
THK BAKING BILL OF 19»
'

8. ECCLIS
Governor of toe Federal I m m Board 0

On May 9, the House of Representative* by a vote of £71 to 110

paseed the Banking BUI of 19ft*. It la BOW under consideration by a

subcommittee of the Senate Committee on Banking and Currency* The scope

and purpose of the prorisions of Title II which deal with the Federal

Beserve System have been the subject of wide discussion in Congress

and outside, much of which has done aore to confuse thin to clarify

the nature of the proposals. In this article I elu 11 analyse briefly

the proposed changes in the Federal Reserve System, referring to the

text of the bill as originally introduced «ith such modifications LB

L recommended during the course of my teetLnony before Congressional

Committees.

Bill the oabcoae of experience

Chwiges in the Federal ueserve System which are proposed La iltle

12 of the Baakitig bill of Id55 arise out of the experience of the iast

twenty yeb.rsf &nd particularly of the experience during the degression*

Their general objective is to improve the adtainlBtrative rtchinery of

the Federal rieserve byste&j to determine more clo&rly the distribution

of authority and responsibility between the Federal Reserve Board tad

tne Reserve baa&5f tnd to elisLnate unnecessary restrictions on the

Reserve banit« find the .ueaber benks th«̂ t have proved to be ineffective

!• preventing disaster and ere feaaaafiaf economic recovery.
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2.

These change* are important tad urgont. Thoy do not, however,

alter the fundamental character of the Systen as established by the

origin*! Federal Reserve Act nor the principle underlying the distribu-

tion of responsibility between the federal fteeerve Board &nd the

regional banks.

administrative changes

Several sections of the bill propose improvements in administrative

organisation* Section fcOl would combine the office* of governor &nd

chairman of the Federal Reserve banicsj the appointment to the combined

office would be approved by the Board and the governor and chairman

would be & director of the bank* this change would ctxry oat the Intention

of the original act that the Federal Reserve Board be & j&rty tc the

selection of the active he&d of the Reserve banks. Combining the offices

of governor and chairman would unify the &diainistrfetive organization of

the Federal Reserve b&nice and promote smoother cooperation batveen the

board wid tue btntcc. Section kO4, would permit the *edered -e^erve

Bo&rd to &seign duties to meabers of the I>ofe.rd or to iLt> repre-entctives,

would relieve the Bo^rd of administr&tive deteilt <~ixd give It more

for the study of policy natters*

These organization chwiges would not diminish the authority of

the Reserve banks but would rather clarify t.nd increase their retpfil

bility in iB&tters of loctil concern. The regional character of the Ustem

M established in the 1915 act wtg bteed on tiie pri—tple ihat f M >eaei >

bility for policies of national scope and ourpote shell be lodged La the
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Federal Reserve bo&rd and that actual btnking operation* uac all

or policie* of local concern ahfc.ll be entrusted to I:.dividual

Reserve btrus, subject to the neeess&ry degree of coordination.

Increfe.se of locfel autonomy

There are several ways in which the proposed bill would strengthen

the regional autonomy of the ^eterve banks, it present the federal

Reserve Board appoint* three director* of each Federal heserve bank,

the so-celled Class G directors, one of whom ie designated by the Board

he chairman* Under this bill the Board would arpoint &t the moat two

end possibly only one director* The governor, who would be & Cl&ss C

director, &nd the vice-governor, who Bight also be e Class C director,

vould be Appointed by the local directors, subject only to the federal

Reserve Bokid'E approval. At the present tiae the Keeerve &gent, who

is also chairaiEn of the board of directors, is by law the Board's

representative at the Reserve bank, and maintains an office of the ;oard

on the premises of the iieserre bank. Not only is he himself directly

appointed by the Board, but the appointment of his entire staff, includ-

ing b&nk relations and economic services, is subject to approval by the

Board* Under the proposed bill the agent's department would be a olished

and its functions and personnel brought directly under the governors

of the Reserve banks. The power of the federal Reserve Board to assign

duties to its representatives would also enable the Board to authorise

Reserve banks to handle aeuy administrative natters, which under present

law Auet be passed upon by the federal Beserve Board* The proposed

change in eligibility requirements for discount and the proposed
..D

elimination of the collateral requirements for federal Reserve notes 1)
would likewise inci "
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with member banks,

Mational control of ogen-afcritet ope rat lout

The proposed change In the control of open-mar >cet operations

would clearly define and centralize responsibility for V l& f ir.etion,

Thic is one of the aost iaportfant provisions of the bill.

ODen-atjriiet operations &e t means of credit control in t::ie country

are a oost-war development. They were not regarded aa & niaior instru-

ment of policy i*hen the original Federal fc«serve let *ts ptesed. From

smfll informal beginnings, whose significance was not fully appreciated,

open-aarxet operations have gradually come to be recognised as the

principal Instrument of credit control* At first open-a&r<et operations

of the individual Reserve banfcs were designed merely to euopleraent the

earnings of these ben^s in periods when the rolume of discount? wts low;

then, as their effect on bank reserves and on raewber bank operations

was realized, they were conducted at first by a committee & minted by

the Reserve bank governors, and later by the same committee after

approv&l by the Federal Reserve Board.

Jnder a provision of the banking -«ct of 1955, open-market policies

Ml L>. e.eao are formulated l̂y the Federal Open &«rket Committee, which con-

sists of the governors of the twelve Federal ±%serve banks. The recomraenda-

tions of the eeaaittM are subjoet to approval by the F»d«ral heserre Board.

The board of directors of each Federal Reeerve bank retains the authority

to refuM participation in the policies adopted. It would be difficult to

conceive of an arrangement better calculated than this for diffusing

responsibility.
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Local, or regional, control of open-market »olicies i s , in fact,

impossible because their affects are nation-wide. Consequently, i t

is necessary to place definite r»s r,>n; L i l i ty for this instrument

of ^ l i cy in a national body »ith a n&tionel viewpoint. The only .uestion

is where fcfeo tir-tioa^l control s'u.ll be. i believe that i t should be

vested in tiie federal Reserve Board, which haf the responsibility for

other instrument* of lonetary >olicy t -h dete: Loa of dlscoont

w l > | K na cm&nges in r e s e r v e ro%uJjroaoBt •

rscom Long which h&s been adopted ?.. . douse, i s to

veiit in the federal Hesex^ve io«r4 f.ill ;o^'?r ta I to

init i&ts, tdopt a&d eaiforce oi<>: H pollcie? for iho Federal

fieserv' - , P%or cone tilting vitfa Looiy ooaal%%Oi i g

of live repreeeatativei: of %hi ^eder^l iggoito boil : select I dolly

'̂vernorB of the tvolve Reserve IN . . fhi BOLT^ Should be

required bo c . .dttee befo] e ad ,- ret

ULcji . ehaoj • Ln iet, or o i.nge in . : ' :: reserve

re..-iirements#

provision would t • c ufllotl |tnrladi«tiiw uid

.. 2 6u.ae time wou. . . tion o: ra l

erve beiiic goveraca "S in t o tot nla.%100 of open-a.' rket pol ic ies .

i t IM I tt«O »f the

governors? or -:v U I , :, .:ig

a f in t l decifcio.. WBA the power to adopt aad Oftrry out

uoui . ceatrfclireG La oa lid bo•
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6.

Soundness versus Humidity

Changes proposed in provisions for el igibi l i ty for discount snd

for collateral for note issues are the reeult ;rin>erily. of our experience

during the depression•

Section 205 would give the Federal Feserve banks authority under

regulations by the Federal Reserve Bo&id to atke £ > v&nces to member

beak:; OJU any sound •••»%« The criterion for el igibi l i ty would be sound-

ness rather than liquidity• The el igibi l i ty provisions of the original

tct were k&sed on U» tlieory th*.t btnk assets shoulc be sulf-li,.uiGfctLJ. ,

ta ot^er words thfct .ember banks snould be engaged y r l T i l y in com-

aercl^l htskiaf« I t vas hoped th«,t through the operetion of ti^ese

provisions Hairing »ould develo ftltMg more rarely ills—H111 lin^ .

These hojee hktm nob besn realized. The b£:

M% opertte profitably oa se l f - i i . lag lo&ns when only , , ,

of such paper is avjileble. &nd yet b&:>its a&y feel hesittnt &"t out

•siting lo. ttOftd trat la -"'le £.£fets beccuse under the jrecent

rigid re;..uirernent£ they would not be I L of need to li..uefy

tbeee assets at the Federal ileLerve baalHIa

If the iteserve b&nics are to give gMlttlM aasista.nce to member

\MB$ they tnubt serve in ai emergency &e &n agency for 11 \\zl'y ±iig

al l sound c-saets. Coring the depression is&ny baaki »ere forced into

tlonajdaj not tmsnlt their assets were ted but batmit UMQ could

aot meet the narrow and essentially unrealistic s l i Lty raqulr*-

ments, and i t baaaat necessuij, togp the Glfcsg-btoa,TciJ.l -ct of ry

IfM| to p*ai emergency I f l r i s t l i oer^iitting the mern'cr BABBl toDigitized for FRASER 
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It Is not a new idea f i rs t proposed in t r i s lagisli . or la the

3;iergency logisl&tion of 19SI to pen-it sorrowing from Re^rvs banks

01 the basic of assets other than eligible japer. The earlier drtfts

o: the origin: I ro':eril Ueserve J ct tud the b i l l as i t Ml introduced

in both the House and the Senate included a provision to *r i t Federal

erve b^nics iinder certain conditions "bo disco^uit the direct -;-

tione oi' MaWff b&nics secured by the pledge id do XJsit of satisfetctory

sec-irities."

I?o soKregation of aggets bfc.ck 0: leder&l Reoerve noteg

ction ;:0d would eli-nintte the collfateriil requirements for Federal

reserve uotes no pould Ullli do awey with unneceatfary, Curaberson^ n'j

aery, which hixu c&used serious difficulties at critie&l

times.

1 re A-Lrement for segregation of collateral -... ;, UUlt -< ed&2 • 1

srve notes adds nothing to tie quality oi the notes, which are a

::irior lien on the tsaets of the igsiin.- JtiWPy baa , .d an o>lig&-

tion of t.. : inited Stttes Government.

?hile these collfcteral revulrernente do not protect the ^edertl

Reserve note&, tney h-.ve interfered witL tne f-mctioning of tiie federal

[•eterTe oystem by preventing tne adoption of an eesing polic, I rin^ a

>;riod of deflation. Iain a sltiifction developed in the early onthfi

of 193/-. The ^ystea w ŝ purchasing Government eec r i t i cs La order to

help member b«mK:s rod-ice their indebtedness, end, &c a consequence,

rve banifi did not have an adequate amount of disco ait::, whlefa
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.

the only p&per &Tfcil&ble *£ collatert.1 for Fs< swerve note., -s

i c jcs, Lt MI WMMMaij to Lapoamd & l&rge . ->ld &s

co l l a t e r a l ftgfciMft the M l H over tad above the 4 ; p*re#at I tiff

re _.iironi8n«. "; ith gold reserves tJ.us Lsoounded, the i e a c 1 ~'-c*erve

• , »ere flM - to ccrr> out .. vliey of open- st:

which *£S necessary to iu'rest the roceas of d . ;ect

the eroergency, SMgVMM ;.)&85«d the ^1ii> Jt^tfill ri.ed

xse of Goveraiaent securities *.s col la ter t l for aot*ft, -ae i

LXI wo .ild e l i in&te IIM 0MlMLlltj 9t & rec . a

liberal real estate

The only provision of the bill directly affecting tta lending

activit ies of :eraber 'btake i i 3ectioa UO| v.;:ich liberalIxef the /i*o-

vieions for real estLte lo^at. i'hij sectio L .'ie b i l l as introduced

would provide for an UMMNtM 1 t . . cot J. volume of rufifa XMMi that e

b*uk m«iy Bfttej for amortized loans with longer ?i&turity MM for aa

incre^iie in the jro iortion of the of the re*>l M%at« f. t JMUtfc*

lend, bl vie* of the f&cc t .: t. t.^ese tiM*4 r^qulreaetitf do not ii e

account of thu widely different condition.: effecting the £oundnow-.e of

real estate lo<uns at different It—• and in different Murti ol the

country, I h<:ve recommended that this provision be chwiged to give the

pi .over to regul&te r e d otti:.te io^n., wajjject to I LiatiMM

that neir lo&n* ehall not exceed rcent of t raiced value of

the real es ta te .
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Cr i t l c i eu of aore l iber&l ^rovlbions for re<.l e.t(>ic U M I hag come

1. rge l j from thos* who relieve in UM ••pftrtt lw o * rinj banking

commercial htnMwj and overlooks tfec ft ct that re I | .-.da

o: STi^ll bmkl t h t t c. aaot operate ; Lr

• • • • Itl t:io.-. . :s ht. ve 10 billi . i of fclat

• - • • • - . •• : • .• . » l a

• »f uGCD.witj M»t rtielpfctf] .

t will yi«ld tnough to pay for doing fche b^sLness, The

lav p] . . . ,

I Lonf«»t .ere Li no reason f . . . out

It i t hi that Lite] I I

t#d ti l . ts for borrowing et

• . i ;/.N>ITVC b ::c.., *1 . • tction

- to n e

j — . . - ^ ,.,..• 11.i LC::-1 control

•

, ttilMfb Ltj the country1 tt«m, I c atrol«

- .on of riutt the

b i l l provideL, coupled with . I -- If

1 . . . . . .

. :ilt. - •• . 6

: l ltie I -

I

. .. Lple o:

• • • • . . - . • - . . . , . • •
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.

'resident ilson before the Sottfraai U Joittt

on June ftfj l t l l is decisive « t Kj o ln t .

Lie • gfcid: "The control or ti.a system, of eh

oar ne> la*f «.ie to set i t be .mbllc, not r lvcae; Bttjt ba .. .

LB the Government i t eel:", i?o t t t <: I | be U ,

•ot the mi ..tere, of b^sines* and of Individual enter

• ' • Cc.n r e m . od only tfaimft . M in L

tair- of , ... . ". - | ,

M l . •: . L . , , LO

-. I :• t il e b i l l | I • ' -: . L ;c,

O f t d f t Z i 1 , • :. -

i

: . ;1 >rorid«i 1

: > or bothj

to pkrtloipata in t >ion of . .

oolic Las* Al iiMe

t oalr- . . . ' . - , itad to the Feder:I le^erve ,

Lt Li i i%ap La 1 . l ion that

ban -; - laral M ; to c^rry k

• . Tha b l l ] ed

I for won •- tata coi • or

Lre. T fco tha

• • : • S .

b i l l I uUCh RitlHld . • -

M of TiaKin,- •, QovaiDigitized for FRASER 
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11 .

re attr*CtlT« to c^-^eteut MD T U [ \ .c-o.

D stfct E Ls no lonjfe-?

i tmmtmr of the

: U to htve : o . t h i s

t o r . . - i.s woui i i t S torf Lf ht b. . fi-om

th« bank! , to r lh« :. - . . to

wait Cor t BO longer overnor.

thtn Ni t |] ; , : t o1 t t i s

KM " > o l i t l c : l Bo£.rd. [ -• -•> L -C - , r i r f -o mtn

• - - • - the BOArd if the rrtffiiJmi of the Unit#d Bt«t

to appoint eomec . >ltce. Under mxX9%ing lav the trm

ovemor of the jtirl

••*e?i eon l t « . •" >-eted to -iê î that t or cerv

• : I- I V l &t the ?rosloe::t.

sed by th-; I Lf orovlsio^ bat bee:. ed

• Governor co h - Ilia o:-it.ion t: • M rdf if he w n

not redesl . , but Lf he : \6 9%thi f9$ he rould be

oo re. -in; cQu.ieotiou vithout • Mtrf1 del&y.

[ a t L I freedom o; tht Ke W froT\ la ib l«

Ll t i ea l i . f luence r u s t k n l t i f ( I Uto ? e c e r i l ue. erve

, Ml fch« m y i ? . rccl^ tLon by 1 3 --' ti.r. { aotlOAl of t he

, d 4MB pu l i e O-rLiion. - -•>'• ^ - tve t . :- •- . i:. . of

• :-.. .•_•:...•-: - i l l w i l l be tx d i r e c t i o i i ftf to )&m

sl« r to I • >le of the country :-

-ort«*nce of the t>o&rd'v, foriction.
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Objective .___ _ ... icy

- . . . . .

. . . . . . .

I J ... l/t: | I U

I . . L» to

&t BOO -. ifj . i-C.

b Li t l M • . .. • . • . . .

Lt«

. .. e ,

i n a a t t r y , L/*a t . - r i c u l t u i e . I bavs I •aownrtxi •

de f in i t e Bimdi i . . t trie F#d#rml r^ecerve Syj

powe_ . . . . . tfl Lve

: . snce i. .. Llil -

• . . . I I T i d 1 | |

t t | M ftt fchin t -cope of M u t . .

Q3 . . ion. '1 i believe t t to • f i n i t e Lndleatlon

. . .

. . ., . Murd to oxerciat. i t f town sort •ff»o1 j

lid c.l£Q iacre. i bh4 BM3N ' Llity to r e e l s t » l i t i c * l . , i e

for | . . . . o l io i I Laoonslat : the M tt f

Liity.
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