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BOARD OF GOVERNORS

OF THE

FEDERAL RESERVE S5YSTEM

CYfice Correspondence Date_ March 2, 1858
To_____ Chairman Eccles Subject:___Statement re Patmen Bill,

From____ Mr, Wyatt, General Counsel

URGENT

There is attached a tentative draft of a statement regard-
ing the Patman Bill, which is to be the subject of a discussion at a
speciel meeting of the Board tomorrow (Thursday) afternoon. I was
asked yesterday morning to prepare it and have a copy in the hands
of each member of the Board this afternoon in order that he might
reed it tonight.

It has been very hastlily prepared and is not a finished
document, but I hope it will serve as a basis for discussion.

Because of limitations of time and other engagements, it
was impossible to collaborate with other Divisions of the staff in
preparing this draft.

Respectfully,

o

Walter Wysatt,
General Counsel.

Attechment
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COVFIDENTIAL March 2, 1938,
TENTATIVE DRAFT

(Prepared very hurriedly as a basis for discussion)

STATEMENT REGARDING H.R. 7230

The Board of Govornors of the Federal Reserve System is op-
posed wanimously to the enactment of the bill H.R. 7230, The
roasons for this opposition are indicebed by the following enclysis

and discussion.,.

ANALYSIS
Considoring the five declarations of policy in section 1, to-
gother with the substantive provisions, the purposes of the bill may
be sumrarized as follows:

1. 7To provido for Government ownership of the Federal
Reserve bonks;

2. To prcevent injurious cxpansion and contraction of
eredit and currcncys;

3. To stabilize and mintain a dollar hoving uniform pur-
chasing powcr from generation to gencration;

4, To pormit all insured banks to onjoy all rights and
privileges of tho Fecderal Rescerve System;

5., To oncourage sound local banking;

6. To provide that net oarnings of the Foderal Resorve
banks shall be covered into the Treasury;

7. To climinate the rcguircoment that member banks shall
subscribo to stock of the Federal Rescrve banks;:

8. To rcquiro any nonmewber insurcd bank to earry its re-
scrvecs with a Federal Rescerve bank so long os it chooscs to onjoy
the rights and privilceges of the Federal Reserve System;

9. To onlarge the powor of the Board of Governors to chonge
the rescrve requircments of momber or affilicted banks;

10. To cnlarge the memborship of the Board of Governors to
fifteen mombers, including tho Sccoretary of the Treasury, the Comptroller
of the Currcnoy and the Cheirman of the Foderal Deposit Insurance Corpor-
ation;
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11. To have Federal Reserve bank directors appointed by
the President and confirmed by the Senste, and to prevent any of
them from being officers, directors, employees or stockholders of
any bank;

12, To abolish the Federal Advisory Council;

13. To provide that the Board of Governors shall constitute
the Fecderal Open Market Committee;

14, To place all positions in the Federal Reserve banks,
except those of directors and officers, in the classified civil service;

15, To provide that no officer, director, or employee of
any Pederal Reserve bank or of the Board of Governors shall receive
an annuel salary in excess of $25,000;

16. To provide that examinations of member and affiliated
banks of the Federal Reserve System by any Federal agency shall be
made without charge or assessment for costs thereof against such banks,

For convenient discussion, all of these points may be grouped as
follows:

(1) Those relating to the objectivos of monetary policy;

(2) Those relating to the ownership and management of the
Federal Reserve System; and

(3) Those relating to the extension of the benefits of the
Federal Rescerve System to nonmembor banks,

OBJECTIVES OF MONETARY POLICY

The bill states two objectives of monetary policy: (1) "To pre-
vent injurious cxpansion and contraction of credit and currency" and
(2) "to stabilize and maintein a dollar of uniform purchasing power
for the purpose of assuring the kind of dollar which a generation honce

will havc the same purchasing and debt-paying power",
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The Federal Reserve System is already charged with the duty
of preventing injurious credit expansion or contraction, and the bill
adds nothing to its power to accomplish this objective except to re-
move the present limitations upon the power of the Board of Governors
to incresase the reserve requirements of member banks. Theoretically,
this may be desirable; but the grant of such power at the present time
and under present circumstances might have very undesirable effects,
It would create in the minds of member banks apprehension as to possi-
ble requirements for increased reserves, which would discourage them
from extending credit more froely and might seriously retard the ef-
forts which are being made to promote business recovery,

With respect to the proposed objective of stabilizing the pur-
chasing power of the dollar, there is attached a statement entitled
"Objectives of Monetary Policy", which was adopted wnanimously by the
Board of Governors of the Federal Reserve System under date of July
30, 1937 and which contains a complete statoment of the Board's views

with respect to all such proposals,

OWNERSHIP AND MANAGEMENT OF FEDERAL RESERVE SYSTEM

The proposed changes in the ownership and management of the
Faderal Reserve System are unnccessary, would serve no useful pur-
posc, would impair public confidencc and would have many othor harm-

ful effects,
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The present situsation

The Federal Reserve System is not a private banking system and
is not operated for profit. On the contrary, it was created by Congress
as an instrumentality of the Government to perform certain public ser-
vices and is operated solely for the purpose of serving the public.

Although the member banks own all of the stock of the Federal
Reserve banks, they do not enjoy the rights and privileges usually in-
cident to such ownership. They do not acquire such stock because they
choose to but because they are required to do so by law, and they cannot
sell or hypothecate it. The dividends which they receive are limited to
6 per cent per annum and all remaining net earnings of the Federal Reserve
banlks are paid into a surplus fund which will become the property of the
Government whenever the Federal Reserve banks are liquidated,

Even the right to elect directors is strictly circumscribed by
logal restrictions which limit each bank to one vote, regardless of the
number of shares it ownse Each bank is permitted to participate in the
olection of only two of the nine directors, The banks are divided into
groups according to their size and the large banks, the medium size
banks and the small banks each elect two directors. The remaining three
directors are appointed by the Board of Governors of the Federal Reserve
System, which is an establishment of the Federal Government and all of
the members of which are appointed by the President and confirmed by the
Senate.

The powers of the directors of Federal Reserve banks are limited
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to the management of local affairs subject to the regulations and
general supervision of the Board of Governors in Washington. The ap-
pointment of the President and First Vice President of each Reserve
bank and the compensation paid to every officer and employee is sub-
ject to approval by the Board of Governors in Washington. Every di=-
rector and officer of the Reserve banks is subject to removal from
office by the Board of Governors.,

The final control in all actions of the Federal Reserve System
affecting national credit policies is already vested in the Government,
The power to approve or disapprove discount rates of the Federal Reserve
banks, to change reserve requirements of momber banks, to prescribe
margin requirements for security loans, and to regulate the rate of
interest on deposits which may be paid by member banks, together with
the power to exercise general supervision over the Federal Reservo banks
and to prescribe regulations governing their discounts and advances to
member banks, and many other details of their operations is vested in
the Board of Governors,

The power over the open market operations of the Federal Reserve
banks is vested in the Federal Open Market Committee, a statutory, of-
ficial body consisting of the seven members of the Board of Governors
appointed by the President and five representatives of the Federal Re-

serve banks,
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Under the Federal Reserve System as presently constituted,
therefore, we have national menagement of nationsl affairs and locel
management of local affeirs under strict Government supervision and
regulation. Such & division of authority is peculiarly adapted to a
country as vast as this with widely varying conditions, habits, prac-

tices and needs in various localitiss.

Effect of proposed changes

The changes proposed in this bill would concentrate the com-
plete ownership of the Pederal Reserve banks in the Treasury Depart-
ment in Washington, concentrate in the Government itself complete con-
trol over the management of local as well as national affairs, and
meke the Federal Reserve System a vast bureaucracy centered in Wash-
ington and out of touch with the local needs of commerce, industry
and agriculture. Moreover, it would subject the country's banking
system to complete political domination, which has always been disas-
trous.

If this bill were enacted not only would all of the stock
of Federal Reserve banks be owned by the Govermnment but also all of
their property. Moreover, they would be managed by a board of direc-
tors appointed by the Govermment and supervised by a large Government
board, three of whose members would hold office as officials of the
Government in other capacities. All net earnings of the banks would

go at once to the Government.
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In every sense, therefore, the Federal Reserve banks would
be Government organizations. It is reasonable to expect that they
would be operated solely as Govermnment organizations. Their opera=~
tions would be conducted»in the interests of the Government as dis-
tinguished from businecss, commerce and agriculture and the public
generally. The dircctorships in the Federal Rescrve banks would be
sought after as political plums and such appointmonts would be on a
patronagc basis. It is true thut the appolntments would not carry
any groat omoluments, but the office would be one of considerable in-
fluonec and power with respeet to local credit nceds. It would be in-
cumbent upon banks to have on the board of directors of the Federal
Reserve bank of their distriet one or more directors who werc friond-
ly to such banks and accordingly it could be expectcd that the banks,
espeeinlly the larger onecs, would go to great lengths in an effort to
obtain thoir desires in this connection. The directors thoemselves
would, thercforc, come to rogard thoir positions as political appoint-
ments and would be much inclined to roward their friends by generous
extcnsions of crcdit, to withhold eredit from their political cnemics,
and to be almost complctely indiffercnt to the needs of smaller insti-
tutions.

There would be no substantial check on this development from
the Board here in ¥ashington, because the Board itseclf would be or bo-
come at lcest partly politieal in charascter. With one ropresenbative
from ench Fcdoral Reserve district tho tendency would be mueh stronger
than in the past for Board members to consider thet they represcnted

their respective reglions and its interosts rather than those of tho
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entire nation, and the addition of the Seoretary of the Treasury, the
Comptroller of the Currency and the Chairman of the Federal Deposit
Insurance Corporation would tend to lessen the independence of the or-
ganization. While it is difficult to prediet what might happen under
such circumstances, it is hardly too much to believe that, after the
course of a few years, the Federal Resecrve System might fail in its
purposes, fell into disrepute and meet the fate of the first and sccond

Banks of the United Statcs.

Destruction of Independence

Congress crcated the Federal Reserve System as its agency
through which Congress could cxcrcise part of its constitutionel avthor-
ity to coin monsy sund rogulate the valuc thoreof, and Congress sought
to make the systom dircetly responsible to it and as indepondent as
possible of any other influencc.

In the Banking Aet of 1935 Congross sought to inerease the
System's independence by teking the Comptroller of the Currency and
the Scerctary of the Troasury off of the Board of Governors, thus re-
meving the Board from the influence of the Treasury.

To have the Federal Rescrve banks owned completely by the
Treasury would be a step in the opposite dircction and would lead to

Treasury domination of the cntire Federal Reserve System.
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In order to perform properly and in a manner most conducive to
the public interest its functions with respect to coutrolling the
volume of currency and credit with a view of accommodating commerce,
agriculture and industry and preventing injurious credit expansion or
contraction, the System must be as independent as possible of any
special influence. Its independence would be canpletely destroyed if
it were placed under the domination of the Treasury Department, which
is the largest single borrower from the money market.

At a time when boan conditions were creating large demends for
credit and threatening the country with injurious credit expansion,
the Reserve System should raise rates and take other actions designed
to excrt a restraining influence; but it would be embarrassed in doing
so if the Treasury were its sole stockholder, because it would be in
the interest of the Treasury to keep interest rates low in order to
facilitate Govermment financings It is unthinkable to subject to the
influcnce of any special interest the instrumentality charged with the
regulation of gencral crodit conditions in the intercusts of the nation's
entire cconomy and which it is esscntial to kevep as independent and un-
biased as possiblee.

Of course the Reserve System in formulating its national credit
policies must give due consideration to the problem of Government
financing, which is onc¢ of the most importent factors; but, unlike the
Troasury, it must also taeke into consideration meny other factors af=-
fecting the national eoonomy and should not permit any one of them to

daminatc or control its deccisionse

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



«]0=

Possible altcrnatives

If it should be concluded by Congress that ownership of Resecrve
bank stock by membor banks is undesireblc, there arc other alternativces
which arc bulieved to be loss objectionuble thsn owurnship by the Trea-
sury.

The capital stock could be abolished c¢ntirely and the Ruscrve banks
permitted to operate with their surplus funds ss thoir only capitals, If
this werc done, all sarnings of the Reserve banks could be paid into the
Treasury after the surplus had been increascd to an amount commensurate
with the responsibilities of the Reserve bunks,

Another possible alternative would be to scll the stock to the
public with appropriate restrictions on the amount which could be owned
by any onc person and, if desired, a prohibition against any of it being
owned by anyons except an individual not counccted with a bank or other
financial institution.

It Congress should conclude that the election of Reserve bank di-
rectors by member banks is undesirable, it could authorize the Board of
Governors to appoint thom or provide for their election by roprescntatives

of commerce, agriculture and industry.

EXTENSION OF BENEFITS TO NONMEMBER BANKS

The Board is in sympathy with the desire to extend the bonefits and
protection of the Federal Rescrve System to insured nommember benks; but
the provisions of the bill designed for this purposc would tend to des=-
troy membership in the System and remove safcguards designed to promote

sound banking.,
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Under the provisions of the bill, every member bank could withdrow
from the System and thus free itself fram all of the regulatory provi-
sions of the Federal Reserve Act except at such times as it might desire
to borrow from the Federal Reserve banks or otherwise use the facilities
of the Federal Rescrve System.

If the benefits of the System wore extendcd to insured nonmembor
banks without requiring them to bocome members of the System, this should
be done only on condition that thcy meintain at all times the reserves
required of member banks and comply at all times with the provisions of
lew cnactoed by Congress for the purpose of providing & soundor banking
system,

The smaller banks might bo cxempted from complianco with any spcei-
fic requirements of the Federal Reserve Act which are¢ not essentiel to
sound banking and which they would have serious difficulty in complying
with,.

Incidentally to requirce all insured banks to carry the same rcserves
as member banks, as suggosted above, would inercasc the ability of the
Federal Reserve System to pruvent injurious credit expansion or contrac=-
tion by changes in rescrve requirementse

The provision for exsmination of mumber and affiliated banks of the
Federnl Reéserve System by any Federal agency without charge would not
matcerially change the existing situation with respect to Statce banks,
because the Resurve banks already sbsorb the cost of most exeminations
of Stante member banks ond the Foderal Deposit Insurance Corporation ab=-

sorbs the cost of examining nommember insurcd banks. However, it would
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creato a problum with respuct to national banks, which arce roquircd by
law to be exemined twico o year by the Comptroiler of the Currency.

The Comptroller has no funds with which to absorb the cost of examining
netional bonks; and, 1f the assessments for thot purpose were abolished,
it would be necessary for him to esk Congress for greatly increased

eppropriations unless some other means werc found of defraying the coste.

CONCLUSION

For the recsons stated sbove, the Board of Governors is opposcd to
the enactrnent of H. R. 7230 or esny similar bill,

The consideration of this legislation is cxtremely undesirable,
Its most serious aspects arc thosc which would tend to destroy the

indepondence of the Fedoral Rescrve System and impair public confidences
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