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BOARD OF GOVERNORS

OF THE

FEDERAL RESERVE SYSTEM

Nege
uffice Correspondence Date  Maveh 14, 1938,
To Chairman Eccles Subject:

Fro Mr. Smead

In accordance with the request of Governor Ransom, there ig attached
for your informstion a copy of comments with respect to Section 2 (e) of
the Patman Bill, H,R., 7230, prepared in compliance with his request at

the Board meeting on Friday, March 4.

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

Section 2(c¢) of the Patman Bill provides that "After all
necessary expenses have been paid or vprovided for; the net earnings of
the Federal Reserve banks shall be covercd into the Treasury as miscellansous
reccipts™s Section 7 of the preosent Act requires that all net earnings of
the Federal Reserve tanks after the payment of dividends shall be transferred
to surplus.

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

(1) the net carnings of the Federal Reserve banks, after the
payment of dividends, are substantial,

(2) the United States Govermment will heve no claim on such net
carnings if they arce not paid to the Govermment currently
each yzar, and

(3) the surplus of the Federal Reserve banks is adequate in
rolation to their liabilities.

Ho onc of the above assumptions is valid.

During the period of the world war and for a few years therce
af'ter member banks were borrowing very large amounts from the Federal Reserve
banks, and as a consequence the earnings of the Federal Reserve hanks were
exceptionally large., At that time Federal Reserve banks paid a franchise
tax, the franchise tax payments amounting to over $120,000,000 for the calendar
years 1920 and 1921, as compared with total franchisc taxes of %149,138,300,
for the period from the organization of the Federal Reserve banks to the end
of 1932 after which the requirement for the payment of a franchise tax was

repealed. " It was also during this peried that the Federal Reserve banks
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added substantial amounts to their surplus accountss Thc Federal Reserve
Act, as amonded on March 3, 1919, provided that all of the net earnings

of a Federal Reserve bank romaining after the payment of dividends, including
those for the calendar ycar 1918, should be paid into a surplus fund until

it amounts to 100 percent of subscribed capital and that thereafter 10 percent
of such nct earnings should be paid into the surplus and the remeinder paid
to the United States as a franchisc taxe This provision of the Law was again
modified by the Banking Act of 1933, to provide that all of the net earnings
of a Fodoral Rescrve bank, aftor payment of the 6% dividend provided by law,
shall be paid into its surplus fund., At thoe same time, however, Congress
rcecquired the Federal Rescrve banks to usc onc=half of their surplus to
purchasc stock in the Federnl Doposit Insurance Corporation, on which they
receive no dividcnds; In other words, onc-~half of the surplus of the Federal
Reserve banks was appropriated by Congress for the purpose of furnishing the
Federal Deoposit Imsurancc Corporation with a part of its capital funds;

The net earnings of the Federal Resszrve hanks available for
transfer to surplus during recent yzars have heen relatively small, amounting
to $2,616,352 in 1937, to $352,52L in 1936, and to $607,L22 in 1935 In
some years the Federal Reserve banks have had deficits in net earmings after
payment of dividends which were charged to surplus.

With respect to thn second assumption mentioned above, Congress
has the right at any time to legislate with respeet to the surplus funds of
the Federal Roserve bankse If at any time Congress should consider the

surplus of the Federal Resorve banks more than adequate, in the light of
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their liabilities and responsibilities, it could appropriatc a portion
thereof for such purposcs as it saw fit. As stated above, Congress
did in 1933 appropriate one=half of the surplus of the Federal Resorve
banks to he used as a part of the capital funds of the Fcderal Deposit
Insurance Corporation; ¥hilc the Federal Reserve banks technically
ovn stock in the Federsl Deposit Insurance Corporation, they arc not
permitted under the Lar to receive any dividends on such stock.

Under prescent law momber banks are entitlcd to o 6 percoent
cumulative dividend on their paid-in subscription to capital stock of
the Federal Reserve banks; Mo further distribution to momber banlks
of the net carnings of the Fodoral Rescrve banks is posgible under
existing law, In case of liquidation of a Fedcral Roscrve bank the
Law provides that its surplus shall bec paid to and become the property
of the United Statcs;

The acquisition by the Govermment of the capital stock of
the Foderal Resorve banks, as provided in Scetion 2(a) of the
Patmon Bill, would nccossitate an initial cxpenditurc of Govermment
funds in the amount of approximatcly $133,000,000 for tho cost of
such stock, and, in vicw of the faect that the public indebtednecss of
the Govermment presumably would be increased by a corresponding
amount, thc nct income derived by the Govermment from the ovmership
of such stock would be limited to tho differonce betweon the interest

cost to the Govermment of moncy borrowed by it cnd the annual divi-
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doends of thc Foderal Roserve bankss The annual 6 percont dividend
payablc to momber bonks in accordance with Scetion 7 of the Fedoral
Loscrve Act amounts to about 47,800,000, and if the cost to tho
Govornment of borrowed monsy be considercd to be say 2-;/2 perocnt
per annum on the basis of long torm bonds the nut profit which would
aceruc to the Govermmont from its investment of :.13%,000,000 in thc
capital stock of the Federal Reoscrve banks would be less than
5,000,000 por cnmum

Vith respeet to the adequacy of the surplus, the Fodoral
Reserve benks now have doposit and note liabilitics of about
511,960, 000,000 and surplus accounts aggregating $11,8,739,000, the
surplus accounts ocmcunting to about 1.2 porcent of doposit and note
1iabi1itius;

If the operations of the Federal Rescrve bonks arc to
be governed with o view to accommodating copmercce and business and
with regard to thoeir bearing unon the goneral cerodit situation of the
country as roquircda by statutc, the Federal Reserve banks connot
function with a profit motive in view. Moreover, if they are to dis=-
charge effectively their statutory responsibilities, they must
have adecquate surplus funds to permit them to operate at a loss, if
necessary, over substantial periodss Present surplus funds,

amounting to 1.2 percent of liabilities are cortainly not excessive
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and cculd easily provo inadequate particularly as there are no present
prospects for substantial increases therein.

Since the Federal Reserve banks vere organized in 191k their
total earnings have amounted to +1,20L1,000,000, Of this amount
$610,000,000 has been utilized to cover costs of operation, $33,000,000
has been sct aside os reserves for contingencies and the balance of
$598,000,000 has been used as follows:

Payment of 6 percent dividend on
capital stock, as required by

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

United States Government 1149, 000, 000
Contribution to the capital stock of

the Federal Deposit Insuranco Corpe 1%9, 000, 000
Balancce in surplus accounts 148,000, 000

It will be noted from the above that of the net earnings of
$598,000,000 of the Foderal Reserve banks sincc their organizeotion, 148
pereent has gene to the Treasury as franchise toxes ond to the Federal
Doposit Imsurance Corporation as a contribution to its capital funds, 27
nercent has gone to membor banks in paymont of the 6 porcent dividend

requirced by statute, and 25 poreent romains as surplus.
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The cxponses of the Federal Resorve banks were incurred

in rondering the scrvices ond performing the functions roquired by the
Foderal Rescerve Acte One of the purposes of tho Federal Roscrve Systom,
as stated in the proamble of the Act, is to furnish an elastic currcncy,
and in order to do so Scction 16 of the Act authorizos the Federal Rescrve
benlte to issuc Federal Resorve notese In accordance with the provisions
of the Act the Federal Rescrve banks furnish member banks and through
them the public with the currceney nceded for carrying on the country's
business; they collect large volumes of chocks and cother itoms poyoble
upon presentation for momber banks; they vrovide rediscount facilitios

for member banks; and porform fiscal agency, depositary and custedianship
services for the Treasury and a large number of Govermment agencicse. In
carrying out thesc and cother important functicns the Federal Rescrve banks
have endeavored to bhe ¢f as rmuch seorvice to their member banks, and through

hom to commercc, iandustry, agriculture, and +tho public in gonoral, and to
the United States Govermmont, as is consistont with the cfficicent and
ceonomical operation of the System.

All compensation provided by the boards of directors of The

Federal Reserve banks for directors, officers or employees is subject to
the approval of the Board of Governors. In discharging this responsibility
the Board gives individual consideration to the salary of each officer in

every Federal Reserve bank, and has provided a classification plan vhereby

.org/
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2ll of the non-official positions in each Federal Reserve bank are classified
and a maximum salary provided for eache The Board of Governors alsc requires
each Federal Reserve bank to submit periodically detailed reports of its
expenses and of salaries paid each dfficer and employee. The reports of
expenses are tabulated by the Boardts staff and summeries thereof are
furnished each Federal Reserve benk in order that it may compare its costs
with similar costs at other Federal Reserve banks,

Shortly after the present Board took office on February 1, 1936,
it instituted a survey of the organization at each Federal Reserve bank and
as a result thereof many economies were effected, among which were the
placing of the chairmanships at the Federal Reserve banks on an honorary
basis and the fixing of their compensation on the seme basis as that of any
other director in lieu of annuzl salsries of from $20,000 to $50,000, as
hed becn the previous practices Wherever it is found that certain operations
can be handled more economically without sacrificing efficiency prompt steps
arc taken to effect the economics,

There has been a gradual reduction in the unit costs reported
for the principal operating units of the Federal Reserve banks; For
example, in the Country Checks-Outgoing unit, which is the largest single
operating unit in the Federal Reserve banks, the average cost of handling
a thousand items was §2.65 ton yocars ago as compared with %2.59 in 1936 and
§2.6L in 1937. With a fow oxceptions, the unit cost in the Country Checks-
Outgoing unit for cach of thc past ton years has been lower than that
reported in the immediately precceding year as may be noted from the following

tabulation:
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Cost por thousend items in the Country Chocks=Outgoing unit

1928 $3465 1933 8347
1929 %:35 193 505
1950 3435 1935 2.88
1931 3:23 1936 259
1932 %430 1937 2.6l

The roductions in operating costs reported for the Country Checks-Outgoing
unit arc duc to improved methods of proccdure. A survey of the Country
Checks unit ot all Federal Reseorve banks has rccently becn completed by
members of the Board's staff., Since the new Board took office members
of its staff have also made ficld surveys of the Bank Examination, Auditing
ond Legal Departments at the Federal Reserve banks, On occasions whon the
unit costs of somc particular bank appcar to be out of linc special ficld
surveys are mado; For cxample, last month a spccial survey was made of a
certain operating unit at two bonks whore therc was a substantial variation
in unit costs and suggestions werc made to the bank roporting the highor cost.
The costs of perferming the various services rendercd by the

Federal Reserve banks during 1937 arc sct forth below in summary form.

EXPENSES OF FEDERAL RESERVE SYSTEM, YEAR 1937

Currency and Coin

The cost of receiving end handling
2,257,889,000 pieces of currency and
25750,387,000 pieces of coin, including
shipping charges to and from member

banl(s WEAS eeeersanecrsaccsssessseeso-savesnss $h31u93671
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Assessment by the Treasury Dept. to cover

the cost of printing new Federal Reserve cur-

rency, the cost of issuing such currency at the

Reserve banks, and the cost of redeeming Fed-

eral Reserve currency unfit for circulation,

including shipping charges, amounted to seses. 1,787,036

TO'tB.l PesaEP I I sCI RTINS {::’936]707

Check Clearing and Collection

Handling and collecting 926,792,000 checks
and 6,705,413 maturing notes, drafts,

coupens, etCe COSt cnvcassesvacsocnscsvssvnscee q33,802,889

Loans, Rediscounts and Investments

The cost of making 13,571 discounts and
advances to member banks; of handling 388
applications for advances %o industry for work-
ing capital under Section 13b of the Federal
Reserve Act; of maintaining credit information,
of holding in safekeeping and servicing about
%L1, 000,000,000 of sccurities for member banks
and purchasing and selling Govermment

securities for member barks COSt eseescessenose W1,%66,258
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Fiseal Agency, Custodianship and Depositary
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Receiving, proving, and paying 127,823,063
Government checks and coupons, including
work relief checks; maintaining the general
accourt of the Treasury of the United

Stutes; CtCe COST cvveveoosscosssanssossones :31,125,)402

Fiscal Agency work for the U. S. Treasury
Dept. comprising principally the issue,
redemption, and exchange of 3,982,751

picces of securities Cost seecescrescessseees  $1,380,352

Total sesecvncascesacrovsas $2,505,75A

Reimbursed by Treasury Depto evsevereroee $l,63b,363

Net COSt seeereevscoverence

Services performed for various Govermment
agencies such as the Reconstruction Finance
Corporation, Federal Farm Mortgage Corpora~
tion, Federal Land Banks, Federal Inter=-
mediate Credit Banks, Federal Emergoncy
administration of Public Vorks, ond tho
Federal Home Loon Banks cnd Home Owncrst

Loen Corporation amountcd tO esesscessevasns $23231;1h2

Reimbursed by Governmont Agoncics eeeesse 2,200,426

Not OOS't 8e¢P 8002 v dsae

Federal Reserve Bank of St. Louis

wB71,391

w26, 716



- 11 -

Aocounting
This function, which includes thce maine
tenance of the general books, member and
Federal Reserve bank accounts, etce, and
the making of transfers of funds for the

account of member bankss; COSt seesececsans 31,579,520

Banking House and Furniture and Equipment

Cost of operation of banking houses,

ineluding payment of taxes, the salaries

of Jjanitors, elevator operators, etc.,

less deductions for income received from

rented SpaCE, ©1Ces WAS seesssasesscesenecs 52,612,685
Reserves set aside for depreciation
on banking hoUSES sesecsssscssscesacess 1,297,859

Furniture and equipment, net cost ececeeesee 233,290

To‘tal Seeevressesservrirssrrana 3,1)_13;83)4

Bank examination

The cost of examining state member banks
and incidental work in connection therewith

was G P PO OO P P OEO S0P NS ET N ENIOS PPy f:l ’101,800

Expenses of the Board of Governors

Assossments for expenses of thce Board of

Governors of thc Federal Roserve System ee. 51,748,379
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Statistical and Analytical

Preparing and publishing monthly reviews of
crodit, business and agricultural conditions;
and obtaining and assembling various statistical

data, Ctce COSE sevsvesvsesncsssarsoscscensccsnes

Bank Relations

Bank relations work; visiting member and non=-

member banks, confcerences, ¢tCe COST sovveerccscee

Personnel and Scrviee

The maintenance of persomncl rccords, the
purchasing of suppliecs and equipment, tele-

phone service, filing, mailing, ctce, cost svvees

Protection
The salaries of speeial officers and watche
men, and the cost of other protective

services amountcd H0 eesessvesrsecnsessscssercncons

Postage and Insurance

The cost of postege on ordinary mailj;
insurance on equipmcnt and supplics, etce.;
the cost of cmployccs' fidelity bonds,

bankers blanket bond, octce 2 anountcd to ecevesecsee
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$195, 004

§2,29L,23L

$96L,932

1, 22,298



Auditing
Mainteining general sasudits of the Federal

Reserve banks and branches COSt eseseesesanes $5523625

Legal
The employment of counsel and other legal

expenses COST eevesnvsacnsasasssssscssscnces $1903086

Goneral Overhead

General overhead and supervisory expenscs,
including directors' fees und expcnses

AMOUNECd 0O eevencsccorevosrensssossscsconcne $1:685,101

Total Net EXPenses eecoesss 328,263,800
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