Form F. R, 131
BOARD OF GOVERNORS

OF THE

FEDERAL RESERVE SYSTEM

& «fice Correspondence Date___april 6, 1938.
To._.___ Chairman Eccles Subject:

From Mr. Smead

Referring to our "Comments with respect to section 2(c) of the
Patman Bill, HR 7230" dated March 29, 1938, attached to my memorandum
of March 30, after further consideration and discussion with Governor
Ransom it has been decided to eliainate from the memorandum any reference
to the relationship between the present surplus of the Federal Reserve
banks and their deposit and note liabilities. A copy of the memorandum
as rewritten is attached,

It is suggested that the memorandum dated March 29 be destroyed.

Attaclment,
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April 6, 1938

COMMENTS WITH RESPECT TO SECTION 2(c) OF THE PATMAN BILL, HR 7230

Section 2(¢) of the Patmen Bill provides that "After 2ll necessary
expenses have been paid or provided for, tho net earnings of the Federal
Reserve barks shall be covered into the Treasury as miscellaneous receipts”.
Section 7 of the Federal Reserve Act as mmonded requires that all net earn-
ings of the Federnl Roserve banks after the payment of dividends shall be
paid into the surplus funds of the banks.,

The reasons for the proposed change in the Law, it is assumed, are
based on the assumption that

(1) the nct earnings of the Federal Reserve banks, after tho
poyment of dividends, are substantisl, and

(2) the United States Govormment will hove no claim on such

not earnings if thoy arc not paid to the Govormment
currently cach ycar.

Net earnings of Federal Reserve banks. During the period of the

world war and for a few years thereafter member banks were borrowing very
large amounts from the Federal Reservs banks, eand as a consequence the earn-
ings of the Federal Reserve banks were oxceptionally large. At that time
Federal Reserve banks paid a franchise tax., The franchise tax payments for
the calendar years 1920 and 1921 amounted to over $120,000,000.. For the
eightecn year period from the organization of the Foderal Reserve banks in
191} to the ond of 1932 total frenchise tax paymonts amounted to $149,138,300,

or only $30,000,000 more than tho amounts paid for the two years 1920 and 1921.
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The reguiramcat for the payment of a franchise tax was repealed by the Bank-
ing Act of 1933, The surplus accounts of the Federal Reserve banks were
buil¥ up in large part during the World War and early post World War periods
when the earnings of the Reserve banks werc rclativcely large.

The Federal Roscrve Act, as amendod on March 3, 1919, provided that
21l of the nct enrnings of a Federal Rescrve bank remaining after the pay-
ment of dividends, including those for the calendar year 1918, should be
raid into a surplus fund until it amounted to 100 percent of subscribed
capital and that thoreafter 10 percent of such net carnings should be paid
into the surplus ond the remeinder paid to the United States as a franchise
taxe This provision of the Low was again wmodified by the Banking Act of
19%3, to provide that all of the net carnings of a Federal Reserve bank,
after payment of the 6 percent dividend provided by law, should be paid into
its surplus fund. At the samc timé, however, Congress required the Federal
Reserve banks te usc one-half of their surplus to purchase stock in the
Federal Deposit Insurance Corporation, on which they rcceive no dividends.
In other words, onc-half of the surplus of the Federal Rescrve banks was
appropriated by Congress for the purpose of furnishing the Federal Deposit
Insurance Corporation with a part of its capital funds.

The nct earnings of the Fedoeral Reserve banks available for trans=
for to surplus during recent ycars have becn relatively small, amounting
to $2,616,352 in 1937, to $252,52L in 1935, and to $607,L22 in 1935, 1In
somc years the Federal Rescrve banks, after poyment of dividends, have had
defiecivs in net earnings which were chorged to surplus.

Since the Federal Reserve banks were organized in 1914 their total

sarnings have amounted to $1,2L1,000,000. Of this amount $610,000,000 has

.org/

Federal Reserve Bank of St. Louis



- 3 .-
beon utilized to cover costs of operation, $33%,000, 000 has hecn sct aside
as recsorves for contingeoncics and the balance of $598, 000, 000 has becn used
as follows:

Payment of 6 percont dividend on
capital stock, as requircd by

Scetion 7 of the Act $162,000, 000
Payment of franchise tax to the

United States Government 149,000, 000
Contribution to the capital stock of

the Federal Deposit Insurance Corpe. 139,000, 000
Balance in surplus accounts 148,000, 000

0f the nct carnings of the Federal Reserve banks since their organi-
zation, L8 percont has gonc to the Troasury as franchise taxcs ard to the
Federal Deposit Insurance Corporation as a contribution to its capital
funds, 27 pcrcent has gone to mombor banks in payment of the 6 perocnt divie
dend requirocd by statutes and 25 percent reomains as surpluse.

Bincec the oporations of the Federol Rescrve banks must under the law
be governed with o view to accommodoting commerce and busincss and with regard
to their bearing upon the general credit situation of the country such banks
should be in o position, if nocossary in the public intercst, to opcerate over
substontial periods with incomc insufficicnt to cover cxpconscse Furthermore,
if the Fodoral Rescrve bonks are to scerve the productive enterpriscs of tho
country adecquatcly they must at times take unusual risks, In the circum-
stonces, it is important that the surplus of the Fedoral Rescrve banks be in-

crcased from time to time as carnings poermit.

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



Govermment's right to surplus. Vith respeet to the sccond assumption

mcentioned above, Congress has the right at any time to legisloate with re-
spoet to the surplus funds of the Federal Rescrve boankse If at any time
Congress should comnsider the surplus of the Federal Reserve bonks more than
adequatc, in the light of thoir licbilitics ond rcsponsibilitics, it could
appropricte o portion thercof for such purposcs as it saw fit. As stated above,
Congress did in 1933 appropriotce one=half of the surplus of the Federal Rescrve
baniss to e used as & part of the capital funds of the TFederal Deposit
Insurance Corporation. Vhile the Federal Reserve banks technically ovm stock
in the Federal Deposit Insurance Corporation, they are not permitted under the
law to receive any dividends on such stocks

Under present law membor banks arc ontitled to a 6 percent cumulative
dividend on their paid=-in subsceription to the capital stock of the Federal
Rescerve bankse Vo further distribution to member banlts of the net ecarnings
of the Fedoral Rescrve bankzs is possible under cxisting lawe In casc of
liquidation of & Federal Rescrve bank thu Lew provides that its surplus shall
be paid to and become the property of the United States,

Th: acquisition by the Govormment of the capitul stock of the Federal
Reserve banks, as provided in Secetion 2(a) of the Patman Bill, would ncccssi-
tate an initiol expenditure of Govermment funds in the emount of approximately
$133,000,000 for tho cost of such stock, and in viow of the fact that the
public indebtedness of the Govornment prosumably would be inercasod by &

corresponding amount, thoe nct income derived by the Govormment from the ovmer=
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ship of such stock would be limited to the difference between the intorest

cost to the Govermment of moncy vorrowed by it and the annual dividends re-
ccived from the Federal Riscrve bonmks. The annual 6 percent dividend payadble

to mombor bonks in accordance with Scetirn 7 of the Federal Roserve Act

amounts to about $8,000,000, ond if the cost to the Govormment of borrowed moncy
be considered to be say 2-1/2 pereent per annum on the basls of long term bonds
the nct profit which would aceruc to the Govornment from its investment of
$133,000,000 in the eapital stock of the Fedural Rescrve banks would be loss
then $5,000,000 por annume Should Congress decide to rcduce the dividend on
Federal Rescrve benk stock this profit would be largely climinateds

Federal Resorve notes. It is frequently stated that the Federal Ree

ral

scrve banke obtain Federal Rescerve notecs from the United States Treasury for
the cost of printing, and that they place large volumes of such notes in
circulation and thus obtain substantial profits which should belong te the
Governmente It Is important, thorcoforc, te rovicw the factors that determine
the volume of Federal Ressrve notes in circulaticn, what the Federal Reserve
banks have to do to get them and tho costs connected with the supplying of
currency to the public.

The amount of money in circulation at a given time represents what
the public collsetively wants, since currency always nrves ~ut of the Federal
Rescrve banks when the demend for it increascs and returns to them whon the
demand subsidese This is what is mcant by an elastic currency. When cur~

rency is uccded, the public obtains it frem the local banks, and the latter
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obtain it from the Federal Reserve banks. When it is not needed, the publie
deposits it in the local banks, and thce local banks in turn redeposit it in
the Fedoral Reserve banks. The Fedoral Reserve banks may be regarded as
reservoirs from which additional currency is drawn when the public requires it
and to which currency not required by the public is returned. Tho Federal
Reserve banks have no way of keeping in circulation a larger am&unt of cur=-
rency than the public requires, or reducing the amount of currency that the
public necds te finance its current operations.

Tho demend for currency is detcrmined by verious conditions. A certain
minimuwm is requircd for day-to-day cash cxpenditures of individuals; a certain
minimum is required for payrollse. There are times when personal cxpenditures
rise, as during holidays, and there arc timecs when payrolls rise, as during
harvest. Certoin individuals, businesses, and communitics have their own
periods when thoy nced morc or nced less cash than ordinarily. The net effect
of all of these factors is o normal and regularly repeated cycle of demand
for currency ycar after ycar -- slack after the first of January, whon retail
trade falls off following tho hnlidays, larger during *the succeeding spring
months, when payrells inercasc and outdoor industrics become active, slack
again in mid-suwmmer,and steadily increasing during autumn and early winter to
the rogular peak in Deccmber.

In addition to this regular annual cycle, the amount of currency also
responds to increases and decreases in the volume of retail trade and of pay-
rolls as the amount of business done by the country increasses or decreases,
There have been times also when ths demand for currency was greatly increased

as in the period preceding the banking holiday in 193%. In the course of a
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few weeks at that critical time the Federal Reserve banks furnished the
public with as much as §2,000,000,000 of additional currency.

For mors than twenby years ithe Federal Reserve banks have fully met
the normel demands of the country for currency; they have also fully met
peck demonds both in times of prosperity and in times of depression, and they
have made it possible for the volume of currency to decline automatically
when the public demand for it declined.

Machinery of note issue. Before a Federal Reserve bank can obtain

Federal Rescrve notes it must deposit as security with tho local represen-
tative of the Govermment, known as the Federal Reserve agont, collateral at
least equal in amount to the notes to be issued; This collateral, as provided
by lew, may consist of the following assets only: (1) promissory notes,
drafts, bills of exchange, or acceptances, usually referred to as "eligible
paper™; (2) gold certificates on hand or due from the United States Treasury;
and (3) until June 30, 1939, United States Govermment securities bought in the
open market; In addition to being sccurcd by the pledge of specific col=-
lateral, Fedcoral Resorve notes arce o first lion on all the assets of the
issuing Federal Rescrve bank, and a 40 purcent reserve in gold certificates
must be maintainced against thome

As of Karch 106, 1938, the Foderal Rescorve banks had obtained
£11,1,110, 000,000 of Fedcral Resorve notes from the Federal Rescrve agents, of
whieh $4,125,000,0C0 were in circulation, constituting about two-thirds of the
total of §6,3%0,000,000 of moncy in circulation, and $315,000,000 were held in
the vaults of the Federal Rescrve bankse The collatoral held against these

notecs was as follows:
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Gold certificates on hand and duc from U.S. Treasury  $ls 533,000,000

United Stotes Governmont sceuritics 10,000,000
Eligible paper 75000, 000
Total $li5 550, 000, 000

Gold cortifientes arc recolpts which are issucd to the Federal Rescrve banks

by the United States Treasury for jold deposited with it by the Fedcral Re-
serve bonks in compliance with the Gold Rescrve Act of 193, which required all
monetary zold in tho Unitced States to be deliverced to the Treasurye The Fed-
ornl Rescrve bonks do not have the right to poy out these gold certificates.

As indicated, the Federal Reserve banks havo pledged §li,5%3,000,000 of these
certificutes against $4,L40,000,000 of their own notes in eirculation. Federal
Roserve notes, therefore, at prescnt are virtually substitutes for gold held
by the United Stotes Trcasury; So long as the Federal Reserve banks pledge

onc dollar in gold eccrtificates against cach dollar of Fedcral Reserve notes

in eirculation they cannot obtain a profit by issuing Fedcral Reserve notes.
Moreuvsr, all costs conmnected with the printings shipping and rcdemption of
Federal Rescrve notes are borne by the Federal Rescrve bankss As will be noted
from page 10 of this memorandum, it cost the Federal Rescrve banks nearly
46,000,000 during 1937 to obteain currcncy from the Treasury and supply it to
member benks and through thoem to the general public.

Expunses of Federal Reserve banks. The exponses of the Federsl Re-

scrve banks were incurred in reandering the services and performing the functions
roguirsd by the Federal Resorve Acte As stated above, they furnish the public
with an adequate, safe and clasbic currency; thoy colleoet largo volumes of
checks ond other items payable upon prescntation for member banksi they provide
rcdiscount facilities for momber banks; and perform fiscal agency, custodian-

ship, and depositary services for the Treasury end other Govermment agencics.
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In carrying out these and cther important functions the Federal Rescorve banks
have endeavored to be of as much scervice to their member bhanks, and through
thom to commerce, industry, agriculturc, and the public in general, and to the
United States Govermment, os 1s consistent with the efficient and economical
opcration of the System.

All compensation provided by the boards of directors of the Federal
Resorve banks for directors, offlecers or employces is subject to the approval
of the Board of Governors. The Board of Governors requires cach Federal Re-
scrve bank to submit periodically detailed reports of its expenscs and of
salarics pald cach officer and cmploycce The reports of cxpenscs arc re=
vicwed and swmmarics thereof arc furnished the Federal Reserve banks in order
that their costs may be comparod;

Shortly after the prescn® Board took office on Fobruary 1, 1936, it
instituted a survey of the organization at cach Foderal Resorve bank and as
a result thercof many cconomies worc cffccted, among which were the placing
of the chairmanships at the Federal Rescrve banks on an honorary basis and
the fixing of the componsation of the Chairmen on the samc basis as that of
cny other dircctor in licu of anmual saelarics of from 520,000 to $50,000, as
had been the provious practices Vhorever it is found that certain operations
can be handled more cconomically without sacrificing efficicney prompt steps
arc taken to effcet the cconomies,

There has becn o gradual reduction in the unit costs reported for
the principal operating units of the Foderal Reserve banks. For example, in
the Country Checks-Outgoing unit, which is the largest single operating unit

in the Federal Roscrve banks, the average cost of handling a thousand items
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was £3.65 toen years ngo as compared with $2.59 in 1936 and 42.6L in 1937.

With a few cxcoptions, the unit cost in the Country Checks-Outgoing unit

for zach of the past ten years has becen lower than that reported in the

immedietely preceding ycar as may be noted from the following tabulation:

Cost por thousand items in the Country Checks=-Outgoing unit

1028 £3.65
1929 3435
1930 3435
1031 3423
19%2 %430

1933
1934
1935
1936
1937

$3:47
3405
288
2:59
2.6l

The reductions in operating costs reported for the Country Checks-Outgoing

unit are due principally to improved methods of procedurc.

The costs of performing the various services rendercd by the Federal

Reserve banks during 1937 are set forth below in summary form.

EXPLNSES OF FEDARAL RESERVE SYSTEM, YEAR 1937

Currency and Coin

The cost of rcceiving and handling
2,257,8689,000 piecos of currency and
2,750,387,000 picecs of coin, including

bS’.nkS WOS sesererctseosnsrsosrsscossconcscans

Assessments by the Treasury Depts to cover
the cost of printing new Fedoral Rescrve
currency, the cost of issuing such currcncy
at the Reserve banks, and the cost of re-
deeming Foderal Rescrve currcency unfit for

circulation, including shipping charges,
&In.ountcd to LA L B B B B B BN B BN B O R R N BN BRI N N ]
Total eessesesssncas
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Cheek Cleoaring and Collcction

Handling ond collceting 926,792,000 checks
and 6,705,41% maturing notcs, drafts,

coupons, CtCe COSE esvvevesoncervesnecence $3,802’889

Loans, Rediscounts and Investments and Safckeeping

Making discounts and advances to member
banks; handling aprlications for advances
to industry for working copital under
Scction 13b of the Federal Rescrve Act;
maintaining ecredit information, holding
in safckeoping and servicing about

&1, 000,000,000 of securities for membor
banks ard purchesing and selling Govern=~

nent securitios for member banks coSt eeee $41,3%66,258

Fiscal Agency, Custodienship, and Depositary

Recelving, proving, and paying 127,823,053
Govermment checks and coupons, ircluding
work relief checks, and maintaining the
gencral account of the Treasury of the

United States, otCe COST svvesverssveacanne $l’1253h02

Fiscal Agency work for the Us S. Treusury

Depts comprising principally the issue,
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rodemption, ond exchanze of 34802,00L
piCCCS of sceuritics CCSt eeeevesddoccnce 31.380.352

Total .aoondfinoncoo. $2’505’75h

Reimbursed by Treasury Depte eesees  51,63L,363

NGt COSL eavossceccrs

Scrvices performed for various Govornment

sgencics such o the Reconstruction Finonce
Corporaticn, Federal Farm Mortgage Corpora-

tion, Federal Land Banks, Fedoral Inter-

modiate Credit Banks, Federal Emergency
Administration of Public Works, and the

Federal Home Loan Banks and Lome Owners!?

Loan Corporaticn Cost seevssecsescesasase  $2,231,142

Reimbursed by Gevernment Agencies see 2,20L,426

Net coSt eeveses

éﬁsounting
This function, which includes the main-
tenance of the general books, member and
Federal Reserve bank accounts, etc., and
the making of transfers of funds for the
acccunt of member banks, cost seéeserssses

Banking House and Furniture and Equipment

Cost of oreration of banking houses,

including payment of taxes, the salaries
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of janitors, elevater opsrators, etc.,
less deductions for incoms reccived from
rented space,; CTCe sevessvcorcavrecrorcs
Reserves set aside for depreciaticn
on banking houSesS sessecescscsonse
FPurniture and equipment, ret cost seeees

Total L2 B N )

Bank examination

Cost of examining state member banks
end of analyzing condition and examina~
tion reports of Naticnal and State member

banks, etc.,o amounted t0O ecevssvsvscecsas

Expenses of the Board of Governors

Assessments for expenses of the Board of

Governors of the Federal Resorve Systemee.

Statistical and Analytical

Preparing and publishing monthly revicws
of credit, business and agricultural con=-

ditions; and obtaining and assembling

varicus statistical dato, ctce cOST seeeee

Bank Relations

Bank rclations work; visiting member and

nenmember banks, conferences, etcs cost «..
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L, 143,834
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Personncl and Scrvice

Maintenanco of filing, mailing and porsenncl
departments; vaults and telephonc secrvice;
purchasing suprlics and equipment; equipment

repairs; page sorvice, ctee, COST seeevsocons

Protection

Salaries of speeicl officers and watchmen,
and the cost of othor protcctive serviccs

AXOUNEEd L0 eeeoesvrecvessscosvanssnsssenssnens

Postage and Insurance

Postage on crdinary nail; insurance on
equipment and supplics; premiums on
criployees? fidelity bonds, bonkers blanket

bonds, StCOJ COST sesnsvecersescrvsscescsnsne

Auditing
Maintaining geonoral oudits ¢f the Federal

Roserve banks and branches ¢ost eesescscne

Legal

The employment of counsel and other logal

oXpenscs COST envwosvaveesacscoscnnes

General Overhead

Genoral overhezd and supervisory cxpenscs,
including dirceters' feos and other miscel-

laneous cxpenses, amountcd L0 seseassssseses

Totel Net Expenscs seee
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BOARD O GOVERNORS
Or THE
FEDERAL, RESERVE SYSTEM

April 9, 1938,

COMMENT ON H.R.72830
Tntroduced by Mr, Patman

M

The fundamental purpose of H.Re 7230 is to establish a mechanism
that would control the volume of money with a view to maintaining a
fixed price level.

The mandate

In an amendment the Board of Governors is instructed to raise the
ajl-comncdity index until full employment of all persons able and will-
ing to work shall have been achieved, and until the price level shall
at lecast reach the all-commodity index of 100, as established by the
Department of Labor, for the year 1926. The Board is further directed
to maintein this price level with variations not to exceed 2 per cent.
To accomplish this the Board is directed to expand and contract demand
doposits by engaging in opon-market operations.

The position of the Boaxrd of Governors on the problem of monetary
objcctives was indicatcd in a statument issued on August 2, 1937, in
rusponse to a CongressiOnal.inquiny. The Board is in full agrcoment
with the ultimate objective of proposals to¢ promote economic stability,
which meuns the maintenance of a volumce of business activity and of
national income adequate to assure as full employment of labor and of
the productive capacity of the couniry as can be continuously sustained.
The Board is aware that commodity prices are an important element in

the Nation's economic life and that violent fluctuations of prices have
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discstrous effects. It believes, however, that price stability does
not necessarily lead to economic stability and, therefore, éhould not
be the principal objective of public policy. In its opinion the ob-~
jective of economic stability cannot be achieved by monetary means
alone, but rather should be sought through coordination of monetary
and other major policies of the Government which influence business
activity.

The principal difficulty with a stable price level as the objec-
tive of economlc policy is that it is not in itself a satisfactory in-
dicator of a continuously smooth working of the oconomic machine.

There have been periods in the past when the price level was stable

and nevertheless there were developing numerous maladjustments which
led to an economic collapse. For example, from the latter part of 1927
to the latber part of 1929 the index of wholesale prices showed little
change, but other developments were threatening cconomic stability.
Prices and activity on the stock markcet were rising rapidly, and brok-
crs' loans grew at an unprecedented rate. Construction of office and
apartment buildings was being promoted with a view to quick profits at
a rate that endangered the longer-time outlook in the building industry.
Loans were baing made for enterprises abroad without careful investiga-
tion of credit risks, and business activity in general was increasing,
partly as a result of speculative developments, to a level that could
nol be sustained. The use of the commodity price level as a guide to

crodit policy in these circumstances would have been entirely unsatisfactory,
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There is no assurance that it would be satisfactory in the future.

The proposal is that the Board of Governors bring the commodity
vrice index up to at least the 1926 level., The average for that year
is about 25 per cent above the present level and an advance of that
ragnitude, except over an cxtended period, would cause speculative
buying and would lead to boom conditions which would culminate in a
break and a depression, Furthermore, in periods of rapid advance dis-
parities between prices of different groups of commodities generally
become more pronounced ané yect, both from the point of view of justice
znd of economic stability, the most important thing in regard to prices
is the maintenance of proper relationships between prices of different
commodities that are exchanged for each other., Activity of producers
depends on the relationship between their costs, including principally
prices of materials, labor, taxes, and debt scrvice, and the prices
2t which they can sell their products. In the last quarter of 1936
and in the first quarter of 1927, for example, building costs and
prices of new houses rose so rapidly and so far as to discourage buy-
ing, and this resulted in a deeline in residential building. More-
over, the rise in prices of industrial raw materials at that time was
much sharper than the advance in finished goods, and this was a factor
in causing speculative purchases, forward orders, and building up of

inventories, all of which contributed to the subsequent collapse of

business.
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Present prices of individual commodities ir the Bureau of Labor
statistics index, compared with 1928, range from a decline of 75 per
cent to an inercase of 100 per cent. A restoration of the 1946 level
could be achieved through an advance of all commodities, including
these that are too high, as well as thosc that are too low, or through
¢ rise in one or the other group of thesc commoditics. Therc is

nothing in monctory policy +

hat could determine which of the commodi-
tice would rise¢, and yet this would be all-important from the point
of vicw of the c¢ffects that the rise in prices would have on the
CCONOITY »
In the Board's view the essential objective of monetary policy
is to contribute to the maintenance of a flow of money and income
tiirough the chamnels of trade, industry, and agriculture that would
to utilize to the full the country's human and material rcsourcoes.
This is the Board's understunding of the broad mandate stated in the
Federal Rescrve Act as "accommodating commerce and business". To this
end and teo the maintenance of sound banking conditions the Board de-
votes its offorte, and there is nothing in the proposed mandate that
would add to the Board's desire or ability to achicve these objectives.
In dircecting the Board to achicve price stability and full em-—
ployment through open-market operations, the proposed mandate disre-
gards thoe limitations on the offcectiveness of this instrument of

cre:ait policy. It ascumcs that open~markct operations can always
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create or destroy deposits, and that changes in the volume of depos-
its in turn are immediately reflected in the price level., The fact
is that open-market operations do not always create deposits, since
purchases of sccurities from the banks do not increase deposits.
yinother open-market purchascs result dircetly in an increase in de-
posits or not, they do result in the crcation of a corresponding
amount of ruserves. These reserves may or may not result in the
creation of deposits, depending on whother conditions arc favorable
for the expansion of loans and investments by banks. The great bulk
of deposits in the banks of the United States are created through
such an oxpansion. A given volume of reserves created by Beard ac-
tion, therefore, might result in no increanse in deposits at all, or
on the other hand might rcesult in a growth of deposits several times
o5 large as the reserves. Which of thesc developments would actually
cccur would depend on forces that arc largely, if not wholly, outside
the control of the Board of Governors.

It is not true, furthermcre, that the creation of deposits neces-
sarily results in an equivalent rise in prices. We have had increases
in deposits without corresponding increases in prices. The volume of
depcsits ot the present time i greatly in excess c¢f the amcunt that
existed in 1929 and yct the price level is much lower. Nor is it
cloar thut a rise in prices nocessarily results in an increase in em-
vloyment. A: unbalanced advance in prices may, cn the centrary, be an

influcree in decreasing employment, as woes the case early in 1937,
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Aside from many factors that are not under the control of the Gov-
ernment, there are numerous phases of Government activity other than
monetary action by the Federal Reserve System that have effects on prices
and on economic activity. Among such factors sre¢ the actions of the
United Ststes Treasury in relation to the inactive gold account and the
gtabilization account; policies in regard to taxation, exchange rates,
the volume and character of Government spending; its action in regard to
the capital market, to railroads and utilities; the Government's housing
program, its agricultural policies, and its policies in regard to labor,
Ail of theze Government activities have n distincet bearing on the volume
of business activity and on the price level. They are beyond the influ-
ence of the Federal Reserve Systom, and yet without them and their co-
ordination with monetary volicy the System would be powerless to achiecve
ejther an advance in prices or the restoration of full employment, as
would be required under the provosed mandate,

The poard of Governors, therefore, does not favor the adoption of
the pronosed mardate,

Federal Reserve System operatec in the publie¢ initerest

In addition to prescribing =2 mendate for the Federal Reserve policy,
the bill proposes a recrganization of the Federal Reserve System. The
reasons offerec for this reorganization ars that the System has not been
operajed in the public interaest; thet it has been dominated by bankers;
that it has been conducted in the selfish interests of a small group, and
that it has made ldrge profits ot the expense of the community. The Board
o Governors does not believe thnt any of these assertions can be sustained

by the record,
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Owvnership of stock by member banks does not enable the bankers to
control the Federal Reserve System. It is more nearly in the nature of
a compulesory capital contribution than stock ownership. Although the
member banks elect two-thirds of the directors of the Reserve banks, the
large banks elect only two out of nine directors. The small banks elect
two, the medium-sized banks elect two and the Board of Governors in
Washington appoints three. Only a third of the directors can be bankers
and =11 directors and officers are subject to removal by the Board of
Governors. The Board in Washington appoints the chairmen and deputy
chairman of each Keserve bank, and the appointment of zll presidents
and first vice presidents, as well as the salaries of all officers and
employees, are subject to its approval,

Complete authority over all matters of major national poliey, such
as the determination of discount rates, reserve requirements, margin re-
quirements on security loans, and maximum rates of interest to be paid
on time deposits, iz vested in the Board of Governors. Authority over
open market operations is vested in an open market committee consisting
of seven members of the Board of Governors and five members elected by
the Keserve banks.

It is clear, therefore, that in matters with whiech the bill is pri-
marily concerned the System is dominated not by banks, but by the Board
of Governors, a Governmental body whose members are appointed by the Presi-
dent =nd confirmed by the Senate.

Faderal Reserve banks not operated for nrofit

During the twenty-three years of its existence the Federal Reserve

System hag earned approximetely one and a quarter billions of dollars, of
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which about one-half has been used for operating expenses incurred largely
in performing vublic services, such as the clearing and collection of
checks, the supplying of currerncry to the banks and to the public, the per-
formance of many auties for the United States Govermment, and in furnish-
ing rediscount faciiities for the member hanks,

Earnings of the Federal Rescrve banks above these expenses nnd re-
serves for contingencies amounted to $600,000,000. Of this amount approx-
imetsly $150,000,000 has been paid to the Government as franchize tax,
about $140,000,000 has been anpropriated by Congress for the Federal De-
posit Insurance Corporation as capital, $160,000,000 has been paid as the
statutory dividends to member hanks, and the remaeindGer is held in a sur-
pluad account which in cose of liguidation becomes the property of the
Government.

Member banks contribute 3 per cent of their capital and surplus to
the enpital. of the Reserve banks and receive 6 per cent annually on this
contribution., In edéition, momber baniks are required to keep balances
with the Reserve banks smdunting on the average to 16 per cent of the
member banks' deposits 2nd receive no return on these brnlances. For ex-
ample, a member bank having a eapital and surplus of $100,000 and de-
nogits of 1,000,000 contributes $3,000 to the Reserve bank's capital and,
on the aver:ge, would be required to hold ¥180,000 on deposit with the
Reserve banit ag legal reserves, op which it receives no interest., The
dividends such a bank would receive on its stock in the Reserve bank would
be L1800 e yaar,

"he System was established and 1s operated in the »ublic interest znd
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dominated by public officials; it performs a service that saves the
people of the country far more thon the cost of the System; and it makes
no profits for any private interest other than the amount paid annually
to stockholders at a fixed rate, which has been prescribed and can be
changed by Congress,

Proposals would not improve banking system

Proposals in the bill for reorganizing the Reserve System woula trans-
fer ownership of the stock in the Federal Reserve banks to the Government
#n¢ woulé have all the directors of the Reserve banks appointed by the
President and approved by the Senate. It would enlarge the membership of
the Board of Governors to fifteen, including three ex~officio members --
the Secretary of the Treasury, the Comptrolier of the Currency, and the
Chairman of the Federal Deposit insurance Corporation.

A Board of Governors of fifteen members proposed in the bill would be
tnoo unwieldy to runction promptly and effectively. The proposal in the
hill to offer all the privileges of membership to nonmember banks so long
as they choose to keep their reserves in a Federal Reserve bank would re-
move all incentive to become members of the System, It would enable all
ranks to nrofit by the services of the System so long as it suited them,
without contributing anything to its strength or complying with its regu-
laticns, and to withdraw thelr reserves when to maintain them would seem
to be burdensome. It would make futile the proposed enlargement of the
power to increase reservs requirements, It would remove all incentive to
nembership snd would make it impossible for the System to discharge its

respensibility Tor maintaining sound credit conditions.
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Cistinection between monetary and fiscal authorities should be maintained

The primary function of the Treasury is to collect taxes, borrow
money, and provide funds for the various agencies of the Govermment in ac-
cordance with Congressional spprovriations. The primary function of the
Federal Reserve System is to influence the flow of money and to coniribute
to the soundness of the banking sitvation. In a broad sense the objec-
tives of both ageuncies are the same, namely, to serve the public interest,
but taeir points of view and experience, and their approach to current
problems may at times be different. The maintenance of an organization
for the regulation of credit separate from the fiscal arm of the Govern-
ment has been found advantageous in most countries of the world, and its
abandonment, which is provosed in the bill, would, in this Board's opinion,
te a backward step.

Local sutcnomy in local matiers should be preseryed

Since its establishment in 1914, the Federal Reserve System has under-
gone many changes in the direction of increased control by the Board of

Governors., With the passage of the Banking Act of 1935 this control has

s

been greatly strengthened in =50 far as national policies are concerned.

In regard to local matters, the maintenance of local autonomy under general

interests, The maintenance of locally elected directors on Federal Reserve
bank boards is of grest advantage in creating local pride and local in-
terest in the System and in inspiring the business community with confi-

denze ir its nanagement. This advantage would be lost if the appointments
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of all local directors were handled entirely from Washington. Consequently,
the System's ability to render a disinterested public service to all class-
23 of the community would be greatly diminished.

To sum up, the Beard is counvinced that improvement in our banking sys-
tem is needed but sees nothing in this bill that would tend in this direc-
tion. The Board is convinced that the main objective of the bill is not
practicable; that the svils which the reorganization features of the bill
prenase to correet do not exist; that the organization which it proposes
to establish would result in less satisfactory service to the country;
ard that enactment of the bill would be a backward and not a forward step

in the cdevelopment of the banking system in the public interest.
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