banks handled and charged against the 
Treasurer's account a total of 150 million Government checks drawn by 
disbursing officers throughout the country for war and other Government 
expenditures. They also handled and credited to the Treasurer's general 
account millions of checks and other items received by Federal officers in 
payment of taxes, customs, etc. During the last half of 1942., an average of 
about 8,000 officers and employees of the Federal Reserve Banks, or more 
than 40 per cent of their entire personnel, were engaged in serving various 
United States Government departments and agencies. This was a substantial 
increase over normal years and arose for the most part from war activities. 

The Reserve Banks, acting as fiscal agents, custodians, and depositaries for 
the Reconstruction Finance Corporation, actively participated during the 
year in the administrative aspects of the various war-time programs of the 
Corporation, its various subsidiaries, and the Commodity Credit Corporation. 
Such activities included the construction and expansion of production facili
ties for the manufacture of war material, the procurement and stock-piling 
of strategic and critical materials, the operation of the Government's War 
Damage Insurance program, and other projects directly related to the war 
effort. 

The Reserve Banks disburse, by checks drawn on the Treasurer of the 
United States, the amounts of loans and other payments made by the Re
construction Finance Corporation, the Commodity Credit Corporation, and 
their various subsidiaries, and receive, examine, and hold the notes of the 
borrowers and other collateral. Payments of principal, interest, and com
mitment fees made in connection with such loans are received and applied 
by the Reserve Banks. 

Among the important disbursements effected by the Reserve Banks during 
the year in the above-mentioned capacities were those made for account of 
the Defense Plant Corporation, a subsidiary of the Reconstruction Finance 
Corporation, incident to the purchase of land, the building, expansion, and 
equipment of plants, and the purchase of materials. The Reserve Banks 
received, examined, and held documents in connection with such activities 
and collected and applied payments received on behalf of the Corporation. 

For the Defense Supplies Corporation, the Rubber Reserve Company, and 
the Metals Reserve Company, the Reserve Banks received, examined, and 
held documents incident to transactions and effected and received many 
payments in substantial amounts. These agencies, all of which are sub
sidiaries of the Reconstruction Finance Corporation, are primarily engaged 
in purchasing, holding, and selling strategic and critical materials and 
supplies which include a multitude of individual items. Similar services 
were performed by the Reserve Banks during the year for the account of the 
Commodity Credit Corporation, which acquires domestic and foreign agri-
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cultural commodities required by the United States and the Allied nations. 
Certain commodities so accumulated were transferred under lend-lease 
projects. 

In connection with the activities of the War Damage Corporation, a sub
sidiary of the Reconstruction Finance Corporation, the Reserve Banks re
ceived from the fire insurance and casualty companies handling such insurance 
statements regarding the insurance written by them and the premiums 
received therefor, less certain commissions and service fees. The Reserve 
Banks verified the computations, collected the remittances received from the 
insurance companies, and reported with respect thereto to the War Damage 
Corporation. Since July 1 9 ^ the War Damage Corporation has insured real 
and personal property against loss or damage resulting from enemy attack or 
action of our own armed forces in resisting enemy attack. 

Beginning in October the Reserve Banks effected payments for the Defense 
Supplies Corporation in connection with its program involving the acquisi
tion of new and used tires and tubes from consumers. Payments were made 
by check or by War Savings bonds or stamps to owners who did not make 
gifts of such tires and tubes. 

The Reserve Banks delivered large amounts of currency over-the-counter 
to authorized finance officers of the Army and Navy and made large currency 
shipments for payroll purposes direct to Army and Navy posts and also to 
banks in the vicinity of posts and military and naval construction projects. 

Foreign funds control and intergovernmental problems. As in 
1941, the "freezing" of foreign assets and the control of foreign transactions 
was an important war activity in 1941. The Federal Reserve Banks, as 
agents for the Foreign Funds Control in the Treasury, receive license applica
tions relating to transactions affecting the interests of "nationals" of blocked 
countries. Under general authorizations from the Treasury, the Reserve 
Banks act independently on most of these applications and refer only a small 
number to the Treasury Department with recommendations. 

Early in 1941 the Foreign Funds Control regulations were amended to 
require that all currency imported or otherwise brought into the United 
States (except from certain British countries and except for small exempted 
amounts carried by travellers) should be deposited with a Federal Reserve 
Bank and released only upon authorization by the Treasury. This measure 
was designed to prevent the liquidation in this country of dollar currency 
looted by the Axis in occupied areas, and to destroy so far as possible the 
markets for such currency abroad. Many foreign countries, in particular the 
Latin American republics, have lent their aid to this program by restricting 
or prohibiting transactions in dollar currency within their borders. 

The Federal Reserve Banks hold the gold reserves and most of the official 
funds maintained by foreign countries in the United States. Gold under 
earmark for foreign account at the Reserve Banks increased by 45 8 million 
dollars to 2.9674 million during 1942., while the deposits of foreign central 
banks and governments in the Reserve Banks were increased by xo million 
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to 792 million at the end of the year. A large proportion of these foreign 
assets were in "frozen" accounts which, though relatively inactive, required 
much attention from the Reserve Banks and the Board. It was necessary to 
obtain not only licenses for transactions in such accounts but also certification 
of the authority to operate many of the accounts pursuant to Section X5(b) 
of the Federal Reserve Act. On the other hand, some of the accounts which 
were not "frozen" were exceptionally active. The Reserve Banks rendered 
important service to Allied belligerent governments and their official missions 
in this country by handling their dollar disbursements for war supplies. 
They were also active in arranging for official remittances from the United 
States to foreign countries, particularly in connection with the maintenance 
abroad of American armed forces. 

The Reserve Banks continued their activities as agents of the Treasury in 
gold and silver transactions with foreigners. Silver imported in 1942., how
ever, was sold almost entirely to industrial consumers in the market rather 
than to the Treasury. The Federal Reserve Bank of New York carries out 
the operations of the Stabilization Fund in accordance with instructions from 
the Treasury. The Reserve Banks have also collected reports and main
tained the records of international capital movements and foreign exchange 
transactions compiled since 1934 in accordance with executive orders and 
Treasury regulations. Publication of these statistics was discontinued at 
the end of 1941, except for data showing the total capital movement dis
tributed by various types. 

Beginning in May the Federal Reserve Bank of New York, with the 
approval of the Board of Governors and in accordance with established prac
tice, made a series of small loans on gold to a foreign central bank. The 
highest amount outstanding during the year was 5 million dollars. The 
loans maturing in 1941 were repaid in full on their respective due dates; at 
the end of the year two loans amounting to 2.. 5 million dollars remained 
outstanding, maturing early in 1943. 

An innovation in the operations of the Federal Reserve Banks was the 
handling by the Federal Reserve Bank of San Francisco of the complicated 
property problems created by the large-scale war-time evacuation of all 
Japanese and persons of Japanese ancestry from military areas in the Twelfth 
Federal Reserve District. Pursuant to Executive Order No. 9066 issued by 
the President on February 19, and under the direction of the local military 
authorities, over 100,000 persons were evacuated. 

After conferring with the Board of Governors, the Secretary of the Treasury 
asked the Federal Reserve Bank of San Francisco, in its capacity as Fiscal 
Agent of the United States, to administer the property of evacuated persons, 
when the persons so desired, with the exception of agricultural property 
and equipment, which were placed under the jurisdiction of the Farm 
Security Administration. Early in March representatives of the Board, the 
Treasury Department, and the War Department met in San Francisco to 
confer with officials of the Reserve Bank, representatives of other civilian 
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agencies of the Government, and the military authorities to prepare for the 
task at hand. 

The San Francisco Reserve Bank offered the evacuees protection against 
fraud, forced sales, and unscrupulous creditors, and assisted them in arrang
ing for the administration or orderly liquidation of their business and other 
property interests. In order to provide ready accessibility, four principal 
offices outside Reserve Bank buildings were established in San Francisco, 
Los Angeles, Portland, and Seattle, and forty-nine field offices were estab
lished throughout the district. The offices were staffed with a group of 
men whose experience had been wide and varied, and in May 1941, at the 
peak of operations, 184 persons were engaged directly in the performance of 
duties of the Evacuee Property Department! 

ENLARGED RESPONSIBILITIES OF FEDERAL RESERVE BANK BRANCHES 

In order that the Federal Reserve might be in a better position to fulfill 
its war-time responsibilities, the Board of Governors initiated a movement 
to increase the services rendered by branches of the Federal Reserve Banks. 
The Board seeks to adjust the services of each branch to the increasing re
quirements of the territory it serves rather than to develop a uniform pattern 
of expansion for all branches. Although special attention is being given to 
increasing the war-time services of the branches, consideration is also being 
given to ways in which the public interest would be served by a decentraliza
tion of peace-time functions. The subject was discussed at the joint meeting 
of the Board and the Presidents of the Reserve Banks in March and the 
President of each Reserve Bank having one or more branches later came to 
Washington for consultation on plans for decentralizing activities within 
his district. 

Among the first steps taken in the general program was the expansion, with 
the approval of the Treasury Department, of the branch fiscal agency activi
ties, particularly those incident to the handling of War Savings bonds. 
While all of the Federal Reserve Bank branches had previously issued War 
Savings bonds, in many cases their operations in this connection had been 
limited to over-the-counter sales. These activities were expanded to include 
(1) the issuance of savings bonds for firms throughout the branch territories 
which are operating payroll savings plans without having qualified as 
issuing agents, and (2.) the maintenance and servicing of the consignment 
accounts of banks and others who have qualified as issuing agents. The 
branches are also handling Series F and G bonds and Tax Savings notes, and 
consideration is being given to an expansion of their activities in connection 
with market issues. 

There was also an expansion of branch activities in connection with war 
production loans, consumer credit control, and economic research. Wher
ever possible these services, as well as others of peculiar value to indi
vidual branch territories, were adapted to conditions prevailing in the 
localities where thev were offered. It is contemplated that the duties and 
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responsibilities of the Board of Directors of each branch will increase as 
the services of the branch expand. 

The program for increasing the responsibilities of branches also provides 
for strengthening their personnel. With the approval of the Board of 
Governors, for example, one Federal Reserve Bank which has greatly ex
panded the facilities of its branch has made the following changes with 
respect to personnel: It has appointed one of its vice presidents to serve as 
resident head of the branch. This officer will no longer serve as a member 
of the branch board, which has been reduced from seven to five members. 
The resident staff of the branch will be expanded to include a senior bank 
examiner, an attorney, and a research economist. Other Banks are con
sidering similar additions to personnel and changes in title of the heads of 
branches. 

The Board and the Federal Reserve Banks are planning for further de
velopment of branch activities in 1943. 

THE BANKING STRUCTURE AND BANK SUPERVISION 

In addition to handling an increasing volume of banking business, when 
the turnover of bank personnel was extremely high, the banks of the country 
in 1942. served war agencies, war plants, and military posts. They also sold 
a large volume of Government bonds and War Savings stamps. At the close 
of the year the banks were prepared to undertake the handling on a nation
wide basis of the ration banking plan which was being developed by the 
Office of Price Administration with the cooperation of banks and bank 
supervisory agencies. In view of the heavy demands that banks have been 
called upon to meet in connection with financing the war, many banks have 
taken steps to place their institutions in the best possible position to meet 
whatever conditions may develop during and after the war. They have 
endeavored to strengthen their position by restricting credit to productive 
purposes, by collecting nonessential loans and placing loans on an amor
tization basis where practicable, by confining new investments to higher 
grade securities, by disposing of less desirable assets as opportunities were 
afforded, and by curtailing dividends in order to build up strong capital 
structures. As a means of obtaining the benefits afforded by the Federal 
Reserve System, a number of State-chartered banks became members of the 
Federal Reserve System during the year. 

Bank supervisory agencies have cooperated with other agencies to further 
the control of inflation through the reduction of individual credit for non
productive purposes and credit for the accumulation of inventories of con
sumer goods and, wherever consistent with sound banking principles, to 
implement the financing of the war program, both private and governmental. 
These activities have been described in earlier sections of this report. 

Member and nonmember banks. The number of banking offices in the 
United States declined from 18,52.4 at the end of 1941 to 18,419 on Decem
ber 31, 1942.. This decline of 105 followed the trend of recent years, but was 
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somewhat larger than in the previous year. The number of banks decreased 
by 145 to 14,680, while the number of branches and additional offices in
creased by 40 to 3,739. 

As in past years, the net decrease in the number of banks was due princi
pally to consolidations and voluntary liquidations. There were nine banks 
suspended during the year, none of which was a member bank. Newly 
organized banks—12. in number—were fewer than in any other year of record. 

The net increase of 40 in the number of branches and additional offices was 
largely accounted for by the opening during 1941 of 33 new offices at various 
military reservations. A few of these offices were regularly authorized 
branches, but the majority were "banking facilities" established through 
arrangements made by the Treasury Department with banks designated as 
depositaries and financial agents of the Government. Apart from the 
offices at military reservations, there were 58 branches established during 
1941 and 51 discontinued, compared with 70 established and 37 discontinued 
in 1941. Approximately two-thirds of these 58 new branches were located 
outside the head-office city; 19 were de novo and 19 were conversions of 
existing banks into branches. 

Membership in the Federal Reserve System continued to increase in 1941— 
showing a net gain of 60 banks—despite the net decrease of 145 in the total 
number of banks. National banks—required by law to be members of the 
Federal Reserve System—declined by a net of 36, but State member banks 
showed a net increase of 96, including two newly organized State banks. 
This increase in the number of State member banks in 1942. was, however, 
somewhat below the increases of 1940 and 1941. The 6,679 member banks 
that were in operation on December 31, 1942-, accounted for 47 per cent of 
the number and about 88 per cent of the deposits of all commercial banks in 
the United States. 

Total deposits of the 104 previously operating State banks admitted to 
membership in 1941 (as shown by their first call reports filed as members) 
amounted to 865 million dollars, of which 614 million was accounted for 
by one bank in the New York district. Deposits of the remaining 103 banks 
ranged from $179,000 to $31,477,000. Admissions were distributed through
out the.twelve Federal Reserve districts, over two-thirds having been in 
four districts—Chicago, Cleveland, St. Louis, and Richmond. 

Par and nonpar banks. The Federal Reserve Act provides that no ex
change charges for the collection or payment of checks shall be made against 
the Federal Reserve Banks; consequently only checks on which no exchange 
is charged are collectible through the Reserve Banks. To facilitate collec
tions, there is maintained a "Federal Reserve Par List," comprising all 
member banks—which are required to remit at par for checks presented to 
them by the Reserve Banks—and nonmember banks that have agreed to pay 
without deduction of exchange charges such checks drawn upon them as are 
forwarded for payment by the Reserve Banks. 

At the end of 1941 there were 11,4x1 banks on the Federal Reserve par 
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list. This figure included the 6,679 member banks and 4,743 nonmember 
banks. The number of nonmember banks (other than mutual savings banks 
and banks on which no checks are drawn) not on the par list was i ,7 io . 

The number of banks on the par list declined by 12.1 during the year, as a 
result of mergers, voluntary liquidations, suspensions, and withdrawals from 
the list. There was also a net decrease of ±1 in the number of nonpar banks; 
but, as in other years, more of the banks that continued in existence through
out the year wi thdrew from the par list than were added to it. There were 
34 withdrawals as against 17 additions. Forty-eight nonpar banks went 
out of existence, but this decrease was partially offset by the organization of 
ten new nonpar banks. For several years the number of nonpar banks going 
out of existence has exceeded the number newly organized. 

At the end of the year nonpar banks were distributed by States as follows: 
Minnesota 411, Georgia z6o, Mississippi 171, Tennessee 167, Nebraska 159, 
Wisconsin 159, Alabama 1x9, Arkansas 12.9, North Carolina 117, South 
Carolina 116, Nor th Dakota 113, Iowa 111, Missouri i n , Louisiana 103, 
South Dakota 96, Texas 95, Florida 89, and twelve other States 154. 

Examination of Federal Reserve Banks. The Federal Reserve Banks 
and their twenty-four branches were examined during the year, by the 
Board's Division of Examinations, as required by law. 

Examination of State m e m b e r banks . State member banks are subject 
to examination at the direction of the Board of Governors or at the direction 
of the Federal Reserve Banks by examiners selected or approved by the Board 
of Governors. The policy was continued in 1941 of making at least one 
regular examination of each State member bank, including its trust depart
ment, during each calendar year by examiners for the Reserve Bank of the 
district in which the State member bank is situated, w i th additional exam
inations in special cases. As in previous years, in order to avoid duplication 
and to minimize inconvenience to the banks examined, wherever practicable 
joint examinations in cooperation wi th the State banking authorities or, 
by agreement w i th the State authorities alternate examinations, were made. 

In accordance wi th the practice of holding periodic conferences wi th repre
sentatives of the bank examination departments of the Reserve Banks, mem
bers of the Board of Governors and its staff met at the Federal Reserve Bank 
of Philadelphia for several days in September to confer wi th representatives 
of the bank examination departments of the twelve Federal Reserve Banks. 
The general theme of the conference was bank examination and other super
visory responsibilities under war-time conditions. Particular consideration 
was given to the effect of current and prospective post-war credit, monetary, 
and price factors on loan and investment policies. 

In line wi th the policy of having the bank examination and supervisory 
activities of the Federal Reserve Banks closely coordinated under general 
policies of the Board, representatives of the Board's Division of Examinations 
participated in several conferences of examiners at various Federal Reserve 
Banks. 
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During the year the Board, the Comptroller of the Currency, and the 
Federal Deposit Insurance Corporation, adopted a uniform inscription on 
their reports of examinations of banks for the purpose of further insuring the 
confidentiality of such reports. 

Bank holding companies. Bank holding companies, technically defined 
as "holding company affiliates," are required by law to obtain voting per
mits from the Board of Governors of the Federal Reserve System before stock 
of subsidiary member banks which the holding companies own or control 
may be voted. This requirement does not apply to the voting of stock of 
subsidiary banks which are not members of the Federal Reserve System, 
whether or not they are insured banks. In acting upon an application for 
a voting permit the Board is required by law to consider, among other 
things, the financial condition of the applicant and the general character of 
its management. The Board may, in its discretion, grant or withhold a 
voting permit, as the public interest may require. Regulation of bank hold
ing companies by the Board is effected through the specific statutory powers 
to grant, withhold, or revoke voting permits, and through agreements predi
cated upon the general statutory powers and responsibilities of the Board 
and required to be executed by the holding companies before obtaining vot
ing permits from the Board. The purpose of these statutes and agreements 
is that the holding companies and their subsidiaries, including member banks 
and nonmember banks, whether insured or uninsured, shall maintain sound 
financial condition and proper management policies and operating practices, 
including those involving inter-company transactions and relationships. 
Appropriate action was taken during the year in a number of cases with 
respect to various important matters in the regulation of bank holding com
panies. 

During the year the Board authorized the issuance of two general voting 
permits, i.e., permits unlimited as to time or matters which may be voted 
upon, and two limited voting permits, i.e., permits for limited periods of 
time and limited also as to subjects which could be voted upon. 

Under the authority of Section 301 of the Banking Act of 1935 the Board 
determined that six organizations were not engaged directly or indirectly as 
a business in holding the stock of, or managing or controlling, banks, bank
ing associations, savings banks or trust companies, and that, therefore, they 
were not holding company affiliates except for the purpose of Section 2.3 A of 
the Federal Reserve Act, which contains limitations on loans to affiliates 
and investments in or loans on their obligations by member banks. 

Trust powers of national banks. Under the provisions of Section n ( k ) 
of the Federal Reserve Act, the Board granted to eight national banks au
thority to exercise one or more trust powers. This number includes grants 
of one or more additional powers to two banks which previously had been 
granted certain trust powers. Trust powers of twelve national banks were 
terminated, eleven by voluntary liquidation and one by voluntary surrender. 
At the end of 1942., there were 1^2. national banks holding permits to exer
cise trust powers. Digitized for FRASER 
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Increased acceptance powers. The Board approved during the year the 
application of a national bank made pursuant to the provisions of Section 13 
of the Federal Reserve Act for permission to accept drafts and bills of ex
change up to an amount not exceeding at any one time, in the aggregate, 
100 per cent of its paid-up and unimpaired capital stock and surplus. 

Foreign branches and banking corporations. Foreign branch opera
tions of member banks were further restricted during the year by the expan
sion of Japanese military activities in the Far East, where five branches and 
offices suspended operations or were discontinued as a result of enemy occupa
tion or war developments. The German seizure of unoccupied France 
brought one branch of a member bank under enemy control. One foreign 
branch was established during the year under permission granted by the 
Board to a member bank pursuant to the provisions of Section 2.5 of the 
Federal Reserve Act, the branch being opened for business shortly after per
mission was granted. 

At the end of 1942., seven member banks were operating a total of 65 
branches or offices in 14 foreign countries or dependencies or possessions of 
the United States, exclusive of branches or offices in enemy or enemy occu
pied territory. Of the 65 branches and offices, four national banks were 
operating 60 and three State member banks were operating 5. The foreign 
branches were distributed geographically as follows: 

Latin America 

Argentina 10 
Brazil 4 
Chile x 
Colombia 3 
Cuba 16 
Mexico 1 
Panama 3 
Peru 1 
Uruguay 1 
Venezuela 1 

Far East 

India 1 

42. I England. 

U. S. Insular Possessions and 
Dependencies 

Canal Zone 4 
Puerto Rico 7 

Total. 65 

The head office of the one banking corporation in active operation, or
ganized under the provisions of Section 15(a) of the Federal Reserve Act 
and chartered by the Board to engage in international or foreign banking, 
was examined during the year by the Board's Division of Examinations. 
The institution's three branches in the Far East and its two French offices 
are in enemy occupied territory. 

There was no change during the year in the list of the four corporations 
organized under State law and operating under agreements with the Board 
pursuant to the provisions of Section 15 of the Federal Reserve Act relating 
to the investment by member banks in stocks of corporations engaged prin-Digitized for FRASER 
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cipally in international or foreign banking. One corporation operates a 
branch in England and one has an English fiduciary affiliate. The other two 
corporations have no foreign offices. 

RESEARCH AND ADVISORY SERVICES 

The Board continued its usual reporting services, modifying them to meet 
current changes in the economy and special problems growing out of the 
war. Work on several long-run research projects was advanced, and infor
mation and advice were contributed to many inter-departmental conferences 
and committees. As indicated in other parts of this report, there were fre
quent conferences between representatives of the Board and representatives 
of other Government agencies with respect to questions of public policy and 
procedure in war time. 

Early in 194Z the Board and the Federal Reserve Banks began the collec
tion and compilation of commercial bank figures on consumer instalment 
credit. The registration statements filed pursuant to the Board's Regulation 
W and the condition reports of member banks submitted regularly to the 
Board provide data of use in collating and standardizing the collection and 
presentation of other figures for consumer credit. For this reason and be
cause of the responsibility of the Board of Governors for the regulation of 
consumer credit, the collection of statistics in this field was centralized so 
far as practicable in the Reserve System. 

As part of the program the monthly series of consumer instalment loans 
held by commercial banks, previously compiled by the Consumer Credit 
Division of the American Bankers Association, was taken over by the Federal 
Reserve. Likewise the consumer credit statistics for personal finance com
panies, industrial banks, credit unions, and certain retail lines, formerly 
collected by the Bureau of Foreign and Domestic Commerce, were transferred 
to the Federal Reserve. The collection of credit data from department stores 
was extended and the collection of retail furniture statistics centralized in 
the System. In addition, at the request of the Board, the Bureau of the Cen
sus expanded the scope of the statistics it collects from sales finance com
panies. 

In October for the first time the Board released to the public two monthly 
series of commercial bank figures on consumer instalment credit. They 
show, by type of loan, the estimated amount of such loans outstanding each 
month and the volume made within the month. A description of the new 
series was published in the Federal Reserve Bulletin for October 1941. 

In order to obtain information on the nature of current bank lending and 
the extent to which banks are participating in financing war production, 
the Board of Governors and the Reserve Banks conducted a special survey 
of commercial and industrial loans made by member banks over the period 
April 16 to May 15, 1942., inclusive. The Board also undertook the compila
tion of a new index measuring monthly output of finished consumer goods 
in physical terms. The index will show the amount of output destined for 
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civilians and exclude that destined for the Government, including our 
military forces and Allies. At the request of the War Production Board some 
of the data prepared were made available to it in December before the pro
ject was complete. At various times during the year special studies of the 
Board's industrial production index were made in order to obtain a break
down between war and civilian activity and the results of these studies were 
published in the Federal Reserve Bulletin. At the request of the Statistical 
Division of the War Department, studies were made of the tonnage of manu
factured goods produced in 1941 and 1942.. Special analyses of department 
store sales and inventories were also made for war agencies. Some of the 
results of these studies have been published in the Federal Reserve Bulletin 
and others have been made available to Government agencies for their 
confidential use. 

In the course of the year the Board made substantial revisions in some of the 
reports required of banks. The year-end report of condition was reduced to 
half its former length, the report of earnings and dividends was revised and 
simplified, and the "bank debits" reports were changed from a weekly to a 
monthly basis. Besides reducing the number of reports, this last change 
improved the usefulness of the data by providing a series that eliminated 
wide weekly variations. 

The revisions in bank reporting reflect in part the changing emphasis 
brought about by the war, and in part further progress toward simplification 
and standardization of bank report forms by cooperative action of the three 
Federal supervisory agencies and the State banking authorities. The primary 
result is an improvement in currently available information regarding 
banking developments. An incidental result is an appreciable lightening 
of the clerical burden of the reporting banks and the Federal Reserve Banks. 
This has been of considerable importance, particularly since service in the 
armed forces has drawn off personnel while financing and other phases of 
the war program have greatly increased the volume of bank operations. 

The Board continued its study of post-war problems. Among the domes
tic problems being studied are: monetary and fiscal policies; investment po
tentialities of various fields, both public and private; overall surveys of public 
investment programs; and Federal-State-local taxation and fiscal relations. 
Close contact is maintained with other agencies working on related pro
grams, particularly with the Bureau of the Budget, the Treasury, the 
National Resources Planning Board, the Bureau of Labor Statistics, the 
National Housing Agency, the Department of Agriculture, and the Depart
ment of Commerce. 

During the latter part of 1941 an expanded program of research on regional 
economic problems was undertaken by the Federal Reserve System. Re
search departments have always been maintained at the twelve Federal Re
serve Banks in order to interpret local economic developments for the officials 
of the Banks and to provide the Board of Governors with information con
cerning developments in the various regions of the country. The work of 
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these departments has now been expanded, in cooperation with the Board's 
Division of Research and Statistics, to include more intensive study of the 
impact of war upon various strategic localities. The location of the Federal 
Reserve Banks and branches in important areas throughout the country and 
the inclusion on their directorates of local representatives of industry, trade, 
and agriculture, as well as finance, provide an unusually good opportunity 
for regional studies which may be used as the basis for the consideration of 
national economic problems. 

The projects undertaken include an analysis of the current situation in 
each important region and an appraisal of likely developments in the post
war period in order that these matters may be given proper consideration 
in the development of Federal Reserve policy. It is hoped that the results 
of this work will be of use also to Federal, State, and local government 
agencies and to private organizations and individuals concerned with the 
localities studied. In the conduct of these studies, the Board of Governors 
and the Federal Reserve Banks are cooperating to the fullest possible extent 
with other agencies doing similar work in order that duplication of effort 
may be avoided. 

International post-war studies are directed broadly to the problems of 
monetary and financial rehabilitation in reoccupied areas, exchange stabiliza
tion, international developmental loans, and the financing of world commod
ity surpluses in the post-war period. Other Government agencies with 
which the Board has been in contact in this field are the State Department, 
the Treasury Department, the Board of Economic Warfare, and the War 
Department. Shortly after the end of the year a special assignment of work 
by the military authorities necessitated an expansion of the Board's staff 
engaged in international studies. 

Special attention is being devoted to Canadian-United States economic 
relations, and members of the Board's staff are continuing to serve as Chair
man and Secretary of the United States Committee of the Joint Economic 
Committees of Canada and the United States. These committees study and 
report to their respective governments on the possibilities for more efficient 
use of the combined resources of the two countries in the production of war 
requirements and on ways of reducing the impact of post-war economic 
dislocations. In the latter part of 1942. joint work was started on a major 
planning project on the North Pacific area. War-time collaboration is 
rapidly expanding means of communication in the region embracing northern 
British Columbia, the Yukon Territory, and Alaska, and the development of 
this area will bring many problems calling for joint action by Canada and 
the United States. 

The American Technical Mission to Cuba, on which two members of the 
Board's staff serve with representatives of the Treasury Department and the 
Farm Credit Administration, submitted a report to the Cuban Government 
in April 1941, relating to a Cuban Central Bank and Stabilization Fund. 
The Cuban Government has drafted legislation to give effect to most of the 
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major recommendations of the report, and is seeking the approval of the 
Cuban Congress. The Mission has submitted reports dealing with the pro
posed legislation and has also been giying consideration to the problem of 
agricultural credit in Cuba. 

Services of the Board's library were greatly influenced by conditions 
brought about by the war. Reference questions increased in variety and 
complexity, some of them requiring intensive searching, and the field of 
study covered by those whom the library served widened considerably. 
Accessions to the library included literature on Latin American affairs, post
war planning and economic conditions of countries in the theatre of war, 
and with the addition of 1,971 cataloged items (books, pamphlets, and 
bound periodicals) the library collection reached a total of 36,643 volumes 
at the end of 1942.. Continuing suspension of publication and breakdown 
of facilities for delivery of foreign periodical literature created difficulties 
and gaps in files, and many arrangements for exchange of publications had 
to be temporarily cancelled. 

During 1942 distribution to the general public of the Board's publications 
and releases was substantially curtailed as a war-time economy measure and 
in cooperation with the policy of the Office of War Information. Distribu
tion was continued to Government departments and agencies which make use 
of the factual information developed by the Board. 

RESERVE BANK PERSONNEL 

Directorates. Directors of a Federal Reserve Bank are elected or ap
pointed for terms of three years. The Board of Directors of each Federal 
Reserve Bank consists of nine directors, three of whom are designated as 
Class A directors, three as Class B directors, and three as Class C directors. 
The six Class A and Class B directors are elected by the member banks of 
the district, while the three Class C directors are appointed by the Board of 
Governors of the Federal Reserve System. 

The Class A directors are chosen as representatives of the member banks 
and, as a matter of practice, are active officers of member banks. The Class 
B directors may not, under the law, be officers, directors, or employees of 
banks. At the time of their election they must be actively engaged in their 
district in commerce, agriculture, or some other industrial pursuit. 

The Class C directors may not, under the law, be officers, directors, em
ployees, or stockholders of banks. They are appointed by the Board of 
Governors as representatives not of any particular group or interest, but of 
the public interest as a whole. 

Federal Reserve Bank branches have either five or seven directors, of whom 
a majority are appointed by the Board of Directors of the parent Federal 
Reserve Bank and the others are appointed by the Board of Governors. 

In making selections of directors, the Board has endeavored to stress the 
public interest and bring to the boards men who can make an effective con
tribution to the public service. 
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A list of the directors of the Federal Reserve Banks and branches as of 
the close of the year is shown on pages 119-115. 

Appointments of directors. During the year the Board made the follow
ing appointments of directors to fill vacancies: 

On January 9, Albert M. Creighton, manufacturer, of Boston, was ap
pointed a Class C director of the Federal Reserve Bank of Boston and 
designated as Chairman and Federal Reserve Agent. 

On August 7, A. Z. Baker, President, Cleveland Union Stock Yards Com
pany, Cleveland, Ohio, was appointed a Class C director of the Federal 
Reserve Bank of Cleveland. 

On October 27, Harry R. Wellman, a member of the faculty of the Uni
versity of California where he is director of the Giannini Foundation of 
Agricultural Economics, was appointed a class C director of the Federal 
Reserve Bank of San Francisco. 

On November 14, Paul G. Hoffman, President of the Studebaker Cor
poration of South Bend, Indiana, was appointed a Class C director of the 
Federal Reserve Bank of Chicago. 

Frank J. Lewis resigned as Class C director and Chairman of the Federal 
Reserve Bank of Chicago as of July 1. On October 9, he was succeeded as 
Chairman by Simeon E. Leland, Chairman of the Department of Economics 
and Professor of Government Finance at the University of Chicago, who 
had previously served as Deputy Chairman. On the same date W. W. 
Waymack, Vice President and Editor of the editorial pages of the Des Moines 
Register-Tribune, Des Moines, Iowa, was appointed Deputy Chairman. 

On January 28, Jay Taylor of the Rafter O Cattle Company, Amarillo, 
Texas, who had previously served as Deputy Chairman, was appointed 
Chairman of the Federal Reserve Bank of Dallas. At the same time J. B. 
Cozzo of Womack and Cozzo (General Contractors), Dallas, Texas, was 
appointed Deputy Chairman, and Dolph C. Briscoe, stockraiser, Uvalde, 
Texas, who had been serving as a director of the San Antonio Branch, was 
appointed a Class C director of the Federal Reserve Bank of Dallas. 

On October Z7, R. B. Richardson, President of the Western Life Insurance 
Company of Helena, Montana, was appointed a director of the Helena 
Branch of the Federal Reserve Bank of Minneapolis. 

On November 5, Holman Cartwright, Twin Oaks Ranch, Dinero, Texas, 
was appointed a director of the San Antonio branch of the Federal Reserve 
Bank of Dallas. 

On November 19, Y. Frank Freeman, Vice President, Paramount Pictures 
Inc., Hollywood, California, was appointed a director of the Los Angeles 
Branch of the Federal Reserve Bank of San Francisco. 

On October 29, William H. Steen, stockman and farmer of Milton, Oregon, 
was appointed a director of the, Portland branch of the Federal Reserve Bank 
of San Francisco. 

Changes in Presidents and First Vice Presidents. Effective as of March 
31, 1941, R. A. Young resigned as President of the Federal Reserve Bank of 
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Boston and was succeeded on April i , i^\z by W. W. Paddock, who , in 
turn, was succeeded as First Vice President by William Willett, formerly 
Cashier of the Bank. The appointments of Messrs. Paddock and Willett 
were for the unexpired portion of the terms ending February 2.8, 1946. 

Expans ion in staff. During the year the great increase in activities of 
the Reserve Banks, particularly in connection wi th activities as fiscal agent 
for the Government, necessitated an increase in personnel. At the end of 
the year the total number of officers and employees was 19,971, as compared 
wi th 14,083 at the close of the previous year. Practically the entire increase 
consisted of women. During the year, 1,472. employees of the Reserve 
Banks left to enter the military service. 

RESERVE BANK OPERATIONS 

The greatest expansion in operations of the Federal Reserve Banks during 
1941 was in their Government services, as already indicated. The volume 
of currency and checks handled also increased substantially. Discounts for 
member banks increased somewhat over the low level of 1941, while indus
trial advances showed more substantial increases, reflecting war production 
loan activities to some extent. Figures for volume of operations in principal 
departments of the Reserve Banks are shown in Table 4 on page 6j. 

Dis t r ibut ion of net earnings . Current earnings, current expenses, and 
distribution of net earnings of the Federal Reserve Banks in 1942., compared 
wi th 1941, are shown in the accompanying table. Net earnings amounted to 
$11,470,000 in 1941, which was $3,333,000 more than in 1941. This increase 
resulted primarily from an increase in current earnings owing to larger 
holdings of Government securities. Other than increased expenses in fiscal 
agency operations, which are largely reimbursable, the expenses of the 
Federal Reserve Banks increased principally in the check collection depart
ment and in the currency function. 

EARNINGS, EXPENSES, AND DISTRIBUTION OF NET EARNINGS OF FEDERAL RESERVE 
BANKS IN 1942 AND 1941 

[In thousands of dollars] 

Item 

Current earnings 
Current expenses 

Current net earnings 

Net deductions from current net earnings 

Net earnings 

Paid U. S. Treasury (Section 13b) 
Dividends paid 
Transferred to surplus (Section 13b) 
Transferred to surplus (Section 7) 

Total 

Transferred from surplus (Section 7) to reserve for contingencies 

1942 

52,663 
38,624 

14,039 
1,569 

12,470 

198 
8,669 

49 
3,554 

12,470 

647 

41,380 
32,963 

8,417 
*720 

9,137 

141 
8,430 

- 4 
570 

9,137 

* Net additions. 
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Net earnings were distributed as follows: Dividends to member banks, 
paid in accordance with the provisions of the Federal Reserve Act, $8,669,000; 
payments to the Secretary of the Treasury under provisions of Section 13b 
of the Federal Reserve Act relating to industrial advances, $198,000; and net 
additions to surplus accounts, $3,603,000. Of this total $647,000 was trans
ferred to reserves for contingencies. 

Detailed statements of earnings, expenses, and distribution of net earnings 
for the System and for each Federal Reserve Bank are given in Table 5 on 
pages 68-69. 

Average daily holdings of bills and securities by Federal Reserve Banks 
during the last four years and average rates of earnings thereon are shown 
in the accompanying table. 

EARNINGS ON BILLS AND SECURITIES 
[Amounts in thousands of dollars] 

I t em and year 

Dai ly average holdings: 
1939 
1940 
1941 
1942 

Earn ings : 
1939 
1940 
1941 
1942 

Average ra te of earnings (per 
cen t ) : 

1939 
1940 
1941 
1942 

Total 

2,602,590 
2,429,984 
2,200,491 
3,209,649 

37,581 
42,677 
40,607 
51,943 

1.44 
1.76 
1.85 
1.62 

Bills 
discounted 

5,103 
4,046 
4,681 
6,610 

61 
51 
56 
65 

1.20 
1.26 
1.20 
0.98 

Bills bought 
in open marke t 

440 

2 

.53 

U. S. Govt, 
securities 
direct and 

guaranteed 

2,584,268 
2,416,761 
2,187,030 
3,191,259 

36,903 
42,174 
40,152 
51,404 

1.43 
1.75 
1.84 
1.61 

Indus t r i a l 
advances 

12,779 
9,177 
8,780 

11,780 

615 
452 
399 
474 

4.81 
4.93 
4.54 
4.03 

Federal Reserve Bank notes. As a part of the program of the Govern
ment to conserve both labor and materials during the war period, the Board 
of Governors, after consultation with the Treasury Department, authorized 
the Federal Reserve Banks to utilize the existing stock of currency printed 
in the early thirties known as "Federal Reserve Bank notes." The stock of 
these notes, which is in $5, $10, $2.0, $50, and $100 denominations, amounted 
to approximately 660 million dollars. By making this stock of unissued 
paper currency available for use, as needed, it is estimated that more than 
$300,000 will be saved in the cost of printing new currency. In terms of 
labor and materials, there would be a saving of 1x5,000 man hours in printing 
alone, and of 45 tons of paper in addition to a substantial saving of nylon and 
ink. No Federal Reserve Bank notes have been printed since 1933 and the 
Board of Governors has no plans for the printing of additional stocks of 
such notes. Federal Reserve Bank notes may not be issued after the Presi
dent declares that the emergency recognized by his Proclamation of March 6, 
1933, no longer exists. 

Federal Reserve note clearing. Section 16 of the Federal Reserve Act 
provides that, whenever Federal Reserve notes issued through one Federal Digitized for FRASER 
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Reserve Bank are received by another Frederal Reserve Bank, they shall 
promptly be returned to the issuing Bank or, if unfit for further circulation, 
forwarded to Washington for retirement. In accordance with this provision 
of the law, frequent shipments of Federal Preserve notes are made to the is
suing Federal Reserve Banks and to Washington. Balances between the 
Federal Reserve Banks arising from these shipments of notes are settled daily 
through the Interdistrict Settlement Fund. 

Since February i9xx the Board of Governors has conducted a separate 
Federal Reserve note clearing on an immediate credit basis, necessitating a 
daily exchange of wires between each Federal Reserve Bank and the Board. 
During 1942. a plan was worked out whereby the separate Federal Reserve 
note clearing would be discontinued, and effective March 15, 1943, the new 
plan was put into effect. 

Under the new arrangement amounts due to other Federal Reserve Banks, 
arising from these shipments, are included with credits for checks and other 
collection items settled daily through the Interdistrict Settlement Fund. 
It was estimated that the new procedure would eliminate about n,ooo 
telegrams annually. 

Ration banking plan. During the last half of 194Z the Board of 
Governors and the Federal Reserve Banks participated, together with the 
Office of the Comptroller of the Currency, the Federal Deposit Insurance 
Corporation, State bank supervisory authorities, and the American Bankers 
Association, in working out details of the ration banking plan developed by 
the Office of Price Administration. The plan was tried out on an experi
mental basis in the latter part of 1942. in 33 banking offices in the Albany-
Troy-Schenectady area of New York. Beginning January zy9

 J943> it was 
put into operation on a nation-wide basis, utilizing the facilities of the 
Federal Reserve Banks and branches for clearing out-of-town ration checks 
received by banks participating in the plan. 

The ration banking records of banking institutions are subject to inspection 
by the Federal or State banking agencies having supervision over the par
ticipating banks. After numerous conferences, members of the examining 
divisions of the Board of Governors, the Office of the Comptroller of the 
Currency, and the Federal Deposit Insurance Corporation have developed a 
procedure to be followed in checking ration banking records during the 
course of regular examinations of banks under their respective supervision. 

Foreign accounts in Reserve Banks. The Board's Annual Report for 
1941 refers to legislation recommended by the State Department, the Treasury 
Department, and the Board of Governors, which made it clear that Federal 
Reserve Banks might open and maintain banking accounts for foreign banks 
or bankers or for foreign governments without having to establish accounts 
with such foreign banks, bankers or governments, or to appoint them as 
correspondents or agents of the Reserve Banks, and which also provided a 
procedure whereby the Reserve Banks and insured banks might safely make 
payments from the accounts of foreign governments or foreign central banks 
in cases where there may be differences of opinion as to who is entitled to Digitized for FRASER 
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order such payments. Beginning September z, 194Z, the Board changed 
the form of the published weekly statement to indicate the participation of 
the several Reserve Banks in such accounts. In line with its duty of exer
cising special supervision over Reserve Bank foreign relationships and 
transactions and at the request of the Presidents Conference of the several 
Reserve Banks, the Board is in the process of clarifying the rights and duties 
of Reserve Banks participating in such accounts by appropriate revision of 
its regulations. 

Adoption of self-insurance plan. For a number of years representatives 
of the Board of Governors and the Federal Reserve Banks have had under 
consideration the possibility of substituting self-insurance for purchased 
insurance on certain risks of the Federal Reserve Banks. During the year 
194Z a plan of limited self-insurance was adopted, which became effective 
March 1, 1943. Under the agreement adopted by all the Reserve Banks, 
self-insurance is provided on losses in excess of coverage provided by pur
chased insurance and on losses of the kinds not covered by purchased in
surance, because of war risk and other exclusion clauses of the policies. 

An insurance committee, consisting of a representative from each Federal 
Reserve Bank, will administer the plan and continue to study the problems 
involved in the extension of the self-insurance features. 

Retirement System. Near the end of 1941 a special committee was ap
pointed by the Conference of Presidents of the Federal Reserve Banks to re
view the operation of the Retirement System of the Federal Reserve Banks 
with a view to determining what changes, if any, should be made, par
ticularly as regards the benefits provided. This committee continued its 
study of the Retirement System throughout the year 194Z and shortly after 
the close of the year submitted proposals designed to increase the retirement 
allowances provided by the Retirement System for the lower paid employees. 
In the meantime the amendment of January 2.4, 194Z, to the Civil Service 
Retirement Act, providing more liberal retirement allowances and extending 
the coverage of the Civil Service Retirement Act, made it necessary to re
consider retirement benefits for the employees of the Board of Governors. 
A study is now being made of this subject. 

Another respect in which a revision of the Retirement System became 
necessary was the basic interest rate underlying the payments and benefits. 
In view of the low level of interest rates which has prevailed since the 
inauguration of the system the rate on which the calculations were based 
had to be revised downward. 

Building operations. The new banking quarters of the Charlotte 
Branch of the Federal Reserve Bank of Richmond were completed and oc
cupied in January 1941. The building was started early in 1941, and although 
most necessary materials were contracted for before the Defense Program 
was fully developed, many substitute materials were finally used in the 
construction, and the installation of air-conditioning equipment was in
definitely postponed. In March 1941 the Federal Reserve Bank of Atlanta 
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purchased a lot adjoining the Jacksonville Branch Building, for possible 
future expansion. 

All Federal Reserve Banks and their branches, except the Cincinnati, 
Portland, and Seattle Branches are now housed in buildings owned by the 
Banks. As noted elsewhere, several of the Federal Reserve Banks and 
branches found it necessary to rent outside space to accommodate the in
creasing volume of operations, particularly in connection with fiscal agency 
functions. 

BOARD OF GOVERNORS—STAFF AND EXPENDITURES 

Reappointment of Board members. On January 15, the reappointment 
by President Roosevelt of Ronald Ransom as a member of the Board of 
Governors was confirmed by the Senate. Mr. Ransom has served as a mem
ber of the Board since February 3, 1936, and his new appointment is for a 
term of fourteen years from February 1, 1941. Governor Ransom continues 
to serve as Vice Chairman of the Board under a designation by the President 
which will expire on August 5, 1944. 

On February 17, President Roosevelt nominated R. M. Evans as a member 
of the Board of Governors for the unexpired portion of a term of fourteen 
years from February 1, 1940, to fill the vacancy made by the resignation of 
Chester Davis on April 15, 1941. The nomination was approved by the 
Senate on March 9, 1941, and Mr. Evans assumed his duties on March 14. 

Creation of War Loans Committee. On March 2.6, 1941, the Board of 
Governors designated three of its members to serve as a War Loans Commit
tee for the purpose of assisting in the supervision of the activities of the 
Federal Reserve Banks under the President's Executive Order No. 91 iz. 
To assist the Committee in its work, the Office of Administrator for War 
Loans Committee was created on April 6 and Kenton R. Cravens, on leave of 
absence from the Cleveland Trust Company, was appointed as Administrator. 
Upon Mr. Cravens' return to the Cleveland Trust Company in October, Mr. 
Smead, Chief of the Board's Division of Bank Operations, was made Acting 
Administrator. Effective June 16, Gardner L. Boothe, II, was designated 
Assistant Administrator. 

Changes in Board staff. Effective July 1 the Board created in its staff 
a Division of Personnel Administration, in which is centralized the personnel 
work of the Board pertaining both to its own organization and to such 
personnel matters at the Federal Reserve Banks as come before the Board. 
Robert F. Leonard, formerly Assistant Chief of the Division of Examinations, 
was appointed Director of the new division. 

The Board and the Federal Reserve Banks have been keenly interested in 
the development of able leadership and efficient management in the Federal 
Reserve System. As one phase of the activity in that direction, in 1941 the 
Conference of the Chairmen of the Federal Reserve Banks proposed that a 
committee consisting of a member of the Board of Governors, a chairman 
of a Federal Reserve Bank, and a president of a Federal Reserve Bank, be 
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appointed to make a study of the whole question. Such a committee was 
appointed and results of a survey made under the direction of the committee 
were reported to the Conferences of Chairmen and of Presidents at meetings 
held in 1942.. The Conference of Presidents also established a Standing 
Committee on Executive Development. One of the important functions of 
the Board's Division of Personnel Administration is to assist in furthering 
the purposes of the program. 

William B. Pollard, formerly an examiner in the Board's Division of Exam
inations, was appointed Assistant Chief of the Division effective July 1. 

On August 10, J. P. Dreibelbis, formerly Assistant General Counsel, was 
designated General Attorney, and George B. Vest and B. Magruder Wing-
field, formerly Assistant General Counsels, were designated Assistant General 
Attorneys. 

On February 16, Walter R. Stark became an Assistant Director of the 
Board's Division of Research and Statistics. Since October 19 Mr. Stark has 
been assigned to James F. Byrnes, Director of the Office of Economic Stabili
zation, to assist him in the handling of economic problems. 

During the year there was a net reduction of 33 in the number of employees 
on the Board's staff. On December 31, 1942., the Board's employees, ex
clusive of those on military leave or on leave wi thout pay, numbered 411, 
of whom 117 were men and 105 were women. At the end of the year 49 of 
the Board's permanent employees were on military leave. In addition, 13 
of the employees who had received temporary appointments had resigned 
to enter military service. 

The voluntary payroll deduction plan for purchase of War Savings bonds at 
the Board of Governors showed great progress in 194Z both in number of 
employees participating and in percentage of total salaries authorized to be 
deducted. Beginning in October, the Board's personnel, which had been 
participating 100 per cent in the payroll savings plan since June, exceeded 
the 10 per cent goal established by the Secretary of the Treasury. The ratio 
of deductions to salaries in the Board's plan at the end of the year had 
increased to 11.3 per cent. 

Board expenditures. The total cost of conducting the work of the Board 
during the year 1941 was $1,708,893.81. Details are shown in Table 8 on 
pages 71-73. For the general expenses of the Board two assessments were 
levied against the Federal Reserve Banks aggregating $1,746,32.6.00, or 
about one-half of one per cent of their average paid-in capital and surplus 
for the year. 

Under an arrangement wi th the Federal Reserve Bank of Philadelphia, 
the accounts of the Board for the year 1941 were audited by the Auditor of 
the Federal Reserve Bank of Philadelphia, w h o certified them to be correct. 

FEDERAL RESERVE MEETINGS 

The Federal Open Market Committee, which under the law is charged 
wi th the responsibility for the determination of the System's open-mar*ket 
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policies, met in Washington on February z8-March z, May 8, June zz, 
August 3, September Z8-Z9, and December 14, 1942., and the executive 
committee of the full Committee met from time to time during the year. 
A record of actions taken by the Committee on questions of policy relating 
to open-market operations is published on pages 103-111 of this report. 

The Chairmen of the Federal Reserve Banks met with the Board of Gover
nors on January 2.6 and October 5, 1941. In addition, the executive com
mittee of the Chairmen's Conference met from time to time to discuss 
matters of interest to the Conference and to prepare for its meetings. 

The Conference of Presidents of the Federal Reserve Banks held meetings 
on February 2.-3, February 2.8-March 2., May 8, June 2.2.-2.3, anc^ September 
Z5-27 , 1942.. 

Meetings of the Federal Advisory Council were held on February 15-16, 
May 17-18, September 13-14, and November 15-16, 1942.. The Executive 
Committee of the Council met on March iz, April 9, June 3, July 1, August 
5, and October 7, 194Z. The Board of Governors met with the Council or 
its executive committee on each of these occasions. The Council is required 
by law to meet in Washington at least four times each year and is authorized 
by the Federal Reserve Act to consult with and advise the Board on all 
matters within the jurisdiction of the Board. 

AMENDMENTS TO THE FEDERAL RESERVE ACT AND REPORTS TO CONGRESS 

The Federal Reserve Act was amended in several respects during i94z-
Some of the changes were primarily designed to facilitate action by the Fed
eral Reserve System in aiding the financing of the war. 

Purchases of Government obligations by Reserve Banks directly from 
United States. Title IV of the "Second War Powers Act, 194Z" approved 
March 27, amended Section 14(b) of the Federal Reserve Act so as to authorize 
the purchase or sale by the Federal Reserve Banks either in the open market 
or directly from or to the United States, of bonds, notes, or other obligations 
which are direct obligations of the United States, or which are fully guaran
teed as to principal and interest. However, the aggregate acquired directly 
from the United States and held at any one time by the twelve Reserve Banks 
is limited to an amount not exceeding 5 billion dollars and the period during 
which the amendment shall remain in effect will expire on December 31, 
1944, or such earlier date as the President or Congress by concurrent resolu
tion may designate. 

Taxation of dividends on Federal Reserve Bank stock. The third para
graph of Section 7 of the Federal Reserve Act, which exempts from Federal 
taxation income derived from Federal Reserve Bank stock, was in effect 
amended by Section 6 of an Act of Congress, approved March z8, 194Z, so 
as to remove such exemption from shares issued on or after that date. 

Nonmember banks as depositaries of United States. The second para
graph of Section 15 of the Federal Reserve Act, which provides that Govern
ment funds shall not be deposited in any bank not belonging to the Federal 
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Reserve System, was in effect amended by Section 10 of an Act of Congress, 
approved June n , 1942., authorizing the Secretary of the Treasury to desig
nate any insured bank as a depositary of public money and repealing all acts 
in conflict therewith. 

Membership of Federal Open Market Committee. By an Act of Con
gress, approved July 7, 1942., subsection (a) of Section 12.A of the Federal 
Reserve Act was amended to provide for a regrouping of the Federal Reserve 
Banks for the purpose of electing representative members of the Federal 
Open Market Committee (which is composed of the members of the Board 
of Governors and five representatives of the Federal Reserve Banks). Under 
the law as amended one member of the Committee is elected annually by the 
directors of the Reserve Banks in each of the following groups: (1) New 
York, (2.) Boston, Philadelphia, and Richmond, (3) Cleveland and Chicago, 
(4) Atlanta, Dallas, and St. Louis, and (5) Minneapolis, Kansas City, and 
San Francisco. This arrangement makes provision for continuous representa
tion of the Federal Reserve Bank of New York on the Federal Open Market 
Committee. This is for the reason that the New York Bank is in the prin
cipal capital market and acts as the agent for the Federal Open Market Com
mittee in the operation of the System open-market account. The amendment 
also made it clear that no one except a president or first vice president of a 
Federal Reserve Bank can represent a Federal Reserve Bank on the Com
mittee. 

Reserves required of member banks. The Act of Congress approved 
July 7, 1942., amended the sixth paragraph of Section 19 of the Federal Re
serve Act so as to authorize the Board of Governors to change the reserve 
requirements of member banks in central reserve cities, within the limita
tions of the present law, without necessarily making a change in reserve 
requirements of member banks in reserve cities. 

Loans or dividends while reserves deficient. The Act of Congress 
approved July 7, 1942., amended the ninth paragraph of Section 19 of the 
Federal Reserve Act by repealing the provision which prohibits member 
banks from making new loans or paying dividends while their reserves are 
deficient. 

Reports to Congress. At the request of Committees of Congress, the 
Board submitted reports on proposed legislation affecting the application of 
the Securities Act to banks and holding company affiliates of banks, enlarging 
the field of the Home Loan Bank System, authorizing national banks to re
imburse directors, officers, and employees for certain litigation expenses, 
requiring the publication of reports of insured banks at the location of their 
branches, reallocating representation on the Federal Open Market Commit
tee, liberalizing the Board's powers with respect to reserve requirements, 
and amending the prohibition upon making loans or paying dividends while 
reserves are deficient. 
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CHANGES IN REGULATIONS OF THE: BOARD OF GOVERNORS 

Most of the changes in the Board's regulations during the year 1941 
were directly related to the credit and monetary problems arising out of the 
prosecution of the war. In addition to the issuance of Regulation V and 
the amendments to Regulation W described in other sections of this report, 
the following changes were made: 

Regulation A, relating to discounts for and advances to member banks by 
Federal Reserve Banks, was amended by removing the requirement of ne
gotiability with respect to any note, draft, or bill of exchange evidencing 
a loan which is in whole or in part the subject of a guarantee or commitment 
by the War or Navy Department or the Maritime Commission pursuant to 
Executive Order No. 9111. Regulation A was also amended to clarify the 
authorization in Section 13 of the Federal Reserve Act to Federal Reserve 
Banks to make advances to their member banks for periods not exceeding 
90 days on their promissory notes secured by direct obligations of the United 
States. 

The Board likewise made several clarifying and technical changes 
in its Regulation S, relating to loans by Federal Reserve Banks to industry 
and business, in order further to facilitate the participation by the Reserve 
Banks in the program of war financing. 

The Board's Regulation D relating to reserves of member banks was 
amended in a number of respects during the year. Additional funds were re
leased to member banks in central reserve cities by three successive amend
ments to the Supplement which reduced the amount of reserves required 
against demand deposits by member banks in those cities in three steps from 
2.6 per cent to zo per cent. By another amendment member banks in central 
reserve and reserve cities were required to compute reserves on a weekly basis 
instead of semi-weekly as previously. In conformity with the amendments 
to Section 19 of the Federal Reserve Act, the Regulation was also amended 
by removing the prohibition against member banks' making loans while re
serves are deficient and removing directors' liability for losses on loans made 
and dividends paid under those circumstances. A provision was also in
serted in the Regulation, similar to a provision already appearing in Regula
tion J, to the effect that a Federal Reserve Bank in its discretion may refuse 
to permit the withdrawal or other use of credit given for any item for which 
it has not yet received payment in finally collected funds. 

The effective dates of the amendments made in 1942. were as follows: 

Regulation A March zo, September 18 
Regulation D February z8, July 14, August 10, 

September 14, October 3 
Regulation S April 30 
Regulation V Issued effective April 6 
Regulation W March Z3, May 6, July z, July 2.7, 

August iz, October 2.6 
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ANNUAL REPORT OF THE BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

During 1943 the enormous output of the American economy became a
decisive factor in the progress of war toward victory. This demonstration
of the nation's ability to organize effectively for a national purpose raises
hopes that the country will be able also to meet successfully the problems of
readjusting to a peacetime economy and of maintaining a high level of output
and continuous employment.

To finance the war effort the United States Treasury in 1943 expended 85
billion dollars. Total expenditures, including those for nonwar purposes,
were 91 billion; net receipts, largely taxes, were 35 billion. War expendi-
tures are determined by the maximum the nation can accomplish in the war
effort and, after the amount to be obtained through taxation has been de-
cided by Congress, the remainder has to be borrowed. The task of financial
authorities is to make certain that the funds which have to be borrowed are
raised promptly and smoothly on terms advantageous to the public interest,
and that they exert a minimum of inflationary pressure on the economy.

At the time the United States entered the war in December 1941, the Board
of Governors issued a statement to the effect that the Federal Reserve System
was prepared to use its powers to assure at all times an ample supply of funds
for financing the war effort and to exert its influence toward maintaining
conditions in the United States Government security market satisfactory
from the standpoint of the Government's requirements. In discharging this
responsibility during 1943 the System engaged in open-market operations to
maintain stable conditions in the Government security market at interest
rates in harmony with a pattern agreed upon with the Treasury. From time
to time it provided such additional reserves as the banks needed in order to
purchase Government issues that were not absorbed by other investors, and
in other ways did everything in its power to assure the success of war financ-
ing. It also continued and expanded its work in connection with war pro-
duction loans guaranteed Jby the War and Navy Departments and the Mari-
time Commission. The Federal Reserve authorities did what they could to
help raise war funds as far as possible from investors other than banks, thus
diminishing the inflationary pressure resulting from the purchase of Govern-
ment securities by banks throughout the year. They actively cooperated
with the Treasury by consulting on financing policies to be pursued and by
assisting in every other way in carrying out the war financing program.

In the aggregate the interest-bearing direct and guaranteed debt increased
by 57 billion dollars during the year, of which 2.5 billion was taken by the
banking system and 3Z billion by nonbanking investors. A total of 2.7
million persons participated in pay roll savings plans and holdings of savings
bonds of all kinds increased by 12. billion dollars. While these figures are
large, an increase in participation by individuals in financing the war, with
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less dependence on bank purchases of Government securities, should continue
to be the objective of the war finance program.

In the course of the year the Federal Reserve System increased its holdings
of Government securities by 5.4 billion dollars. These purchases, which
were made at different times in accordance with current market requirements,
provided the banks with the major part of the reserves needed to offset
an increase of 5 billion dollars in the demand for currency, a loss of gold and
a growth in foreign balances at the Reserve Banks aggregating 1.5 billion,
and an increase of 0.6 billion in required reserves at member banks.

The relatively small increase in required reserves, in the face of a large
growth of bank deposits, was due to the enactment of legislation during the
year, at the Board's recommendation, which exempted war loan deposits
from reserve requirements for the duration of the war emergency. The large
growth of money in circulation, which is common to all countries engaged
in the war, reflected principally the effects of growth in incomes together
with dislocations of populations resulting from the war.

Industrial output, which had expanded rapidly in the preceding two years,
grew further in 1943 and was far larger than in any previous year. Growth
of production was entirely in war industries, but civilian consumption in the
aggregate remained close to the high levels of 1941 and 1941, indicating that
American industry was able to meet the challenge of a global war without
depriving the civilian population of goods and services required to keep up
health and morale. The high level of civilian consumption reflected the fact
that along with the growth of production there has been a wider distribution
of income and a marked rise of consumption at lower income levels. Not-
withstanding greatly increased taxes, incomes of individuals were far in
excess of supplies of goods and services available to civilians. This current
surplus of purchasing power, and the exceptional accumulation of liquid
assets held by individuals, increased the difficulty of enforcing rationing,
price, and manpower controls.

During the year liquid funds held by corporations and individuals showed
a large increase. Deposits at all banks increased by 18 billion dollars and
currency holdings outside of banks by 5 billion. The large volume of cash
resources, together with savings which the public has invested in Govern-
ment securities, is a source of inflationary danger, but at the same time it
forms a backlog of buying power which if properly used should be a powerful
safeguard against postwar deflation.

With the growth in military personnel and the expansion of war work,
organization and distribution of manpower became the principal problems
to be overcome in obtaining further increases in production. Recruitment
of additional manpower became increasingly difficult and made it apparent
that the anticipated expansion in war production during 1944 would have to
be achieved principally by more effective utilization of the manpower al-
ready available. Shortages of materials and productive facilities, however,
which had been acute in 1942. and the early part of 1943, had been eased
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considerably by increased supplies, by the completion of many construction
projects, and by reduced requirements for certain war products.

Wholesale prices advanced 37 per cent from the beginning of the war to
the end of 1943 and the rise in the cost of living for the same period was 2.5
per cent, according to official indexes. Pressures on the price and wage
structures, which have been formidable and are increasing, are a serious
threat to economic stability. To combat this danger now and in the period
immediately following the war, there is need for an adequate further increase
in taxation, for firmness in holding the line against price and wage advances,
and for resistance all along the domestic front to pressures exerted by groups
representing special interests rather than the public welfare.

After the war this country, on the basis of its resources and the war-
stimulated expansion of its industrial capacity, will have an opportunity
to enter upon an era of high and rising national income and sustained pros-
perity for all its people. To achieve this objective the country must avoid
the danger of inflation, with its aftermath of economic collapse. Aside
from maintaining wartime regulations during the transition period, nothing
would contribute more to this end than rapid conversion of our industrial
plant to assure a prompt resumption of the flow of goods to civilians, and
planned redirection into other occupations of manpower released from war
activities.

Adequate financial machinery, both for equity investment and credit of all
types, to meet the capital and current financial requirements of reconversion,
and the maintenance of stable and relatively low long-term interest rates to
encourage enterprise, should form a vital part of a postwar program. Long-
term policy in regard to governmental investment in public works and the
volume of tax levies should be flexible, with outlays increasing and taxes
declining when business activity shows signs of slackening, and taxes rising
and public works slowing down when consumer and capital demands begin
to press against productive capacity. Sustained prosperity in this country
would result in an upswing of international trade and would contribute
greatly to world reconstruction from the ravages of war and to general im-
provement of economic conditions throughout the world.

Economic, fiscal, and monetary policy, private and public, during and
after the war, must seek to prevent the surplus income and surplus cash
created by the war from resulting in inflation. In the critical postwar
period ways must be found to promote full employment and stable prosperity
by utilizing the people's abundant liquid resources and the expanded produc-
tive capacity of the country.

FULL PRODUCTION FOR WAR

Expansion of economic activity, which Had proceeded at a rapid rate since
the inauguration of the war program in the middle of 1940, slackened during
1943. Raw materials for war production were obtained in greater supply
than in previous years and many additional manufacturing facilities were
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completed. While resources and manpower were more fully utilized than
in 1942. and output of goods and services was in record volume, the reduction
in the size of the labor force limited the increase in output, especially in the
latter part of the year.

The armed services increased their strength by about 3.5 million persons
during 1943. Employment in war industries continued to rise and manpower
controls were established and extended to direct workers to essential jobs,
eliminate labor hoarding, and minimize job-shopping for higher wages.
Total employment outside of the armed forces declined in 1943 by about 2.
million persons. A large share of this decline occurred in the construction
industry, where activity was sharply reduced as military installations and
new industrial facilities for the war program were largely completed. Em-
ployment on farms declined but total agricultural production increased some-
what further to a level x8 per cent higher than the 1935-39 average. Crop
yields in the 1943 season were smaller than the record volume of 1942. but
there was a continued large increase in output of livestock products.

Transportation of freight and passengers increased to new record levels,
reflecting the large amount of agricultural and industrial production and
continued restrictions on the use of automobiles for private purposes. Ocean
shipping facilities improved considerably in 1943 owing to an exceptionally
large volume of new ship construction and a marked decline in shipping
losses. Exports, chiefly lend-lease aid to our Allies, totaled 12..7 billion
dollars for the year, which was 58 per cent larger than in 1942. and 5 5 per cent
larger than the value of goods exported in 19x0, the previous high year.
Shipments to the armed forces abroad, not included in these figures, rose
rapidly. Improvement in shipping also resulted in larger supplies of im-
ported materials. Value of imports in 1943 was Z3 per cent larger than in
1942.. In physical volume, however, imports were not as large as in prewar
days, especially imports of goods for civilian use.

Total output of the economy in current prices amounted to 187 billion
dollars, compared with 152. billion in the next highest year, 1942., and 89
billion in the prewar year of 1939. This increase is enormous, even after
allowance for price advances. Of the total for 1943, close to one-half repre-
sented output for war purposes. At factories and mines, where war produc-
tion is concentrated, output in December was Z41 per cent of the 1935-39
average as compared with 1x3 at the end of 1942.. After the early part of
1943 output for war increased at a slower rate and output of manufactures and
minerals for civilian use showed little change. Throughout the year the
bulk of the increase in output continued to be in the industrial sector of the
economy.

Production for armed services. The further large shift of industrial
activity in 1943 to output for war purposes is shown on the chart; in 1943
such production represented about 67 per cent of the total, compared with 54
per cent in the preceding year. In 1943 probably about one-half of the output
for war purposes was accounted for by production of planes, ships, combat
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vehicles, and ordnance. Most of this production had required considerable
conversion of manufacturing facilities and large expansions, often of special-
ized character. The remaining half of industrial production for war was
composed of supplies used in producing munitions and of food, clothing,
and the like for the armed services and lend-lease export.
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By the end of 1943 production rates for a number of war products were
either close to or had passed their peaks. On the other hand, output of
aircraft and certain other war products was scheduled to show further large
increases in 1944. As a result of the leveling off of the production of heavy
war products (including merchant ships), the reduction in construction
activity, further increases in metal production, better controls over con-
sumption, and cutbacks in parts of the war program, the metal supply situa-
tion by the end of 1943 was no longer a limiting factor in war production.
Increased efficiency in mass production was partly responsible for a steady
decline in the contract prices of munitions purchased by the Army during

Production for civilians. With supplies of metals increasing beyond
military requirements, consideration was being given at the end of 1943 to
larger allotments for production of certain durable goods for civilians, but
the volume indicated was small except for farm machinery and railroad
equipment. Activity at furniture factories was maintained at a high level
in 1943, but a number of the mills had shifted to war work and in December
Federal restrictions to conserve lumber for essential uses were placed on
the production of furniture. Purchases of durable goods by consumers in
1943 exceeded output and as a result inventories were further reduced.
Inventories of many nondurable goods were also reduced.
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Food production was one-third greater than the average for the years
1935-39 and, even though military and lend-lease requirements absorbed one-
fourth of the output, per capita food consumption by civilians in 1943 was
somewhat higher than the average for 1935-39. In order to assure more
equitable distribution of food supplies, rationing was extended to processed
fruits and vegetables, meats, butter, cheese, and fats, and retail price controls
for food were broadened. Production of such nondurable goods as textile,
leather, and paper products for civilian use was generally reduced during
1943. Restrictions on apparel wool used for civilian consumption were
lifted and cotton supplies were also in ample volume, but declining employ-
ment in the textile industries limited output of clothing.

Sweeping changes in industrial facilities and great concentration of activity
in war production have resulted over a period of several years in extraordi-
nary shifts in employment opportunities, location of workers, and incomes.
Readaptation of various resources to peacetime needs will also involve wide-
spread economic changes. Capacity to produce materials for peacetime
goods has been greatly expanded since 1939 and the full utilization of this
capacity in the years ahead will require that markets for finished goods be
expanded and maintained considerably above prewar levels.

INFLATIONARY FORCES

The phenomenal production record of 1943 brought a corresponding in-
crease in incomes received by the American people and, since the additional
output was for war purposes and only part of the additional income was
absorbed in taxes, there was a widening spread between the amount of dis-
posable income and the goods on which it could be spent. As a result, in-
flationary pressures increased throughout the economy. Excess dollars in
the hands of consumers threatened to bid up retail prices and to strain price
controls. Pressures developed 'from various economic groups to increase
their gains at the expense of others and of the public at large.

Pressure of rising incomes on prices. Incomes received by individuals
increased by 2.6 billion dollars from 1941, as shown on the chart. Addi-
tional tax payments absorbed less than half of the increase, leaving the people
with 15 billion more of disposable income than in the preceding year. Of
this about 8 billion went into increased consumer expenditures, and since
there had been no considerable increase in the supply of consumer goods,
most of it was reflected in price increases. About 7 billion dollars was
absorbed in an increase in current savings above the 1941 level, and was
added to the reservoir of liquid funds in the hands of the public. The fact
that taxes did not absorb a larger share of the growing consumer income
exposed price and rationing controls to heavy pressures. Although the
stabilization program held price increases within fairly narrow limits, con-
trols failed to check the growth of inflationary pressures throughout the
economy.

The cost of living as measured by the Bureau of Labor Statistics index
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continued to rise through the first half of 1943 but in the second half was
stabilized and, in response to subsidy policies, even declined somewhat. At
the end of the year the combined index stood 7 per cent above the 1942.
average. The price of some commodities, food in particular, rose more
sharply from the 1942. level. Net income of farm operators continued to rise
sharply and for the year as a whole was more than 30 per cent higher than
in 1942.. The increase in incomes was largely due to increased prices re-
ceived by farmers rather than to an increase in output. The use of sub-
sidies cushioned the impact of higher farm prices and was instrumental in
preventing larger increases in prices to consumers. Average wage payments
continued to increase because of shifts to industries with higher wages, fur-

1NDIVIDUAL INCOMES, EXPENDITURES, AND TAXES
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ther increases in hours worked, and upward adjustments of wage rates within
the limits of the stabilization program. Total income of employees was x^
per cent above the 1942. level. Investment incomes received by individuals
increased less rapidly than other types of income but corporation profits con-
tinued to rise and profits after taxes were slightly above the 1942. level.

The problem of stabilization. At the end of 1943 the country was facing
the problem whether inflationary increases in incomes would be permitted
to continue and at what rate. Expansion of money incomes, which had
accompanied the increase in output and employment during the earlier stages
of the war production program, continued although the increase in war
production had flattened out. Price and rationing controls, which have
been reasonably successful in protecting prices against the pull of excessive
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consumer demand, were threatened at the end of the year by the growing up-
ward pressure of wages, farm prices, and profits. A stemming of this tide
will be the most urgent task of stabilization policies in the coming year.

The need for maintaining orderly controls over wartime prices and income
is even more important in relation to the subsequent transition to a peacetime
economy. The task of shifting to peacetime employment the millions of
persons now engaged on war orders and the millions to be demobilized from
the armed forces will be enormous. Should there be an interval between the
termination of war in Europe and in the Far East, gradual reconversion of
industry and gradual release of service men and war workers will simplify the
problem. Public policy, however, must be prepared to meet a sudden
cessation of active warfare on both fronts and to prevent large-scale unem-
ployment should it threaten to develop.

While some workers will withdraw from the labor market and a general
shrinkage of hours of work will result in additional opportunities for em-
ployment, most of the personnel released from the services and from war
industries will have to depend for jobs on increased production of civilian
goods and services. The less delay in returning to a high volume of peace-
time production, the smaller will be the unemployment problem in the
transition period. But a relatively high level of income and employment in
this period will also mean a continued pressure on the prices of those con-
sumer goods of which supplies have not become ample.

To assure a successful transition to a peacetime economy, it is thus most
essential that price, wage, and rationing controls be maintained intact during
the remainder of the war and be supported by adequate tax measures. Fail-
ure to do so will leave the economy with insufficient controls in the immedi-
ate postwar period, when public opinion may be expected to be less respon-
sive to the adoption of new restrictive measures and the continuance of old
ones. Maintaining orderly inflation controls during the war appears to be
the first condition for a transition to a peacetime economy which will avoid
maladjustments and assure the maintenance of a high level of income and
employment.

Continuing and strengthening monetary policies designed to hold monetary
expansion to a minimum, and fullest cooperation from the public in carrying
these policies into effect, are requirements of a successful transition to peace.
The future problem is made more difficult by the fact that, up to the present,
financing of war expenditures has been accompanied by an expansion in de-
posits arising out of the purchase of Government securities by banks.

Bank deposits plus currency outside of banks expanded by more than 2.3
billion dollars during 1943, as shown by the chart. This followed a growth
of about 2.1 billion in 1942. and brought the total to nearly 113 billion by the
end of 1943. Adjusted demand deposits and United States Government
deposits accounted for 14 billion of the growth and currency outside banks
for 5 billion. Time deposits, which had shown little change in 1943, ex-
panded by almost 4.5 billion.
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Individuals have increased their liquid assets by more than 40 billion
dollars in the past two years. Industrial corporations and other business
enterprises have built up huge liquid balances, mainly for working capital
in war production, and some of these will be released during the transition to
peace. States, municipalities, and other local governments have also
increased their liquidity by debt reduction and accumulation of reserves.
These liquid funds can be an asset or a liability to the economy in the search
for postwar security and prosperity, depending upon how they are used.
If they are put to work creating useful peacetime goods and services, they will
cushion the shock of the transition period and will help to maintain a high
level of national income and employment. But if these funds are disbursed
too early or too rapidly, they will contribute to inflationary price increases
which may endanger postwar stability.
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If the United States is to continue to realize its potentialities in peacetime,
it must aim for ever increasing production and consumption. The war has
shown the enormous productive power of the economy when there is a de-
mand for its product. The long-term problem of postwar prosperity will be
to maintain a high level of demand for capital and consumption goods with
a consequent high level of output, employment, and income.

The wartime growth in the money supply carries with it a threat of infla-
tionary price advances during and immediately after the war. The most ef-
fective means of preventing such inflationary developments is to raise as large
a part of war expenditures as possible from taxation, and to depend as little
as possible on borrowing and particularly on borrowing from the banking
system. It is clear, however, that so far the additional revenue raised by
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taxation in this country has not been sufficient in view of the growth in con-
sumer and business incomes or of the country's urgent needs.

Monetary policy and inflation. It is believed by many that inflation and
deflation can be prevented by monetary action. The fact that the Federal
Reserve System has the power, through changes in the discount rate, through
open-market operations, and through modifications in reserve requirements,
to make money dearer and scarcer in a boom and cheaper and more abun-
dant in a depression has been taken as an indication that monetary authorities
are able, by their actions alone, to maintain economic stability. This is a
greatly magnified view of the influence of monetary action on the course of
economic life.

In the past quarter century it has been demonstrated that policies regulat-
ing the quantity and cost of money can not by themselves produce economic
stability, or even exert a powerful influence in that direction. The country
has gone through boom conditions at times when monetary restraints were
being exerted and interest rates were extremely high, and it has continued
in depression at times when an active policy of monetary ease was in effect
and money was both abundant and cheap. Economic stability depends on a
complex of forces and policies, of which credit policy is only one. In order
to be effective in bringing about stability the regulation of the availability
and cost of money must be integrated with a flexible fiscal policy and at crit-
ical times reinforced by direct controls over prices, wages, and supplies.
Further experience with selective credit controls, which are discussed else-
where in this Report, may also bring fruitful results.

An important consideration at this time is that, while monetary policy
can not by itself prevent inflation, inflationary conditions are certain to
result in heavy upward pressure on money rates. When the buying power of
money is declining holders of money prefer to exchange it for commodities,
equities, or real estate, rather than to invest it at a fixed rate of return, and
others are willing to pay high rates for money to be used in speculation and
speculative ventures. Consequently, money rates are always extremely
high during an inflation. This is an additional reason why, in view of the
enormous growth of our public debt, it will be vitally important to keep
direct controls in effect after the war is ended, and thus to hold the line on
economic stability. These controls can not be abandoned with safety until
the flow of civilian goods from the reconverted industrial plant will be
sufficient to meet the deferred and current demand of the people backed by
their unprecedented holdings of cash and liquid assets.

INTERNATIONAL MOVEMENT OF GOLD, GOODS, AND CAPITAL

The increased magnitude of our war effort in 1943 was reflected in a strength-
ening of the trends im international trade and finance which were evidenced
in the preceding year. Although the merchandise export surplus was the
largest in history, foreign countries acquired a considerable amount of gold
from the United States while at the same time adding substantially to their
dollar balances. These developments reflect the huge expansion of lend-Digitized for FRASER 
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lease exports and the large expenditures for goods and services in foreign
countries by the United States Government and by our troops serving abroad.

Total exports in 1943 (excluding shipments to our armed forces abroad)
were valued at some 12..7 billion dollars, of which 9.9 billion represented
lend-lease goods; in 1941 exports totaled 8 billion dollars, of which 4.9
billion were on lend-lease account. "Cash" exports thus declined from 3.1
billion dollars in 1942. to x.8 billion in 1943, reflecting the increasing pressure
of war requirements upon the output of goods for civilian use and upon the
availability of shipping space. Merchandise imports, on the other hand,
rose from 2..7 billion dollars in 1941 to 3.4 billion in 1943, largely because of
increased deliveries from Latin America. Thus despite record exports in
1943, our international trade on a "cash" basis actually resulted in a net
deficit of about Goo million dollars as compared with a surplus of 400 million
in 1942.. At the same time, the "service" items in the international balance
of payments of the United States, increasingly influenced by expenditures in
foreign countries by the United States Government and by American troops
serving abroad, also called for large net payments to foreigners during 1943.

As a result primarily of the net payments by the United States to foreign
countries on account of merchandise trade and services, these countries as a
group were able to make substantial gold purchases in the United States and
still to build up their dollar balances. The central banks of many Latin
American countries and of some of the European neutrals converted sizable
amounts of their existing or accruing dollar balances into gold, practically
all of which was earmarked at the Federal Reserve Bank of New York. As a
result of these and other transactions, the total gold holdings of foreigners
in this country increased by 804 million dollars during 1943 to 3,477 million
at the end of the year. This increase was almost matched by a reduction
in the monetary gold stock of the United States, which declined by 788
million dollars during the year to 2.1,938 million; the net effect of other
factors affecting the monetary gold stock (gold exports and imports, domestic
gold production, and changes in the holdings of the Stabilization Fund) was
insignificant. During 1942., gold under earmark for foreign account had
increased by 458 million dollars, but this movement was almost wholly offset
by other factors (especially gold imports and new domestic production) so
that the monetary gold stock scarcely changed over the year as a whole.

In addition to foreign purchases of gold, foreign banking funds in the
United States were built up by a net amount of 1,176 million dollars during
the year as compared with 464 million in 1941. In line with the wartime
trend, practically all of this gain was in the accounts of foreign central banks
and governments, which at the end of the year held short-term funds with
banks in the United States amounting to 3,099 million dollars. Of this
amount, 1,080 million represented investments in United States Treasury bills
and certificates of indebtedness; almost half of the net increase in official
foreign banking funds during 1943 was invested in this form.

There was a capital inflow to the United States of 105 million dollars during
1943 as a result of transactions in securities, principally foreign bond redemp-Digitized for FRASER 
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tions in this market, but this gain was partly offset by an increase of 40 mil-
lion dollars during the year in the special loan to the Chinese Government by
the United States Treasury and by some small increase in outstanding Export-
Import Bank credits.

WAR FINANCE

Monetary developments during 1943 were dominated by war finance. A
great volume of funds was obtained through taxation and through the sale
of United States Government securities to nonbank investors. Total finan-
cial requirements, however, exceeded the amounts raised from these sources
and the balance was derived from the sale of Government securities to the
banks.

In wartime the determining factor of public finance is the amount needed to
prosecute the war. To the extent that this is not met by tax revenue it must
be raised by borrowing. It is the function of financial authorities to formu-
late and carry out a financing program that will supply funds as they are
needed with the least disturbance to the monetary system and with as little
inflationary effect upon the economy as possible. The Federal Reserve Sys-
tem did all in its power during 1943 to contribute to the achievement of these
objectives. More specifically:

It cooperated with the Treasury in the two major war loan drives and in
the continuous effort to sell bonds through pay roll savings plans in order
to secure as much nonbank investment as was possible.

It took measures to assure sufficient reserves to the banking system to en-
able banks to purchase such Government securities as had to be issued in ex-
cess of those taken by other investors.

It maintained stable conditions in the United States Government security
market and kept prices and yields within a pattern agreed upon with the
Treasury. This policy facilitated the sale of securities by removing all
incentive for delaying investment and by encouraging purchasers to hold
the securities they had acquired.

The Board recommended to Congress that United States Government de-
posits with banks arising out of war loans be exempted from reserve require-
ments. Congress adopted this recommendation.

In addition to using its powers and resources to facilitate Treasury financ-
ing, the Federal Reserve continued to participate in the Government program
for guaranteeing loans to contractors and subcontractors engaged in war pro-
duction. From the inception of this program in the spring of i94x until the
fall of 1943, guarantees were in general restricted to loans made to furnish
working capital. In September, to meet a situation arising out of changes
in war requirements, loans to enable contractors to free their own working
capital from war projects were made eligible for guarantee in case of contract
cancellation.

Federal expenditures and receipts. In this war Government expendi-
tures for all types of war purposes have far exceeded those of the last war.
The number of persons in the armed forces is larger and expenditures for sub-
sistence and pay are correspondingly greater; much more elaborate and ex-
pensive equipment is needed; transportation, communication, and storageDigitized for FRASER 
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facilities cover a wider range of the world's area; and the Government has
participated to a greater extent in financing expansion of plants, other facili-
ties, and inventories needed for war production. Current expenditures for
all these purposes, together with those for regular Government activities,
have been greatly in excess of current tax receipts, and the balance has had to
be obtained by borrowing from banks and the public.

Government expenditures in 1943, including those of Government corpora-
tions, totaled 91 billion dollars, 85 billion of which was for direct war pur-
poses, while Government receipts amounted to 35 billion. To balance
expenditures and to enlarge the balance in the Treasury's fund, the interest-
bearing direct and guaranteed debt was increased by 57 billion, of which 39
billion was in marketable issues, 15 billion in nonmarketable issues, and the
remainder in special issues sold to Government agencies and trust funds.

The 57 billion dollar increase in debt should be viewed with reference to
tax receipts of 35 billion, an increase of 18 billion over 1942.. The increase in
tax receipts reflected greatly increased incomes during 1943, the higher tax
levies adopted by Congress in 1942., the placing of personal income taxes on a
current payment basis, and the introduction of a system of source collection
during 1943. Legislation for additional revenue was under consideration at
the close of the year.

Nonbank purchases of Government securities. In the war loan drives
of April and September, and in the campaign for the sale of savings bonds
through pay roll savings plans, the Treasury and the Federal Reserve System
constantly endeavored to place as large a part of the public debt as possible
outside of the banking system. The authorities endeavored in every way to
make it clear to the public that bond purchases were a protection against
inflation now and a source of security after the war. The increase in owner-
ship of Government securities by bank and nonbank holders is shown on the
chart on the following page.

Nonbank investors took 57 per cent of the increase in public debt during
1943 as compared with 51 per cent in 1942.. Increases in holdings outside
banks totaled 3Z billion dollars in comparison with Z4 billion in the preced-
ing year and consisted of 14 billion in savings bonds and tax notes, 4 billion
in special issues to Government agencies and trust funds, and 14 billion in
marketable issues. Millions of Americans bought securities in each drive,
and purchases by individuals of longer-term marketable bonds and regular
deductions from wages and salaries for investment in savings bonds increased
substantially during the year. By December sales of Series E bonds under
pay roll savings plans were 460 million dollars a month, an increase of 105
million over December 1942..

In terms of sales to nonbank investors and of total sales for the year the
most important features of Treasury financing were the April and September
drives. Purchases during the drives totaled 37 billion dollars and accounted
for 65 per cent of the increase in the public debt during the year. In the April
drive, when purchases by commercial banks were limited to 5.1 billion, non-
bank investors bought 13.5 billion of securities; the corresponding figure was
18.9 billion in the September drive, when sales to banks were not permitted.
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Sales to individuals, partnerships, and personal trust accounts, which absorbed
funds that might otherwise have been used to bid up prices of the limited
supply of consumer goods, were 5.4 billion in the fall drive as compared with
3.3 billion in the spring drive. This marks progress in the effort to finance
the war in a noninflationary way. Insurance companies, mutual savings
banks, and nonfinancial corporations invested 12..9 billion dollars in securities
during the September drive, considerably more than in the April drive.
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Important features of the war loan drives have been the offering of a vari-
ety of issues in order to attract funds from all groups of nonbank investors,
full allotment of subscriptions, and a nation-wide organization of volunteer
workers. In addition to the three types of savings bonds and the savings
notes that are continuously available, during the drives three issues of market-
able securities of different maturities were offered. They consisted of certifi-
cates, intermediate Treasury bonds, and long-term Treasury bonds.

Purchase of Treasury issues by commercial banks. The increase in
holdings of Government securities by commercial banks during 1943
amounted to 34 per cent of the increase in the public debt compared with 41
per cent in 1942.. In addition there were substantial purchases by the Reserve
Banks which raised the total volume taken by the banking system to 43 per
cent of the expansion in debt as compared with 49 per cent in 1941. Sub-
scriptions by commercial banks were limited to 5.1 billion dollars in the April
drive, were excluded from the September drive, and were restricted to 3.2.
billion in the period immediately following that drive.

In addition to subscriptions for new issues, banks purchased some securities
in the market from other holders, and in the first half of the year took a por-
tion of the increase in regular weekly offerings of Treasury bills. Most of the
increase in bills outstanding, however, was absorbed by the Reserve Banks,
the larger part of which represented purchases under option agreements from
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member banks needing reserves. The outstanding characteristic of bank in-
vestment during 1943 continued, as in 1942., to be a growth in both amount
and proportion to total portfolio in holdings of short- and medium-term
Government securities. At the end of the year 2.4 per cent of the marketable
Government securities held by commercial banks had maturities of less than
one year and 86 per cent were to mature within 10 years, compared with 10
per cent and 63 per cent respectively at the end of 1941. In 1943 as in most of
1942, bank subscriptions for new securities were limited by the Treasury to
maturities not exceeding 10 years.

Exemption of Treasury war loan deposits from reserve requirements.
It has been the practice of the Treasury beginning with the first World
War to authorize banks to pay for United States Government securities
purchased for their own account or for account of their customers by giving
the Treasury credit in so-called war loan accounts. This practice avoids large
transfers of funds to the Reserve Banks when securities are sold and makes for
greater stability in the money market. The Treasury gradually calls on
depositary banks for such amounts as it requires, and since these calls corre-
spond closely to current disbursements, the effect of Treasury transactions on
the money market is greatly diminished.

At the beginning of 1943 a great many commercial banks had not qualified
for carrying war loan accounts, notwithstanding the urging of the Treasury
and the Federal Reserve authorities that banks make full use of such accounts.
To encourage their use the'Board recommended and in April Congress enacted
legislation exempting war loan deposit accounts from reserve requirements
and from assessments for deposit insurance.

As a result of this legislation, the amount of reserves that banks were re-
quired to hold declined sharply in periods of extensive Government financing
when bank customers drew on their deposits to pay for Government secur-
ities. This gave the banks additional temporary reserve funds, a part of
which they invested in Treasury bills or other securities. Later, as the Treas-
ury drew upon the war loan accounts and the funds returned to other ac-
counts, thus increasing the amount of required reserves, the banks sold some
of the securities in order to obtain the additional reserves needed.

In these transactions the banks made use of the posted buying rate on
Treasury bills established by the Federal Open Market Committee in 1942..
The establishment of a fixed rate of discount on bills, together with the option
to repurchase at the same rate, was undertaken in 1942. for the purpose of
stabilizing the bill market, effecting a broader distribution of bills, and facili-
tating prompt adjustment of bank reserves to changing conditions. During
1943 banks made extensive use of the facilities offered by the Federal Reserve
to the bill market, and this practice helped to achieve the desired results.
Toward the end of the year many banks sold certificates to the System Ac-
count in order to obtain needed reserves.

Federal Reserve purchases of Government securities. Maintaining
the structure of prices and yields of Government securities, and supplying
banks with adequate reserves to enable them to purchase such amounts ofDigitized for FRASER 
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Government securities as banks were called upon to take, continued to be
the general objectives of Federal Reserve purchases of Government securities
in 1943. During the year holdings of United States Government securities
by the Reserve Banks increased by 5.4 billion dollars, as shown on the chart.
Bill holdings increased by 5.8 billion and certificate holdings by 1.4 billion,
while holdings of bonds and notes declined by 1.8 billion.

RESERVE BANK HOLDINGS OF U S. GOVERNMENT SECURITIES
WEDNESDAY FIGURES

1942 1943

Treasury bonds were sold by the Reserve System in the first half of the year,
when there was a large demand in the market. These sales helped to main-
tain the structure of yields on Government securities. The increase in cer-
tificate holdings came toward the close of the year and reflected largely the
purchase of certificates sold by commercial banks in order to replenish re-
serves drawn down by currency outflow and to meet increases in required
reserves. Purchases of special short-term Treasury certificates directly from
the Treasury were made by the Reserve Banks from time to time; principally
to avoid temporary declines in member bank reserves around income tax
dates. Holdings of such certificates, by dates, are shown on page 67.
Throughout the year the Reserve Banks purchased and sold large amounts of
Treasury bills in response to changes in the reserve position of member banks.

The principal cause of the demand for reserve funds was the continuous
growth of money in circulation, which amounted to 5 billion dollars in 1943
following an expansion of 4.2. billion in 1942.. The currency outflow was
fairly evenly distributed throughout the year. Since a growth in money in
circulation, other things being equal, occasions a dollar-for-dollar drain on
bank reserves, it necessitates Federal Reserve purchases of Government
securities in order to adjust the reserve position of the banking system.
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Other influences contributing to loss of reserves were an 0.8 billion dollar
decline in the monetary gold stock, which had remained steady at about 2.2..7

MEMBER BANK RESERVES AND RELATED ITEMS

BILLIONS OF DOLLARS

25
WEDNESDAY FIGURES BILLIONS OF DOLLARS

RESERVE BANK CREDH

1937 1938 1939 1940 1941 1942 1943

15

1941 1942 1943

billion from the middle of 1941 to the beginning of 1943, and a growth of 0.6
billion in funds held by foreign central banks and governments in their
accounts at the Reserve Banks. Some additional reserves of a more or less
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temporary nature were supplied by the issuance of Federal Reserve Bank notes
and by small reductions in Treasury and nonmember bank deposits at the
Reserve Banks. The net result of the various factors was a relatively small
decline in member bank reserve balances, as indicated by the chart.

Required reserves increased somewhat, owing to the rapid growth of bank
deposits which-was occasioned by bank purchases of Government securities.
Deposits expanded by 18 billion dollars at all banks in the country, which is
to be compared with an expansion of 5 billion in currency in circulation.
The effect of this growth upon the reserve position of banks was relatively
small, however, both because of fractional reserve requirements in general
and because of the total exemption from reserve requirements of United States
Government war loan accounts which became effective during the year.

Excess reserves of member banks, which had been declining continuously
from the peak of 7 billion dollars reached near the end of 1940, declined from
a level of about 2. billion at the beginning of 1943 to about 1 billion at the
end of the year. As in 1942., the heaviest drain on reserves was felt in New
York, where the Treasury continued to raise more funds than it sp&nt there.
Commercial banks in New York, Chicago, and in some other cities continued
to follow a policy of relatively full investment of their funds and adjusted
their reserve positions through the purchase and sale of Treasury bills under
the buying rate and repurchase agreement of the Reserve Banks. At reserve
city banks excess reserves declined from a level of about a billion dollars at
the end of 1942. to about 300 million at the end of 1943.

The buying rate on bills established by the Reserve System, combined with
the option to repurchase at the same rate, works in the direction of giving
banks greater flexibility in the management of their reserve funds. Also, the
maintenance of the broad level of prices of other Government securities pro-
vides a high degree of liquidity. Under these policies and with the large
volume of short-term securities held by banks, excess reserves no longer have
the special significance for bank liquidity that has been attached to them in
recent years. In general, however, most banks continue to carry some excess
reserves and there appear to be a few which have the clear policy of not allow-
ing their excess reserves to fall below certain fixed levels. Country banks
have gained reserve funds as their requirements have grown and their excess
reserves continued close to 800 million dollars in 1943 as in 1941.

Prospects on interest rates. Rates of interest on Government securities
were maintained during the year within a range from ^ of 1 per cent on
three-month bills to x ^ P e r c e n t o n long-term bonds. The bill rate was
determined by the fact that, by direction of the Federal Open Market Com-
mittee, the Federal Reserve Banks stood ready to buy all Treasury bills offered
at that rate, while the bond rate largely reflected conditions in the
investment market. The long-term Government bond market was strong
in 1943 and the System, as a part of its policy to maintain stable conditions
in that market, sold substantial amounts of bonds in the early part of the
year. Rates on other high-grade bonds also remained at low levels. Short
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rates, after a sharp rise from the low point reached in 1940, are still low com-
pared with past periods and could advance further in response to market con-
ditions without affecting the rate on long-term money.

Long-term rates on Government bonds have become stabilized at their
present level after a decline lasting for many years. The present situation
raises the question of the probable trend of long-term interest rates after the
war. Prospects are that conditions in the postwar period will favor the con-
tinuance of low long-term interest rates. Individuals and corporations will
have an enormous volume of liquid assets accumulated in the period of high
incomes and restricted opportunity for the purchase of goods. In addition,
so long as the national income remains high there will be a large amount of
current savings available for investment. The situation will differ radically
from that after the last war, when liquid accumulations of businesses and in-
dividuals were far smaller than now. Also, banks were then borrowing
heavily, whereas now they are practically free from debt.

Public policy with regard to long-term interest rates should be part of a
program to achieve continuous full utilization of the country's material and
human resources. It should be formed with reference to the fact that after
the war this country will be the greatest creditor nation in the world and that
in creditor countries, according to past experience, the interest rate on long-
term capital is likely to be low.

Over the years a low cost of money to borrowers on long-term should tend
to promote increased employment by encouraging capital outlays in both
old and new enterprises. It would facilitate the task of refunding the public
debt and safeguard the value of Government security holdings of the millions
of individuals, educational institutions, trusts, banks, insurance com-
panies, and other investors, who have placed tens of billions of dollars in
Government bonds to help finance the war.

Guaranteed loans to industry. The program for guaranteeing loans
to industry for war production, under which the Federal Reserve Banks are
serving as fiscal agents for the War Department, the Navy Department, and
the United States Maritime Commission, continued to provide financing for
current war production and was also broadened in September 1943 to provide
for the release of the working capital invested by contractors in war produc-
tion at the time of contract terminations. The decision to broaden these
credit facilities was reached with a view to preventing any lag in war produc-
tion, as set forth in more detail on page zo.

Guaranteed loans to industry for war production were first provided for by
the President's Executive Order 9111, issued on March 2.6, 1942.. The War
and Navy Departments and the United States Maritime Commission were
authorized to guarantee and to make loans for the purpose of financing con-
tractors, subcontractors, or others engaged in any business or operation
deemed by those agencies to be necessary, appropriate, or convenient for the
prosecution of the war. The Federal Reserve Banks were authorized to act
as agents in carrying out the provisions of the Order, subject to the specific
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instructions of the guaranteeing agencies and the general supervision of the
Board of Governors.

After consultation with the guaranteeing agencies, the Board issued its
Regulation V, effective April 6, 1941, prescribing general rules and policies
for the guidance of Reserve Banks in handling guaranteed loans under the war
financing program. There has been no necessity for changing the Regulation
since that time. The adoption by the guaranteeing agencies of a new stand-
ard form of guarantee agreement, dated April 6,1943, made no change in policy
with respect to loans. The new form incorporates the substance of the one
formerly used, and the general intent of the agreement remains the same.
The scope of operations under the guarantee program was enlarged by Execu-
tive Order 9336, issued by the President on April 2.4, 1943. This order au-
thorized the Office of Lend-Lease Administration and the War Shipping Ad-
ministration to indemnify any guarantees made on their behalf or for their
benefit by the War and Navy Departments and the Maritime Commission.

During the summer of 1943, it became increasingly evident that many
businesses engaged in war production were reluctant to assume additional
war contracts because of the fear that their working capital would be tied up
in such contracts at the termination of the war. They felt this might delay
their return to peacetime operations and thus put them in an unfavorable
competitive position. In order that war production schedules might not
be interfered with because of such fears, the guaranteeing agencies and the
Board of Governors announced on September 1 a broadened basis for the
guaranteeing of loans under Regulation V which enables contractors who
make arrangements in advance to obtain the use of most of their own working
capital promptly upon termination of their contracts.

Loans guaranteed upon this broadened basis are known as VT loans to dis-
tinguish them from loans made without special reference to release of work-
ing capital. The maximum amount of credit which a contractor may obtain
under a VT loan is based upon his receivables, inventories, work in process,
and, without duplication, amounts paid or to be paid by him to subcon-
tractors or suppliers because of contract cancellations. Guarantee agree-
ments for VT loans provide that the percentage of the loan guaranteed is not
subject to increase upon cancellation of war production contracts as is the case
with V loans. Also, provision is made for the guaranteeing agency to share
in any commitment fee charged the borrower on the undisbursed portion of
the loan, which fee is limited to one-half per cent per annum. VT loans ap-
proved to the end of the year 1943, which are included in the figures of guar-
anteed loans given below, aggregated 914 million dollars for 132. loans.

By the close of 1942. the War and Navy Departments and the Maritime Com-
mission had approved 1,700 applications for guarantees of loans totaling z.j
billion dollars. By December 31, 1943, the number of approved applications
had increased to 5,300 and the amount to 6.6 billion dollars. Loans out-
standing at the end of the year under executed agreements amounted to 1.9
billion dollars, of which 1.6 billion were guaranteed. In addition, about 3.1
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billion dollars were available to borrowers under guarantee agreements
outstanding.

A recent analysis indicated that over one-half of the number of guaranteed
war production loans were for $100,000 or less, and less than 12. per cent were
for more than 1 million dollars. Loans of 25 million dollars or more consti-
tuted about one-half of the aggregate dollar amount of loans approved. The
percentage distribution of the number of loans authorized, according to size
of loan, is given below.

Amount of loan
Up to $5,000
$5,OOI-$IO,OOO

$IO,OOI-$2-5,OOO

$2.5,ooi-$5o,ooo
$5O,OOI-$IOO,OOO

$IOO,OOI-$2.5O,OOO

$2.5O.OOI-$5OO,OOO

$ 5 O O , O O I - $ I , 0 0 0 , 0 0 0

$ I , O O O , O O I - $ 5 , 0 0 0 , 0 0 0

$5 ,OOO,OOI -$ IO , 000,000

$IO,OOO,OOI-$2-5,000,000

$2-5,OOO,OOI-$5O,OOO,OOO

Over $50,000,000

Percentage of total
number of loans

3.6

5- 1

11.9
J 3 - 7
16.7
16.9
12..4

7-9
9 . 0

1 . 4

0 . 8

0 . 3

0 . 3

Cumulative pe
distributi

3.6
8.7

10.6

34-3
51.0

67.9
80.3
88.2.
97.2.

98.6
99-4
99-7

100.0

A majority of the borrowers have been relatively small business concerns.
As shown by the second table, in which borrowers are classified according to
assets, 2.5 per cent had assets of less than $50,000 each and 68 per cent had
assets of less than $500,000 each.

Assets of borrower Percentag ;e of total
number

24
43
25
6
0

.7

.6

.1

.1

.5

Under $50,000
$50,000 to $500,000
$500,000 to $5,000,000..
$5,000,000 and over....
No information

Total 3,245 100.0

1 Includes 171 borrowers, for whom asset size is not available, with loans of less than $50,000 each.
2 Includes 113 borrowers, for whom asset size is not available, with loans of between $50,000 and $100,000 each.

Most of these loans and agreements to make loans were made by commercial
banks, but other financing institutions have also participated. Very large
loans have been handled through participations entered into by a number of
institutions. In a few cases V-loan financing has been provided by the Fed-
eral Reserve Banks and by the Reconstruction Finance Corporation.

Functions of the Reserve Banks with respect to the negotiation of V loans
include analysis of the financial integrity of the applicant, determination of
the type of financing best suited to meet the particular situation, and the prep-
aration of the necessary documents. In the interest of decentralization and
to speed up the V-loan procedure, applications for guarantees are handled
without reference to Washington on behalf of the War Department when the
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amount of the loan is not more than $100,000 and on behalf of the Maritime
Commission when the guaranteed portion of the loan is not more than
$100,000. All other applications for guarantees are submitted to Washing-
ton for approval. Utilization of the twelve Federal Reserve Banks and their
twenty-four branches has decentralized the financing of war production to a
considerable extent, and facilitated the procedure for the Government as well
as for loan applicants.

SELECTIVE CREDIT CONTROL BY THE FEDERAL RESERVE

As indicated in preceding sections of this Report, Federal Reserve policy
during the year was principally concerned with supporting war financing
with as little inflationary consequence as possible. Among the several in-
struments of credit control at the disposal of the Board of Governors, how-
ever, there are two which differ in principle and method from the others.
These are the regulation of stock-market credit by fixing minimum margin
requirements and the regulation of consumer credit by such methods as pre-
scribing minimum down payments and fixing maximum maturities. The
mechanism of these controls, like that of the others, is such that they can be
either stiffened or relaxed from time to time, by administrative action, as
circumstances may demand. They differ from the other methods, however,
in two major respects. (1) They impose a limit on the amount of credit
that borrowers and other credit users are in position to demand, rather than
on the cost and volume of credit that lenders have available; they may,
therefore, limit the use of credit, regardless of the fact that there may be an
abundant supply. (2.) They influence the volume of credit by affecting the
amount used for specified purposes rather than by limiting the amount used
for all purposes. Because of this last characteristic, these instruments of
credit control are sometimes called "selective" instruments.

The addition of such instruments as these to the formal arsenal of a central
banking system is a comparatively recent innovation. They have been used
informally by different central banks for a long while, but significant legisla-
tion dates back only to 1934 when the Securities Exchange Act directed and
empowered the Board to fix margin requirements "for the purpose of prevent-
ing the excessive use of credit for purchasing or carrying securities." The
analogous power to regulate consumer credit was inaugurated in August 1941,
when an Executive Order, effective for the present national emergency, was
issued by the President. Up to the present time, therefore, the System's
experience with these new instruments has been of short duration, but it has
nevertheless been long enough to provide significant materials for the study
of the principle which they embody.

This principle has accordingly been under continuous study, both inside
and outside the Federal Reserve System, not only in its application to the
fields to which it has already been applied but also in more comprehensive
applications. Such studies take account of the historical fact that there are
times when the traditional monetary controls, such as the discount rate and
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open-market operations, are wholly or largely inapplicable. Constructive
possibilities which the selective principle may offer in these and other types
of credit, by way of contributing to the long-run stability of a progressive
national economy, are worthy of thorough exploration.

Margin requirements. Since November i, 1937, requirements under the
Board's Regulations T and U relating to extensions of credit for the purpose
of financing security transactions have remained the same. At that time,
coincident with the decline in stock prices, margins on security purchases
were reduced to 40 per cent and margins on short sales were set at 50 per cent.

During the six-year period from November 1, 1937 to December 31, 1943,
the stock market operated within a relatively narrow range. Only for a short
time in the early part of 1941 did the price level fall below the low point of
1938, and it did not at any time rise above the high point of that year—al-
though a sustained advance beginning in 1^1. had by July 1943 carried prices
to a point above the high of 1941 and about level with the high points of
1938, 1939, and 1940. Subsequently prices fell off slightly but remained near
the level attained in July. Throughout this six-year period the volume of
trading was considerably below that of earlier years, although there was a
considerable but short-lived increase in activity in the first half of 1943. Debit
balances of customers of New York Stock Exchange firms which aggregated
about 1.1 billion dollars in October 1937 declined to about 0.5 billion in
August 1942.. Coincident with the recovery in the market, customers' debit
balances rose to about 0.8 billion dollars at the end of July 1943, and they
remained close to that general level throughout the rest of the year.

The sustained advance in stock prices which began in April of 1942., coupled
with the subsequent increase in trading and the growing total of customers'
debit balances, particularly during the first half of 1943, emphasized the im-
portance of giving careful attention to the various factors of the situation,
including the possibility that a runaway stock market might contribute to
inflationary sentiment in the country as a whole. Conditions did not, how-
ever, appear at any time to be such as to call for an increase in margin require-
ments, although it was recognized that the situation should be watched
closely so that precautionary measures could be taken well in advance of
dangerous developments.

Restrictions on consumer credit. During 1943, restrictions on con-
sumer credit, as applied through the Board's Regulation W, continued in
much the same form as those made effective on May 6, 1942., when the Regu-
lation was amended to expand its scope. On a wide list of consumer durable
and semidurable goods, instalment sales are required to have down payments
of at least 333^ per cent and maturities not exceeding ix months. Sales of
listed articles in charge accounts must contemplate payment by the tenth of
the second calendar month after the purchase. Instalment loans are also
limited to i i months and single-payment loans are limited to 90 days with
renewals totaling not more than 12. months from the date of the original loan.
In the course of the year a few minor administrative changes were made in the
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provisions of the Regulation for the purpose of helping merchants to meet
operating problems.

As is shown by the chart, outstanding consumer credit continued to decline
during the year but at a less rapid rate than in 1941. At the lowest point, on
August 31, the total amounted to about 4.8 billion dollars, which was is^ per
cent less than the 6.2. billion dollars outstanding on December 31, 1942..
During the last four months of the year, largely for seasonal reasons, consumer
credit expanded to about 5.x billion dollars, and the net decline for the year
was about 1 billion.

BILLIONS OF DOLLARS
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CONSUMER DEBT
ESTIMATED FIGURES, END OF MONTH BILLIONS OF DOLLARS
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SOURCE.—This series was assembled by the Bureau of Foreign and Domestic Commerce from
monthly estimates of consumer instalment debt 1919-1938, prepared by Duncan Holthausen
while at the National Bureau, and annual estimates of all types of consumer debt originated by
Rolf Nugent of the Russell Sage Foundation. In August 1942. the series was transferred from
the Bureau of Foreign and Domestic Commerce to the Board of Governors. This series is
limited to debt maturing within five years and consists of instalment and single payment loans
and of charge account and instalment credit for goods and services.

Regulation W has continued to play a part, although clearly a relatively
small part, in the national effort to restrain inflationary forces. A certain
amount of consumer income has been absorbed in retiring pre-existing debt;
less new debt has been created than would otherwise have been the case; and
what new debt has been incurred has been paid off more rapidly. For
example, instalment purchases at furniture stores, which on the average were
being paid off in about 10 months at the end of 1942., were beingspaid off in
about 8 months at the end of 1943. These results were due not only to the
specific provisions of the Regulation, but also to a spirit of restraint on the
part of the public in asking for credit and on the part of credit grantors in
extending credit, which was stimulated by the Regulation and by the Presi-
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dent's "hold-the-line" program. In addition there was the important fact
that the supply of goods commonly bought on long-term credit was greatly
curtailed. It should be noted in this connection, however, that the field
covered by the Regulation, as amended on May 6, 1942., was much broader in
scope than the instalment purchasing of heavy durable consumer goods like
automobiles, refrigerators, and washing machines. It was aimed at re-
straint on the creation of all kinds of consumer credit dollars, because these
would add to the already excessive purchasing power of the public and would
be used to bid for all kinds of goods and services with consequent upward
pressure on their prices.

Tendencies evident in the latter part of 1943 indicate that consumer credit
outstandings may be approaching the lowest level likely to be achieved dur-
ing the war period. It is not to be assumed from this fact, however, that the
work of regulation has come to an end. The need for keeping consumer credit
from expanding in any substantial amount will still be present. When pro-
duction of the heavier durable consumer goods is gradually resumed but
production of goods and services in general still falls short of effective de-
mand it will be particularly desirable to prevent large amounts of consumer
credit from being created. On the other hand, sufficient credit will be
available to meet the vital needs of the public as tested by wartime criteria.
As is shown on the chart, outstanding credit at the end of 1943 was
as large as it was at the end of 1935. ^n ^act» consumer credit not directly
associated with heavy durable consumer goods was, at its lowest point in
1943, about as high as it was in 1937 and 1938.

POSITION OF BANKS IN THE WAR ECONOMY

Banking developments in 1943 were influenced predominantly by the re-
quirements of war finance. Investments continued to increase rapidly, reflect-
ing almost entirely bank purchases of United States Government securities,
and deposits showed a corresponding growth. There was little increase in
loans. Loans made for the purpose of purchasing or carrying securities
(mostly Government securities) increased, while consumer loans continued to
decline. Loans to finance war contracts expanded further but business loans
for nonwar purposes declined. Banking services expanded greatly, par-
ticularly those connected with the distribution of Government war bonds,
the cashing of a continuously increasing volume of Government checks, the
handling of ration coupons, and other phases of the war effort.

DEPOSITS AND CURRENCY

All groups of banks throughout the country shared in the growth in de-
posits and holdings of Government securities, but increases were relatively
larger for reserve city and country banks than for banks in New York City
-and Chicago. Changes in loans, investments, reserves, and deposits at differ-
ent groups of member banks are shown on page 2.6. Banks in New York
City and Chicago showed smaller increases in assets and deposits than
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the other groups of banks. Having previously developed the practice of
depending on sales of bills to the Reserve Banks in order to adjust reserve
positions, by the end of 194Z the banks in the financial centers had employed
practically all of their resources. Consequently they could expand their
loans and investments in 1943 only as they obtained additional reserves.
Banks in reserve cities and country banks, on the other hand, had a substantial
amount of unused funds at the end of 1942. and gained deposits during the year.
They were thus able to expand their holdings of Government securities by
large amounts while their reserves also increased.

C H A N G E I N P R I N C I P A L ASSETS AND L I A B I L I T I E S — A L L M E M B E R BANKS

DECEMBER 31, 1942. TO DECEMBER 31 , 1943

[In billions of dollars]

Item

Loans and investments—total

Loans . .
U. S. Government securities
Other securities

Reserves with Federal Reserve Banks.
Demand deposits, adjusted
U S Government deposits
Time deposits

All
member
banks

+ 15.0

+0.2
+15.4
- 0 . 6

-0 .2
+10.1
+ 1.6
+2.4

Central reserve city
member banks

New-
York

+2.0

+0.3
+2.0
- 0 . 3

- 0 . 8
+2.0
-0.8
+0.1

Chicago

+0.6

+0.2
+0.4

- 0 . 1
+0.5

+0.1

Reserve
city

member
banks

+6.6

+0.1
+6.6
- 0 . 1

+0.2
+3.8
+1.4
+1.1

Country
member
banks

+5.8

- 0 . 4
+6.3
- 0 . 1

+0.5
+3.8
+0.9
+1.2

* Less than 50 million dollars.

Expanding deposits increased the amount of reserves that banks were re-
quired to hold. At central reserve city banks there were practically no excess
reserves during the year; at reserve city banks the increase in requirements
more than absorbed the small gain in reserves, and excess reserves declined
from an average of around a billion dollars in December 1942. to about 300
million in December 1943. At country banks, the growth in reserves kept
pace with the growth in requirements, and excess reserves continued during
the year at close to 800 million dollars.

Distribution of deposit growth. During 1943 there were increases of
about 14 billion dollars in demand deposits at all banks, 4.5 billion in time
deposits, and 5 billion in currency outside banks. It is estimated that de-
mand deposits of individuals increased by about 5 billion dollars during the
year, and that the larger part of the reported increase in demand deposits was
in business accounts. Most of the growth in time deposits, which moved
upward in 1943 after several years of little change, and also the increase in
currency, were accounted for by individual holdings.

The increase in the total of bank deposits and currency in 1943 was some-
what more rapid than the increase in gross national product or in income
payments and was considerably more rapid than total consumer expenditures
and retail trade. There was a decline in the rate of turnover of deposits.
This would indicate that an increasing portion of the deposits and currency
represents idle balances or uninvested savings.
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Since the beginning of 1942., and particularly during 1943, the course of
Treasury receipts and expenditures has been a dominant influence on the dis-
tribution of deposits as well as on their growth. During war loan drives
there have been wide shifts from private to Government accounts, while
between drives, as the Treasury drew upon its war loan deposits to meet
expenditures, the funds shifted back to private accounts and were widely dis-
tributed throughout the country. The Treasury built up its deposit balances
in war loan accounts to a high level at the end of 1942. and generally main-
tained larger balances than usual throughout 1943.

A large portion of the total increase in demand deposits and the largest
percentage growth occurred in medium-size and small cities and towns. The
growth in demand deposits has been shared by small and large business units,
by depositors engaged in manufacturing and mining, in commerce and trade,
and in agriculture, and by urban and rural communities in all sections of the
country. . Information available for the first half of the year indicates that at
least two-thirds of the increase during that period accrued to businesses,
including unincorporated firms. In percentage terms expansion has generally
been greatest in the southern and western districts of the United States, where
there were increases of one-third to one-half in demand deposits, and least in
the northeastern districts, particularly in large city banks. The exception-
ally large growth in deposits in areas known to be active in war production
reflects the general tendency for funds to be held near the point of production
in periods of expanding activity rather than near the financial offices of busi-
ness concerns. The rapid growth in agricultural income also contributed to
the growth of deposits at country banks.

For the year 1943 as a whole, as in 1942., New York City lost funds on bal-
ance through Treasury transactions and commercial and financial operations,
and regained funds through the open-market operations of the Reserve Sys-
tem. Adjusted demand and United States Government deposits increased
only 1.2. billion dollars as compared with an increase of 4.5 billion in 1942..
Treasury collection of taxes and sales of new securities continued to take more
money from the New York market than was returned by Treasury expendi-
tures. The market also lost heavily from currency withdrawals and trans-
actions with foreign accounts. During the first six months of 1943 there was
an inflow on commercial and financial accounts, in contrast to the steady
outflow in 1942.. During the last half of the year, however, these accounts
were again drawn down.

The inflow of funds on commercial and financial accounts may have repre-
sented the accumulation of business balances in New York. Working bal-
ances in the areas of production may have become ample for current
operations, and business concerns may have placed funds in excess of such
needs on deposit in the money-market banks pending investment or other use.
Another source of the inflow may have been purchases of Government securi-
ties in New York by banks and other investors outside the city. During the
war loan drives in April and September, however, there was a heavy with-
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drawal of funds from New York, presumably to make purchases of securities
elsewhere or to replenish working balances that had been exhausted in mak-
ing subscriptions. The effect of these and of further heavy withdrawals in
December on the supply of funds in the market was largely offset by Federal
Reserve purchases of securities.

Growth of currency. Growth of deposits during 1943, as in previous
war years, was accompanied by expansion of currency in circulation. The
rate of currency outflow was substantially more rapid in 1943 than the
increase in wage and salary payments or consumer expenditures—the prin-
cipal purposes for which currency is used—thus continuing a development
that had prevailed in a less striking way during 1942.. More large denomi-
nation currency went into circulation in 1943 than in 1942., a fact which
suggests that more funds were being held idle. Although 10 and 2.0 dollar
bills accounted for the greater part of the increase in both years, in 1943 the
relative increase in 50 and 100 dollar bills was greater than for any other
denominations. Continued heavy income receipts by the low and middle
income groups, movement of population to new centers of war production,
expansion of the armed forces, and bank service charges on checking accounts
appeared to be continuing factors in the large currency outflow.

Currency growth in this country has not been materially different from that
in other countries with highly developed deposit banking systems. Since
1939 the percentage increase here has been slightly smaller than in Canada
and slightly larger than in Great Britain.

Deposits after the war. The large expansion of bank deposits and cur-
rency in recent years raises the question as to what changes are likely to occur
after the war in the volume and distribution of deposits and what effect such
changes may have on the position of banks.

Decline in the volume of deposits in all commercial banks taken as a whole
can be caused by withdrawals of currency or by an outflow of gold from the
country, or it may reflect a reduction in the banks' loans and investments.
Only the last of these causes is likely to occasion a substantial decline in
deposits in the postwar period. The volume of currency in circulation now
is so large that it is much more likely to decline after the war (and thus in-
crease deposits) than to expand further (and thus reduce deposits). Neither
is there any likelihood of a gold outflow of sufficient volume to be of conse-
quence in relation to the total volume of deposits.

Since about two-thirds of the earning assets of banks at present consist of
United States Government securities, any substantial reduction in bank
credit would necessarily mean a decrease in the banks' holdings of these
securities. Such a decrease might be the result of a rapid contraction of the
Government debt or of the sale to nonbank purchasers of Government securi-
ties now held by banks. In case of either of these developments bank deposits
would decline, but their decrease would release required reserves which would
be available to serve as a basis of an expansion in loans and investments (and
thus in deposits) equal to the previous contraction.
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When the present situation is compared with that prevailing after the last
war or in the 1930's, the outstanding difference is that since the banks' port-
folios now consist in large part of United States Government securities, the
banks are not likely to be under pressure to liquidate assets, as they were in
the earlier periods. At those times the expansion in deposits had been due in
large part to increases in bank loans during periods of rising values. In the
period preceding 19x0, much of the increase was [in loans on commodities
based on rising commodity prices, while in the years ending in 1919 the ex-
pansion was in security loans based on rising stock prices. In both cases a
collapse in values resulted in a weakening of the quality of bank assets, with
consequent urgent pressure by the banks to liquidate loans. After the
present war there is no prospect of a substantial contraction of deposits from
this cause.

Aside from such changes as may take place after the war in the total vol-
ume of deposits, there will no doubt be a considerable movement of deposits
between banks and between regions. Growth of deposits during the war
has been widely distributed over the country. It has been largest in places
where war activity has expanded most. At financial centers, where tax
payments and purchases of United States Government securities have been
heaviest, the deposit growth has been least marked. It is possible that after
the war there will be a flow of deposits from scattered communities to the
financial centers. Individual banks may lose deposits through transfers to
other banks and may find it necessary in meeting the drain to dispose of some
of their Government securities. In such cases, however, other banks will
receive the deposits and will be in a position to buy additional securities.

The flexibility of the banking system and of many individual banks in
meeting declines in deposits has been enhanced by the practice of adjusting
the maturities in security portfolios to the character of deposits. In general,
a large proportion of bank holdings of Government securities is in short
maturities which are not subject to wide fluctuations in price. In case large
and abrupt interbank movements of deposits should result in temporary dis-
turbances, the Federal Reserve authorities would be in a position to take
measures, in accordance with their well-established policy, to restore stab-
ility to the money market.

OPERATIONS AND STRUCTURE

Bank earnings. Earning assets of the banking system increased by about
2.5 per cent during 1943 following a 2.8 per cent increase during 1942.. At the
close of the year they totaled around 98 billion dollars, over two-thirds of
which consisted of Government securities. The increase in the total volume
of assets more than compensated for lower yields on investments as compared
with loans, and bank earnings were higher than at any time since the banking
holiday.

The large growth in holdings of Government securities, combined with the
decline in loan volume, has produced widely different effects on the earnings
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of individual banks. In 1942. net earnings of central reserve and reserve city
banks increased while those of country banks declined. In 1943 earnings at
all classes of banks increased, but the biggest gain was at the money-market
banks in central reserve cities. These variations can be explained largely by
differences in the spread between loan rates and investment yields. At large
banks, where loan rates have not been much higher than rates on investments,
earnings on an enlarged volume of Government securities have more than off-
set the decline in earnings on loans. At smaller banks, loan rates are
generally much higher than rates on Government securities. Consequently,
while showing an increase in the total volume of earning assets, some of these
banks have suffered a decline in earnings.

Capital accounts. As a result principally of larger earnings and no mate-
rial change in the amount of cash dividends declared on bank stock, capital
accounts of member banks increased about 374 million dollars in 1943, com~
pared with 114 million in 1942.. Towards the close of the year a number of
the larger banks declared substantial stock dividends out of accumulated sur-
plus and profits, thus increasing the "fixed" portion of their capital struc-
tures, and some sold additional common stock. All of this fits in with the
general policy of bank supervisory authorities, that banks should strengthen
their capital structures and take whatever other steps may be necessary to
place them in the best possible position to meet postwar developments.

Increases in banks' capital accounts in recent years have been much smaller,
relatively, than increases in bank liabilities. There is, in other vsrords, less
margin for the protection of the general depositors, if the nature of bank assets
is disregarded. But most of the increase in liabilities has been accompanied
by growth in assets involving no risk of loss, and the ratio of capital accounts
to what are sometimes termed "risk assets" (all assets other than cash, re-
serves, due from banks, and Government securities) is higher now than it was
at the beginning of the war. On December 31,1943, this ratio for all member
banks as a group was 2.9 per cent, compared with 13 per cent on December 31,
1941.

Change in number of banking offices. Continuing the trend of recent
years, the number of banks declined slightly in 1943. It was 14,579 on De-
cember 31, or 101 below the number at the end of 1942.. The number of
branches and additional offices, including banking facilities at military reser-
vations, increased by 194 to 3,933 in 1943. Other than the special wartime
offices, there was an increase of only two in the number of branches and
additional offices established by banks.

As in other recent years, the decrease in the number of banks was due almost
entirely to consolidations and voluntary liquidations. These resulted in a
gross decrease of 148 banks. Four banks suspended during the year—-two
member banks and two insured nonmember banks. The number of banks
newly organized in 1943 was 49, compared with 2.2. the year before. The net
decrease in number of banks during the year was 101.

The number of branches and additional offices established by banks, exclud-
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ing offices at military reservations, was 49, while the number discontinued
was 47. The new branches were about equally divided between de novo
banking offices and conversions of existing banks into branches. Three-
fourths of the 49 new branches and half of the 47 branches discontinued were
located outside the cities of their respective head offices. The number of
banking offices opened at military reservations was \^L\ all of these were
established through arrangements made by the Treasury Department with
banks designated as depositaries and financial agents of the Government.

Increase in banking services. The volume of transactions handled by
the banking system increased considerably during 1943, in reflection of the
banks' continued contribution to the war effort. Aside from participating
in the management of the war loan drives aijd purchasing securities for their
own accounts, banks handled subscriptions to securities sold during the
drives. In addition, throughout the year they sold and issued a large volume
of savings bonds to the public and to their employees through pay roll savings
plans. Banks certify owners' signatures on war savings bonds, which are
redeemed outside of Washington solely by the Federal Reserve Banks.

As previously indicated, banks have made many- loans to contractors and
subcontractors engaged in war operations. Additional loans were made to
finance the construction or repair of homes in war housing areas, and to
finance the production of adequate food to meet the needs of the armed serv-
ices and civilian personnel at home and abroad. At the request of the Treas-
ury, banks have established facilities for the receipt of deposits and payment
of checks at more than 2.00 military reservations since the war began. They
also cash millions*of allotment and allowance checks issued to soldiers' and
sailors' dependents, provide trust services for men and women in the armed
services, etc. Many banks make up cash pay rolls for war industries and, in
some cases, for the Army and Navy.

The tax withholding program of the Treasury and the ration banking plan
of the Office of Price Administration have created new functions for the
banking system. The banks provide receipts for taxes withheld and transfer
the funds to the Reserve Banks from time to time as required by the Treasury.
Millions of ration coupons and stamps are received by the banks from dealers
in rationed products. Accounts for certain rationed commodities are set up
in much the same way as deposit accounts for cash and the banks keep a run-
ning balance between deposits of coupons and stamps and withdrawals to
replenish stocks of rationed goods. After their expiration dates, coupons
are kept for the period required by the Office of Price Administration and then
destroyed. Toward the close of the year arrangements were completed for
banks to act as distributing agents for millions of fibre tokens to be issued by
the Office of Price Administration in connection with the rationing program.

Banks assist the Treasury in its control of the movement of funds and assets
belonging to "nonnationals" by effectuating the Treasury orders and licenses
which make limited amounts of such funds available to their owners. The
census of such funds and assets, which the banks had been making for the
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Treasury, had been practically completed prior to 1943. Banks also are the
principal means through which the Treasury is now endeavoring to obtain a
complete census of American holdings of foreign assets.

Increase of membership in Reserve System. Despite the net decrease of
101 in the total number of banks, membership in the Reserve System con-
tinued to increase in 1943 and registered a net gain of 59. National banks—
required by law to be members of the Federal Reserve System—declined by a
net of 41, principally because of consolidations. State member banks showed
a net increase of 100—about the same as the year before, but considerably
less than in 1940 and in 1941. The 6,738 member banks (including three
small mutual savings banks) that were in operation on December 31, 1943,
accounted for 48 per cent of the number and about 87 per cent of the deposits
of all commercial banks in the United States. While nearly all of the larger
banks are member banks, most of the member banks are of small or moderate
size. In December i94x, for example, 57 per cent of the member banks had
deposits of 2. million dollars or less each, and 80 per cent had deposits of 5
million or less.

The gross number of State banks admitted to membership in 1943 (includ-
ing four newly organized banks) was 117. All but one of the 113 operating
State banks admitted to membership were already members of the Federal
Deposit Insurance Corporation. Total deposits of these 113 banks amounted
to about 3x0 million dollars. Admissions of State banks to membership
were distributed throughout the twelve Federal Reserve districts, but two-
thirds of the total number admitted were in three districts—Chicago, Cleve-
land, and New York.

In 1943 State bank membership in the Reserve System reached 1,698, its
record peak. There were 50 more State banks in the System on December 31
than there had been in June 192.x, when membership for State banks was at its
former peak. Relative to the number of State banks in existence on the two
dates, State bank membership is now two and one-half times larger than in
1911. In June of that year State member banks were approximately 8 per
cent of all State commercial banks; now they are 19 per cent. The proportion
of State commercial bank deposits held by State member banks is also con-
siderably higher than it was in 192.2., the percentage being 70 now as compared
with 48 in lyiJL.

Par and nonpar banks. The Federal Reserve Act provides that no ex-
change charges for the collection or payment of checks shall be made against
the Federal Reserve Banks; consequently only checks on which no exchange is
charged are collectible through the Reserve Banks. To facilitate collections,
there is maintained a "Federal Reserve Par List," comprising all member
banks—which are required to remit at par for checks presented to them by
the Reserve Banks—and nonmember banks that have agreed to pay without
deduction of exchange charges such checks drawn upon them as are forwarded
for payment by the Reserve Banks.

During 1943 there was a net increase of 79 in the number of banks on the
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par list, consisting of 59 member banks and zo nonmember banks. The total
number of banks on the par list at the end of the year was 11,501, comprising
6,738 member banks and 4,763 nonmember banks.

The number of nonmember banks (other than mutual savings banks and
banks on which no checks are drawn) not on the par list was 2., 52.9, compared
with 2.,7io a year earlier. The net reduction of 181 in the number of nonpar
banks is the result principally of the transfer of 191 banks to the par list (111
in Iowa) and the termination of existence of 2.6 nonpar banks. The decrease
in the number of nonpar banks took place largely in July, following the enact-
ment in Iowa of a law providing for the clearing at par of checks drawn on
all banks organized under the law of that State; there were i n nonpar banks
in Iowa at the beginning of 1943. A considerable number of nonmember
banks were also added to the par list in December. The gross decreases in
the number of nonpar banks were offset in part by the withdrawal of z6 banks
from the par list and the organization of zo new nonpar banks.

Of the x,5^9 nonpar banks at the end of the year, about 95 per cent were
located in 16 States as follows: Minnesota 4x0, Georgia 2.63, Mississippi 174,
Tennessee 166, Nebraska 154, Wisconsin 145, Arkansas 12.8, Alabama 117,
North Carolina 1x7, South Carolina 114, North Dakota i n , Louisiana 104,
South Dakota 98, Missouri 94, Florida 88, and Texas 88. Of the remaining
ix8 nonpar banks, 37 were located in Virginia, zz in Washington, zi in Mon-
tana, iz each in Illinois and Oklahoma, 10 in Kentucky, and a total of 14 in
six Other States.

Absorption of exchange charges. There was an important develop-
ment during the year in connection with the practice pursued by some banks
of absorbing exchange charges for correspondent banks. The Board was
presented, in a specific case, with the question whether the absorption of
exchange charges by a particular member bank constitutes a payment of
interest on demand deposits in violation of Section 19 of the Federal Reserve
Act, and of the Board's Regulation Q. The Board held that the absorption
of exchange charges in the case under consideration was equivalent to "a
payment to a depositor for the use of funds constituting a deposit," and,
consequently, under the Board's definition of interest, was a payment of
interest and was in violation of the law and the regulation. This ruling was
published in the Federal Reserve Btdletin for September 1943.

Prohibition of payment of interest on demand deposits was incorporated
into the law by the Banking Act of 1933, which prohibits such payments made
"directly or indirectly by any device whatsoever." By an amendment
adopted in the Banking Act of 1935 the Board was authorized "to determine
what shall be deemed to be a payment of interest" within the meaning of the
statute.

On February 11, 1937, the regulations of the Board and the Federal Deposit
Insurance Corporation were amended by providing that for the purpose of
both regulations the term "interest" shall mean "any payment to or for the
account of any depositor as compensation for the use of funds constituting a
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deposit." By joint announcement of the two agencies, it was made clear
that the purpose of this action was to restate principles of law as decided by
the courts and to provide for the consideration of each case that might arise
upon the basis of the facts involved in the specific case.

It was in accordance with the policy thus agreed upon in 1937 that the
Board's ruling was made in 1943. The facts of the case upon which that
ruling was based were developed in connection with examination of a member
bank and were submitted to the Board with a request for an interpretation.
In expressing its views, the Board was guided by what the courts have con-
sidered to be the collection or payment of interest. Principles of law thus
announced by the courts were applied to the facts of the case before the Board,
and the Board expressed the opinion that the practice followed by the bank
in question came within the scope of the statutory prohibition.

The bank to which the ruling applied and other banks in the same com-
munity subsequently announced their intention to comply with the Board's
interpretation of the law. A number of other banks throughout the country,
as well as clearinghouse associations, likewise conformed to the Board's
ruling by announcing the discontinuance of the absorption of exchange
charges.

Late in 1943 this matter became the subject of hearings extending into 1944
in the Banking and Currency Committee of the House of Representatives, in
which members of the Board and its General Attorney appeared as witnesses.
Early in 1944, bills were introduced in both Houses of Congress (S. 1642.;
H.R. 3956) for the purpose of amending Section 19 of the Federal Reserve Act
to provide that the absorption of exchange and collection charges by member
banks shall not be deemed to be a payment of interest. In response to a re-
quest for its opinion as to the merits of the proposed legislation, the Board of
Governors addressed letters explaining its position to the Chairmen of the
Banking and Currency Committees of the Senate and the House of Represen-
tatives. A copy of the Board's letter to the Honorable Robert F. Wagner,
Chairman of the Senate Committee on Banking and Currency, dated January
14, 1944, was printed in the Federal Reserve Bulletin for February 1944.
The letter includes a full statement with respect to the history of the
question of absorption of exchange charges as well as to the Board's position
in this matter.

RECOMMENDED LEGISLATION ON BANK HOLDING COMPANIES

In the Banking Act of 1933 the Congress undertook to provide for the super-
vision of bank holding companies. The Board, in the light of its experi-
ence, believes the present law inadequate to accomplish the purposes for
which it was enacted, and accordingly the Board wishes to recommend cer-
tain broad changes which it believes should be incorporated in the law if it
is to be effective.

In the first place, the existing statutory definition of a bank holding com-
pany is inadequate. This definition, which is contained in Section x(c) of
the Banking Act of 1933, reads in part as follows:Digitized for FRASER 

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

1943



FEDERAL RESERVE SYSTEM 35

cc(c) The term 'holding company affiliate' shall include any corporation,
business trust, association, or other similar organization—

" ( i ) Which owns or controls, directly or indirectly, either a majority
of the shares of capital stock of a member bank or more than 50 per centum
of the number of shares voted for the election of directors of any one bank
at the preceding election, * * * ."

Effective control does not depend upon the ownership or control of a majority
of the outstanding shares. It can be and often is exercised through the
ownership or control of a much smaller proportion of total shares outstand-
ing and this fact has been recognized by the Congress in corresponding legis-
lation enacted in other fields.

The number of shares owned or controlled as compared with the number
of shares voted for the election of directors at the preceding election is an
equally unsatisfactory basis for determining whether a holding company
affiliate relationship exists. Such a restricted test puts it within the power of
the holding company, under the statutory test, to establish an absence of
control when, in fact, it is at that very time actually exercising most effective
control. Moreover, regulation, to be effective, must have continuity, and
a statutory yardstick under which a company may be a bank holding com-
pany one year and may not be the next year renders regulation difficult if not
impossible in some important instances.

In the Board's experience, the case in which regulation is most necessary
is likely also to be the case in which advantage has been taken of the gaps in the
statutory definition with respect to the number of shares owned or controlled.
The Board believes that these gaps should be filled in by incorporating in the
statute more realistic definitions envisaging the manner and means by which
effective control actually is exercised.

Secondly, the only limitation which the law imposes upon the control of
subsidiary banks by bank holding companies is that the latter may not
vote their stock in a controlled bank without securing a voting permit from
the Board, and it is only as an incident to obtaining the voting permit that
there is any regulation at all. When effective control is exercised without
voting the stock, which is the case in important instances, obtaining a voting
permit from the Board becomes a matter of no importance to the holding
company. In such a case, the bank holding company can escape every con-
sequence of the statute merely by not obtaining a voting permit and not vot-
ing its stock. Thus the option of whether or not it shall be regulated under
the statute rests entirely with the holding company. The Board believes
that all bank holding companies should be supervised, as are the banks
which they control.

Finally, even if the holding company chooses to subject itself to regula-
tion, the effectiveness of the Board's supervision is hindered rather than
helped by the penalties provided by the statute. For violation of the statute
or of its agreement with the Board, the holding company's voting permit
may, after hearing, be revoked. The consequences flowing from such a re-
vocation are that the member bank whose stock is controlled can not receive
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deposits of public monies of the United States nor pay any further dividends
to the holding company. Also, if the controlled bank is a national bank,
its charter may be forfeited, and if it is a member State bank, its membership
in the System may be terminated. The Board believes that means should be
provided for reaching the holding company and its management directly
rather than indirectly, as is now the case.

While their operations are extensive in certain areas, bank holding com-
panies are not numerous. Their management, on the whole, has been co-
operative and the Board has enjoyed a satisfactory relationship with most of
the holding companies to which it has issued voting permits. It is the
exceptional case which now concerns the Board for it is in the exceptional
case that the inadequacies of the statute are real impediments and in which
the Board's ability to regulate is challenged. In the exceptional case, the
Board has found that the corporate device of the holding company has not
been used solely as a mechanism for the efficient operation of controlled banks
but as a device to accomplish by indirection objectives which could not be
accomplished directly.

Accepted rules of law confine the business of banks to banking and pro-
hibit them from engaging in extraneous businesses such as owning and
operating industrial and manufacturing concerns. It is axiomatic that the
lender and borrower or potential borrower should not be dominated or con-
trolled by the same management. In the exceptional case, the corporate
device has been used to gather under one management many different and
varied enterprises wholly unallied and wholly unrelated to the conduct of a
banking business. When the bank holding company has thus expanded its
operations into other and unrelated activities, it tends more and more to
have the characteristics of the type of institution to which the "Investment
Company Act of 1940" was addressed. Yet, if the company controls banks
and has a voting permit for any one of such controlled banks, it is exempted
from the provisions of that Act. The Board believes that such a company
should be required, by law, to adjust its affairs so as to become either a bank
holding company or an investiment company. In no event should it be per-
mitted to remain a hybrid beyond the period necessary for it to adjust its
affairs in this respect.

In the exceptional case, the Board has found that the corporate device of
the holding company has been used to escape the supervisory powers of the
various bank supervisory agencies. Briefly stated, Congressional policy
with respect to the establishment of branches of banks, as reflected in current
statutes, is designed to limit Federal permission to establish branches in each
State to the legislative policy of the State. The Federal supervisory author-
ities now have authority to control the direct establishment of branches of
banks under their respective jurisdictions. This is because national banks
must first obtain permission from the Comptroller of the Currency to estab-
lish branches, State member banks from the Board and nonmember insured
banks from the F.D.I.C. Through the corporate device of the holding
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company, however, these controls are defeated and the holding company
by indirection can do what the bank can not do directly. Thus the same
management which is restricted in its operation under a bank charter can,
through the holding company device, acquire unit banks, operate them in the
same manner branches would be operated, and thus defeat the expressed will
of Congress regarding the establishment of branches.

There is now no effective control over the expansion of bank holding com-
panies either in banking or in any other field in which they may choose to
expand. Moreover, the device lends itself readily to the amassing of vast
resources obtained largely from the public which can be controlled and used
by a few people and which give to them, when they choose so to use them,
an unfair and overwhelming advantage in acquiring additional properties
and in carrying out an unlimited program of expansion. In the exceptional
case, these resources have been used to acquire independent banks by measures
which leave the local management and minority shareholders little with
which to defend themselves except their own strenuous protests. Likewise,
these resources have been used to support the market for their own stocks and
thus to facilitate the acquisition of independent banks by the exchange of
stocks, as well as to create trading profits for favored participants.

The Board believes, therefore, that it is necessary in the public interest
and in keeping with sound banking principles that the activities of bank
holding companies be restricted solely to the banking business and that
their activities be regulated, as are the activities of the banks themselves.

It is recognized that bank holding companies have served a useful purpose
in some areas of the country and have contributed banking services which
might not otherwise have been available or might not now be available,
and a requirement that bank holding companies be immediately dissolved
would more likely result in the liquidation of controlled banks in certain
areas than in their sale to and continued operation by new owners.

For these reasons the Board recommends that immediate legislation be
enacted preventing further expansion of existing bank holding companies
or the creation of new bank holding companies. Such legislation should
be so designed as to prevent any such company from using the corporate de-
vice to circumvent and evade sound banking principles, regulatory statutes,
and declared legislative policy.

WARTIME SERVICES OF THE RESERVE BANKS

Work performed by the Reserve Banks for the Government in connection
with the prosecution of the war expanded further during 1943. In order to
give the banks and the public the best possible service consistent with eco-
nomical operation, a number of additional fiscal agency services were made
available at the twenty-four branches of the Reserve Banks. This policy of
decentralization in the Federal Reserve System helped to relieve somewhat
the pressure at the head offices. Toward the middle of the year the opera-
tions of the Reserve Banks and their branches were designated an essential
activity by the War Manpower Commission.
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FISCAL A G E N C Y O P E R A T I O N S

About i2.,ooo employees or half the System's total personnel were engaged
in fiscal agency activities at the end of the year, a majority of such employees
being assigned to war savings bond operations. The number of employees
in fiscal agency departments alone is now somewhat larger than the total
personnel of the Reserve Banks and branches before the war.

Withholding tax program. One of the principal fiscal agency operations
inaugurated during the year was the handling for the Treasury of much of
the work in connection with the withholding tax program under the Current
Tax Payment Act of 1943, which wTas enacted June 9. This work in-
volved the issuance of Treasury instructions, the qualification of depositary
banks, the acceptance of deposits from such banks, the matching of copies of
depositary receipts received from Collectors of Internal Revenue with those
received from depositary banks, and the issuance and safekeeping of 2. per
cent depositary bonds. These bonds are sold to depositary banks for the
purpose of compensating them for the additional costs they incur in receiving
and accounting for deposits of withheld taxes.

Ration banking. Another new fiscal agency activity was the handling
of ration checks for the Office of Price Administration. Under the Ration
Banking Plan, which was inaugurated on January 2.7, out-of-town ration
checks deposited with banks carrying ration bank accounts are cleared
through the Reserve Banks and their branches. During the year the Reserve
Banks handled more than 52. million ration checks.

Depositary services for the Treasury. During the early part of the year,
the Reserve Banks were requested to act as agents of the Treasurer of the
United States in paying a new type of Government check—a punch-card
check designed to be handled through sorting and tabulating machines.
These card checks are drawn on the Treasurer of the United States payable
through a particular Federal Reserve Bank. During the year the Federal
Reserve Bank of New York, for example, handled 34 million card checks, a
majority of which represented payments to dependents of men in the armed
forces. Checks now being issued in punch-card form payable through the
Reserve Banks include also checks drawn by various Navy offices and yards
and by Treasury regional disbursing offices. The number of Government
checks handled by the Reserve Banks, including card checks, increased from
131 million in 1942 to 2.67 million in 1943. There was also a substantial
increase in the number of checks deposited by Collectors of Internal Revenue
and other Government officials for credit to the Treasurer's general account.
Millions of such checks are now collected annually by the Reserve Banks.
As depositaries of the United States, the Reserve Banks also pay and charge
to the Treasurer's general account maturing coupons from Government securi-
ties, 17 million of which were paid during 1943.

Federal Reserve Banks made substantial shipments of currency direct to
Army and Navy posts in this country and to banks for use at such posts.
The Federal Reserve Bank of Dallas estimated that direct payments of cur-
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rency and coin to authorized finance officers of the Army and Navy repre-
sented about one-fifth of its total volume of currency shipments.

Issuing and servicing Government obligations. In point of number
of employees engaged, the handling of war savings bonds continued during
1943 to be the largest single operation performed by the Federal Reserve
Banks. In addition to the direct issue of savings bonds, the Reserve Banks,
as fiscal agents, maintain consignment accounts with thousands of banks and
other qualified issuing agents for Series E bonds. Stocks of bonds in the
millions were furnished these issuing agents by the Reserve Banks during
1943 and, as the bonds were sold, reports and remittances were received,
accompanied by the bond stubs which show the registration of each bond
sold. Such stubs are consolidated with those representing bonds issued by
the Reserve Banks, then tabulated and forwarded to the Treasury. The
Reserve Banks supply all issuing agents except post offices with stocks of
bonds. Many of these issuing agents are corporations and others which
operate pay roll savings plans for the purchase of war savings bonds by their
employees. About 75 per cent of the number of savings bonds issued during
1943 were in the $2.5 denomination, which largely accounts for the tremen-
dous amount of work involved. Moreover, savings bonds are issued in
registered form and require considerably more time to handle than bonds
issued in bearer form. The Reserve Banks are the sole redemption agencies
for savings bonds outside of Washington. As the sales of savings bonds
have increased, the number of bonds redeemed has increased, and many
Reserve Banks and branches have set up separate savings bond redemption
departments outside their regular banking quarters. Almost 53 million units
of Series E savings bonds were sold in the Third War Loan Drive and 33
million in the Second Drive. These issues were in addition to sales outside
of the drives.

Reissues of savings bonds increased considerably during the year, princi-
pally because of bonds being improperly inscribed at time of purchase. The
Federal Reserve Bank of Chicago renders a special service to the Treasury's
Chicago office in handling reissue cases that can not be settled without
clearance with the Treasury. The Chicago Reserve Bank handles cases of
this type from all parts of the country, whether submitted to the Treasury
Department direct or through other Reserve Banks. The volume, which is
currently running at an annual rate of 2.00,000 pieces, is rapidly increasing.

The safekeeping facilities at the Federal Reserve Bank of Cleveland were
expanded during the year to care for several million bonds to be deposited
for the Navy's personnel. The Chicago Reserve Bank renders a similar
service for the War Department.

As contrasted with the number of pieces, the dollar volume of securities
handled by the Reserve Banks was greatest in the Treasury's market issues,
which were sold largely during the Second and the Third War Loan Drives.
The wider distribution of securities achieved by greater efforts to sell securi-
ties to nonbank investors resulted, of course, in a larger number of individual
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pieces sold and consequently in an increase in the volume of work of the
Reserve Banks. Concentration of security offerings into brief drive periods
also resulted in sharp peak loads. In spite of increased staffs and employees
borrowed from other departments, considerable overtime was necessary
in the fiscal agency departments.

The Federal Reserve Banks cooperated fully with the Treasury in the task
of organizing and administering the war loan drives. This activity required
a considerable part of the time of the Presidents of the Reserve Banks and
other officers as well as the full time of a large number of employees. The
work included assistance in the preparation and distribution of publicity
materials such as manuals and letters of instruction to workers in the drives,
printing and distribution of subscription blanks, and tabulation of detailed
reports on the results of the drive for the information of the war finance
committees and the Treasury.

Efforts made during the year to increase the number of banks qualified as
war loan depositaries were quite successful. Owing to the Treasury's large
financing operations, many banks realized the desirability of paying for
subscriptions to Treasury securities by credit in war loan accounts. Funds
in war loan accounts are left in the depositary until actually- needed by the
Treasury.

Services for Government corporations. Since April 1943, a number of
the Reserve Banks have been maintaining complete inventory records of
machinery and equipment owned by the Defense Plant Corporation and used
in war production plants. The Defense Supplies Corporation purchased
large quantities of clothing, strategic materials, automobile tires and tubes,
etc., which were paid for with checks drawn at its direction by the Reserve
Banks on the Treasurer of the United States.

Services somewhat similar to those performed for the Defense Plant
Corporation and the Defense Supplies Corporation were performed by the
Reserve Banks during the year for the Commodity Credit Corporation and
for the Reconstruction Finance Corporation and its various other subsidiaries,
including Metals Reserve Company, War Damage Corporation, Rubber
Reserve Company, U. S. Commercial Company, Federal National Mortgage
Association, Disaster Loan Corporation, and RFC Mortgage Company. The
Reserve Banks disburse, by checks drawn on the Treasurer of the United
States, the amount of loans and other payments made by such agencies and
receive, examine, and hold the notes of the borrowers and other collateral.
Payments of principal, interest, and commitment fees made in connection
with such loans are received and applied by the Reserve Banks. All Reserve
Banks continued to receive a large number of remittances from fiduciary
agents representing premiums collected on War Damage Corporation in-
surance coverage.

Stabilization Fund operations. The Federal Reserve Bank of New York
carries out the operations of the United States Stabilization Fund in accord-
ance with authorizations and instructions from the Treasury. Such opera-
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tions include the purchase and sale of gold and foreign exchange and the
maintenance of accounts for various foreign central banks and foreign gov-
ernments in connection with stabilization agreements and other arrangements
between the United States and certain foreign countries.

Foreign Funds Control. The activities of the Federal Reserve Banks as
agents for the Foreign Funds Control in the Treasury continued to be important
during 1943. The Foreign Funds Control regulations were modified and
extended somewhat during the year, particularly with a view to facilitating
legitimate transactions and to tightening up the barriers against Axis manip-
ulation of dollar assets. The liberation of North Africa brought an increase
in the number of applications for transactions with this area, and fore-
shadowed new problems when contact is resumed with European areas now
occupied by the enemy.

More than 100,000 applications for licenses were received by the Reserve
Banks during the year, most of which were handled under general authoriza-
tions from the Treasury Department without the necessity of transmitting
them to Washington. Several hundred thousand reports of transactions
under license were also received and checked. Under special authorization,
the Federal Reserve Bank of Dallas effected during the year about 8,500
releases of currency illegally brought into the United States from Mexico.
At the request of the Treasury, the Reserve Banks distributed during the year
several million copies of forms, circulars, and other documents relating to
foreign funds control.

The Reserve Banks participated during the year in the administration of the
Treasury's general census of foreign property owned by persons subject to
the jurisdiction of the United States, including all residents of the United
States and all American citizens resident abroad. By the end of the year,
approximately zoo,000 reports had been filed with the Federal Reserve Banks
pursuant to this census, involving property in foreign countries valued at
some 11 billion dollars.

Foreign transactions. The Federal Reserve Bank of New York contin-
ued to engage in foreign transactions on an extensive scale. Gold under
earmark for foreign account at the New York Bank increased by 804 million
dollars to 3,477 million during 1943, while the deposits of foreign central
banks and governments at that Bank increased by 568 million to 1,360
million at the end of the year. Gold or dollar accounts are held for the
central banks or governments of 59 foreign countries; a few of these accounts
are held by the New York Bank in its capacity as fiscal agent for the Treasury
Department, but most of them are held by the Bank in its own name, and
participated in by the other Reserve Banks pursuant to an agreement ap-
proved by the Board of Governors. A further element in the foreign trans-
actions of the Federal Reserve Bank of New York which became increasingly
important during 1943 was the handling of official remittances from the
United States to foreign countries, particularly in connection with the
maintenance abroad of American armed forces.
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The New York Reserve Bank also acts as agent of the Treasury in connec-
tion with transactions in gold and silver, but the decline in gold imports and
the absorption of all silver imports by the market greatly reduced the volume
of such transactions during the year. Near the close of the year arrangements
were being made for the New York Bank, as fiscal agent, to open and main-
tain on its books an account for the United Nations Relief and Rehabilitation
Administration.

At the close of 1942. two loans on gold to a foreign central bank were out-
standing for a total amount of 1.5 million dollars. Two further loans to the
same bank were made in January 1943 by the Federal Reserve Bank of New
York under the usual arrangements authorized by the Board of Governors.
The maximum amount outstanding at any time during the year was 4 million
dollars. These loans were all repaid during 1943, and at the end of the year
no loans on gold were outstanding.

ENLARGED RESPONSIBILITIES OF RESERVE BANK BRANCHES

In line with the movement initiated by the Board of Governors in 1941,
the Federal Reserve Banks continued to expand the operations and functions
of their branches.

Among important changes made during the year was the transfer in several
instances of the reserve accounts of member banks and the clearing accounts
of nonmember banks from a Reserve Bank to the branch serving the territory
in which the banks are located. The Reserve Bank at Cleveland transferred
such accounts to its Cincinnati and Pittsburgh Branches, the Reserve Bank
at Atlanta to its Birmingham, Jacksonville, and Nashville Branches, and the
Reserve Bank at Kansas City to its Oklahoma City Branch. All branches
now carry on their books the reserve accounts of member banks in their
territories.

Branch participation in fiscal agency activities connected with Treasury
financing was expanded, with the approval of the Treasury Department.
Branches now handle transactions in connection with war savings bonds,
Series E, F, and G, and Treasury savings notes, Series C. The war loan de-
posit accounts of banks in a number of branch territories have been trans-
ferred from the head office to the branch. Near the end of the year several
Reserve Banks obtained Treasury authorization to maintain complete stocks
of all market issues of Government securities at their branches, so as to be in
a position to make denominational exchanges and effect delivery of short-
term securities under telegraphic instructions.

New activities assumed by the Reserve System in connection with the
handling of ration banking checks at the request of the Office of Price Ad-
ministration, and with the withholding tax program at the request of the
Treasury Department, are handled at all Reserve Banks and branches.

Because of the increased responsibilities of their branches, the Federal
Reserve Banks of Cleveland, Chicago, and Kansas City have designated vice
presidents to serve as resident heads of their branches and Dallas has desig-
nated vice presidents to serve at its Houston and San Antonio Branches.Digitized for FRASER 

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

1943



FEDERAL RESERVE SYSTEM 43

At the end of the year eight of the twenty-four branches were under the im-
mediate direction of resident vice presidents of their respective Federal Re-
serve Banks. There will be a further enlargement in the scope of branch
activities in 1944.

BANK SUPERVISION BY THE FEDERAL RESERVE

The added functions and activities incident to the war effort and the
volume of business handled by banks, which continued to expand in 1943,
increased the duties and responsibilities of all bank supervisory agencies.
The work of supervision was carried on during the year with efficiency despite
a continued rapid turnover in personnel, and this accomplishment was due in
no small measure to the cooperation evidenced by thousands of bank officers
and employees. Bank supervisory agencies continued to cooperate in the
national effort to further the control of inflation by encouraging the reduction
of individual credit for nonproductive purposes and of credit for the accumu-
lation of inventories of consumer goods; and, wherever consistent with sound
banking principles, they also sought to pursue examination and supervisory
policies and practices which would implement the financing of the war
program, both private and governmental.

Examination of Federal Reserve Banks. The twelve Federal Reserve
Banks and their twenty-four branches were examined during the year, by
the Board's Division of Examinations, as required by law.

Examination of State member banks. State member banks are subject
to examination at the direction of the Board of Governors or at the direction
of the Federal Reserve Banks by examiners selected or approved by the Board
of Governors. The established policy is to make at least one regular exam-
ination of each State member bank, including its trust department, during
each calendar year, by examiners for the Reserve Bank of the district in which
the State member bank is situated, with additional examinations if consid-
ered necessary or desirable. In order to avoid duplication and to minimize
inconvenience to the banks examined, wherever practicable such examina-
tions are made jointly in cooperation with State banking authorities or, by
agreement with State authorities, alternate examinations are made.

As stated in the Annual Report covering operations for the year 1941, mem-
bers of the Board and its staff met in Philadelphia in September of that year
with representatives of the bank examination departments of the Reserve
Banks for a conference on bank examination and other supervisory responsi-
bilities under wartime conditions. One of the principal problems discussed
at the conference was the difficulty of making at least one regular examination
of each State member bank during each calendar year, a difficulty which was
believed certain to become greater and further complicated by the pressure
upon the facilities of the several State supervisory authorities. It was deter-
mined to carry out the policy in full so far as possible and, certainly, without
any sacrifice with respect to the scope and adequacy of examinations or the
resultant reports.

With the close cooperation of State authorities it has been possible prac-
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tically to complete the program for examination of all State member banks
in 1943. The very few banks not examined during the calendar year are
scheduled for examination early in the year 1944 and it is hoped that it will
be possible to maintain a satisfactory schedule throughout the coming year.

In view of transportation difficulties and the pressure of other work it was
not considered practicable to hold a conference between representatives of the
Board and representatives of the bank examination departments of the
twelve Federal Reserve Banks in 1943. It was possible, however, to hold a
short and effective independent meeting between members of the Board's
staff and representatives of the Reserve Banks attending the meeting of the
National Association of Supervisors of State Banks in Cincinnati in Septem-
ber. Also, representatives of the Board's Division of Examinations partici-
pated in several conferences of examiners at various Reserve Banks. The
coordination of the bank examination and supervisory activities under
general policies of the Board was further effected through continuing contacts
and correspondence.

Bank holding companies. Bank holding companies, technically defined
as "holding company affiliates," are required by law to obtain voting permits
from the Board of Governors of the Federal Reserve System before stock of
subsidiary member banks which the holding companies own or control may
be voted. This requirement does not apply to the voting of stock of sub-
sidiary banks which are not members of the Federal Reserve System, whether
or not they are insured banks. In acting upon an application for a voting
permit the Board is required by law to consider, among other things, the
financial condition of the applicant and the general character of its manage-
ment. The Board may, in its discretion, grant or withhold a voting permit,
as the public interest may require. Regulation of bank holding companies
by the Board is effected through the specific statutory powers to grant, with-
hold, or revoke voting permits, and through agreements predicated upon the
general statutory powers and responsibilities of the Board and required to be
executed by the holding companies before obtaining voting permits from the
Board. The purpose of these statutes and agreements is that the holding
companies and their subsidiaries, including member banks and nonmember
banks, whether insured or uninsured, shall maintain sound financial condition
and proper management policies and operating practices, including those
involving intercompany transactions and relationships. Appropriate action
was taken during the year in a number of cases with respect to various
important matters in the regulation of bank holding companies.

During the year the Board authorized the issuance of three general voting
permits, i.e., permits unlimited as to time or matters which may be voted
upon, and four limited voting permits, i.e., permits for limited periods of time
and limited also as to subjects which could be voted upon.

Under the authority of Section 301 of the Banking Act of 1935 the Board
determined that five organizations were not engaged directly or indirectly as
a business in holding the stock of, or managing or controlling, banks,
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banking associations, savings banks or trust companies, and that, therefore,
they were not holding company affiliates except for the purpose of Section
2.3A of the Federal Reserve Act, which contains limitations on loans to
affiliates and investments in or loans on their obligations by member banks.

Trust powers of national banks. Under the provisions of Section n ( k )
of the Federal Reserve Act, the Board granted to 10 national banks authority
to exercise one or more trust powers. This number includes the grant of ad-
ditional powers to one bank which previously had been granted certain trust
powers. Trust powers of 44 national banks were terminated, 15 by volun-
tary liquidation and 2.9 by voluntary surrender. At the end of 1943, there
were 1,798 national banks holding permits to exercise trust powers.

Increased acceptance powers. During the year the Board approved an
application of a national bank made pursuant to the provisions of Section
13 of the Federal Reserve Act for permission to accept drafts and bills of
exchange up to an amount not exceeding at any one time, in the aggregate,
100 per cent of its paid-up and unimpaired capital stock and surplus. No
other applications were received.

Foreign branches and banking corporations. One foreign branch of a
member bank was closed during the year, the branch having been established
with the Board's permission-in the previous year. No applications were
received for permission to establish foreign branches pursuant to the provi-
sions of Section 2.5 of the Federal Reserve Act.

At the end of 1943, seven member banks were operating a total of 64
branches or offices in 14 foreign countries or dependencies or possessions of
the United States, exclusive of branches or offices in enemy occupied territory.
Of the 64 branches and offices, four national banks were operating 60 and
three State member banks were operating 4. The foreign branches were dis-
tributed geographically as follows:

Latin America.
Argentina
Brazil.
Chile . . . .
Colombia
Cuba.
Mexico . .
Panama . .
Peru
Uruguay ..
Venezuela

Far East
India

. . 10

4

. . . 2.

16

. . 1

. . . . 1

. . 1

. . . . 1

1

1

42-

1

England
U. S. Insular Possessions and

Dependencies. . ̂
Canal Zone 4
Puerto Rico 7

Total 64

During the year there was no change in the list of the four corporations
operating under agreements entered into with the Board of Governors
pursuant to the provisions of Section 2.5 of the Federal Reserve Act relating
to the investment by member banks in stocks of corporations engaged prin-
cipally in international or foreign banking. One corporation operates a
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branch in England and one has an English fiduciary affiliate. The other two
corporations have no foreign offices.

The head office of the one banking corporation in active operation, organ-
ized under the provisions of Section 15(a) of the Federal Reserve Act and
chartered by the Board to engage in international or foreign banking, was
examined during the year by the Board's Division of Examinations. The
institution's three branches in the Far East and its two French offices are in
enemy occupied territory. The Board's Regulation K relating to corpora-
tions organized under Section 15(a) was amended, in view of changes that
had taken place since the enactment of the Section, so as to require the consent
of the Board in each case before such corporation might invest in stock in
other institutions.

RESEARCH AND ADVISORY SERVICES

The Board continued to modify and amplify its usual reporting services to
meet changes and special problems growing out of the war. The System's
regional research work, in which the twelve Reserve Banks and the Board
cooperate, was considerably expanded and progress was made on the special
postwar studies being conducted by the System's staff. The Board continued
to maintain close contact with other Government agencies engaged in the
war effort and in planning for reconstruction after the war, and information
and advice were contributed to many interdepartmental conferences and
committees. As indicated in other parts of this Report, representatives of the
Board cooperated with representatives of other Government agencies in
efforts to solve problems of public policy and procedure in wartime.

A volume entitled Banking and Monetary Statistics was completed during the
year and published by the Board early in 1944. It is a compilation of statis-
tics on banking, monetary, and other financial developments for past years.
Most of the financial series for which current data are published in the Fed-
eral Reserve Bulletin are included and some series of historical interest which
are no longer published currently are also given. The series cover varying
periods ending in 1941. They extend back to 1914 in many cases and in a
few cases to earlier dates.

A survey of the ownership of deposits in March 1943 was made by the
Board and the Reserve Banks, because of the bearing that the distribution of
deposits has on problems of inflation control, on business financial require-
ments, and on Government financing during and after the war. The survey
was based on voluntary reports from a large sample of member banks through-
out the country. It was developed in collaboration with participating
banks, the Association of Reserve City Bankers, The National Bureau of
Economic Research, and various interested Government agencies. Follow-
ing analysis of the results of the March survey, it was generally agreed that
such information should be obtained regularly, and the survey was estab-
lished on a semiannual basis, beginning with July 31.

New seasonal adjustment factors for money in circulation were released by
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the Board in the September 1943 issue of the Bulletin. The new adjustment
factors are ratios based on total currency outstanding, and provide a better
method of adjustment for seasonal changes in times of rapidly expanding
circulation than do the constant dollar adjustments formerly used. Begin-
ning early in 1944 seasonally adjusted figures were published regularly in
the Bulletin.

In order to ascertain the nature of the increase in business deposits and the
factors contributing to them, analyses previously made of financial state-
ments of large manufacturing corporations were greatly expanded and
were extended to cover transportation and other public utility activities.
These studies indicate the directions in which various industries had ex-
panded their business assets during the war and the extent to which this
expansion had been financed by Government funds, other borrowings, and re-
tained earnings. A study was also made of the factors which have con-
tributed to different profit trends in various industries during the war. The
Board's previous studies of durable goods expenditures were continued and
new estimates for capital expenditures in various manufacturing industries
were developed from the financial statements of a large number of com-
panies.

A broad revision of the Board's index of industrial production was made
during the year and the results were published in the October Bulletin. A
number of new production series were developed to measure activity in war
and civilian industries and improvements were made in various old series on
the basis of new data which had become available as a result of the war
program. Special studies of the index were continued in an attempt to ob-
tain a breakdown between production for war and civilian purposes and the
results of these studies were also published in the Bulletin. Work continued
on developing physical production indexes of the monthly output of clothing
and shoes for civilians as part of a general index of output of finished con-
sumer goods. These indexes were supplied on a confidential basis to the
War Department and other Federal war agencies.

The System's monthly indexes of department store sales were revised during
1943 and the final results will be available to the public in the spring of 1944.
The revised national index is computed by combining revised or new indexes
for each of the twelve Federal Reserve districts into a total index. The
district indexes are adjusted to 1919 and 1939 Census data where necessary
and are computed on a 1935-39 average base. Upon completion of this
revision the Board's weekly index of department store sales and the System's
indexes of end-of-month department store stocks will be reviewed and revised
where necessary.

Several studies were made of analyses by Federal war agencies and private
organizations relating to general production measurements and other eco-
nomic problems, especially output and employment in war industries.
Several special reports on department store sales and stocks were made for
war agencies during the course of the year and the collection of regular
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monthly data showing considerable detail by departments, begun at the
request of these agencies, was continued.

Extensive work was done in the fields of price control, wage stabilization,
taxation, and other aspects of the stabilization program. The Board's staff
cooperated extensively with Walter R. Stark, Assistant Director of the
Board's Division of Research and Statistics, who was granted a leave to act
as an adviser to the Office of Economic Stabilization. At the request of the
Ways and Means Committee of the House of Representatives, the Chairman
of the Board submitted a proposal of a revenue program.

Early in 1943 a special committee of representatives of the Reserve Banks
and the Board of Governors was appointed to study various aspects of
guaranteed loans to industry under the Board's Regulation V. The Com-
mittee gave particular attention to problems of meeting the capital require-
ments of industrial plants during the reconversion period after the war. The
work of this committee was supplemented by intensive study by the Board
and the Federal Advisory Council of all aspects of the final settlement of
terminated war contracts. A resolution containing six recommendations
for procedure in terminating contracts was adopted by the Council on Novem-
ber 15 and concurred in by the Board. The Board submitted the resolution
to Government officials and agencies directly interested and on November 16
released it to the press. A copy of the resolution is given on pages 99-100
of this Report.

The Board continued its study of postwar problems. Among the
problems being studied are: postwar outlook for production and employ-
ment; financial needs of industry in the reconversion period; bank invest-
ment problems; international financial problems and mechanisms; monetary
and fiscal policies; investment potentialities in various fields, both public
and private; over-all surveys of public investment programs; urban redevelop-
ment and Federal-State-local taxation and fiscal relations. Close contact
is maintained with other agencies working on related programs, particularly
with the Bureau of the Budget, the Department of State, the Treasury, the
Bureau of Labor Statistics, the National Housing Agency, the Department of
Agriculture, the Department of Commerce, the Securities and Exchange Com-
mission, the Foreign Economic Administration, and the War Production
Board.

Expansion in the Federal Reserve System's regional research work con-
tinued in 1943. The research departments of the twelve Reserve Banks,
working in cooperation with one another and with the Board's Division
of Research and Statistics, are studying the significant economic developments
in their respective districts in order to provide a basis on which to evaluate
problems that may arise during the war and in the postwar period.

The emphasis of the regional research work undertaken by the Federal
Reserve Banks necessarily varies with the economic characteristics of each
district, but studies on current banking problems, currency flows, the location
and economic influence of war facilities, agricultural land values, and farm
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credit conditions are in progress at most of the Reserve Banks. In a number
of districts special studies are being made of the impact of the war on selected
areas and industries, with particular reference to the postwar outlook for
production, employment, and financial requirements for reconversion. In
addition, some System-wide projects have been undertaken which include
the continuing survey of the ownership of bank deposits, an investigation of
the financial needs of business for the conversion to civilian goods produc-
tion after the war, and a study of the problems incident to the increase in
deposits and the banks' investment policies.

Federal Reserve regional research work is directed primarily toward being
of assistance to the System in the discharge of its responsibilities, but it is
hoped that it may also serve to assist the various communities and the country
as a whole in the solution of the economic problems that lie ahead. To this
end, and in order to avoid duplication of effort, the research staffs are co-
operating closely with other Government agencies and with public and pri-
vate groups which are engaged in economic research on a regional or national
basis.

As a result of the increasing number and complexity of the international
problems faced by the Government, the work of the Board in the field of
international finance expanded considerably during 1943. In close collabora-
tion with various Government departments, studies have been pursued in the
fields of international currency stabilization and international investment,
financial administration and reconstruction in liberated areas and in enemy
territory, and monetary and banking reforms in Latin America.

Members of the Board's staff have participated in the interdepartmental
and intergovernmental negotiations with respect to the proposals concerning
international monetary stabilization put forward by experts of the United
States and British Treasuries. Informal discussions of these plans have pro-
ceeded with technical experts representing approximately 30 foreign coun-
tries, and on the basis of these discussions one revision of the plan drafted
by the American experts has been issued. The discussions continue on a
technical level, the responsibility of the respective governments having not
yet been involved. Members of the Board's staff also participated in inter-
departmental conferences with respect to the proposal for an international
bank which was drafted by experts of the United States Treasury and com-
municated to the Finance Ministers of some 44 countries toward the end of
the year.

At the request of the War Department and civilian government agencies
responsible for the development of financial policy relating to liberated areas
and enemy territory, an extensive research program has been developed in-
volving the analysis of current developments in those areas and of the
problems which may be confronted in this field by American military and
civilian personnel.

Studies of central banking and money markets in Latin America have been
actively pursued, especially as a result of various requests for technical
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assistance which have emanated from the central banks or governments of
these countries. Pursuant to such a request a member of the Board's staff
participated with Treasury experts in a joint mission to Honduras which
submitted a report to the Honduran Government recommending establish-
ment of a central bank in that country. Two members of the Board's staff
also visited Paraguay late in the year, at the request of the Paraguayan Gov-
ernment, and new legislation embodying their recommendations for a reform
of the currency system was passed in that country on October 5. Recom-
mendations with respect to new central banking legislation and a general
banking law are also being developed for submission to that Government.

The Board and several of the Reserve Banks cooperated in the training
program of the Inter-American Training Administration, making their
facilities available to Latin American bankers and banking students and as-
sisting in the planning of the work. The Uruguayan Bankers' Mission,
comprising three officers of the central bank of Uruguay, spent about five
months in the United States, under the auspices of the Inter-American Train-
ing Administration, making their headquarters with the Board.

Members of the Board's staff continued to serve as Chairman and Secretary
of the United States Committee of the Joint Economic Committees of Canada
and the United States until these Committees were dissolved by action of the
Canadian and United States Governments on March 14, 1944. It was agreed
that the continued operation of the Committees had been rendered unneces-
sary by the development of other agencies for collaboration between the two
countries. In addition to various other activities of the Committees during
1943, substantial progress was made in carrying out the joint project for the
North Pacific area initiated in the latter part of 1942.. A number of surveys
were conducted in this area and the results are to be embodied in a forth-
coming report.

During 1943 distribution to the general public of the Board's publications
and releases continued to be substantially curtailed as a wartime economy
measure and in cooperation with the policy of the Office of War Information.
Distribution was continued to Government departments and agencies which
make use of the factual information developed by the Board.

RESERVE BANK PERSONNEL AND OPERATIONS

As previously indicated, operations of the Reserve Banks were in consid-
erably larger volume in 1943 than in 1942., particularly those relating to the
issuance and redemption of securities and to other activities as fiscal agents
of the United States. The expansion in operations necessitated an increase
in personnel and the renting of considerable additional office space.

PERSONNEL

Directorates. Directors of a Federal Reserve Bank are elected or ap-
pointed for terms of three years. The Board of Directors of each Federal
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Reserve Bank consists of nine directors, three of whom are designated as
Class A directors, three as Class B directors, and three as Class C directors.
The six Class A and Class B directors are elected by the member banks of the
district, while the three Class C directors are appointed by the Board of
Governors of the Federal Reserve System.

The Class A directors are chosen as representatives of the member banks
and, as a matter of practice, are active officers of member banks. The Class
B directors may not, under the law, be officers, directors, or employees of
banks. At the time of their election they must be actively engaged in their
district in commerce, agriculture, or some other industrial pursuit.

The Class C directors may not, under the law, be officers, directors, em-
ployees, or stockholders of banks. They are appointed by the Board of
Governors as representatives not of any particular group or interest, but of
the public interest as a whole.

Federal Reserve Bank branches have either five or seven directors, of whom
a majority are appointed by the Board of Directors of the parent Federal
Reserve Bank and the others are appointed by the Board of Governors.

In making selections of directors, the Board has endeavored to stress the
public interest and bring to the boards men who can make an effective con-
tribution to the public service.

A list of the directors of the Federal Reserve Banks and branches as of the
close of the year is shown on pages 105-111.

Appointments of directors. The Board made the following appointments
of new directors either for terms beginning January 1, 1943, or to fill vacancies
during the year:

William I. Myers, Dean, New York State College of Agriculture, Cornell
University, Ithaca, New York, was appointed a Class C director of the Fed-
eral Reserve Bank of New York for the term beginning January 1, 1943. On
September 10 he was appointed Deputy Chairman for the remainder of the
year 1943.

On April 8, C. Canby Balderston, Dean, Wharton School of Finance and
Commerce, University of Pennsylvania, Philadelphia, Pennsylvania, was
appointed a Class C director of the Federal Reserve Bank of Philadelphia.

On May 7, Lyle L. Hague, a farmer and stockman of Cherokee, Oklahoma,
was appointed a Class C director of the Federal Reserve Bank of Kansas City.

On September 13, Robert D. Calkins, Dean, School of Business, Columbia
University, New York, New York, was appointed a Class C director of th^
Federal Reserve Bank of New York.

J. S. Abercrombie, President, J. S. Abercrombie Company, Houston, Texas,
was appointed a director of the Houston Branch of the Federal Reserve Bank
of Dallas for the term beginning January 1, 1943.

C. E. Myers, agriculturist, of Covina, California, was appointed a director
of the Los Angeles Branch of the Federal Reserve Bank of San Francisco for
the term beginning January 1, 1943.
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On February 18, Walter S. Byrne, General Manager, Metropolitan Utilities
District of Omaha, Omaha, Nebraska, was appointed a director of the Omaha
Branch of the Federal Reserve Bank of Kansas City.

On February Z7, W. A. Alexander, Vice President, The Denver Tramway
Corporation, Denver, Colorado, was appointed a director of the Denver
Branch of the Federal Reserve Bank of Kansas City.

On April 10, John J. Shaffer, Jr., a sugar planter of Ellendale, Louisiana,
was appointed a director of the New Orleans Branch of the Federal Reserve
Bank of Atlanta.

On May 15, Charles S. Lee, who is engaged in cattle raising and farming
at Oviedo, Florida, was appointed a director of the Jacksonville Branch of
the Federal Reserve Bank of Atlanta.

On May zi , W. C. Arthur, President, Talon, Inc., Meadville, Pennsylvania,
was appointed a director of the Pittsburgh Branch of the Federal Reserve
Bank of Cleveland.

On June 5, George W. Stocking, Professor of Economics, University of
Texas, Austin, Texas, was appointed a director of the San Antonio Branch
of the Federal Reserve Bank of Dallas.

On September 2.3, John D. Clark, Dean, College of Business Administra-
tion, University of Nebraska, Lincoln, Nebraska, was appointed a director
of the Omaha Branch of the Federal Reserve Bank of Kansas City.

Expansion in staff. At the end of the year the total number of officers and
employees of the twelve Federal Reserve Banks and twenty-four branches
was 2.4,741 as compared with I^^JT. at the close of the previous year. Dur-
ing the year 1,064 employees of the Reserve Banks left to enter military
service.

OPERATIONS

In so far as extension of credit is concerned, Reserve Bank operations were
predominantly in the form of purchases and sales of United States Govern-
ment obligations. Discount operations were in somewhat larger volume
than in other recent years, especially toward the end of the year as a few
member banks found it necessary to borrow in order to maintain their re-
quired reserves. Industrial advances and commitments declined somewhat
owing to the fact that most industrial enterprises needing working capital
beyond amounts available from the usual sources were engaged in war pro-
duction work and their needs were taken care of through loans guaranteed
by the War Department, Navy Department, or Maritime Commission under
Executive Order No. 91 iz and the Board's Regulation V. Figures showing
the volume of operations in principal departments are given in Table 5,
page 67.

Earnings and expenses. Current earnings, current expenses,, and distribu-
tion of net earnings of the Federal Reserve Banks combined and of each
Reserve Bank are given in detail in Table 6, pages 68-69. The first table
on the opposite page shows a summary of these items for the year 1943 com-
pared with 194Z.

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

1943



FEDERAL RESERVE SYSTEM

EARNINGS, EXPENSES, AND DISTRIBUTION OF NET EARNINGS OF FEDERAL RESERVE

BANKS IN 1943 AND 1942.

[In thousands of dollars]

53

Item

Current earnings
Current expenses

Current net earnings
Net additions to current net earnings

Net earnings

Paid U. S. Treasury (Section 13b)
Dividends paid
Transferred to surplus (Section 13b)
Transferred to surplus (Section 7)

Total

Transferred from surplus (Section 7) to reserves for contingencies

1943

69,306
43,546

25,760
23,768

49,528

245
8,911

135
40,237

49,528

12,551

1942

52,663
38,624

14,039
*1,569

12,470

198
8,669

49
3,554

12,470

647

* Net deductions.

Increased current earnings of 17 million dollars in 1943 resulted from larger
holdings of Government securities in the System Open Market Account and
of Treasury bills acquired from member banks and others under agreements
to resell on demand at a discount rate of z/% P e r c e n t Pe r annum. Current
expenses, after deducting reimbursable fiscal agency expenses, were 44 million
dollars in 1943 as compared with 39 million in 1942., the increase being due
principally to the larger volume of check collections and currency operations.
Net earnings in 1943 were 50 million as compared with iz million in 1941,
the increase reflecting larger earnings from holdings of Government securities
and also profits on the sale of securities, which are included in the item "net
additions to current net earnings."

E A R N I N G S O N B I L L S A N D S E C U R I T I E S

[Amounts in thousands of dollars]

Item and year

Daily average holdings:
1940
1941
1942
1943

Earnings:
1940
1941
1942
1943

Average rate of earnings (per cent):
1940
1941
1942
1943

Total

2,429,984
2,200,491
3,209,649
7,761,651

42,677
40,607
51,943
68,656

1.76
1.85
1.62
0.88

Bills
discounted

4,046
4,681
6,610
24,759

51
56
65

152

1.26
1.20
0.98
0.61

U. S. Govt.
securities
direct and

guaranteed

2,416,761
2,187,030
3,191,259
7,724,488

42,174
40,152
51,404
68,090

1.75
1.84
1.61
0.88

Industrial
advances

9,177
8,780

11,780
12,404

452
399
474
414

4.93
4.54
4.03
3.34

Distribution of net earnings was as follows: Payments to United States
Treasury under provisions of Section 13b of the Federal Reserve Act relating
to industrial advances, 3x45,000; dividends to member banks paid in accord-
ance with the Federal Reserve Act, $8,911,000; and additions to surplus ac-
counts, $40,371,000. Of the total added to surplus, $11,551,000 was trans-
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ferred to reserves for contingencies. In case of liquidation of a Federal
Reserve Bank any surplus remaining after payment of all debts, dividend
requirements, and the return of capital paid in by member banks becomes the
property of the United States.

Average daily holdings of discounts, advances, and securities by the
Federal Reserve Banks and average rates of earnings thereon during the past
four years are shown in the second table on page 53.

Retirement System. During the year a number of important changes were
made in the Retirement System of the Federal Reserve Banks which provides
retirement benefits for employees of the twelve Federal Reserve Banks and
of the Board of Governors. The special committee which was appointed
near the end of 1941 by the Conference of Presidents of the Federal Reserve
Banks to review the operation of the Retirement System in the light of the
experience since its establishment in 1934 concluded its studies and submitted
its final report. Preliminary reports had been submitted previously and
considered by the Conference of Presidents and by the Board of Governors.

On the basis of the final report a number of changes were recommended by
the Conference of Presidents and approved by the Board of Governors. The
principal changes were a reduction in the interest basis from 4 per cent to 3
per cent and the provision of a compensating increase in the reserves; a
liberalization of the benefits, particularly for the lower paid employees; and
provision within the Retirement System of the Federal Reserve Banks of a
separate retirement plan permitting employees of the Board of Governors to
receive benefits comparable to those provided by the Civil Service Retirement
System. In order that the Retirement System might continue to be fully
funded under the new basis, special payments totaling 9.8 million dollars
were made to the System, of which 2.-2. million was to adjust to the new in-
terest basis the reserves from prior years' contributions of members and 7.6
million was to provide increased pension benefits.

Building operations. Pressure for additional space at many of the
Federal Reserve Banks and branches arising from expanded wartime opera-
tions, which was noted in the Annual Report for 1942., continued throughout
the year. At the end of 1943 all but three of the twelve Federal Reserve
Banks and all but six of the twenty-one branches owning their own bank
buildings were renting outside space. The Cincinnati, Portland, and Seattle
Branches, which rent their bank premises, found it necessary to rent addi-
tional space. At Pittsburgh, an old building which had not been occupied
by the Bank since 1931 was reconditioned for use in handling increased war-
time operations. The Federal Reserve Bank of Richmond took over its
Annex Building, which had been rented to outside tenants.

A building adjoining the bank premises of the Detroit Branch was pur-
chased during the year, and the Board of Governors authorized the purchase
of two buildings adjoining the Boston Bank building and of a vacant lot
adjoining the Charlotte Branch. Construction of an additional story on
the Memphis Branch building has been approved by the Board of Governors.
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Interdistrict Settlement Fund. Effective March 15, 1943, the separate
clearing for interdistrict balances arising from shipments of Federal Reserve
notes of other Federal Reserve Banks to the Banks of issue or to Washington
for redemption, which had been conducted by the Board of Governors since
February 192-2., was discontinued. Under the new arrangement amounts
due to other Federal Reserve Banks arising from such Federal Reserve note
shipments are included with credits for checks and other collection items
settled daily through the Interdistrict Settlement Fund.

In connection with the program for enlarging the responsibilities of Federal
Reserve Bank branches, which was undertaken in 1942., six branches were
added to the list of direct settling branches, as follows:

Birmingham October 4
Jacksonville November 1
Oklahoma City December 1
Nashville December 2.0
Cincinnati January 3, 1944
Pittsburgh January 3, 1944

There are now twenty-three branches which settle directly through the
Interdistrict Settlement Fund in addition to the twelve Federal Reserve
Banks.

BOARD OF GOVERNORS—STAFF AND EXPENDITURES

Staff. On December 31, 1943, the Board's employees, exclusive of those
on military leave or on leave without pay, numbered 459 as compared with
42.2. at the end of 1942.. There was practically no increase in the number of
office employees but during the year the employees of the Board's cafeteria,
who had previously been on the pay roll of an outside contractor, became
members of the Board's staff.

At the end of the year 69 of the Board's permanent employees were on
military leave. In addition, 2.4 employees who had received temporary
appointments had resigned to enter military service.

Walter R. Stark resigned in November as Assistant Director of the Board's
Division of Research and Statistics in order to return to private business.

During 1943 Board personnel maintained 100 per cent participation in the
plan of pay roll savings for the purchase of war savings bonds. Deductions
rose from 11.4 per cent of gross salaries in January to 12..7 per cent in April
(Second War Loan Drive) and to 18.9 per cent in September (Third War
Loan Drive). The percentages achieved during April and September placed
the Board's organization at the top of the Honor Roll published by the Presi-
dent's Interdepartmental War Savings Bond Committee showing the com-
parative standing of governmental organizations operating such plans. No
quota was assigned to the Board by the Interdepartmental Committee in the
Second Drive. However, the quota set for the Board's organization in the
Third Drive, which included both cash purchases and pay roll deductions,
was oversubscribed by 2.8.6 per cent.
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The Board's organization also participated in the blood donor program,
174 individuals having made 375 donations during the year. As of the end
of the year, four had made eight or more donations, two had made seven,
five had made six, and eighteen had made five.

Expenditures. The current expenses of the Board for the year 1943 aggre-
gated $1,914,511. Two assessments were levied on the Federal Reserve
Banks representing about seven-tenths of one per cent of their average paid-in
capital and surplus for the year to cover the general expenses of the Board.
Details are shown in Table 9, page 71.

Under an arrangement with the Federal Reserve Bank of Richmond, the
accounts of the Board for the year 1943 were audited by the Auditor of the
Federal Reserve Bank of Richmond, who certified them to be correct.

FEDERAL RESERVE MEETINGS

The Federal Open Market Committee met in Washington on January 15-2.6,
March 1, May 15, June 2.8, and October 18, 1943, and the executive committee
of the full Committee met from time to time during the year. Under the
provisions of Section 11A of the Federal Reserve Act, the Federal Open
Market Committee has responsibility for determining the policies under
which the open market operations of the Federal Reserve Banks shall be
carried out. A record of the actions taken by the Committee on questions
of policy will be found on pages 90-98 of this Report.

The Chairmen of the Federal Reserve Banks met with the Board of Gover-
nors on November 8, 1943. The executive committee of the Chairmen's
Conference met on March 3 and October 1, 1943, to discuss matters of interest
to the Conference.

The Conference of Presidents of the Federal Reserve Banks held meetings
on January 11-2.4, March 1, June 15-17, and October 15-17, 1943, and the
Board of Governors met with the Presidents on January 16, March 1, June
19, and October 19, 1943.

The Board continued to have the benefit of consultations with the Federal
Advisory Council. Meetings of the Federal Advisory Council were held on
February 14-15, May 13-14, September 19-10, and November 14-15, 1943,
and the executive committee of the Council met on January 6, April 7, Octo-
ber 6, and December 7, 1943. The Board of Governors met with the Council
or its executive committee on each of these occasions. The Council is re-
quired by law to meet in Washington at least four times each year and is
authorized by the Federal Reserve Act to consult with and advise the Board
on all matters within the jurisdiction of the Board.

During the year several conferences, attended by representatives of the
Federal Reserve Banks and the Board of Governors, were held to discuss
such matters as bank supervision, the research work of the Reserve System,
and the administration of Regulations V and W relating to guaranteed war
production loans and consumer credit, respectively.
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LEGISLATION RELATING TO THE FEDERAL RESERVE SYSTEM AND REPORTS
TO CONGRESS

War loarTdeposit accounts. By an Act of Congress, approved April 13,
1943, subsection (h)( i ) of Section 11B of the Federal Reserve Act was
amended so as to make it unnecessary for insured banks until six months after
the cessation of hostilities to pay deposit insurance assessments on balances
to the credit of the United States Treasury arising solely as a result of sub-
scriptions for United States securities issued under the Second Liberty Bond
Act, as amended. This Act also amended the last paragraph of Section 19
of the Federal Reserve Act so as to exempt member banks for the same period
from the necessity of maintaining reserves with the Federal Reserve Banks
against deposits payable to the United States arising solely as a result of
subscriptions for such securities.

Stabilization Fund. By an Act of Congress, approved April 2.9, 1943,
the time within which the President may exercise his powers relating to the
Stabilization Fund under the Gold Reserve Act of 1934, which would have
expired on June 30, 1943, was extended until June 30, 1945, and a new provi-
sion was added which, according to the report of the Committee on Coinage,
Weights and Measures of the House of Representatives "will carry out the
view expressed by the Secretary of the Treasury that the Stabilization Fund
should not be included in any international fund without the approval of the
Congress."

Government obligations as collateral for Federal Reserve notes.
By an Act of Congress, approved May 2.5, 1943, the second paragraph of
Section 16 of the Federal Reserve Act was amended so that the authority of
the Board of Governors of the Federal Reserve System to .permit direct
obligations of the United States to be used as collateral for Federal Reserve
notes, which would have expired on June 30, 1943, was extended until June
30, 1945.

Federal Reserve Banks as custodians for Commodity Credit Corporation.
By an Act of Congress, approved July 16, 1943, the Federal Reserve Banks
were authorized to act as depositaries, custodians, and fiscal agents for the
Commodity Credit Corporation. The Reserve Banks had for some time per-
formed services for the Corporation at the request of the Reconstruction Fi-
nance Corporation.

Reports to Congress. During the year members of the Board were called
upon on several occasions to appear before Committees of Congress to give
information on proposed legislation. At the request of these Committees,
and at the request of the Bureau of the Budget, the Board submitted reports
on proposed legislation relating to the retirement of Federal Reserve Bank
notes, the dissolution of the Regional Agricultural Credit Corporations, the
extension of the time during which direct obligations of the United States
may be used as collateral for Federal Reserve notes, the exemption of Govern-
ment deposits from Federal deposit insurance assessments and reserve re-
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quirements, the restricting of branch banking, the collection of information
by Government agencies, the payment of postage by the executive branch of
the Government, the extension of the time during which the Land Bank
Commissioner may make loans, the reduction of premium rate charged for
insurance by the Federal Savings and Loan Insurance Corporation, the taxa-
tion of profits from the sale of farm land, and the financing of terminated war
contracts.

CHANGES IN REGULATIONS OF THE BOARD OF GOVERNORS

The regulations of the Board of Governors were changed during the year
1943 in the following respects:

Reserves of member banks. Effective April 13, 1943, the Board amended
Regulation D, in order to conform to the change in Section 19 of the Federal
Reserve Act made by the Act of April 13, 1943, referred to above.

Extension of credit by brokers, dealers, and members of national
securities exchanges. Effective July 2.4, 1943, the Board amended the por-
tion of Regulation T relating to a "special cash account" so as to permit
payment for certain issued registered securities which are traded in on a na-
tional securities exchange on a "when distributed" basis to be made within
seven days after the distribution.

Consumer credit. Effective September 1, 1943, the Board amended
Regulation W. The changes were administrative and designed to help
merchants meet manpower problems in extending charge account credit.

Banking corporations authorized to do foreign banking business
under the terms of Section 2 5 (a) of the Federal Reserve Act. Effective
November 1, 1943, the Board amended Regulation K so as to make it neces-
sary for such corporations to obtain the Board's consent in each case before
investing in the stock or certificates of ownership of other corporations.

Relations of Reserve Banks with foreign banks and bankers. Effec-
tive January 1, 1944, the Board amended Regulation N so as to conform to
changes in the law and also in several administrative particulars.
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OF THE FEDERAL RESERVE SYSTEM

During 1944 the United States again used its industrial and agricultural
resources at record capacity to support the armed forces of this country and
her Allies. Output of civilian goods increased in some lines and was suffi-
cient in the aggregate to maintain an undiminished volume of civilian con-
sumption. Wartime controls over material, consumption, wages, and prices
continued in effect and were successful in preventing vital shortages and rapid
price advances. The cost of living showed little change during the year.
Both individuals and businesses continued to have incomes far in excess of
expenditures and to accumulate large amounts of liquid assets in the form of
currency, bank deposits, and United States Government securities.

The year's outlays by the Federal Government were 96 billion dollars;
this total compares with 90 billions in 1943 and 9 billions in 1939, the last
year before the war. In 1944, as in the previous year, about 94 per cent of
the outlays were for war purposes. Total expenditures, together with an
increase of 10 billion dollars in the Treasury's cash balance, were
financed to the extent of 44 billion dollars out of tax revenue and other
Treasury receipts, 37 billions by borrowing individual and corporate savings,
and 2.5 billions by borrowing from banks. The amount obtained by borrow-
ing from banks was about the same during 1944 as during 1943 and 1942., but
it was 14 per cent of the total funds raised, compared with 37 per cent in
1942..

The Federal Reserve authorities pursued the policy inaugurated shortly
after the outbreak of the war of keeping banks supplied with sufficient funds
to buy such Government securities as were not sold to other investors. In
doing this the Reserve Banks added 7 billion dollars to their holdings of
Government securities and in addition made advances to member banks,
which at one time during the year exceeded half a billion dollars.

The Board and the Reserve Banks were active throughout the year in
arranging for loans under Regulation V. These loans, made by banks and
guaranteed in part by the Government, were used for financing war produc-
tion and, to an increasing extent, to provide for funds that may be needed to
release working capital pending settlement of canceled war contracts.

WAR FINANCE

War expenditures by the Government totaled 91 billion dollars in 1944,
compared with 85 billions in 1943. Further growth in total war outlays is
not in prospect since the construction of new war facilities is nearly completed
and existing facilities are being used to full capacity. Some Government
expenditures associated with the war, however, such as interest on the public
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debt, refunds of taxes, and veterans' benefits, probably will continue to grow.
Other budget expenditures declined during the year and trust accounts and
Government agencies had larger net receipts than they had in 1943. Total
expenditures increased by 6 billion dollars to 96 billions.

Government receipts increased by 4 billion dollars more than the increase
in expenditures. The largest part of this increase was in income taxes and
reflected the higher level of corporate and individual incomes, the collection
of more than half of the unforgiven individual income taxes of 1942., and the
first full year of collection of withheld taxes. With the increase in the pro-
portion of expenditures financed by taxes, the deficit declined from 56 to 52.
billion dollars. The public debt increased by 62. billion dollars, however,
of which 10 billions were added to the Treasury's cash balance. Growth
in the debt was 4 billion dollars more than it had been during 1943, reflecting
an additional war loan drive held near the end of the year. As a result, the
Treasury's cash balance closed the year at an all-time high of 2.2. billion
dollars.

It has been the policy of the Government from the beginning of the war
to sell the largest practicable amount of new securities to investors other
than commercial banks in order to redirect into the war effort as large a part
as possible of the income derived by the public from the Government's
disbursements for the war. This policy was directed not only toward fa-
cilitating war finance but also toward diminishing the danger that income in
excess of available civilian goods would bring inflationary pressure on prices.
In pursuance of this policy the Treasury had three large-scale war loan
drives in 1944 and encouraged pay roll savings plans. Sales of United States
Government securities during the three drives totaled 59 billion dollars.
Under pay roll savings plans, iq million persons purchased savings bonds
amounting to about 500 million dollars a month, or 10 per cent of their
wages and salaries.

Net increases in holdings of United States Government securities by
investors other than banks were considerably smaller than the amount of
securities sold to such investors on direct subscription. Some of the original
subscribers sold part of their holdings in the market and such securities were
purchased by commercial banks and by the Federal Reserve Banks. There
were also redemptions of savings notes in payment of taxes and of savings
bonds and maturing marketable issues. In the aggregate, nonbank investors
increased their holdings by 37 billion dollars, compared with 33 billions
during 1943 and 2.4 billions during 1942.. This amounted to 59 per cent
of the increase in the public debt, compared with 58 per cent during 1943 and
51 per cent during 1942.. The following chart shows the growth in holdings
of Government securities by banks and by other investors.

Individuals, partnerships, and personal trust accounts accounted for about
40 per cent of the increase in nonbank holdings. This group of investors
continued to have a substantial excess of income over expenditures and
invested nearly half of its savings in Government securities. Insurance
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companies, mutual savings banks, and Government agencies and trust funds
accounted for about 30 per cent of the increase in nonbank holdings and non-
financial corporations for about 2.0 per cent. The latter expanded their
liquid assets considerably less than during 1943, and they placed all of
the increase in Government securities. The remainder of the increase in
nonbank holdings was distributed among State and local governments,
dealers and brokers, foreign investors, and savings and loan associations.

Commercial banks and the Federal Reserve Banks increased their holdings
of Government securities by 2.5 billion dollars. Of this total, commercial
banks acquired 18 billion dollars, for the most part in the open market.

OWNERSHIP OF U. S. GOVERNMENT SECURITIES
BILLIONS OF DOLLARS
120

1 0 0

JUNE AND DECEMBER FIGURES

J 0
1940 1941 1942 1943 1944

NOTE.—"Other" holders include individuals, partnerships and personal trust accounts, mutual savings banks,
insurance companies, other corporations and associations, and State and local governments.

These banks were excluded from the war loan drives, except that they were
permitted to subscribe for a limited amount, proportionate to their time
deposits, of such long-term higher-rate securities as were made available in
the drives for purchase by savings institutions. Banks acquired additional
Government securities, however, through bids for the regular weekly offer-
ings of Treasury bills and through purchases of outstanding securities.

Federal Reserve operations in the open market were directed toward the
objectives of supplying banks with reserves sufficient to purchase such
Government securities as were not bought and held by other investors and
of maintaining stable prices and yields on marketable Government securities.
Federal Reserve holdings increased by 7 billion dollars to a total of 19
billions. During the previous year the increase was 5 billion dollars.
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The increase in Federal Reserve holdings was in Treasury bills, certificates,
and short-term Treasury notes. The bills were purchased from banks requir-
ing additional reserves and from dealers who were unable to sell all their
allotments of new issues in the market. The certificates and short-term
notes represented sales by banks in need of reserves and by nonbank investors
desiring to increase their ability to subscribe for new issues offered in the
drives. Federal Reserve holdings of bonds declined, as sales were made in
the interest of market stability at times of strong demand for these securities.
The Federal Reserve made no direct purchases of special short-term certifi-
cates from the Treasury during the year.

Yields on Government securities were steady throughout the year, The
rate on three-month Treasury bills remained at ^ Vcr c e n t an<^ t^ie Pe^d o n

long-term Treasury bonds at 2_J/£ per cent. Rates paid by the Treasury on
new issues with other maturities and yields ranged between "Y% and 2.J/2 per
cent.

THE WARTIME ECONOMY

Economic activity in 1944 maintained the record levels reached in 1343.
Intensified military activities in Europe and in the Pacific by the year-end
caused a reversal of the earlier policy of facilitating industrial reconversion
to civilian output where available manpower was adequate. War production
schedules were generally revised upward and a sharp expansion in output of
a number of leading war products was planned. Federal controls over out-
put and manpower were broadened and revised to achieve a fuller use of
national resources for war purposes. Many foods were returned to the ration
list and various steps were taken to preserve stability in civilian markets and
to insure adequate supplies of essential goods and services. Enlarged war
requirements indicated that supplies of goods available for civilians might
reach the lowest level of the war period.

Scarcity of manpower was one of the factors contributing to the critical
shortages of specific war items which developed toward the end of the year.
Additional manpower required for the critical program was difficult to

. obtain as readily available reserves were lacking. This situation, together
with the increased need for combat replacements in the armed forces, indi-
cated the need for a general tightening of deferment, manpower, and civilian
production policies.

National income and its distribution. National income in 1944 increased
by 11 billion dollars to 161 billions. Owing in part to the further expansion
of the armed forces, compensation of employees accounted for 10 billions of
the increase. Net income of agricultural proprietors was roughly 12. bil-
lions, about the same as in 1943. Net income of unincorporated nonagri-
cultural business was also about 12. billions, slightly above the year before.
Interest payments rose with the growth in the public debt but, together with
net rents, amounted to less than 11 billions. Corporate profits after tax
were 10 billions, about the same as in 1943.
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In 1944 the American people received nearly 14 billion dollars more in
income payments than in 1943. Of this amount 11 billions were accounted
for by the increase in national income. Business savings were unchanged
but income from other sources, especially an increase in Treasury contribu-
tions to allotments for dependents of service men, brought the additional
funds distributed to individuals to about 14 billions. About one-half of
the increase was added to consumer expenditures and half to savings, addi-
tional personal taxes having absorbed a very small fraction of the increase.

Production, consumption, and prices. In 1944 the nation produced goods
and services having a value of nearly xoo billion dollars at current prices.
Half of the product was absorbed by the war effort and other public activities,
a slightly larger proportion than in 1943. Supplies for civilian markets
expanded in a few lines but contracted in others, with the result that there
was no substantial change in the level of civilian consumption.

The labor force, including those in the armed services, reached a total of
63.1 millions in December. The increase in the armed forces was larger than
the net addition to the labor force, however, and there was a moderate
decline in the civilian manpower supply. At the year end, over 11.9 million
were in the armed forces and of these over 7 million were overseas or on sea
duty. Total civilian employment declined moderately, reflecting reduction
of employment in munitions, other manufacturing, and construction that
exceeded expansion in other lines, notably trade and service. Unemploy-
ment was below 1 million most of the year and toward the end of the year
was less than 700,000.

Output at factories and mines in 1944 was 2.35 per cent of the 1935-39
average as compared with X39 in 1943, according to the Board's index. War
production, including munitions as well as other products used for war
purposes, continued to account for about two-thirds of total industrial
production. Agricultural production increased somewhat further in 1944;
about one-fourth of the total output of farms, including foodstuffs and
industrial materials, was used by the armed services or exported under lend-
lease arrangements. Output of livestock products was maintained at the
high 1943 level and crop production surpassed the 194Z record.

Distribution of agricultural and industrial products remained generally
at the exceptionally high level reached in 1943 and domestic transport of
some classes of freight, especially for war purposes, expanded further.
Ocean shipping facilities continued to expand owing to reduced losses in
service and to a great volume of new ship construction in 1943 and 1944.
Overseas supply needs for the armed services were much greater in 1944 than
in 1943, however, so that shipping available for commercial exports and for
imports for civilian use continued to be far short of demand. Exports,
chiefly lend-lease shipments to our Allies, increased by 1.5 billion dollars
and totaled 14.2. billions for the year. This compares with an average
annual rate of 6.2. billion dollars during 1917 and 1918, the two years of our
participation in the First World War. Imports increased both in value and
quantity during 1944.
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Imports of foreign goods for civilian use were below prewar levels, but
supplies were supplemented by sharply expanded domestic production of
substitute or synthetic materials such as rubber, vegetable oils, and rayon.
Owing in part to this development, the physical volume of civilian consump-
tion during 1944 was generally maintained at prewar levels. This level of
consumption drew to some extent on inventories of goods held by manu-
facturers and distributors, but output of certain products like agricultural
machinery, railroad equipment, and miscellaneous consumer durable goods,
was larger than in 1943. Average food consumption per capita increased
slightly above the 1943 average and was about 4 per cent higher than in 1939.

These relatively favorable supply conditions and the continued control
over materials, incomes, and prices, together with a public disposition to
save rather than to spend, resulted in the smallest price rise of any of the war
years. According to the official indexes, on the average both wholesale
prices and the cost of living advanced 2. per cent during 1944. Retail prices
of clothing and housefurnishings rose 6-12. per cent, however, while food
prices showed little change, owing in part to the payment of increased
Federal subsidies.

Total retail purchases by consumers increased somewhat further in 1944,
reflecting largely higher prices of goods sold by apparel, department, and
general merchandise stores. In the latter part of the year buying was con-
siderably more active than usual even for the Christmas season and prices
both in primary and retail markets showed more increases than in the spring
and summer months of the year. Rural and urban land and property values
continued to rise considerably throughout the year.

Savings and accumulation of liquid assets. During the war period the
Federal Government has spent more for currently produced goods and services
than it has collected in taxes. As a consequence, individuals and businesses
have accumulated substantial amounts of unspent income or savings. During
1944 the net savings of individuals amounted to about 40 billions, thus
exceeding the record level of the previous year. Net business savings re-
mained at high levels and, in addition, depreciation and other business
reserves tended to accumulate, owing to the wartime shortage of labor and
materials for repairs and replacements.

The greater part of total wartime savings has gone into three types of
liquid assets: United States Government securities, bank deposits, and
currency. As indicated in the chart, individuals have more than doubled
their holdings of liquid assets during the three war years; by the end of 1944,
they held about 130 billion dollars of these assets, or over two-thirds of
the total for businesses and individuals. Business—both noncorporate and
corporate—likewise has more than doubled its holdings during the war
years. By the end of 1944, corporations held about one-fourth and unin-
corporated business about one-tenth of the total.

During 1944, liquid asset holdings of individuals and businesses increased
by more than 40 billion dollars. By the end of the year they amounted to
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about 194 billions in comparison with 82. billions at the end of 1941. In
addition, individuals used about 4 billions of their current savings to increase
their equities in private insurance and savings and loan associations, and
about 1 billion dollars to increase their equities in real estate.

Of the total increase in individual and business holdings of liquid assets
during 1944, 2.7 per cent was in the form of currency and demand deposits
and 73 per cent in the form of time deposits and United States Government
securities. During 1941 the currency and demand deposit accumulations of

LIQUID ASSET HOLDINGS
BY TYPE OF HOLDER

BILLIONS OF DOLLARS END OF YEAR FIGURES

140

120

S00 —

80

6 0

40

U. S. GOV'T
SECURITIES

DEPOSITS AND
CURRENCY

140

120

100

80

6 0

40

20

1939 1941

INDIVIDUALS

1944
(EST.)

1939 1941 1944
(EST.)

1941 1944
(EST.)

UNINCORPORATED
BUSINESS

1939

CORPORATIONS

Figures for corporations exclude holdings of banks, insurance companies, savings and loan associations, and
all nonprofit associations. Holdings of individuals include those of professional people as well as farmers. Esti-
mated distribution of United States Government securities for 1939 and 1941 was based largely on Treasury data
and extrapolated on the basis of current data to Dec 31, 1944. The estimated distribution of demand deposits
was based on Statistics of Income for 1939 and 1941 and on an extrapolation of Securities and Exchange data as
well as on the Federal Reserve deposit survey data for Dec. 31, 1944. Estimates of the liquid asset holdings of
unincorporated businesses were based largely on the Federal Reserve deposit survey and on the Federal Reserve
Retail Credit Survey.

the public accounted for 43 per cent of the total increase and during 1943 to
40 per cent. It would appear, therefore, that the demand on the part of the
public for those liquid assets usually considered to be the most readily-
available for expenditure was decreasing. The demand still remaining was
largely limited to individuals; business holdings of currency and demand
deposits showed little change in 1944.

The wartime growth in liquid assets is essentially a product of fiscal
operations, but that it has been accompanied by remarkable price stability
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8 ANNUAL REPORT OF BOARD OF GOVERNORS

indicates a willingness to curb spending in the face of limited supplies of
goods and services available to civilians. Durable goods have been largely
unavailable and the supply of many other civilian goods has been relatively
small. Patriotism has also been a strong incentive to the purchase and
holding of war bonds, and no doubt many individuals and businesses have
viewed their liquid assets as a reserve against a possible loss of income in the
future.

But the fight against inflation now or after the war will not be won unless
individuals and businesses continue to be willing to save. Much depends
upon the length of the war and the amount of further accumulation made
necessary by Government expenditures in excess of taxes. Should individuals
and businesses grow restive with the ever mounting volume of liquid assets,
the pressure to use savings or excessive amounts of current incomes to
purchase civilian goods and services before they are in ample supply would
seriously endanger the price structure. On the other hand, the holding of
these assets could serve as a safeguard against deflation by encouraging the
fuller use of current income in the years after full conversion to peacetime
economic activity. But large holdings of liquid assets will not of them-
selves assure prosperity after the war. High business balances may become
habitual, for instance, and their maintenance may tend to discourage rather
than encourage spending.

BANKING AND CREDIT DEVELOPMENTS

Banking developments in 1944 continued to be dominated by the require-
ments of war finance. Notwithstanding the efforts made to sell as large a
part of the new Government securities as possible to nonbank purchasers,
commercial banks and the Federal Reserve Banks absorbed 41 per cent of the
increase in the public debt, a slightly smaller proportion than in 1943.
Deposits and currency in circulation increased by 2.8 billion dollars to a level
of 151 billions at the year end. This increase was somewhat more than in
1943 but the rate of expansion was about the same in both years. In contrast
with the earlier phases of the war, when corporate business accounted for a
large part of the monetary growth, most of the expansion in 1944 appears
to have been in holdings of deposits and currency by individuals. Also, a
larger part of the deposit expansion was in time deposits.

The Federal Reserve System extended 7.5 billion dollars of new credit
during the year, for the most part through purchases of United States Govern-
ment securities. During certain periods of the year there was a moderate
revival of member bank borrowing, the first significant volume of such
transactions in more than a decade. The most important use of Federal
Reserve credit was to meet the withdrawal of currency into circulation, which
amounted to about 5 billion dollars. In addition the credit offset a gold
drain of more than 1 billion dollars, and increased member bank reserve
balances by a billion and a half.

Growth of bank deposits, their character and ownership. Deposits
expanded by 13 billion dollars during 1944 to a level of 1x7 billions, as shownDigitized for FRASER 
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in the table below. Almost half of this growth was accounted for by a 10
billion dollar increase in Government deposits. Balances in war loan ac-
counts were at relatively low levels at the beginning of the year, just before
the Fourth War Loan Drive, and at relatively high levels at the end of the
year, soon after the Sixth War Loan Drive.

DEPOSITS A N D C U R R E N C Y

[In billions of dollars]1

Item
Outstanding at end of year

1941

Increase during year

Total deposits and currency.

Total deposits

Adjusted demand
Time and savings
U. S. Government

Currency outside banks

69

39
28
2

10

86

49
28

14

123

61
33
10

19

151

127

67
40
21

24

21

10
1

23

18

12
4

28

23

6
7

10

1 Owing to rounding of figures, details may not add to totals. Deposit figures are adjusted to exclude inter-
bank deposits and items in the process of collection. Time deposits include deposits in the Postal Savings Sys-
tem while Government deposits include U. S. Treasurer's time deposits, open account. Figures for 1944 are pre-
liminary.

Of the remaining 13 billions of deposit expansion, 7 billions was in the form
of time deposits. Since the middle of 1943 time deposits have been growing
at the rate of more than a half a billion dollars a month. This wartime
growth is strikingly similar to that of the last war. At that time the growth
of time deposits got under way much later than that of demand deposits,
but, once in motion, continued into the postwar period and even during the
contraction of 19x0-19x1 when demand deposits were falling. Both rela-
tively and in absolute amounts, the increases in time deposits were greater
in commercial banks than in mutual savings banks.

The 6 billion dollar expansion of demand deposits represents a considerable
slackening in the rate of growth which is in part due to the timing of war
loan drives but also probably indicates a general belief that demand deposits
are adequate for all current and prospective needs. It appears that personal
holdings account for the major part of the growth. The estimated deposit
ownership for recent periods is shown in the table below.

DEMAND DEPOSIT OWNERSHIP
[Estimates, in billions of dollars]

Type of ownership

Total demand deposits of individuals,
partnerships and corporations

Total for domestic business
Nonfinancial business
Financial business

Personal. .-..

All other1...

Dec. 31
1941

37.6

24.8
20.4
4.4

9.6

3.2

July 31
1943

55.6

36.3
31.6
4.6

15.8

3.5

Feb. 29
1944

57.2

35.9
31.5
4.3

17.7

3.6

July 31
1944

59.6

37.6
33.0
4.7

18.4

3.5

\ Jan. 31
| 1945

I
1 65.9

i 40.4
i 35.3
j 5.1

21.5

: 4.1

1 Includes nonprofit organizations, trust funds of individuals and businesses, and deposits of foreigners
other than banks and governments.

NOTE.—Revisions of figures previously published in Federal Reserve Bulletin. Owing to rounding, details
may not add to total.Digitized for FRASER 
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The geographic distribution of deposit expansion was much more even in
1944 than in the earlier war years, although southern and western States
continued to account for a large part of the deposit growth. The dominance
of individual deposits in the growth probably accounts for the more even
spread.

Currency expansion. Currency in circulation increased during the year by
4.9 billion dollars to 2.5.3 billions. With allowance for the dampening effect
of three war loan drives in 1944 as against two in 1943, the amount of expan-
sion was virtually the same in the two years. Since vault cash of banks
increased only slightly over the year, the currency outside banks increased
by virtually the same amount as the total and at the year-end is estimated
to have been Z3.5 billions of dollars.

Large denomination currency accounted for a growing proportion of the
total currency increase. Among the denominations of $50 or more, the $100
bill accounted for the largest dollar volume of increase, over one-fourth of
the total, and its rate of increase was also among the most rapid. The $50
bill was the second most important large denomination. Circulation of very
large denominations—$5,000 and $10,000—continued to be under prewar
levels and to account for a negligible part of the currency outstanding. The
$10 and $2.0 denominations accounted for 2.3 billions of the increase,
but the total rate of outflow of these denominations slackened and was the
lowest since 1940. Small denominations increased relatively little. Coin
and paper currency of $5 or less increased by only 0.4 billion dollars.

Growth and composition of Government security portfolio. Commercial
bank holdings of Government securities increased by 18 billion dollars during
1944 to 78 billions. Purchases were made mainly in the open market during
war loan drives when the transfer of funds from private deposits to the war
loan accounts of the Government reduced required reserves and increased
excess reserves. Direct subscriptions for other than Treasury bills accounted
for 2. billions of the increase in holdings. As indicated earlier in this Re-
port, commercial banks were permitted to purchase only limited amounts
of securities in the war loan drives.

All of the increase in commercial bank holdings was in securities maturing
within 10 years, and at the end of the year commercial bank holdings in
this category constituted 90 per cent of their total holdings, compared with
86 per cent at the end of 1943. Further growth in holdings of medium-
and short-term securities is in accordance with the Treasury's policy of
limiting commercial bank purchases of new securities to issues maturing
within 10 years. The purpose of this policy, which has been in effect for
more than two years, has been both to maintain the liquidity of the banking
system and to limit the increase in earnings that commercial banks can ob-
tain from the larger amount of the Government's war debt. Bank earnings,
nevertheless, rose to new high levels in 1944.

Although the United States Government securities added to commercial
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bank portfolios were largely short-term, the average maturity of the addi-
tions during 1944 was somewhat longer than during the preceding two
years. The largest relative increase was in holdings of securities maturing
within 5 to 10 years, and the additions to this group comprised more than
half of the increase in total holdings. Holdings of Treasury bonds and of
Treasury notes and certificates combined showed substantial increases. On
the other hand, holdings of Treasury bills declined for the year. Annual
changes by type of issue and by maturities are shown in the table below.

COMMERCIAL BANK HOLDINGS OF GOVERNMENT OBLIGATIONS
WITH ANNUAL CHANGES

[In billions of dollars]

Type of issue

Total for banks reporting to Treasury1

Treasury bills
Certificates of indebtedness
Treasury notes
Treasury bonds

Maturing within 5 years
Maturing in 5-10 years
Maturing in 10-20 years
Maturing after 20 years

Guaranteed issues

Estimated total for all commercial banks

Outstanding—end of year

1942

38.8

4.5
6.5
5.7

19.4
2.6
9.4
6.2
1.3
2.7

41.4

1943

55.5

4.7
12.7
"7.4

28.3
5.0

15.6
6.1
1.5
2.5

59.8

1944

72.0

4.1
15.0
15.4
36.5

4.8
24.4
5.4
1.9
1.0

77.5

Change during year

1942

+ 18.2

+3.5
+6.5
+2.4
+7.3
+1.2
+5.9
+ .2

""-1.5"

+ 19.6

1943

+16.8

+ .2
+6.2
+1.7
+8.8
+2.5
+6.3

- . 2
+ .2
- . 2

+ 18.5

1944

+16.5

- . 6
+2.3
+8.0
+8.2

- . 2
+8.8

7
+ "3

-1.5
+ 17.7

1 Reports are not received from all commercial banks, and data are not entirely comparable from month to
month.

NOTE.—Owing to rounding of figures, details may not add to total.

Growth of bank loans. Total loans of commercial banks were about z.5
billion dollars larger at the end of 1944 than at the beginning. Substantially
all of this change was accounted for by loans for purchasing and carrying
United States Government securities, which increased during the war loan
drives and decreased between drives. They were at a high point at the end
of the year, coming soon after the Sixth War Loan, and at a relatively
low" point at the beginning of the year, immediately preceding the start of
the Fourth War Loan. With allowance for these fluctuations, however,
such loans appear to have increased during the year. Loans made during the
Fourth War Loan appear to have been largely liquidated before the Fifth
War Loan, but some of those made during the Fifth Loan were still on the
books when the Sixth Loan opened.

Commercial loans at member banks declined somewhat during the first
half of 1944 and increased by about the same amount in the second half.
They amounted to 7.5 billion dollars at the close of the year. Loans for
war purposes decreased and loans for nonwar purposes increased, thus
reversing the trend of the two preceding years. Loans in commercial banks
traceable to changes in the volume of consumer credit outstanding increased
slightly during the year.

Reserve position and borrowing. The decline in member bank excess
reserves, which had been in progress since the end oi 1940, virtually ceased
by the beginning of 1944 and fluctuations in excess reserves were largely in
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response to changing phases of the war-financing program. The shifts of
funds from deposits against which reserves are required to reserve-exempt
war loan accounts of the Treasury at the time of war loan drives and the
reverse transfers between drives resulted in wide fluctuations in the amount
of required reserves. These varied in the course of the year from a low point
of about I I billion dollars to a high point of nearly 14 billions, but there was
a definite upward tendency. Excess reserves varied much less widely—
within a range of less than a billion dollars. As a consequence, total mem-
ber bank reserve balances fluctuated closely in conformity to the changes in
required reserves and showed a net growth for the year—the first substantial
growth since 1940.

As indicated elsewhere in this Report, these additional reserves, together
with funds needed to meet currency demands and a loss of gold, were supplied
through an increase in Reserve Bank credit.

Most of the excess reserves were held by banks outside leading cities,
especially by banks in smaller places which gained deposits and reserves as
rapidly as they increased investments. City banks, particularly those in
the large money market centers, to an increasing extent operated on a full
investment basis, keeping their reserves close to requirements. These banks,
in addition to selling Treasury bills and certificates, at times borrowed
substantial amounts in order to maintain their reserve positions. At first a
large part of this borrowing was from other banks that had excess reserves,
and there was in the latter part of 1943 and early 1944 considerable activity
in the Federal funds market. By the latter part o£ 1944, however, virtually
all of the larger money market banks had gone on a full investment basis,
so that the sources of Federal funds dried up. Thereafter, more of the
borrowing was directly from the Reserve Banks, and discounts and advances
at Federal Reserve Banks rose sharply in the periods before the Fifth and
Sixth War Loan Drives, at one time reaching 600 million dollars—the largest
amount since 1933. In both cases most of the credit was repaid during the
subsequent drive when reserves were released by the transfer of funds to
Government deposits against which reserves are not required. Some en-
couragement to borrowing rather than selling securities may have resulted
from the excess profits tax provisions, which permit the use of one-half of
such borrowings in computing the capital base for profits exempt from
taxation.

Reserve ratio of Federal Reserve Banks. As the result of a large increase
in Federal Reserve notes in circulation and some decline in gold certificate
holdings, the ratio of the Federal Reserve Banks' reserves to their combined
note and deposit liabilities continued to decline and stood at 49 per cent at the
end of the year. It was apparent that, if the demand for currency continued
unabated and there were further inroads into the System's reserves, the
reserve ratio would by the end of 1945 approach or reach the minimum
prescribed by law. For this reason early in 1945 the Board recommended
to Congress that the reserve requirement in the law, which is 40 per cent in
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gold certificates against notes and 35 per cent in gold certificates or lawful
money against deposits, be reduced to a uniform rate of ^ per cent in gold
certificates against both kinds of liabilities. An explanation of this recom-
mendation and of alternative courses of action appears in the Appendix
on page 56 of this Report.

Consumer credit. During the entire period that this country has been at
war, the consuming public has been spending more money than before the
war and doing so with less use of consumer credit. People have bought
more goods and services every year than they did before the war, at generally
higher prices, but have been paying for them more largely out of current
income. They have been able to do this because, even after paying taxes,
consumers as a whole have had more current income left for spending and
for saving and because the only consumer goods on the market were more
largely of the nondurable kind. Such goods sell per unit at prices that
people can pay without going into debt. On net balance, up to February
1944, people paid off currently more debt than they incurred. The volume
of consumer credit outstanding went down by more than 5 billion dollars or
about 50 per cent. Since then debt incurred has slightly exceeded debt
paid off, but consumer credit outstanding has remained close to the 5 billion
dollar level, about where it was at the end of 1935.

Among the factors accounting for both the initial decrease and the subse-
quent absence of much increase has been the Board's Regulation W, put into
effect in September 1941, and both broadened and stiffened in the spring
of 1942.. Since then typical requirements for instalment purchases of durable
goods and for consumer loans to finance such purchases have been one-third
down and 12. months in which to pay the balance. The Board made no
changes in the standard requirements during 1944 but amended the regulation
in some administrative respects; these are summarized on page 38 of this
Report.

Regulation W is based on an Executive Order issued under legislative
authority which limits the life of the Order to a period of emergency but
does not itself prescribe when the period shall begin or end. Consumer
credit regulation by the Federal Government, however, can not be continued
indefinitely without Congressional action.

REGULATION V LOANS TO INDUSTRY

During 1944 the Federal Reserve Banks under the general supervision of
the Board of Governors continued to act as Fiscal Agents for the War Depart-
ment, Navy Department, and Maritime Commission in guaranteeing loans
made by financing institutions to war contractors. The volume of such
loans outstanding amounted to about 2. billion dollars during most of the
year but declined to about 1% billions at the end of the year.

On August 18, following passage of the Contract: Settlement Act of 1944,
the Director of Contract Settlement issued his General Regulation No. 1
prescribing procedures and policies to be followed by the War and Navy
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Departments and the Maritime Commission in guaranteeing termination
loans through the agency of the Federal Reserve Banks. Such termination
loans, known as " T " loans, are for the purpose of enabling war contractors
to obtain the use of funds tied up in war production pending final settlement
of claims arising from terminated contracts.

The T loan program is a logical extension of the V and VT loan programs
(described in the 1943 Annual Report), and the Board's Regulation V was
revised September 11, 1944, to cover loans made under the Contract Settle-
ment Act as well as loans for war production made under the President's
Executive Order No. 91 11 of March 16, 1941.

The T loan program has been simplified and liberalized as compared with
the preceding V loan program. The War Department and Maritime Com-
mission have delegated to the Federal Reserve Banks authority to execute
guarantees of loans totaling (a) $500,000 or less to any one borrower when
the requested percentage of guarantee is not in excess of 90 per cent and (b)
$100,000 or less to any one borrower when the requested percentage of
guarantee is not in excess of 95 per cent.

Since the beginning of the T loan program in September 1944, only two
types of guaranteed loans have been authorized—T loans and 1944-V loans.
"1944-V" loans, made under the provisions of Executive Order No. 9112., are
loans to provide working capital for war production purposes or to provide
for both production and termination financing. These new V loans are
similar to the VT loans made prior to September 1944, except that the form
of guarantee agreement has been simplified and shortened. The War De-
partment has delegated to the Federal Reserve Banks authority to execute
guarantees of V loans totaling $150,000 or less to any one borrower when
the requested percentage of guarantee is not in excess of 90 per cent. Similar
authority has been delegated to the Federal Reserve Banks by the Maritime
Commission with respect to guarantees of $100,000 or less on loans to any
one borrower when the requested percentage of guarantee is not in excess
of 90.

During 1944 the War Department, Navy Department, and Maritime Com-
mission authorized 1,087 guaranteed loans, aggregating $1,747,535,000.
Included in this amount were 131 T loans, amounting to $113,050,000,
authorized under the provisions of the Contract Settlement Act of 1944.
From the beginning of the Regulation V program in April 1941 to the end of
December 1944, the Armed Services and the Maritime Commission authorized
7,434 loans for a total of $9,310,581,000. Loans outstanding at the end of
the year under executed agreements amount to $1,735,970,000, of which
$1,481,038,000 was guaranteed. In addition, about $4,453,586,000 was
available to borrowers under outstanding agreements.

Regulation V loans to industry have proved themselves to be of great
value in time of war. The procedure whereby the Government assumes
contingent liabilities which will not materialize if private efforts are suc-
cessful holds promise for the reconversion period and afterwards. It repre-
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sents a cooperative compromise between the need for government action and
the ability of the private enterprise system to function to the maximum
possible extent.

ABSORPTION OF EXCHANGE CHARGES

There were further important developments during the year with respect
to the question whether, under any circumstances, the absorption of exchange
charges by member banks constitutes a payment of interest within the mean-
ing of the prohibition of the law and the Board's Regulation Q against the
payment of interest on demand deposits.

In August 1943, the Board ruled in a specific case that the absorption of
exchange charges by a particular member bank constituted a payment of
interest on demand deposits in violation of the law and the Board's Regula-
tion; and that ruling was published in the Federal Reserve Bulletin for Septem-
ber 1943. In December 1943, the Committee on Banking and Currency in
the House of Representatives began hearings with respect to the matter.
These hearings were continued through January and February of 1944, after
the introduction of bills in both Houses of Congress (S. 1642.; H.R. 3956) for
the purpose of amending section 19 of the Federal Reserve Act to provide
that the absorption of exchange and collection charges by member banks
shall not be deemed to be a payment of interest. The enactment of either of
these bills would have granted permission to member banks to absorb
exchange charges under all circumstances, including permission to resort to
the practice as a device for the payment of interest.

The House bill was passed by the House of Representatives on March 2,
1944. Its passage was followed by protests from many bankers, bankers'
associations, business men, and business associations throughout the country.

In December 1944, hearings on the Senate bill (S. 1642) were held by the
Committee on Banking and Currency in the Senate. While the hearings
were in progress, the substance of the Senate bill was offered on the floor
of the Senate in the form of an amendment to the pending Federal Crop
Insurance bill. After considerable debate the amendment was defeated by a
vote of 45 to 2.5. Following this action, the hearings before the Senate
Banking and Currency Committee were closed.

The Board's formal report to the Committee on Banking and Currency in
the Senate was printed in the Federal Reserve Bulletin for February 1944,
and the statement at the Senate hearings by the Chairman of the Board
follows.

STATEMENT OF MARRINER S. ECCLES, CHAIRMAN OF THE BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, S. 1642

Mr. Chairman, shortly after Mr. Maybank introduced his Bill, the Board,
in response to the Committee's request, made a formal report. I would
like to suggest that all of the correspondence on the subject in the Commit-
tee's files, pro and con, be included in the record. In the House it was
argued, you know, that no one was opposed to the Bill except the Board.
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16 ANNUAL REPORT OF BOARD OF GOVERNORS

This is really the first time opponents, other than the Board, have had an
opportunity to be heard. For reasons beyond anyone's control and which
everyone understands, it has been possible for only a few members of the
Committee to hear the testimony which has been offered. I hope that mem-
bers of the Committee will have time to see what the many bankers associa-
tions, trade associations, bankers, and business men have to say about the
pending proposal. It is for these reasons that the suggestion is made.

I shall try to confine my statement to the broader implications of the pro-
posed legislation and to certain matters which seem pertinent to the light
of developments since the Board's report.

First, I understand that the question has been asked why, if this law has
been in the books since 1933, was it not enforced until September 1943? I
understand also that it has been said, with all the innuendos which such a
statement implies, that the Board's action was taken only after the sudden
death of Representative Steagall in the latter part of November 1943.

Let me say that there never has been a time since I have been on the Board
when all of the Board have not believed that the absorption of exchange by a
member bank under the circumstances outlined in its published ruling of
September 1943 was a violation of the statute Congress enacted. In Decem-
ber 1935 the Board proposed to incorporate in its Regulation Q language
which, in so many words, would so provide. The F.D.I.C. refused to go
along in its corresponding regulation applicable to nonmember insured banks
so the Board postponed the effective date of its proposed amendment. The
Board did so because it seemed extremely unfortunate that member banks
should operate under one rule and nonmember banks under another. It
hoped to be able to find some basis for agreement between the two viewpoints
and to avoid the very situation which now exists.

In December of 1936 the Board again proposed an amendment to its Regu-
lation Q along the lines of the 1935 proposal. It was at that time that
Chairman Steagall of the House Banking and Currency Committee and the
Chairman of this Committee asked the Board again to defer the effective
date of the proposed amendment. Some Members of Congress indicated
that they had in mind proposing an amendment to the statute. The Board
acceded to the request for a deferment but it did not recede from its position.
Let me read the Board's press statement of January 30, 1937, announcing its
action:

"Chairman Steagall, of the House Banking and Currency Commit-
tee, and Chairman Wagner, of the Senate Banking and Currency
Committee, have requested the Board of Governors of the Federal
Reserve System to postpone the effective date of the definition of
interest in subsection (f) of section (1) of the Board's regulation Q,
which the Board on December xi, 1936, announced would become
effective February 1, 1937.

"The Board, after careful consideration, had reached the conclusion
that the law and the existence of certain banking practices required
the adoption of this definition. But the Board feels that the request
which these two chairmen have now made should be granted, in view
of the fact that the Board has been informed that a number of Mem-
bers of Congress are giving consideration to the question of the
advisability of amending the law under which the Board's regulation
was issued, and desire additional time for that purpose.

"The Board therefore has postponed from February 1 to May 1,
1937, the effective date of subsection (f) of section (1) of the regulation
Q which contains the definition of interest."
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Before May i, 1937, the Board conceived the idea and suggested to Mr.
Crowley that the lawyers of the two agencies get together and write a
definition of interest which would merely restate what the courts have said
in defining the term. This was done and on February ix, 1937, the applicable
regulation of the F.D.I.C. and the Board's Regulation Q were amended to
provide that, for the purposes of both Regulations, "interest" should mean
4'any payment to or for the account of any depositor as compensation for the
use of funds constituting a deposit." The Regulations of both agencies
thereupon became uniform in this respect. At the same time the Board and
the F.D.I.C. issued a joint statement for the press in which it was pointed
out that the effect of the amendments was to declare existing law rather than
to interpret and apply the law to particular practices. It was stated that
this would permit the general application by each agency of a uniform law
and a determination, based upon the facts involved, in specific cases.

Never, since the enactment of the law, has the issue of exchange absorption
been dead. But it became much more acute with the advent of the defense
program which brought with it a huge Government financing program and
an opportunity for investment in Government obligations on a scale no one
had ever before thought of. The preceding period had been one in which
money relatively was a drug on the market. Some banks, because of the
assessment for deposit insurance and the lack of investment opportunity,
were even trying to decrease their deposits. The Board had hoped the
problem of exchange absorption would solve itself but it became increasingly
evident that the practice was increasing.

In July 1941 the Comptroller of the Currency addressed a letter to the Board
submitting the facts of a practice being followed by a certain national bank
and requested a ruling as to the applicability of the law to the facts of that
case. The Board delayed an expression of its views pending several examina-
tions of the bank which cumulatively developed that the bank was actually
absorbing exchange for the purpose of compensating certain of its depositors
for the use of their funds. Moreover, in October 1942., before expressing its
views, the Board suggested to the Comptroller of the Currency that repre-
sentatives of the three agencies meet and consider the matter. Such meetings
were held on November 11, 1942. and January Z9, 1943. On August 6, 1943,
well in advance of the issuance of the ruling, the Board wrote Chairman
Steagall of the House Banking and Currency Committee and Chairman
Wagner of the Senate Banking and Currency Committee sending them a copy
of the proposed ruling in order that they might have an opportunity to
object or comment if they desired to do so. Mind you, this was almost
three months before Mr. Steagall's sudden death and obviously before the
Board could have forecast that untimely event. At the same time a copy of
the proposed ruling was also sent to Chairman Crowley of the F.D.I.C.
Receiving no objections or comments from either Chairman, the ruling was
transmitted to the Comptroller of the Currency on August 2.3, 1943, and was
subsequently published in the September issue of the Federal Reserve Bulletin.
I have before me copies of all the correspondence to which I have referred
and which I would like to have inserted in the record.

There is another matter which has come to my attention upon which I
would like to comment. Because my convictions with respect to how the
banking system could be made to function more effectively have been publicly
stated, the Board has been charged with having ruled as it did in September
1943 for reasons outside and beyond its statutory responsibility under section
19 of the Federal Reserve Act. One such charge has been built around creat-
ing the false notion that the Federal Reserve System is a "big bank system"

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

1944



18 ANNUAL REPORT OF BOARD OF GOVERNORS

catering to the large banks, trying in its September ruling to abolish the dual
banking system and to make it easy for the extension of branch banking by
striking at the existence of small banks.

Absurd charges, such as these, illustrate the length to which the proponents
have gone. They talk as though the Federal Reserve Act was not patterned
to the dual banking system. The Board has consistently recommended
changes in the law designed to make it possible for more State banks to be-
come members. There are at this time over 1,700 member State banks and
the Board and every Federal Reserve Bank wishes there were more.
Strangely enough, some of the very same critics, who now say the Board is
out to destroy the State banks, have, on other occasions, been equally critical
of the System's activities in inviting State banks to become members.

On the matter of the System's interest in the smaller banks, I point to the
fact that of a total membership of approximately 6,700 banks over 5,000
had deposits, as of December 1943, of less than 5 million dollars each. Over
3,2.00 of these had deposits of less than 2. million dollars each. Compare
this with the nonpar banks. Attached to this statement are some very
interesting maps and statistics comparing par and nonpar banks as to loca-
tion, number, and size. It is apparent that if this Bill is enacted, it will be
to favor a very small minority of banks holding a still smaller proportion of
the country's deposits against the overwhelming majority of banks holding a
still greater proportion of deposits. Even the maps and statistics do not
present the picture in its entirety. As has been pointed out to the members
of the Committee, the practice of exchange absorption is not as extensive as
the practice of charging exchange. Only in the southeastern States does it
appear that the practice of absorbing exchange is extensively followed.
Thus the passage of this Bill would indeed be a case in which not only would
the tail be wagging the dog but the flea would be pushing the elephant
around.

The System is composed of small banks and its interest in their welfare
has been evidenced by more than giving lip service to the idea. Opening up
the credit facilities of the System to permit loans to nonmember banks on
the security of Government obligations was in aid of small banks, not large
ones, nor I add member banks. The System's support of Treasury efforts to
make Government securities more readily available to banks by simplifying
the bidding, making automatic allotments, and giving certain preferential
terms has been in aid of the small banks, not the large ones. The Board's
consistent opposition to the extension of the business of savings and loan
associations into the commercial banking field has been in behalf of small
banks, not the large ones. Its position, alone of all the Federal banking
agencies, in the matter of the extension of P.C.A. loans, was in behalf of
small banks, not large ones. These are a few recent illustrations.

My final comments are concerned with the discriminatory character of the
proposed Bill as applied to member banks and particularly to small member
banks. Members of the Committee are familiar with the provisions of the
Federal Reserve Act which require member banks to be par banks. It comes
about by reason of the fact that the Act provides that Federal Reserve Banks
shall receive checks at par and member banks are prohibited from charging
exchange on checks presented by a Federal Reserve Bank.

If Congress, by this legislation, authorizes the absorption of exchange, it
must be because Congress believes that banks, or at least small banks, should
be permitted to charge exchange. Certainly, therefore, it would be
extremely unfair to the small national and member State banks, which are
equally as small and greater in number than the nonpar banks, for Congress
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to continue to require them to be par banks. I believe that such action would
be decidedly a backward step and would put a heavy and undue burden on
business and commerce; but, in the last analysis, the question is one for
Congress and if it is right for one small group of banks it should be right for
all banks.

Moreover, if Congress believes that member banks should be permitted
and thus encouraged to absorb exchange charged by nonmember banks, I
would like to say a word in behalf of the proportionately far greater number
of small banks which have no exchange to be absorbed and to suggest as a
not too happy alternative that member banks be permitted to pay interest
on bank balances to the extent such balances are not a part of the required
reserves of the depositing bank. Since member banks receive no interest
on their required reserves, this would result in all small banks alike receiving
interest on their balances with correspondent banks to the extent, of course,
that their correspondent banks would be willing to pay interest on such
accounts. At the same time, unrestrained bidding for balances on the scale
which contributed to the Bank Holiday in 1933 could be reduced by authoriz-
ing the Board to fix the maximum amount of interest which could be paid on
these accounts in the same manner as it now does in the case of time deposits.

Mr. Chairman, I can not sit by as Chairman of the Board of Governors of
the Federal Reserve System without raising my voice in protest against a
measure designed to undermine the System as this would. Not only would
it discriminate against the Federal Reserve System but it would be equally
discriminatory against the national banking system, both of which were
created by Congress in the first instance. I can see in this Bill encouragement
to withdraw from the System, encouragement to extend nonpar clearance,
and encouragement to revert to the unsound practices of the pre-Bank Holiday
period and all of this would come at a time of all times when the banking
system must continue to meet the greatest challenge it has ever faced.
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