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© "~ TaE PucET SoUND NATIONAL BANK

ESTABLISHED 1890

TAcOMA 1, WASHINGTON

RENO ODLIN
PRESIDENT

September 1, 1949

Dear Marriner:

The other night I had to fill an
engagement at the Pacific Coast Banking
School at the University of Washington.

My talk had to do with the fiscal and mone-
tary questions of the day and 1'm sending a
copy forward to you for your informetion,

and would welcome any criticisms you may have.

(8

With best regards,

Sincerely yours,

RO:H
Enc.

Hon. Marriner 8, Eccles
Member, Board of Governors
Federal Reserve System
Washington, D. C.

C
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AN ADDRESS 70 THE PACIFIC COAST BANKING SCHOOL
DELTVERED BY REWO ODLIN, PRESIDENT, THE PUGET SOUND NATIORAL BANK
OF TACOMA, AT GUGGENHEIM HALL, UNIVERSITY OF WASHINGTON, HONDAY,
AUGUST 22, 1949.

ibout two months ago, to be smact on June 24, my assoclate on the Federal
Advisory Coumeil, Dr. W. Randolph Burgess of NHew York, delivered a lecture to
the student body of the Graduate Sahnol of Banking of Hew Brunswick. The lee-
ture was titled "Ths Future of The Federal Reserve System®. If is available in
pamphlet form from the American Bankers Association. I suggest thet you mho avrs
interested in a very clear and learned stucdy of the Federal Reserve System sand
for & copy of the pamphlet.

Dr. Burgess, whose intimeate knowledge of the Federal Reserve System and
wvhose rank as an euthority is well knomn ic you, diseusses in hiz lecture the
eritical questions of the relation of the System to the Treasury, the belance of
pover within the System, and the trend %toward control of bamking by the Syastem.

As his conclusion he warns of the drift toward concentration of powsr in Washingtoa
through unjustifisble additions of controls and power of regulation in the Federsl
Reserve.

‘ He believes that the traditional powsrs of the Federal Reserve Systwm %o
influence the cost and volume of credit are sufficiently powerful. instruments for
moderating business fluctuations and provide an cdequate degree of monstary manage-
ment.

And he warns that everyone should recognize that the Reserve System is Aoz:ly
one of many influences on business fluctuations. He says:

%The final result reflects many causes: the wiedom or
uawisdom of business men in acowsmlating inventories, in
starting new ventures, in keeping production costs and
selling prices dowm; the soundness of labor union policies;
the internmational situation; the thousands of ways goveran-
meat stimulates or retards activity; the spending or saving
habits of the individual; ete. The Reserve System is mo
substitute for scund policiea in all these ereas, nor can it
uwholly offset unsound policies. In the long rum, the escon-
omic trend reflects the stresses and the strains from all
these fislds.®

I commend this lesture fo your attention.

I thought it proper tc¢ devole my atitention tonigat first to the so-called
new phase of central bank policy which was inaugurated on June 28 when the Open
Karket Committee issued the following statement:

‘ ®*The Federszl Open Marikcet Committes, after consultaticn
i with the Treasury, announced today (June 28) that with @
' visew to increasing the supply of funds aveilable in the
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market to meet the needs of commercs, tueiness, and agri-
culture it will be the policy of the Committee to divest
purchazes, ssles, and exchenges of Governuent seecuritiss
by the Federsl Rsserve Banks with primary regand to the
general business eand eredit situastion. The poliey of main-
taining orderly eonditions in the Govermment security
market and the confidence of investors in Govermment bonés
will be continued. Under present conditions the mainte-
nance of a relatively fixed pattern of rates has the undesir-
able effsect of absorbing reserves from the market at a time
wher the availabillty of credit ghould be inereased.

There has been elaborate interpretaticn of this amucuncement ard specu-
a8 to its meaning.

For exsmple, the July 27 issue of the Guaranty Survey of the Guaranty

Trust Company of New York has this to sey:
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http://fraser.stlouisfed.org/

*The commiiteels statement indicated that its primery on-
deavor henceforth would be to increass the supply of funds
available to meet the needs of busiuess, rather tham con-
timue to maintein & relatively fixed pattern of interest
rates on Covernment obligations through the s2ls of such
securities, & policy which had the sffect of withdrswing
funds from the mouney market. ....... The exact nature of
the new peliey, espeeially im its longer-term aspecits, hee
been & subject of comsidersble discusgion im financial cir-
cles since the statement was issued. For the lmmediate
future, the change seems to point clearly in the directicn
of ‘easier’ money. The main question iz whether this sup-
posedly expansionary influence will be followed by corres-
pondingly greater credit restraint when the eccmomic balance
swings agein toward the inflationary side.

"0On its face, the committee's statement leaves room for
the inference that such restraint will be attempted-—in
other words, that the wartime policy of maintaining rigid
stability in the Government bond markel will be relaxed in
favor of a policy simed at grester stebility in commodity
prices and busizess in general. If this is the cese, and

if the experiment proves successful, & siganlflicant step
towerd healthier economic conditions will have been taken.

®The wording of the statement has been criticized in rome
as amblguous. Certainly different implications can
be read into different paris, ard the committee hseg left
itself (as it probably intended to do) considerable lati-
tude in the cholee of specific courses of mction under
varying conditioms. Read as a whole, however;, the ammounce-

nent mt in fairness be interpreted as indicating at least
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a temporary and perheps & permanent #hift of emphasie toward
greater flexibility and & brosder objective of central-bapk

policy®.

In enclysing the sigpificance of this new statement of polisy, it would
perhaps be advisable to raview the monetery clroumestences of the last faw years
and to bear Iir mind the developments in thet field zince, say 1935.

In 1935 the banking system of the United States begem piliuvg up excess
reserves to an extent never dreamed of befors. These ressrves in comsidsrable
part devaloped from a flow of capitel and gold from Buxope into this country on
a tremendous scale. The gold, it will be recalled, was valued at $35.00 an
ounce in comparison witkh the former loug-stending rate of §20.67 an ounce.
Reserves mounted steadily and simmltaneouzly shori-term poney rates drilted
steadily downward until at one .stage there was actually a mimus yield on Tnitaed
States Treasury kills. Zven the demands of the Fedorsl govermment for defleit
financing did not result in conmtraction of ercess reserves or in firming of
interest rates. In 1936-37 benk regerve requirmments were increased and 4he
probler of excess resorves became the prineipsl concerm of the baznking system
and of the monetary asuthorities. There wes a brief slump in 1938, and reserve
requiresents wers reduced somswhat from the 1937 level.

in Hovember, 1941, bank veserve requiremenis were subsianticlly ralsed to
sttack the infletior problem, and this sction cut sxecess reserves substentialily,
. but still left them at a figurse near four billion.

¥e then eantered the war and in {the light of probable finanecing reguire-
ments of the Govermment, rates began to stiffen. There developed &t this point
the so-called ®pattern® of interest rates which prevailed fhrowgnout the whcle
war period—3/8 per cent on Treasury bills, 2 1/2 per cent on the long-term
bonds, and & ourve in beitween the two reflecting the yields for intermediste
maturities. In other words, am srbitrary Fpattern® wae edopted, and the
elassical relationship between excess regerves and money rates dissppesved.

Thet war-time ¥paittern® of rates was slowly modified after the war hed
ended. But in the process of maintaining the rate “"pattern® the reserve barks
had increzsed their holdings of government securities from around two billion
dollarz at the start to scme 24 billion dollars at the end of the war; and on
this reserve base the banking system absorbed e tremendous esmount of govermment
gecuritiese. .

In July, 1947, the repurchase option oz Treasury bills, whilch hed the
affect of making them almost the equivslent of cash, was terminated by the
Federal and the rate or bille rose sharply ard continued to rise to arcund
1 1/8 per cent. The rate on certificates rose in a perallel ¥pettern®. Late
in 1947 the longer-term governmaent securities begsn to show the effect of
increasing demand for credit and were bouzhit by the Federal Reserve in coun-
siderable smounts in order to meintain the loog-term 2 1/2 per cemb rate.

: On Decamber 24, 1947, the Open Mariket Commititee reduced iits buying prices
. for bonds, and yields on some maturities rose very sharply; but o support this
’ policy the Reserve System was obliged to buy large quantities of bonds. The
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holdings of bonds rose from ore billion in late 1947 to ower 11 billion in
the latter part of 1948. Short-term holdings declined in somewnht the sams
smount so that the total heldings of the System did not increase materially.

During this era it was srgued rather strongly in many quartera that the
Ressrve System should turn loose the pege end permit its holdings of govermments
to decline in order to eliminate excess ressrves, stop the expansicn of bank
credit and thersby brake the inflationary trend. This, however, would have in-
volved the abandonment of the support of the goverament bond mariket, which the
Federal Reserve was not willing to do. Thers wers strong arguments on both sides
of that particular question; many people believed the cost in inflstiomary price
rises was greater than the value of meaintenance of the pegs and that they should,
therefore, be dropped; others feaved that a withdrawal of the supports would have
a disastrous effect and that the supposed cure would be worse than the digezse.
Every thinking person recognised that the Federal Reserve suthorities were feeced
with a very difficult dilemma and that either course of action-—abendomment or
support of the bond price level--earried with it very serious risks and poten-~
tm’.uﬁ'.

Arocund the latter part of 1948, however, the question seemsd {0 sclve it-
self to some extent. Bank leoans turned downward and the expansion of bank eredit
became & contraection. The problem of restraining inflation dissppeaved and be-
eepe rather a problem of cushioning & deflation.

. This very sketchy background will perhaps serve to set the new policy
pronouncement in the right scenery and clarify its mearning. The Federal Regervs
is no longer withdrawing funds from the money merket to restrain inflation; it
has turned to an affirmative policy of providing furds to increase the avail-
ability of ecredit.

It seems proper to comment that the Open Harket Commitiee probebly did
not mear to suggest thal there wes a credit shoriage. There 1s sertainly no
guch thing at the moment. Commerciel bank loans have gone down substantially
during the past seven months mot because of lack of avallability of credit but
beecause of a let-down in the demand for credit. There have been in the history
of the country many shortages of eredit, but that is 2 situation which most
certainly does not present itself today.

We have had exceptionally %easy money® conditions in this country for
many years past. The addition of funds into the monsy market today can hardly
be expected to have much effect other than psychologicasl. Bank logne will
expand when the demand for loans increasep and lower rates will have little to
do with that expansion. A more favorable economic climate and more favorable
prospects for business ars the pre-requisites to an incresse in demand for credit.
Sensible and equitable changes in tax policies are the wost important steps that
should be taken.

But from the standpoint of the Treasury, easier rates present a consid-
. erable advantage from the fisesl angle. The Treasury is facing very substan-

tial refunding problems, and the fiscal policy of the administration is apparemtly
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. based upon the deliberate c¢reation of a budgst defiecit. Ae a matier of fach
the President recently stated that 1t would be "economic folly® to try for a
balanced budget under these condiiions.

. The long range effects of the easy credit pronouncement zre s litile harder
to prophesy. The wordin; has been Interpreted as annmouncing a grester flexi-
bility of Federal Reservs policy. One wonders whether this is to be a two-way
flexibility and whether political considerations will permit the reverassl of
the easy money policy when circumstences indicate the wisdom of that courss.
Probably the Open Market Commitiee deliberately left¢ o degree of ambtiguity in
the statement. It would perhaps be unfalr to expect them to be more preciss than
they were.

As a matter of fact the announcement of June 28 is really improperly
celled a "new® policy. 1In the pre-war erz the Federal Reserve open mexket pol-
icies were presumed to be establishad with ®primary regard to ihe gereral bDusiness
and credit situation.®

Section 12 A of the Federal Reserve Act contains this langusge velative
t0 open market operations: ;

®The time; character, and volume of all purchases end sales
shall be governed with a view to accommodating commerce and
business and with regard to their bearing upon the general
‘ credit situation of the country.®

This is the language of the Federal Resexrve Act since 1933 at which time
statutory recognition was given to the "Federal Open Market Commitiee®.

In its August, 1949 letter, the National City Bank of Hevw York says the
following:

The objective of ™maintaining orderly conditions in the
government security merket®, restated with secondary emphasis
in the new policy statement, has no foundation in statute,
though the Reserve System has slways been attentive to the
problems of Treasury financing and in the two world wars made
assistance to the vast loan drives its prepcssessing concern.
The ‘orderly markets' language was first used publicly in the
spring of 1937 when reserve requirement increases, invoked %o
cut down excess reserves, threw the bond merket into turmoil.
The Federal Reserve entered the merket and, with $200 million
purchases of long-term goevermments, restored order. They egain
intervened in the market to soften the impact of the outbreak of
the war in Europe in September, 1929, and the blow of Pearl
Harbor in December, 194i.

®*The wisdom of these emergency open market operations, in the
circumstances, was never seriously questioned. But the sssing
. of an unexpected shock is quite a different sort of thing than
the detriled control of prices and trading which has been in
effect since the 'pattern of rates' technicue was adopted in 1942.
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The experieace of the postwar period has tavnghi—not only hexe
but in Inglend, Sweden ard elsewhers—-that when a centrsl bank-
ing system devotes itself Lo controlling government security
prices it reduces its power te control credit. The two things
are incompatibie.®

The seme suthority poinis cut that the primery purpose ¢of ths Faderal
Reserve System was fo provide an elastic currency for this country, znd tc pro-
vide a system under whem the reserves of the banking structure would bs mobll~
iged and made awailable to sgexrve the purpose implied in the word ¥reserves®,

So the "new® policy ig really a restatement of the original purposes and
intentions of the Federal Reserve Act. It seems to me the significence is thet
conditions have chenged to =n extent that the wertime deviation from taese
original purposes can now be corrected and the System can revert to its original
objectives.

In view of the frejuent requests for more powers and controls by the
Board of Governors of the Federzl Reserve System, which rasguests many of us
have felt unnecessary and unwise, it seems pertinent to add e few comuents by
people identified with the System in its esrlier days.

The ofher day I read the proceedings of the Americen Pankers Associzticn
convention of 1915, the year following the inception of the Federsl Reserve
. Systen--vwhich convention by colncidence was held here in Seatile.

In an eddress by Mr. F. A. Dalano, Vice Governor of the Federal Reserve
Board, I found the following: :

®These central banks were not created o transact business
with the public but primerily, s thelr name implies, for the
purpose of bolding the reserve deposits of their owning banks.
Among the importent services which they mey render to their
member banks the most important is the right to rediscount
their paper and issue bark nctes against it. Hanifestly, then,
the first great result of creating twelve banks has been to
bind together all the national banks of the country into twelvs
strong regiments, thereby eresting en effective solidarity.

"Reference has been made to the fact that under the old
system in effect for fifty years, there had been developed =
systen of depositing reserves of smellier banks with other and
larger banks. This had led not only to serious dupllication
of reserves which repidly evaporated in tines of stress but
in addition to this, the results of sctive competition for
deposits led to many viclous practices, such ss paying high
rates of interest or granting special facilities or favors.
Banka kept rsciprocal balances with each othar and by a
system which might be likened to the %ime honored plam of
'you tickle me, I tickle you'!, they got sheed, at least om

. paper. Howsver, these methods wers not conducive ecither to
safe banking or to low and steble intersst rates for the public.
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Hence it was that one of the objects of thils new law was

to make banking less hasardous, meke profits suver, but o
acecomplish it in such a way thal the investor, the mawm-
facturer, the merchant, each and sll, could ecount cu bank-
ing facilities in good times and bad and a2lzo a falr stabil-
ity of interest ratea.

®The new plan seeks to put the resaerves wasre you can
count on them. The reserves in the (central) reserve bark of
the district are used expansively sz the basis of note issues,
8o that instesd of these reserves bsing uravailable in time of
need they are at once awaileble to the fulles? extent. The
operation, simple emough to most of you, consisis ln allowing
member basks to bring around their commercisl paper and pro-
vided it complies with the not onerous provisicus of the
law and rules of the Federal Reservs Board, you ars given a
credit on the books of the bank or, at your option, Federsli
Reserve notes for the full amocunt.®

Hr. Delano added:

8The roediscounting of commercial paper of member banke by
the Reserve Bank is the chief function of these banks,....”

. In the proceedings of the convention of the following year, 1916,
Governor Harding of the Federal Reserve Board, in his address, said this:

"The Faderal Reserve Boerd ls not a legislative body; its
functions ars administrative. Occasionally it bas quasi-
Judieial funetions to perform, but in the main its duties
are administrative.

“Section 16 shrinks into insignificance as compared wita
the underlying principles of the Pederal Rsserve Ac%, the
utilising of the cash resources of this country, the eare
of the gold, the ultimate monetary redemption, the oaly
internaticnal monay.

SThat, gentlemen, is the highezt province of the Pederal
Reserve Benk, which is to regulate snd stabilise our currency,
so that those of you who held any form of paper money, isaued
through govermmentel agency, may be sure of your redeemer--
and that you can get the gold when the nesd for it arrives.®

At that same meeting in the address of Paul K. Warburg, Vice Covernor
of the Federal Reserve Board, I found the followings

9T believe it is safe to say that, in gemeral, those laws
have proved the best which put into legsl form existing usages
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elready recognizad by actual szpevience ag sound both in
principle and practice.

®In 1910 I published 2 temtative plan entitled, "A United
Reserva Bank of the United States®. Later on Senator Aldrieh
called the system thal he proposed, ¥4 National Reserve Agso-
eistion®; and, firally the Ower-Glass commitiees devised the
“Federal Reserve System®, which was enacted into law. The
word ¥reserve® has been embodied iu sll these varying nemes,
and this is significant because the sdoption of the primciple
of co-operative reserves is the charecteristic feature of each

of these plans.

*Rezerve is, a2 the nams implies, what one bolds back. It
generally means an extra supply of something kept idle for the
purpose of being immedintely aveilable to teke cers of an
inereased demand in excess of nommal regquirements.®

It would seem from these excerpte that the primary purpoges of the
Reserve System were clearly and completely understood. 4nd st this point I
again commend to you Dr. Burgess' discussion of the proper scope of Federal
. Reserve operations.

There are many of us who feel that even the additional powers requested
so frequently by the Board of Governmors could at beel serve mo great purpose
in the sbseunce of a sound oversll fiszcsl policy in this country. I belisve
it was Mr. Allan Sproul, president of the lew York Federsl Reserve Bamk, wuho
sald to the Senate Banking snd Currency Commitiee, ®*We cannot do everything
wrong everywhere else and then expect to cure things by benk comtrola.®

Konetary menagement occupies a field of tremendous iaporisnce end yet
it would seem that the best monetary management would be a very poor sgubsti-
tute for sound fiscal management.

The survival of ocur way of life and mogt certainly the contimance of
our ability to help out in the survival of repr2sentative govermments sbroad
hinges on the sglvency of this country and the scu.ndness of itz fiscal policy.
Recently Senator Byrd sald:

*Hithout American solvency our coastitutional freedoms
would diseppear at home snd there would be no deterendt to
Communiasn abread. Under exlsting circumstances it is no
exaggeration to say there is literally nothing on earth
more important than the preservation of the fiscal

i integrity of the Federal goverpment of the United States
3 and the financial stability of cur free enterpriss

. gystem. ®
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¥e ars being told today that our budget carmoet be balanced even ab
the fantastic lsvel of some 40 billions per yesr. Politiesl platforms of
all political parties are bullt on promises and sssurancez to the people
that governmment will continue and increase the out-pouring of contributlons
and grants for every imaginsble purpose. The President has amnounced a
policy of dsficlt finaucing to permit the continuance and expansion of this
welfares state of ocura. In 1948 over ocne~-fourth of the natiousl income wenit
to federal, state and local government, double the emount that wenbt in thet
direstion in 1929.

In the course of bis recert finsncizl study Sevator Byrd concludsd:

¥ am oconvincsd that in the coming year we shall extend
our fiseal and econcmicel stability to extrswes where it
2ay be unable to withstanding additionsl pressures which
are unevoidable in fiscal year 1951. TWhen our fiscal and
economic stabllity weakens, there is certain 4o be a demor-
alising domestic crisis which probably would be disastrous
to our private enterprise system and, therefore, tc cur form

‘ of govermment.®

It would seem that it iz high time for us to cuid worrying about relo-
tively nnimportant proposals and concsntrate upon ths all lmportant problem
of national fiseal policy. I%, therefore, seema %o me that the edditiorsl
controls requested by the Board of Governors sre relatively trivial in impor-
tance and that the attention of the highest authorities in goverrment should
be directed to the real problem. When an amergency operation is urgently
necessary, the Coctor doesn?t waste too much time smoothirg down a broken
finger nail on the patient.

faeling as I do %that the tax and fiseal questions are the important
ones, I note with plezsure and pride that the Chaimman of the Board of
Covernors of the Federal Ressrve System has within the past few days expresasd
higself cleariy and convinelngly in answering & gquestion poeed te hism by
Cheirman Maybavk of the Senate Banking Committes. Chalrmen Thomes B. Helabe
was asked tc express his visws as to what should be dome to improve ihe stetus
of equity finaneing, on which our wmhicle ecoucmic structure resie.

ir. HcCabs suggested that the attention of the committee snd of the
Congress be directed townrd chenges in the tax structure, with particuier
consideration of lowered surtax retes in the upper bracksts, smore liberal
earry~back tax provisione for corporations, eliminatior of “double tasmetion®
. of corporate income, mors rapid deprecistion allowsaces, end some changes in

the copital gains tax provisions.

He also suggested the possible removel of tax exempiion from presently
Digitized for FRASREpted state and local securities, considerabtion for insurance companies
http://fraser.stmt& Jplace in equity finaneing to some exteni, end several other ideas.
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‘ He sald among other things:

"To realize our potential sustained expansion, we need
to be concerned with assuring =z steady and adsguate flow
of gavings into equity owmnership.¥®

It seems to me that such a stetement coming from the Chairmen of the
Federel Reserve Board is one of the most importest end encouraging pronounce-
ments in recent years. Some months ago I had cccasion to compliment former
Chalrman Marriner Eccles upon the couragsous end forthright nearner in which
he opposed many of the unsound proposals presented to the special session of
the Congress last year. I think his position in reapect to the proposed
housing legislation, for one example, vas one of the most constructive contri-
butions the Federal Reserve or its people could have made. It is a pleasure
now to note the contribution which Chairman McCabe has made tovard better
understanding and clearer thinking in respsct to ovr national econcny.

The Federal Reserve System is a creature of the Congresc of the United
States. It wes created by the Congress and is required to report to the Cengress.
It seems to me that it can best serve the psople of the United States by atating
clearly and unequivocally that its own monetary policies can st best do very
little to create the right economic climste uniess smccompanied by s sound taxation
and debt mansgement and budget policy, which in the final anslysis rests with the
Congress and thus with the people of the United Sitates.
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September 9, 19.0.

¥r. Reno Odlin, President,
The Puget Sound National Bank,
Tacoma 1, Washington.

Dear Reno:

Thank you very much for letting me have a copy of your
address to the Pacific Coast Bank School at the University of
Washington on Monday, August 22, 19.p. There is much that I can
agree with in your talk, especially your complimentary reference
to me in the next to the last paragraph. There are other things
that you would naturally know that I would not entirely sgree
with but I won't undertake to burden you with any detalled dis-
cussion because I am sure that you have been "fed up" with my
views at numerous sessions of the Federsl Advisory Council. How-
ever, it so happens that Larry Clayton made an address before a
Virginie Bankers Conference at Charlottesville on September 8 in
which he also discussed the recent lecture by Randy Burgess at
the Greduate School of Banking at Rutgers to which you referred,
end I am taking the liberty of sending you a ocopy of Larry's speech
because I think it might help you in getting a somewhat different
slant than that indicated in your talk.

Looking forward to seeing you from time to time, and again

expressing my appreciation of the opportunity of reading your
speech, I am,

Very truly yours,

u. s * L ]
Englosure Becles

D

Qf sam
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