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T0O AMEND THE FEDERAL RESERVE ACT

WEDNESDAY, JUNE 17, 1942

House oF REPRESENTATIVES,
Commrrree oN Banking axp CURrReNCY,
Washington, D. C.

The committee met, at 10: 50 a m., pursuant to notice, for consider-
ation of H. R. 7158, Hon. Henry B. Steagall, chairman, presiding.
(H. R. 7158 is as follows:)

[H. R. 7168, 77th Cong., 2d sess.]
A BILL To amend the Federal Reserve Act

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That subsection (a) of section 12A of the
Federal Reserve Act, as amended (U. 8. C., title 12, sec. 263), is amended by
striking out the second and third sentences thereof and substituting the follow-
ing: “Such representatives shall be presidents or first vice presidents of Federal
Reserve banks and, beginning with the election for the term commencing
March 1, 1943, shall be elected annually as follows: One by the board of directors
of the Federal Reserve Bank of New York; one by the boards of directors of
the ¥ederal Reserve Banks of Boston, Philadelphia, and Richmond; one by the
boards of directors of the Federal Reserve Banks of Cleveland and Chicago;
one by the boards of directors of the Federal Reserve Banks of Atlanta, Dallas,
and Saint Lounis; and one by the boards of directors of’the Federal Reserve
Banks of Minneapolis, Kansus City, and San Francisco. In such elections each
board of directors shall have one vote; and the details of such elections may
be governed by regulations prescribed by the committee, which may be amended
from time to time. An alternate to serve in the absence of each such repre-
sentative shall likewise be a president or first vice president of a Federal Reserve
bank and shall be elected annually in the same manner.”

Sec. 2. The sixth paragraph of section 19 of the Federal Reserve Act, as
amended (U. 8. C, title 12, sec. 462b), is amended to read as follows:

“Notwithstanding the other provisions of this section, the Board of Governors.
of the Federal Reserve System, npon the affirmative vote of not less than four
of its members, in order to prevent injurious credit expansion or contraction,
may by regulation change their requirements as to reserves to be maintained
against demand or time deposits or both (1) by member banks in central reserve
cities or (2) by member banks in reserve cities or (3) by member banks not
in reserve or central reserve cities or {4) by all member banks; but the amount
of the reserves required to be maintained by any such member bank as a result
of any such change shall not be less than the amount of the reserves required
by law to be maintained by such bank on the date of enactment of the Banking
Act of 1935 nor more than twice such amount.”

SE0. 3. The ninth paragraph of seetion 19 of the Federal Reserve Act, as
amended (U. S. C., title 12, see. 464), is amended by striking out the proviso
thereof, so that the paragraph wilt read as follows:

“The required balance carried by a member bank with a Federal Reserve bank
may, under the regulations and subject to such penalties as may be prescribed by
the Board of Governors of the Federal Reserve System, be checked against
and withdrawn by such member bank for the purpose of meeting existing

liabilities.” 1
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2 AMEND THE FEDERAL RESERVE ACT

The CraikMaN. The committee will come to order. We have called
the meeting this morning to consider H. R. 7158, and we have invited
Governor Eccles, to come down and meet with us and discuss this
bill, and I am going to ask him to proceed now, and the committee
members may interrogate him later. You may present any state-
ment you have and the committee will reserve their questions until
you have completed it, Governor.

Mr. Ecores. I have a brief statement, Mr. Chairman, of explana-
tion of the proposed amendments, and I believe it desirable to have
that statement put in the record.

The CrairmaN. That will be done.

Mr. Eccres. And I think, possibly, the shortest way to explain
these three amendments would be to read that statement.

The CaammaN. We will be glad to have you do so, Governor.

Mr. Eccres. Section 1. Federal Open Market Committee: The
Federal Open Market Committee consists of seven.members of the
Board of Governors of the Federal Reserve System and five repre-
sentatives of the 12 Federal Reserve banks, and the proposed amend-
ment would regroup the Federal Reserve banks for the purpose of
electing their five representatives on the Committee. The principal
change which would be effected by the proposed regrouping is to
provide that a representative of the Federal Reserve Bank of New
York be a member of the committee at all times. The regrouping
would also provide for one representative to be selected by the Boston,
Philadelphia, and Richmond Reserve banks; one by the Cleveland
and Chicago Reserve banks; one by the Atlanta, Dallas, and St.
Louis Reserve banks; and one by-the Minneapolis, Kansas City, and
San Francisco Reserve banks.

Under the present statute a representative is elected by the Boston
and New York Reserve banks. As this has worked out in practice,
the Federal Reserve Bank of Boston has not had its president or
other representative serve as a member of the committee but only
as an alternate to the president of the New York bank, who has
served continunously. This situation has been unsatisfactory, and the
directors of the Boston and New York Reserve banks have agreed
that remedial legislation is necessary. As indicated below, it is de-
sirable in the public interest that a representative of the Federal
Reserve Bank of New York be on the committee at all times. At
the same time, the Federal Reserve Bank of Boston should have the
opportunity for its president to serve from time to time as a member
of the committee, as do the presidents of the other Reserve banks.

The KFederal Reserve Bank of New York occupies a unique posi-
tion with respect to the Federal Reserve System, the Treasury, and
the banking system of the country. Its resources total approximately
40 percent of the aggregate of the 12 Federal Reserve banks. It is
located at the money market and at the principal market for Govern-
ment securities; its operations as fiscal agent of the United States
and its transactions with foreign governments, foreign central banks
and bankers, as well as its operations in foreign exchange, are in far
greater volume than those of any other Federal Reserve bank. It is
clearly in the public interest that the Federal Open Market Commit-
tee be given at all times the benefit of counsel of the Reserve bank
pfc;‘ss.essed of this sort of experience and in current touch with such
affairs.
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AMEND THE FEDERAL RESERVE ACT 3

It may be suggested that the advice of the Federal Reserve Bank
of New York would be available even if it were not represented on
the Federal Open' Market Committee. Admittedly, regardless of
the composition of the committee, the Treasury in discharging its
responsibility respecting the Goverment securities market would still
wish to confer with the Federal Reserve Bank of New York. Thus
as a practical matter the New York bank would be inevitably drawn
Into discussions regarding Government financing as well as open-
market operations. But advice obtained unofficially is a different
matter from full-fledged participation in the committee’s work.
Sound policy dictates that participation by the New York banks be
through its representative on the Federal Open Market Committee
rather than on a voluntary or unofficial basis.

Although it is clear from the hearings and debates that Congress
intended the Reserve banks to be represented on the Federal Open
Market Committee by their presidents, this was not specified in the
act, and efforts have been made to elect officers of commercial banks.
Hence it is proposed to specify in the law that the Reserve banks
must be represented by their presidents or first vice presidents and that
the details of their election may be governed by regulations pre-
scribed by the committee.

Section 2. Reserve requirements: Section 2 of the bill would amend
section 19 of the Federal Reserve Act $o as to authorize the Board
of Governors of the Federal Reserve System to change the reserve
requirements of member banks in central Reserve cities, within the
limitations of the present law, without necessarily making a change in
the Reserve requirements of member banks in Reserve cities.

Under the present law the Board of Governors of the Federal Re-
serve System, upon the affirmative vote of not less than four of its
members, in order to prevent injurious credit expansion or contrac-
tion, may change the requirements as to the maintenance of reserves
against deposits by member banks in Reserve and central Reserve
cities or by member banks located elsewhere. It does not have author-
ity to change the Reserve requirements of member banks in central
Reserve cities without at the same time changing those of member
banks in Reserve cities. No change in Reserve requirements may
be made if the result is to decrease the requirements of a member
bank below the amount specified in the statute or to increase them
to more than twice that amount. At present Reserve requirements
of all member banks are at the maximum to which they can be raised
under the law. .

Because of the recent increases in the amounts of Federal taxes, it is
probable that there will be a heavy withdrawal of deposits from banks
throughout the country in order to meet tax liabilities at or around
the quarterly dates on which Federal tax payments are due. In
order to meet these withdrawals many banks will find it necessary
to draw upon their balances with their correspondent banks, and
these in turn upon their balances with banks in central Reserve cities,
particularly New York. The excess reserves of member banks lo-
cated in New York City have been ranging from $630,000,000 to
$1212,000,000 since January 1, 1942, and this amount may not be
sufficient to meet the withdrawal of cieposﬁs from these bans which
may be expected at tax payment periods. If this situation should
arise, the banks in New York City may find it necessary to sell United
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States obligations in considerable amounts. Such action might have
a depressing effect upon the Government security market at a time
when this would be contrary to the public interest.

In order to avoid such a contingency it may be desirable to reduce
Reserve requirements.of member banks in central Reserve cities. It
may not be advisable at the same time, however, to reduce the require-
ments of member banks in Reserve cities and, accordingly, in order
to provide the necessary flexibility to meet the situation, it is felt
that the Board of Governors should be empowered to change the
Reserve requirements of member banks in central Reserve cities
without at the same time changing the reserve requirements of other
member banks. .

Section 3. Making loans and paying dividends while reserves are
deficient : Section 8 of the bill would amend section 19 of the Federal
Reserve Act by repealing the provision which prohibits member banks
of the Federal Reserve System from making new loans or paying divi-
dends while their reserves are deficient, retaining in the law, how-
ever, the power of the Board of Governors of the Federal Reserve
System to prescribe penalties for deficiencies in reserves.

One of the difficulties leading to the enactment of the Federal
Reserve Act was-the fact that bank reserves were unavailable in
times of stress and one of the reforms incorporated in the Federal
Reserve Act was a provision permitting reserves to be checked
against and withdrawn for the purpose of meeting existing liabili-
ties, subject to regulations and penalties to be prescribed by the
Reserve Board. .

The addition of a proviso prohibiting the making of new loans
and the payment of dividends while reserves are deficient is not
consistent with the purpose of this provision. On the basis of this
proviso, a recent decision of the United States District Court for
the Southern District of New York held a bank director personally
liable for losses sustained on loans made by the bank while its
reserves were deficient. Although this is in conflict with an earlier
decision of a circuit court of appeals in another circuit, it creates
a fear of personal liability which may prevent banks from availing
ther(ilselves of the privilege of utilizing their reserves in times of
need.

If the proviso were repealed, the Reserve Board would still retain
the power to prescribe penalties for deficiencies in reserves and this
would be a sufficient deterrent for willful neglect of reserve require-
ments. The Board’s present regulations prescribe a penalty in the
form of an interest charge amounting to 2 percent more. than the
Federal Reserve bank discount rate, so that it is cheaper for a mem-
ber bank to borrow from the Reserve bank in order to maintain its
reserlves than it is to become deficient in its reserves and pay the
penalty.

Owing to the fact that large tax collections and the flotation of
large amounts of Government securities during the present emer-

ency may cause wide fluctuations in available reserves, especially
in the money centers, it is particularly important during the emer-
gency L)erip to avoid any stringency in the money market resulting
from the rigid and unnecessary prohibition upon making loans while
reserves are deficient.
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AMEND THE FEDERAL RESERVE ACT 5

I might supplement that statement by saying in connection with
section 2 referring to reserve requirements, the Banking Act of 1935,
as passed by the House, and as reported out of this committee pro-
vided for the changing of reserve requirements, as requested in this
amendment. The Senate changed or refused to accept that proposal.
I think the banks, particularly the banking group of New York, were
opposed to giving the Board power to increase or decrease the reserve
requirements of the central Reserve banks, which are only those
banks in New York and Chicago. They were concerned more at the
time about increasing the reserve_ requirements, and they did not
want the Board to have the power to increase their reserve require-
ments without having to increase the reserve requirements of the banks
of all of the other Reserve cities. The provision asked for then was
right, and it should have been passed. It is, however, much more
necessary today than it was at that particular time. Forty to fifty
percent of the excess reserves of the banking system were in New York
during the period while excess reserves were increasing so rapidly,
due largely to gold imports, and to a somewhat lesser extent due to
silver purchases. Those excess reserves were reflected more in New
York than in any other part of the country. It would have been
desirable at that time to have been able to increase the reserve re-

uirements in New York where the excess reserves were in such abun-

ance. Today the opposite is true. With the gold imports prac-
tically stopped, and the Government through the defense
war-program borrowing so heavily from the financial centers, and
disbursing the funds throughout the country, the effect has been to
pull down the excess reserves in New York much more rapidly than
those in the rest of the country. So that the excess reserves in New
York are running around 20 percent of the excess reserves of the
country, instead of from 40 to 50 percent, and it seemed to us
very desirable that the Board have the power to reduce the require-
ments, and likewise to increase them at some later date when it may
be necessary in the central Reserve cities separate from having to
take action on the Reserve banks in the rest of the country. It is
a particularly necessary power at this time in connection with these
huge financial transactions that take place over tax periods and like-
wise that is taking place each month now in increasing amounts due
to the necessity for the Treasury to raise very large amounts of
money.

Thiys is one desirable improvement we feel that can be made at
this time. I want to call your attention to the fact that this was
provided for in the Banking Act of 1935 by this committee, so that
if you pass it now you would merely be passing what you have passed
before.

The CuamrMaN. And we wanted it at that time for a purpose
directly opposite to that which 1s desired now?

Mr. Eccres. That is it exactly, the excess was piling up through
not going into the rest of the country.

Mr. Forp, What you are seeking to accomplish is a more flexible
system which will be applicable to those centers where excess reserves
are most likely to increase in critical periods?

Mr. Eccres. We feel that inasmuch as the statute provides three
different percentages of Reserve requirements for the country banks,
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o AMEND THE FEDERAL REBERVE ACT

for the Reserve city banks and the central Reserve city banks, recog-
nizing the three classes and the three different Reserve requirements,
that so long as that provision is in the statute that the Board should
have the power to change the Reserve requirements either upward
or downward for the three different classes of banks. Of course,
there is a limitation to that, as you know. That provision is that
you can only double the statutory Reserve requirements. e cannot
reduce the Reserve requirements below the statutory provision, nor
could we increase them more than double the statutory provision, but
within that limitation we should be able, it seems to me, to increase
or decrease the Reserve requirements by classes of banks, that is, by
those three classes of banks,

The CramrymaN, You mean yon should have the power to increase
or decrease it in order to meet the necessities of the situation in
relation to each class of banks?

Mzr. Eccres. That is right.

Mr. Forp. Your Federal Reserve System is a good deal like an
irrigation system, is it not? For instance, here is a series of reser-
voirs. If there were 10 reservoirs to supply water to a great area,
you would want to let the water out of one reservoir into another to
let it flow to the point where it was needed at any time it was
necessary, would you not?

Mr, Eccues. That is right. Of course, even this is a rather rough
general approach to the problem, but it is a necessary supplement

 to that of open-market operation. I feel as to the decreased reserve
requirements,,we will say, for the country as a whole, when the situa-
tion at the present time is largely a money center deficiency, that the
deficiency is more likely to develop there than it is in the country
as a whole.

Now, there is another matter, I would like to say something in
connection with section 8, making loans and paying dividends while
reserves are deficient. The Board regulation provides that the banks
in what we call the country banks, those in the country classification,
can average their reserves over a 2-week period. In other words,
they may be deficient for 3 or 4 or § days, or in excess for the rest
of the period, but so long as the average reserve over a 2-week period
meets the Reserve requirement there is no penalty, there is no de-
ficiency. We likewise provide that the banks in the central Reserve
cities and the Reserve cities can average their reserves on a weekly
basis. That is desirable particularly when there are such large
financial transactions as there are taking place today.

For instance, I was told by one New York banker that their re-
serves will fluctuate more than $50,000,000 a day. That is the sum
that they have got to carry in order not to be deficient on any one
day. They have got to carry more excess reserves than they would
desire to carry. They would be perfectly willing to use their reserves
and invest them in Government bills or our securities, but they do
not want to take the chance of being deficient on any one day. That
is because of this decision that I referred to, a decision recently by
the United States district court holding the director of a bank lLable
for loans that were made upon a day when the reserve of the bank
was deficient, I know that is true of all of the New York banks,
that they will not permit their reserves to run too close, because they
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AMEND THE FEDERAL RESERVE ACT 7

do not want to be deficient on any one day. It is inconsistent to
give the Board the power to regulate, to issue regulations as the
statute does. The Board regulations permit them to figure their
reserves on a weekly basis, and only if they are deficient on a weekly
basis are they penalized by a charge. It is expensive for them to
run deficient. So, they would not run deficient on a weekly basis,
but they pay no attention to that regulation. They are looking at
this court decision which says that gou cannot be deficient on any one
day without the directors being liable for any losses sustained or any
loans made on that day, and the directors are likewise liable for any
dividend having been paid on that day.

Now, a large bank doing business cannot stop on particular days
and say we cannot make a loan today, we cannot do business today, in
effect, because our reserves may be deficient, or are deficient today.
This makes no difference when the excess reserves were very large,
when the financial transactions were much smaller than they are
at the present time. As long as a bank had very large excess reserve
they were not concerned whether they averaged them by the day
or the week, because they had excess reserves all the time. Today
when their reserves begin to run closer, and their volume of trans-
actions, largely through Government operations, fluctuate as greatly
as they do, they are hesitating to use their reserves, and we feel
that this provision of the statute which appears to be in conflict with
the other provision giving the Board power to regulate should be
repealed. Although this decision which has been rendered by the
court has not been taken up by the circuit court or the Supreme
Court, and it may be some years before you do get a final decision,
in the interim we think this situation which now exists should be
rectified.

The Cuairyman. I should like to ask one question right there, Gov-
ernor. I am not familiar with the decision to which you referred,
and I do not know anything about it, but T imagine that the decision,
it I understand you, would have been made irrespective of any regu-
lation imposed by the Board as to the averaging of excess reserves?
It was made without regard to that regulation of the Board?

Mr, Eccres. That is right. )

The Cuamsan. That order of the Board obtains now and permits
them to average on a weekly basis?

Mr, Eccres. That is right.

The CmArdan. In that connection this question occurs to me,
Governor: Will what you are attempting to do by this bill change
that law? In other words the court holds now that the action of
an officer in making a loan when the reserves are depleted or below
the requirements, creates a personal liability against the officer,
wonld not the courts hold the same way after we have changed the
law as provided in this bill, leaving the matter entirely to regulation
by the Board, that is, provided the action was contrary to the re-
quirements specified in the regulations of the Board? .

Mr. EccLes. Well, if Congress would repeal this proviso which pro-
hibit the making of new loans and the payment of dividends while
reserves are deficient, then that would not be inconsistent.

The Cuatmraran. What I am wondering is whether the court would
undertake to attach personal liability against an officer who made a

T1342—42 2
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8 AMEND THE FEDERAL RESERVE ACT

loan contrary to a rule or regulation of the Board, the same as it
would under the law,

Mr. Eccres. I suppose it would not. But the Board has issued a
regulation that the country banks can figure their reserves on a 2-week
basis because they are removed from the Reserve banks, and from
the branch banks, and they have much more of a float, and theyhave to
get their currency in and ship it out, and it is not as convenient for
them. Therefore, we have permitted the country banks as a practical
matter to average their reserves on a 2-week period. Now, with
respect to the central Reserve cities and the Reserve cities, they are
permitted to average their reserves on a weekly basis, T do not believe
that a court could hold a director Hable if this provision was taken out
of the staute which provides that the payment of dividends and the
making of loans are prohibited. In other words, you have a specific
provision in the statute on that.

The CratrmaN. You think that the ruling of the court rests upon
a provision carried in existing law which would be removed by the
enactment of the present bill?

Mr. Eccres. The Reserve bank counsel and our counsel have so
advised us about it.

Mr. Sacks. That does not say based upon that, in view of the action
of Congress that we speak now for all future action. They would
have to take the law and interpret it in accordance with the intent
of Congress.

Mr. Eccres. Yes, I think so. I think there would be no question
about it. As it isnow there is a conflict, that is the decision of the court
referred to, the decision of the United States District Court for the
Southern District of New York.

The CrATRMAN. What is the style of that case?

Mr. Ecores. I cannot cite it, I can give you the information later.
This is in conflict with an earlier decision of a circuit court of appeals
of another circuit. So, you see even the courts have not agreed on
it but it is a thing that at the moment we feel should be clarified,
and it is necessary to have a clarifying amendment because of the
reserve situation in the money market.

Mr. Lx~ce. But if you repeal that paragraph that you refer to,
then you have nothing at all whereby you hold the directors liable if
they violate the 2-week provision that you suggest.

Mr. Eccres. That is right.

Mr. Ly~cn. Then they are absolutely free to violate the regula-
tions without any penalty being imposed on them by the court.

Mr. Eccres. No; because the Board regulations provide a penalty
in the form of interest charges. So, it becomes much cheaper to
borrow from the Federal Reserve than it is to pay the penalty.

Mr. Lyw~cH. At the same time, it relieves the directors of personal
liability for their wrongful act.

Mr. Eccies. No; there is nothing wrongful about it. The whole
purpose of a reserve is not to have a bank close and have 20 percent
or 30 percent of the money tied up and not used. The purpose of the
reserve is to use it in times of necessity, and it is perfectly inconsistent
to penalize a director for using the reserve at the time the reserve is
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AMEND THE FEDERAL RESERVE ACT 9

necessary. What purpose is there of having a reserve heve if in a
difficult situation over a period you cannot use the reserve?

Mr. Sacks. Would he not still be liable if he violated your 2-week
regulation or week regulation?

r. EccLes. Noj; I do not think they would be liable at all, because
the only provision which says they are liable we propose to repeal.

Mr. Ly~cu. My point is this, the court held that if the directors
made a loan on any particular day when their reserves were not in
accordance with the regulations then they would be held personally
responsible, is that correct?

Mr. Eccres. Yes, sir; that is right.

Mr. Ly~cu., Now, you propose to repeal that section of the law,
and at the same time you propose that instead of having a regulation
governing the reserves for any one day that they average it over
2 weeks or 1 week,

Mr. Eccres. Yes.

Mr. Ly~nca. Assuming that during that one week they do not keep
up their reserves in accordance with the regulations, or assume that
for several weeks they do not keep up their reserves, but during that
time, in spite of the fact that they are paying a penalty of interest
to you, there is no sanction placed on the directors for their acts.

Mr. Eccurs. There is no prohibition against it, you take the pro-
kibition out. There is no provision at all that says they can or
cannot. If it was a case of dereliction of duties, or something that
was a willful act, I suppose if a bank finally closed, and it was
found that the directors were parties to decepticn or fraud or mis-
management, which is not involved in this at all, then that cer-
tainly would not exempt. them, but if the bank was operated in
good faith, and operated in the interest of its depositors during
this period when it was deficient I certainly would not feel that
meref; because it was deficient in reserves and paid a penalty be-
cause of that that the directors would be liable if you took this
provision out. . L

Mr. Ly~ca. If the bank continues, although it violates the regu-
lations——

Mr, Eccues. It does not violate them.

Mr. Lyncu. Well, assume it does continue, assume the bank vio-
lutes the regulations and still continues in business, you do not think
that any punishment should be meted out to the directors for their
violation, but if the bank fails, then they should be punished?

Mr. EccLes. No, I did not say that at all.

Mr. Ly~or. That is what I deduced from your original statement.

Mr. Eccres. That is not iwhat I said at all. All T am trying to
point out here is that if you take this out of the statute it relieves
the directors, and properly so, of the liability in case loans are
made on -any day when' the reserve is deficient. Otherwise, if you
do not do that, then the bank should provide not ouly the reserves
called for by the statute and by the Board’s regulations. but to
be sure that they won’t be deficient on any one day, they would
carry reserves su stantially in excess of the statutory l'eq}tll'oll'lent,
but as a practical matter it does not make sense. It interferes
with their flexible, practical operation. I am not a lawyer. The
staff of our counsel have gone into it, and they have checked it
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10 AMEND THE FEDERAL RESERVE ACT

with the counsel of the Reserve bank and the counsel of private
banks, and everyone feels that this amendment should eliminate
any Iiability that would otherwise be incurred by the directors in
connection with the reserve deficiency.

Mr. Ly~ncu. Yes; I agree that it eliminates any liability on their

part,
: Mr. Forp. Let me ask you just a simple question, Governor. Would,
for'instance, the purchase of Government bonds on a day when the
ban%{s’ reserves were deficient incur a penalty? That is a loan, is it
not ¢

Mr. Eccres. I would not think you would be concerned about the
purchase of Government bonds on any day, because the Government
15 not likely to default.

Mr. Forp. Yes; you can go back and get the money all right, but,
nevertheless, they are making a loan to the United States Govern-
ment on a given day when their reserves are deficient. Why would
not that apply?

Mr. Eccres. The only danger to a director is in case of a loss on a
loan made on that day. He is personally liable for the loss incurred.

Mr. Forp. Was there a loss incurred in this particular instance of
which you speak?

Mr. Eccues. Oh, ves! the loans were made when this bank was
deficient in its reserves, losses were incurred, the bank went broke,
and the directors were held liable.

Mr. Forp. It is all involved in the safety of the loan?

Mr. Eccres. That is right, but the effect it has on any board of
directors of a bank is that they give instructions to the management
of the bank to make no loans on any day when the reserves are defi-
cient,

The CuairaraN, That decision would mean that the officers who
made that loan would be underwriting it.

Mzr. Eccues. Because of that the directors of the bank give instrue-
tions to the management to not let the reserves become deficient,
sell your governiments or keep these excess reserves there, keep your
money there so that you do not go deficient. So, that is what they do.

Mr. Ly~NcH. Isnot that what they are supposed to do?

Mzr. Eccres. No, that is not what they are supposed to do. Ifitis,

why did the Congress give the Board the right to make regulations
about these reserves? For years and years until this decision came
out they have averaged their reserves. The country banks have
always averaged their reserves over a 2-week period.
_ Mr. LyncH. The repeal of this paragraph would mean this, that the
responsibility is transferred, or possibly the penalty is transferred
from the directors who might be personally lable to the banks which
would have to pay an interest penalty, is not that it, for a vidlation
of the regulation ¢

Mr. Eccres. Thatis right. They pay the penalty, and-as a practical
matter the banks never run a deficiency, or very seldom, on a weekly
basis. You would find on a weekly basis that there would not be any
penalty. The country banks do not run a deficiency and pay a pen-
alty. They stay within the regulation, and they average it now on a
weekly basis, but you either ought to repeal the provision giving the
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Board the power to regulate it, and let the statute stand, making it
perfectly clear that no bank should let its reserve be deficient on any
single day, either do that and repeal any power of the Board to regu-
late, or you should repeal the provision that we ask to be repealed
and let the regulations stand, and they would be effective.

Mr. Seexce. Do you think you have the power now to average
reserve requirements over a period?

Mr. Eccres. Yes.

Mr. ng\‘cn. You think that the law gives you that power now, do
you not ¢

Mr. Eccres. Well, the law does two things. The law says you can
regulate, and we have regulated for a good many years. The country
banks have figured their reserves on a 2-week basis, and if we try to
put it on a daily basis they would raise the dickens about it.

Mzr. Seence. Did the court in its decision pass upon your authority
to regulate the reserve requirements?

M:r. Eccies. No.

Mr. Seence. They did not pass on your authority to regulate at all?

Mr. Eccres. No, sir.

Mr. SpENCE. You do not know whether you have that power or
not, do you?

Mr. Eccres. We think that there is no question about it. We think
the Congress has given us that power, and we think we have got the
power, but the power is not effective in the face of another provision
of the statute which says that the directors are personally lable for
any loans made when the reserves are deficient.

Mr. Seence: Was your authority ever plead in that case that you
had the power in those cases to average it over a period, and, there-
{ore, that they had not violated the law because of that?

Mzr. Eccres. I have not read the decision.

Mr. Seence. So, you do not know whether they passed on your
authority or not.

Mr. Wmrians, Where is your authority set forth in the law,
Governor?

Mr. Eccres. It is in section 19, the sixth paragraph.

Mr. Witrans, I refer to the power which this Board has to place
a penalty upon them for a defictency of reserves.

Mr. Eccres. Yes.

Mr. Wmnians. Where is that?

A Mr. Eccres. It is in section 19, paragraph 6 of the Federal Reserve
ct.

Mr. Seence. That is the law as it now stands with the exception of
the proviso.

Mr. Wiiasms, Do you have the law in front of you, Governor?

Mr. Eccres. Yes.

Mr. Wmnianms. I would like to have it read into the record.

Mr. Eccres. Y can read the proviso.

Mr. Witrians. I am talking about your authority to place a penalty
on a deficiency of reserves.

The Cramryan. The power of the Federal Reserve Board to regu-
late reserves and provide penalties for deficiencies.

Mr. Winians. Yes, to provide penalties in case there is a defi-
eiency in reserves,
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12 AMEND THE FEDERAL RESERVE ACT

Mr. EccLEs. Section 19, paragraph 6 reads:

Notwithstanding the other provisions of this section, the Board of Governors
of the Federal Reserve System, upon the aflirmnative vote of not less than four
of its members. in order to prevent injurious credit expansion or contraction,
may by regulation change the requirements as to reserves to be maintained
against demand or time deposits or both by member banks in Reserve and
central Reserve cities or by member banks not in Reserve or central Reserve
cities or by all member banks; but the amount of the reserves required to be
maintained by any such member bank as a result of any such change shall not
be less than the amount-of the reserve required by law to be maintained by
such bank on the date of enactment of the Banking Act of 1935 nor more than
twice such amount.

Mr, Wirniams. Noj; that is not what I am talking about. Now, that
is all right so far. Now, suppose they do violate that, you say you
have the power to penalize them ?

Mr. Eccrrs. I think our power to penalize them is only the power
to charge a penalty rate against the deficiency. I do not understand
that we have any power to do other than to say for the amount that
you are deficient during this period you shall pay a penalty rate, a
rate that is higher than the rate at which you could borrow from
the Federal Reserve bank,

Mr. Wirniams, But that is, in my judgment, a very doubtful im-
plied power from what you read there.

Mr. Eccres. Here it is in section 9 [reads]:

The required balance carried by a member bank with a Federal Reserve bank
may. ander the regulations and subjeet to such penalties as may be prescribed
by the Board of Governors of the Federal Reserve System, be checked against
and withdrawn by such member bank for the purpose of meeting existing lia-
bilities: Provided, however, That no bank shall at any time make new loans
or shall pay any dividends unless and until the total balance required by the
law is fully restored.

Mr. WiLuiams. That is paragraph 9, section 192

Mr. CrayroN. Yes, sir.

Mr. Witriams, You think that is your authority ?

Mr., Eccres. There has never been, as far as I know, any question
raised as to the authority.

Mr. WiLniams. I was just trying to locate where it was, and to
get it in the record.

The Caamnan. There has never been any question about the ef-
fectiveness of these orders until this new suggestion came in by way
of a court decision that creates confusion and doubt in the minds
of the banks?

Mr. Eccues. That is right.

The Cmairman. And all you want to do under this bill is to con-
tinue what has been done heretofore and what has been accepted by
evervbody except for this one decision that rules otherwise?

Mr. Eccres. If it had not been for-this recent court decision we
would not have thought anything about making this amendment,
but this court decision now has stopped every New York bank. They
will not do any business on the weekly provision; they run on a
daily basis, and they won’t go deficient on any day because of this
court decision.

Mr. MonroNEY. But were not these directors personally liable if
their average deposits for the week were below the average required,
personally liable for the loan made at that time?
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Mr. Eccues. I do not think at that time our regulations let them
figure on an average basis of a week. I.think the court has con-
strued this provision of the law which says that you shall not be
deficient in reserve requirements, and the court has felt that this
provision of the statute that is passed by Congress apgarent-ly super-
sedes the power of the Board to regulate and, therefore, they have
paid no attention to the regulations. So, you have a conflict here,
and as I have stated, you either ought to make it perfectly clear that
they have got to figure the reserves every day ané) the Board has no
power to regulate, or you ought to make it perfectly clear that the
regulations of the Board would stand.

Mr. MoxroNEY. But in actual practice this prohibition against
making loans or declaring dividends when the reserves are deficient
certainly means something in the law. Was it construed that the
directors ever had personal Lability under this?

Mr. Eccres. I do not quite get your question.

Mr. MonroNEY. T am referring to this prohibition against making
loans or declaring dividends when the reserves were deficient,
whether on a weekly basis or a two-weekly basis average, or whether
on the daily basis, was that ever construed to mean individual lia-
bility of the bank directors?

Mr. Eccres, I could not say. I think this is the only case that
has arisen, and what T know of this case is that & director was sued,
and the case went to the court, and this director was held personall
liable in the amount of the loss of some loans that were made while
the reserves of the bank were deficient. I do not know whether the
reserves were deficient one day or more than one day, but the de-
cision was based upon the loss made on loans while the reserve
was deficient, irrespective of whether it was a day or a week, It was
a question of the loans made during the period when the reserves
were deficient, and losses were incurred on those loans.

Mr. Seence. Were your orders with reference to average reserve
req;.llixéements over a period in effect at the time these loans were
made

Mr. Eccres. I do not think they were.

Mr. Craxron. No, sir; I do not think so. It was a recent decision.

Mr. Eccrzs. I would have to check as to the date when our regula-
tions went into effect and also as to the date of the decision. I
won’t be sure. I would not be sure as to what regulations ‘we had
in effect at the time of this deficiency. All I know about it is that
our lawyers who are thoroughly familiar with the case and the
lawyers in the New York bank said this matter has been taken up
with the New York banking people, and with our lawyers by most
of the New York banks. All of the New York banks have asked
in the light of this decision that-this be repealed: Otherwise our
regulation which now .permits them to average their reserves on a
weekly basis will be ineffective. They said they will pay no atten-
tion at all to our regulations. Their lawyers have advised them
not to do so, and unless this is repealed they will not let their
reserves become deficient. They will sell government bonds, or
do whatever is necessary to keep their reserves up every day. In
order to keep them up of sufficient amount one banker told me last
week he would have to maintain $100,000,000 more than was actually
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14 AMEND THE FEDERAL RESERVE ACT

required in order to be perfectly sure that he would not be deficient
on any day. )

Mr. Gampre. Might it not hurt the standing of the bank, Gov-
ernor, if it had to admit it could not make a loan if it was deficient
in its reserve?

Mr. Eccres. The point is a bank would not be deficient. It would
run with enough excess reserve so that it would not permit itself to
become deficient on any day.

Miss Susiner. He means that it might cause a run on the bank.

4 Mr. Eccres. Nobody would know that it was deficient on any one
ay.

Mr, Gassre. I know, but they would have to give & good reason
for turning the loan down.

Mr. Eccres. They would turn the loan down, or possibly they
would defer it. They would defer it until they could sell securities.
Of course, if they are deficient they will sell their governments.
That is easy, and they sell them right now. They would either do
that or come into the Federal Reserve and possibly borrow, but it is
perfectly impracticable for a bank to figure reserves on such a small
period as a day at a time.

Miss Sumner. I want to know if you are thinking of raising the
exc%ss reserve requirements for the small banks in rural communi-
ties?

Mr. EccLes. We have no power to do so.

Miss Sosiner. That is, if this bill is passed.

Mr. Eccres. This bill has nothing to do with that. This bill gives
us no power to do that.

Mr. Patsian. Referring to the Federal Open Market Committee,
the present committee is composed of 12 members, 7 from the Board
and 5 from the Federal Reserve banks?

Mr. Eccres. That is right.

Mr. Parsan. The Board, however, is lacking one of being the
whole 7?

Mr. Eccres. That is right.

. Mr, P?ATMAN. ‘With this change in the present Board you will still
ave 129

Mr. EccLes. We would have 11 if we have any vacancy.

Mr. Patman. You would still anthorize 12?

Mr. Eccrzs. Yes.

Mr. Paraan. How would the five be changed? Will this change
the bank members?

Mr. Eccres. Noj it will still leave five bank members,

Mr. Patman. It would still leave five bank members, but there
is a different way of selection.

Mr. Eccres. That is right. It is a different grouping. You see,
the present grouping provides for New York, Cleveland, Philadel-
phia, Chicago, and St. Louis. There are six of the banks, and they
elect three of the five members on the committee, and then of the
western banks, San Francisco, Kansas City, and Minneapolis, one;
and Richmond and Atlanta, one. Now we are proposing a regrouping.

Mr. PataraN. And the regrouping is outlined in the bill itself?

Mr. EccLes. Yes; that is right.
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Mr. Paraan. What are the powers of the Federal Open Market
Committee, Governor Eecles? .

Mr. Eccres. Would you like to have the statute read on it?

Mr. Parman. I know the statute is rather specific, but in practice
how often do you meet?

Mr. Eccres. I think we are required to meet not less than four
times a year.

Mr. Pamman. Do you meet more frequently than that, usually?

Mr. Eccres. Yes; I think we have during the last year or two.
What we have had to do, in order to facilitate the operation of it
is, we have had an executive committee composed of three of the mem-
bers of the Board and two of the banks, and we meet much more often,
in fact, in our operations.

Mr. ParmanN. To carry out the administration of the whole group?

Mr. Eccres, That is right, of the whole group, and they delegate
certain authority to the executive committee with limitations. They
always give you authority up to a certain limit to buy or sell securities,
and that authority has to be renewed or extended from time to time
to meet the situation. Now, we have had several emergency meetings
of the Federal Open Market Committee. We had such a meeting in
1939 just before the European war started, and we had one right
after Pearl Harbor. There have been several instances where we
have had to get them in quickly. Now, however, the executive com-
mittee is sitting almost in constant session, almost a week at a time.

Mr. PamyaN. What 1s your policy with reference to the price for
Government bonds? Suppose there should be a tendency for Gov-
ernment bonds to go below par, do you have any definite policy not
to let them go below par?.

Mr. Eccres. No, sir; we do not feel that there is anything neces-
sairily sacred in par, because when you talk about par you have got
some bonds selling as high as 110 or 112, and you have other Gov-
ernment bonds selling practically at par. In other words, at differ-
ent, times, bonds have been 1ssued with different maturities and differ-
ent interest rates, and there are certain bonds now outstanding that
are partially tax exempt, bonds that were issued prior to the bill
prohibiting issuing them.”

Mr. Patman. Is it not a.fact that you did send out letters to the:
banks which made the statement that the Federal Open Market Com-
mittee was ready to buy all bonds at par?

Mr. Eccres. No, sir; not buy, we adopted a policy, each.bank did,.
that would loan par on them. ‘

Mr. Paraman, That would loan par on Government securities?

Mr. Eccres. Yes, sir.

Mr. Parman. Do you charge the interest rate that is effective in
that particular Federal Reserve district?

Mr. Eccres. One percent.

Mr. Pataan. One percent.

Mr. EccLes. Yes. )

Mr. Paraman. Have you ever told all the banks that you stand
ready to make loans at par at a 1-percent-interest rate?

Mr. Eccres. Each Federal Reserve bank has done that.

Mr. Parman. Each Federal Reserve bank has done that?
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Mr. Eccues. Yes; we did: Just recently the Federal Open Market
Committee instructed each Federal Reserve bank, as its agent, to
offer to purchase Treasury bills at the rate of three-eights, and those
bills are now being pretty widely distributed and sold throughout the
country. The Treasury is offering each week $300,000,000 of bills.

Mr, Patman, At what rate? '

Mr. Eccres. It is a bid price, but the very fact that we offer to take
them at three-eights puts a ceiling on the rate.

Mr. Parsran. That puts a floor on it, does it not?

Mr. Eccres. Noj it puts a ceiling on ‘the rate. It does not put a
floor on it. Comtgetition for buying those bills has kept your ceiling
below three-eighths.

Mr. Pamyan. If they can buy them for one-eighth, they can turn
them right in for three-eighths and make a profit of two-eighths?

Mr. Eccres. They buy them on the basis of three-eighths yield. If
the liluuy them on the basis of one-eighth, the yield on them is two-
elghths,

Mr. Pamatan. Regarding the excess reserves, you will not have ang
more power if this law is changed like you propose than you woul
have under the existing law, except you can break them up into
groups? '

Mr. Eccres. Into three instead of two,

Mr. Paryman. Into three groups instead of two groups?

Mr. EccLes. Yes, sir.

Mr. Parman. And that is in order to take care of the situation
which you explained a moment ago?

Mr. Eccres. That is right.

Mr. Patman, What are the excess reserves on the money market
at the present time?

'lhl.r. Eccres. They are running around two billion five hundred
million,

Mr. Parman, How much could they buy in Government bonds if
they were to use the excess reserve to the limit?

Mr, Eccres. About $12,000,000,000.

Mr. Paruan. $12,000,000,000%

Mr. Eccres. Yes, sir; that is, assuming that the deposit structure
and the present structure does not change.

Mr. Patman, It would be about $12,000,000,0002

Mr. Eccres. Yes; you see, the Federal Reserve requirement is about
20 percent,

Mr, Patman. Yes, sir.

Mr. Eccies. For the country it is 14, and for the central Reserve
cities it is 20, and for the Reserve cities it is 26, so that we figure on
about a 20-percent Reserve requirement, so that on the basis of $2,500,-
000,000, if that were all fully utilized on the factional Reserve basis
I would estimate that they could buy about $12,000,000,000 worth of

overnments, that is, if it were utilized fully and completely through
the entire Reserve, all the banks.

Mr. Patman. Suppose today they bought those $12,000,000,000 of
bonds, what would they have back of those bonds to support them in
addition to what they have now? In other words, what increased
assets would the bank have except Government bonds?
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Mr. Eccres. They would have the Government bonds themselves,
which would be an asset, and they would have a liability, however, in
the form of a deposit.

Mr, ParmMan. That is right.

Mr. Eccres. So that they would be in pretty tough shape if they
had that deposit liability without the assets. .

Mr, Patyan, Governor, in regard to the excess reserves, it is not
contemplated that you expect to change these reserves so that the
larger banks can buy more Government bonds? You do not have that
in mind now?

Mr. Eccres. Well, it is not done, I would say, for that purpose, pri-
marily or specifically. If we wanted to enable the banks to buy a lot
of bonds we could.

Mr., PatsaN. By lowering the reserve requirements?

Mr. Eccres. By lowering the reserve requirements, yes; or we could
step up and buy a lot of bonds directly by Fed itself, and put more
reserves in by open-market purchases. What we would like to see
done is more of the Government bonds placed outside of the banks,
and we would like to see an expansion oF the bank-deposits structure
go up as slowly as possible. We feel that there is an element of danger
1n a too-rapid growth or in too large an expansion of deposit currency.

Mr. Pararan, T agree with you that the bonds should be sold out-
side of the banks, and I think we should encourage selling the bonds
outside of the banks.

Mr. Fcores. But the poiit is if you have too much reserves in the
banks it has two effects. The pressure of excess reserves continues to
force your rates down and in the process of forcing them down the
banks will go out and bid up and buy bonds on the open market in
order to keep up their necessary income. They have a minimum
Inecome requirement, and in an effort to try to keep that up they try
to increase the volume of their holdings to offset the drop in the rate.
If their excess reserves were kept at a high level it would put them
under pressure to keep those reserves invested and you would find that
more and more of the financing would go to the banks and less to
the puhlic, because the lower the rate, the less likely the public are
going to be interested in buying. We find we have an example in this
bill rate. 'When the bill rate was nothing, and it was, for a time, a
very small fraction of 1 percent, there was no purchase of bills outside
of the money market, outside of-New York, and practically all of the
bills were purchased in New York.

Corporations with surplus funds, individuals, foreign governments
and municipalities bought no bills. Today with the rate just up to
three-eighths, there are tens of millions of these bills being bought by
corporations, country banks, and banks throughout the country are
buying them, and that would not be true, and it was not true when that
rate was below one-fourth.

Mr. ParmaN. T want to get that later on, but I want to ask you this
now in order to get the information I desire: Let us suppose that the
banks axe called upon to buy $12,000,000,000 of Government bonds
today. That consumes all of their excess reserves. If you wanted to
increase their excess reserves in order to buy another $12,000,000,000
of Government bonds, how would you do that, through the Federal
Open Market Committee?
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Mr, EccLes. We might decrease the reserve requirements.

Mr. Pamsran, How would you decrease them?

Mr. Eccres. I think it runs between $5,000,000,000 and $6,000,000,000.

Mr, Parman. Between' $5,000,000,000 and $6,000,000,000%

Mr. Fccues. Yes; somewhere between five billion an(i six billion.

Mr, Paraan, If it were decreased as you suggest, that would enable
you to buy how many bonds?

Mr. Eccrzs. If we decreased it to the full amount, then the reserve
requirements are 10 percent instead of 20 percent, and you can buy
about 10 to 1.

Mr Kean. What does change it from 5to 1 or 10to 1? Would you
explain that again?

Mr. Eccues. As it is the requirements of the Federal Reserve Bank
System of the ecountry as a whole are about 20 percent. - Tf we changed
the reserve requirements to the full amount we could then say the
Teserve requirements are only 10 percent instead of 20 percent, and
you can get about 10 to 1, and that would be about $50,000,000,000.

Mr, Parman. After you have already reduced the reserve require-
ments of the banks-and have-bought these $50,000,000,000 in bonds, if
you need to buy still more, how would you handle the others? Suppose
you wanted to call upon them to buy $25,000,000,000 more in bonds?

Mr. Eccnrs. We could carry it on then, if it were necessary, by an
open-market operation. )

Mr, Pataan, In other words, you buy a billion dollars’ worth of
bonds, what would be the effect of that billion dollars on the banks?

Mr. Eccres. If they could get a billion dollars they could buy up
about $10,000,000,000 in bonds. ’

Mr. Pataman. Then if you need to sell another $10,000,000,000
worth of bonds, you could get another billion dollars from the bank?

Mr, EccLes. 2Yes; but if you did that you would have inflation on
your hands, if you got any higher.

Mr. Dewey. We have been talking about the liability of directors
in making loans, and I think that any bank directors that carried out
a proceeding in buying bonds to that extent would not require any
regulations they ought to be put in jail anyway.

Mr. Parman. I did not get that. ]

Mr, Dewey. Any bank directors participating in buying Govern-
ment bonds or other securities in any such quantities as you are men-
tioning thereby cutting down the reserves of the bank, I think that
the liability is very clear and they should be punished for such acts.

The CrairmaN. They would be within the law.

Mr. Patsran. We have to finance the war in some way.

Mr. Dewry. I know; but the banks of the United States ars not
supposed to finance the war entirely.

r. Patman. Certainly they are. They are public institutions,
and they have been given wonderful assistance by the Government,
and they ought to render some public service; and if they cannot ren-
der it during the war, when should they render it%

Mr. Dewey. Do not ruin the finances of the country by operations
such as you have been mentioning, The Treasury Department and
the Federal Reserve Board, working together, are finding other
means of financing it rather than ruining all the banks by forcing
them to purchase Government securities.
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Mr, EccLes. Of course, the banks have never been forced to. They
buy Government securities >f their own accord.

Mr. Pamsran. Why should they be?

Mr. Eccres, There is not any question but what a very, very im-

ortant part of the banks’ income has been -from the interest from
(E:‘tovernment securities, and the Federal Reserve System has been in
a position to either create a climate favorable for credit expansion
or to create one less favorable. Now in a depression period we felt,
and I think everybody did, that a condition that was favorable to
credit expansion was desirable. That was not going to create infla-
tion; we recognized that, or at least, we tried to create a condition in
the banking system that was favorable for the banks to expand credit.
We reversed the action from 1932, 1933, 1934, 1935, and 1936. It was
a condition favorable to expansion of credit. The banks were en-
couraged to loan, and the Government helped them to find outlets for
some of their funds by having them take Government bonds, and
the banks were so anxious to get Government bonds, and they bought
them so freely, and the excess reserves were such in the banks that
they gradually forced the rate of interest down on Government bonds
from where they were to where they are now.

So it was the banks bidding for Government bonds because of the
demand on the part of banks, because they were the principal under-
writers of them, and the demand for Government bonds on the part
of the banks was in excess of the supply to such an extent that you
have the present interest rate.

Now, we feel that it is desirable to stabilize the interest-rate struc-
ture for the financing of the war period, so that the investors and the
banks will know pretty largely upon what to depend. I do not feel
that the war should be financed on increasingly higher interest rates,
and I feel that the purchaser of a 21/4-percent bong today should not
find in a year from now that if he had waited he could have gotten
234 percent or 3 percent, and the bond which he bought today is selling
at a discount.

1 feel very strongly that the financing should be done on the basis
of a stabilized rate structure

Mr. ParamaN. Mr. Chairman, I have a very important engagement
at 12:30. Of course, I anticipated we would get through before that
time, and I need something like 30 or 40 minutes more, and I wonder
if it would be all right to ask Governor Eccles to come back at another
time for further questioning, because I know there are other members
who would like to ask him some questions this morning,.

The CrairmaN. T am sure he would be glad to come back. Let me
ask the Governor when it would suit him to come back again.

Mr. Parrran. We have that oil hearing tomorrow, Mr. Chairman.

The CuamaraN. I have not set that for tomorrow, because T antici-
pated that we might not finish with this this morning.

Mr. Ficeres. I had another conference committee meeting set for
11 o’clock, when we meet informally to discuss capital issues, and that
has been set in the main by the Secretary of the Treasury. If I could
come up Friday, if it would be just as convenient for the committee,
I would appreciate it.

) ’tlt‘he CrairmaN. We will let you come back Friday if it suits you
etter.
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Mr. Eccirs. If tomorrow suits the committee better I will just have
to pass up that conference tomorrow, but I would like to attend that
conference if Friday suits the committee just as well.

The Cuairnan. You may suit yourself and, if Friday suits you
better, we will hear you Friday.

Mr. Kunker, Governor Ecc{es, you referred to this court case, and
I wonder if you could secure and place the opinion in the record, and
also any comments that the attorneys care to make on it, and I should
also like to ask the chairman and the members of the committee if
that could go in at the start where you make reference to it in con-
nection with this bill %

The CHAIRMAN. Yes. We will meet tomorrow morning on the other
bill at 10:30, and will expect you to continue Friday at 10:30.

Mr. Dewey. I cannot be here Friday, Mr. Chairman. I would like
to ask if the Governor will bear with me for a while, as I would like
to ask him a few questions now regarding reserves.

The CralrMaN. We would be glad to have you do so, Mr. Dewey.

Mr, Dewer. I want to talk a little bit regarding discounting 16-day
loans and reserve requirements. If a bank had a large amount of
Government securities on hand and desired to increase its reserve it
could make a 16-day loan; could it not?

Mr. Eccres. It depends on what it is borrowing on. There are
various types of loans.

Mr. Dewey. Can you give us the types of loans?

Mr. Eccres. I could not do that ofthand. There has been practi-
cally no borrowing from the Federal Rescrve System since I have
been connected with it.

Mr. Dewey. If we are going into any such purchase of securities
by the banks as that mentioned by Mr. Patman there will be plenty
of borrowing from the Federal Reserve banks by banks to take
care of their requirements to avoid the sale of Government securities.

Mr. Eccres. Mr. Patman was talking about the Reserve system
providing banks with sufficient reserves so that the barks could do
that without borrowing from the Reserve System, without selling
existing securities, so that it would not be a case of borrowing from
the banks at all.

Mr. Dewey. Mr. Patman’s idea was for the system to buy directly
from the Treasury?

Mr. Eccres. Mr. Patman’s idea was to reduce the reserve require-
ments and the statutory requirement which would enakle them with
the present escess reserves, if the Federal Reserve should reduce
the reserve requirements of all member banks by the amount that
they have already authority to reduce them, that would give the
banks more than $5,000,000,000 additional excess reserves, and if
every bank used all the excess reserves that it had, that it then could
buy approximately $50,000,000,000 worth of Governments.

Mr. Dewey. Who, the banks?

Mr. Eccres. Yes, the banks.

Mr. Dewey. That is what I am talking about.

Mr. EccLes. But they would not have to borrow any money from
the Federal Reserve to do that.

Mr. Dewer. Now, then, coming to the point where they have no
excess reserves, or their (feposit liability is increased in one way or
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the other, and that is the point I am coming to, and Mr. Patman
came to it. He wanted them to buy more bonds, and I think he said
this war would cost $200,000,000,000 or $300,000,000,000, and the
banks would have to, according to him, purchase them which would
create additional deposits in the banks and require additional re-
serves. In connection with that there is a point where they would
have to start either rediscounting with the Federal Reserve System,
or making loans from the Federal Reserve secured by these bonds?

Mr. Eccres. Noj the Federal Reserve would buy in the open mar-
ket. If the Federal Reserve then bought a billion dollars of securi-
ties in the open market that would be new Treasury issues. The
banks would still hold them, and the Federal Reserve would put into
the banks another billion of excess reserves. If they used that bil-
lion they could buy five billion more of Governments, and you could
keep the price up. For every billion of the Federal Reserve banks
put in the open market operations, the private banks could buy
five billion.

Mr. Dewey. That comes pretty close to some other ideas I have
heard.

Mr. Eccres. I mean they could buy ten billion. T mean the
Federal Reserve when it carries out an open market operation, that
is, if it purchases Government securities in the open market it puts
new money into the banks which creates idle deposits.

Mr. Dewey. There are no excess.reserves to use for this purpose.

Mr. EccLes. Whenever the Federal Reserve System buys Govern-
ment securities in the open market or buys them direct from the
Treasury, either one, that is what it does——

Mr. Dewey. What are you going to use to buy them with?

Mr. Eccres, What is who going to use?

Mr. Dewxey. The Federal Reserve bank to make these purchases.

Mr. Ecores. What do they always use?

Mr. Dewey.. You are going to create credit?

Mr. Ecorrs. That is all we have ever done. That is the way the
Federal Reserve System operates. The Federal Reserve System
creates money. It is a bank of issue.

Mr. Dewey. That would tend to run into wide open inflation, cur-
rency expansion. It is currency inflation running hand in hand with
credit inflation, is not that right? That sort of procedure would be
diametricallf opposed to everything we have been trying to do with
price control,

Mr. EccLes. We all recognize, Mr. Dewey, that it is desirable to
finance the war, so far as it is possible to do so by taxes, that is most
desirable, and, secondly, by the sale of Government securities to other
than banks, primarily to the people who would otherwise spend their
money on consumers’ goods, and that the creation of new money or
the creation of additional money by the sale of Government securities
to the banks is inflationary in one sense, that is, it is inflationary in
the sense that it creates an increased amount of the means of pay-
ment without increasing the supply of goods available for purchase,
and up to a point certainly everything should be done to avoid
the expansion of bank credit. We have already got now over
$50,000,000,000 of demand deposits and currency, and 1 feel that that
amount of deposits and currency could support a substantial amount
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of Government financing without increasing the total amount of bank
deposits. You can only accomplish that by getting the owners of
those funds to invest them. The banks do not loan those funds.

The people and the corporations that own that money are the only
ones that can invest that money, and if they would invest that, if they
would buy Government bonds, and the Government then spends that
money, it goes right back again and the recipients of the money then
spend it again, thereby increasing the velocity and the turn-over.
I would like to see the velocity of existing deposits increased in both
velocity and use, and at the same time to avoid as much as possible
the expansion of the volume.

I am not saying that we can avoid some expansion of the volume
of deposits. I am not saying that some expansion of the volume of
deposits possibly would be bad as long as the national income is
growing. You naturally get a larger volume of deposits concurrent
with a national income of $120,000,000,000-—you get more than you
did when the national income was $60,000,000,000 or $70,000,000,000,
so that as far as the growth of deposits is concerned, certainly within
the last year or two, I doubt if it has been any more rapid than the
growth in the national income.

Now, we have reached the point in the growth of the national income,
or we are getting there where further growth of the national income
is not going to bring about further development in production, because
you cannot increase the supply of goods much beyond what you are
doing now, but up to this time the growth in national income has been
a growth in total production. From now on the growth in national
income as expressed in dollars would be brought about through a
price increase and that, of course, would be undesirable.

Mr. Dewey. Again, in line with this policy of selling the bonds to
the public, you naturally are dealing very closely with the Treasury
for such distribution. Are there any plans being set up other than
the sale of these Victory—I forget what you call them?

Mr. EccrEs. You mean the B, F. G.s?

Mr. Dewey. Yes; the E. F. G.’s. Is there any effort to sell longer
term securities to the public?

Mr. Eccies. Those are pretty long term, the E. F. G.’s They are
12-year securities subject to an interest penalty if converted earlier.
They bear 214 percent if carried to maturity, but if cashed prior to
maturity the return that the holder gets is in relationship to the
period in which he held the securities.

Mr. Dewey. You have some theory on some so-called tap issues of
some securities,

Mr. Eccres. Do you mean the nonnegotiable tap issues?

Mr. Dewey. Would you say a word on that, please?

Mr. Eccrzes. I would prefer not to discuss that, because it does not
seem to me it is pertinent to this legislation. It seems to me it is
somewhat aside from this legislation, but it is related to discussions
had between the Reserve people and the Treasury, and I feel that
unless a complete, general, broad, ecarefully prepared statement cover-
ing this whole question of finance is going to be given out publicly
that for me to get into somewhat of a discussion of the thing may
well be misunderstood. It is a matter that a great deal of thought,
a great deal of time, and a great deal of consideration has been
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iven to by the Open Market Committee and by the Board, by the
Treasury people and the Reserve people have agreed on definite 1deas
on which we are all in full and complete agreement as to a complete
program on this. )

Mr. Dewzy. Would you go as far as saying, or I think you have
ls;tat.ed, that you believe that this war can be fought on a 214-percent

asis. .

Mr. Eccres. I have felt that the long market could be stabilized to
914 percent. I have said that quite a number of times, commencing
back as long as over a year ago. One of the reasons was that the
Treasury had a lot of securities out that were bearing 2% percent.
Those 214-percent securities were selling at more than par before the
war started, and even before there was any large amount of funds
being spent for defense purposes. It meant to talk about a different
rate than 214 percent, :t meant that the securities that were then
out would all decline, and it meant that the holders of those securities
would have some losses, may well have some losses, and it meant that
there would be uncertainty as to how high the rate was going, if 214
percent was not the ceiling, then what would be, and nothing could
be more upsetting to the stability of a Government market than to
be financing at increasing rates, meaning that every time securities
were purchased you could be sure that at a later date you could pur-
chase them on a more favorable basis, and then on those that you
had already purchased you would have a loss on them. That is not
the way to finance a war. We would have been better off —I think
it would have been possibly easier—to finance the war, and I do
not mean by that that it is difficult now, but if the rates had been higher
and the securities lower so that as the financing went on the rates
would gradually decline, and the securities would advance, that would
be a most favorable inducement to the investor, feeling that what he
was getting was a little better, and that the rate might be getting a
little less. Of course, the rate is so low now on government securities
that it would desirable to expect public corporations and those outside
of the banks to invest funds in government securities at declining rates,
so that we have felt, and it is has been pretty generally accepted by
the financial community that the market for securities, which' means
the interest-rate structure, should be stabilized within pretty narrow
limits, that we should maintain a pattern from the shortest rate to
the longest rate, and not have that sort of gyration where you have
got to raise billions of dollars every montﬁ.y One thing more you
must have is stability in the government-security market, and one
of the proposals of this bill is to enable the Federal Reserve Board,
that is, the Open Market Committee of the Board, to help to main-
tain stability in the security maxrket.

Mr. Wirtiams, I would like to ask you one question, Governor,
about section 2 of the bill which amends the existing law, Under the
present law if you wanted to change the rates or the reserve require-
ments on deposits in any one of the three classes of banks would you
have to change it as to all of them in the same issue?

Mr. Eccres. We would in two classes of them, but not in all three.

Mr. WitLiams. What two classes go together?

Mr. Eccres. The central reserve cities, that is, New York and
Chicago, and the reserve cities, in that we cannot change the central
reserve cities without changing the reserve cities in exactly the same
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ratio. If we increase the reserve requirements in one we have to in-
crease them in the other, or if we decrease the reserve requirements
in one we have to decrease them in the other, but we could change
the reserve requirements in those two classes of cities without changing
the country bank classification.

Mr@. WiLiams, But ‘they would have to be changed in the same
ratio?

Mr. Eccres. Exactly. _

Mr. WiLurams. This amendment is designed to permit a change
in any of the three in the proportion you want to chan%e them ¢

Mr. Eccres. That is right, within the limitations of the statute.

Mr. Witrrasms. Yes; that is right.

The CrairmaN. Thank you, Governor Eccles. The committee will
meet tomorrow morning at 10: 30,

(Thereupon, at 12:40 p. m., the committee adjourned until tomor-
row, Thursday, June 18, 1942, at 10 a. m.)
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TO AMEND THE FEDERAL RESERVE ACT

FRIDAY, JUNE 19, 1942

House oF REPRESENTATIVES,
Commirrer oN Bankine aNp CURRENCY,
Washington, D. C.

The committee met at 10: 30 a. m., Hon. Henry B. Steagall (chair-
man) presiding.

The CrairaraN., Governor Eccles, we will be glad to have you re-
sume your testimony on the bill, and Mr. Patman would like to
interrogate you further at this time,

STATEMENT OF MARRINER S. ECCLES, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM—Resumed

Mr. Paman, Mr. Eccles, the day before yesterday I had gotten
down to the point where, if we needed more money, one way to give
the banks extra reserves to purchase Government bonds would be
for the Open Market Committee to buy Government bonds in the
open market, and I suggested if you bought for the Federal Reserve
Bank one billion dollars’ worth of bonds, that would automatically
create a billion dollars of reserves in the banks and, after the reserves
had been reduced 50 percent, the maximum, that would enable the
banks to purchase $50,000,000,000 worth of bonds. Now, let us assume
that has happened——

Mr. Eccues. Ten million dollars’ worth, by the purchase of a bil-
Jion dollars’ worth of bonds in the market.

Mr. Parman. I got the two mixed up. The purchase of a billien
dollars’ worth of bonds in the market, after the excess reserves had
been reduced, will enable the banks to buy 10 billion?

Mr. Eccres. That is right.

Mr. PamyaN, Where the 50 billion came in was if you would auto-
matically reduce the reserves now, which you have a right to do,
that would give them $5,000,000,000 of excess reserves which they
could use to purchase $50,000,000,000 worth of bonds.

Mr. Econes, That is right.

Mr. Patman. Now let us assume that we not increase the reserves,
in the banks, and you go in the open market and buy a billion dollars”
worth of bonds: you buy them with Federal Reserve money, do you
not?

Mr. Eccres. Well, we buy them with Federal Reserve credit.

Mr. Paraan. I know; but suppose the banks call for the money,
you issue Federal Reserve notes, do you not?

Mr. Eccues. What we do, if we purchase Government securities
in the market, is we credit the account of the bank that turns them
in, They usually come through the banks.

Mr. Patman. That is right.
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Mr. EccLes. Even though they may be individuals who are selling
the securities; and we debit the bond purchase account, showing that
the Ifedera] Reserve has a liability to the banks to the extent of $1,000,-
000,000, which represents their reserves on the one hand, and that
they own $1,000,000,000 of bonds in what we call the portfolio, on
the other hand.

Mr. Paryman. I know in practice that is exactly the way it is done,
Mr, Eccles; but suppose the banks want the billion dollars in currency,
you would pay it in the Federal Reserve notes, would you not?

Mzr. Eccres. That is right.

Mr. Parman. Those Federal Reserve notes, as we have offen dis-
cussed, are obligations of the United States Government?

Mr. Eccves, That is right.

Mr. Pararan. Then you use those Government obligations to buy
interest-bearing Government obligations and you place them with the
Federal Reserve banks, 12 of them?

Mr. Eccues. That is right.

Mr. ParmaN. And they would continue to receive interest on those
Government obligations as long as they were outstanding?

Mr. Eccres. That is right.

Mr., Parsran. So the result is the Government’s credit has been
used and the Government has gotten nothing for the use of that
credit; the Federal Reserve banks are using it free, are they not?

Mr. Eccres. Well, the Government in effect, for all practical pur-
poses, owns the Federal Reserve banks,

Mzr. Paryan. For all practical purposes?

Mr. Eccres. Yes; because the Federal Reserve banks are not operat-
ing for profit. The Government can take from the Federal Reserve
banks, at any time they choose to do so—and they have done it in
the past—any earnings that the Federal Reserve may make. They
took $140,000,000 from the Federal Reserve banks and used it to set
up the capital for the Federal Deposit Insurance Corporation. If
at any time the Federal Reserve’s income, as a result of its purchase
of Government securities, should enable 1t to accumulate large sur-
pluses that the Congress felt it wanted to use, they could appropriate
those surpluses for whatever purpose they wanted to.

Mr. Parman. I understand that, Mr. Eccles, and that it has been
done in the past. The law used to provide that that surplus would
overflow into the Treasury. Of course, that has been changed. But
the point I am endeavoring to reach is this: To what point are you
willing for the banks to go in buying Government bonds? All of
the banks now have a total capitalization of about three and one-
half billion of capital stock and three and one-half billion of surplus,
and one billion of nndivided profits. That is about $8,000,000,000
of capital structure. How far are you willing for these banks to go
in buying Government securities? Are you willing for them to buy
$100,000,000,000 worth, or $150,000,000,000 worth?

Mr. Eccres. You are speaking of private banks?

‘Mr. Parman. Yes; I am speaking of private banks.
~ Mr, Eccres. I would like to see the Government’s deficit financed
to the greatest possible extent out of the sale of its securities to the
public outside of the banks.

Mr. Patman. I agree with you on that.
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Mr, Eccres. I would not feel that it would be necessary to sell to
the banks anything like $100,000,000,000 of. securities. I would feel,
if anything like that amount of securities was sold to the banks, that
we would have failed to distribute the securities to the public as they
could and should be distributed, and we would have created an infla-
tionary condition in the banking system.

Mr. Pataan. That is not an answer, Mr. Eccles, to my question. T
asked you the question how far you would be willing for the banks to
go. T agree with you that we should sell bonds to the public, to those
who have existing accounts and have transferable accounts, rather than
the creation of new deposits. I thoroughly agree with you on that.
But suppose we are unable to sell a sufficient amount of bonds—and
we are selling only about a billion dollars’ worth a month and spend-
ing two billion—and suppose we have to keep on selling securities to
the banks, how far are you willing for them to go with their present
capital structure?

Mr. Eccees. I would not want to fix some specific amount, some
ratio, at all. I recognizeto the extent that the Congress is unwilling
to levy an adequate tax system and to the extent that the Government
does not devise securities that the public is willing to buy, then the
difference must be made up through the selling of securities to the
banking system, or through pursuing the course which you have sug-
gested, which is equivalent to the issuance of currency.

Mr. Parmyan, Well, is not the selling of bonds to a bank, that creates
a deposit by a bookkeeping transaction, equivalent to the issuance
of currency

Mr. EccLes. Noj; there is a very great difference.

Mr. Parstan. The credit in the bank has the equivalent of currency,
has it not?

Mr. Eccres. There is a very substantial difference. 'When you issue
currency, when you create excess reserves, you drive down the rates.
As you drive down the rates, you reduce the interest of the public
in the purchase of the securities, and you increase the pressure for
the banks to Eurchase and, -of course, decrease the pressure for the
public to purchase.

Mr. Patman. There is no pressure on the banks to purchase now,
is there?

Mr. Eccres. There would be pressure on them as the rates went
down, because there would naturally be an effort to increase the vol-
ume—in other words, to offset the reduction in rates.

Mr, ParmaN. In other words, if instead of buying $1,000,000,000
worth of bonds from private banks, the Federal Reserve banks would
create that credit themselves on the books, you say that would be more
inflationary ?

Mr. Eccrrs. Yes.

Mzr. Parman. More inflationary?

Mr. Eccres. Yes.

Mr. Patman. Let us suppose you need $1,000,000,000 this morning,
the Treasury does, and the Treasury gets that on"a certificate of indebt-
edness from the Federal Reserve banks, without interest, and in that
way creates $1,000,000,000,

r. Eccues., That is right.

Mr. Patsian, What is the difference in the actual creation of money

or increasing the deposits in the amount needed, and in selling $1,000,-
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000,000 worth of bonds to private banks and increasing their deposits
by exactly $1,000,000,000% .

Mr. Eccres. There would be a very substantial difference.

Mr. Pararan. What is the difference?

Mr. Eccres. I will explain it to you.

Pursuing your suggested method of giving to the Federal Reserve
banks a certificate for $1,000,000,000 and the Federal Reserve banks
giving the Treasury credit for $1,000,000,000, that would be the
equivalent to the Treasury issuing currency in the first instance.
There would be no difference whatever in putting non-interest-bear-
ing certificates into banks as you suggest, and merely printing a
billion dollars of currency and depositing the currency with the
Reserve banks to be disbursed by the Reserve banks as the currency
needs of the public require the use of currency. That would be
exactly the same, because when that credit of the Treasury in the
Reserve banks of $1,000,000,000 is spent, that billion dollars goes out
into circulation as the Treasury spends it and becomes a deposit in
the banking system somewhere on the one side, and becomes an excess
reserve on the other side. So that the banks are then in a position,
with that billion dollars of reserves that has been IiUt with them, to
expand a multiple amount of credit and that billion dollars puts
them immediately under pressure to loan money, or to buy securities.
Tt creates a condition or climate that is favorable for the easiest kind
of credit expansion.

The supply of an excess of reserve funds in the hands of the
banking system would tend to drive down bill rates and other rates
to the vanishing point and, as the rates drop, the banks attempt to
offset their loss of income, in. order to keep going, by buying a

eater volume. That, of course, would tend to divert the securities
into the banks and away from the public—the very thing we do not
want to do. When the banks buy Government securities directly,
they have, in lieu of the excess reserves, an asset in the form of Gov-
ernment securities and it actually diminishes the excess reserves
of the banking system, because, as the banks buy Government securi-
ties, they increase the total deposits by that amount; and as the
deposits increase, the reserve requirements increase. In other words,
if the banks buy one billion of Government bonds, they create a
billion of deposits and the reserve requirements go up 200 million.
So that you actually reduce any excess reserves by the purchase
by the banks of. Government bonds; whereas, with your proposal,
vou increase the excess reserves. That is a fundamental difference.

Mr. Pataran, But, Mr. Eccles, suppose you had the power to con-
trol the excess reserves—and you have the right to .increase them;
you could make it 25 percent, 50 percent, or 100 percent—then that
wounld be a complete answer to what you said, would it not?

Mr, Eccues. No; it does not answer it at all, for this reason—

Mr. Pataan. You could wipe out the excess reserves you did not
want.

Mr. Eccres. That is right; but you would have to pay the banks
for the service they rendered fully as much as the interest they get
on Government bonds.

Mr, Parman. The banks are getting paid now; the people are
paying now for the carrying of their accounts, and why should the
neovle and the Government both pay?
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Mr. Eccues. Look at the earnings of the banks! Bank stocks are
selling for 50 percent of their liquidating value today. Look at the
whole banking picture: Can you say that the banks are excessive
earners? Is there any line of business that is rendering a more use-
ful service than the banking system, and getting less return?

Mr, Parpan. I do not know about the returns——

Mr. Eccres. I wrote you a letter here in March on this very subject
that covered this whole field, and it seems to me this is more or less
going around that same circle.

Mr. Parman. One thing is obvious, that the bank stockholders all
have in all invested $8,000,000,000; that they have been permitted to
put three times that much in Government securities on which they
receive interest now. I do not object to that; I want to give the
banks a fair return. I think the banks are a very necessary and
highly desirable institution, and are rendering a wonderful service,
but as long as the Government subsidizes the banks like it does—
and three times the capital structure should be enough—I think if the
Government can finance the war debt by not being compelled to pay
interest on the remainder; it would be perfectly fair to the taxpayers
that it be done.

Mr. Eccres. Let me answer that by asking a question: Why is
the interest a burden on the taxpayers, when the taxpayers get the
interest?

Mr. Pamyan, What do you mean by ‘the taxpayers get the in-
terest?” Do you mean to say that the holders of Government bonds
are the principal taxpayers?

Mr, Ecores. Pretty largely.

Mr, Patman. Of course, if they were all the same, your suggestion
would be correct, but I do not think they are all the same.

Mr. Eccres. No.

Mr, PataaN. We have some very burdensome excise taxes.

Mr. Eccres. Yes; but looking at the economy as a whole, they are
the same. You might be interested to know that the insurance com-
panies own a very large amount of Government bonds and of course,
as I am sure you must know, the policyholders in the insurance
companies number more than 60 million.

Mr. Paraaxn. I am not objecting to the insurance companies buy-
ing Government bonds. They are exchanging deposits; they are
not creating the money to buy them. But I have often heard you
say that the banks create money and I notice in all of this adver-
tising in the bond-sales campaign and the talks and speeches en-
couraging people to buy bonds and stamps, they make this statement,
that “if the people do not buy bonds and stamps it will cause infla-
tion, because the commercial banks will be required to buy these
bonds and, if the commercial banks buy the bonds, they create the
money, which automatically increases the demand deposits and causes
inflation.” Now, is that a correct statement, or not?

Mr. Eccres. Well, commercial banks as a whole create money; but
the individual bank in purchasing Government bonds or making
the loan has the reserves with which to do it; because, when they set
up the credit for a loan or for the Government bond which they
purchase, they of course do not know how soon that credit may be
drawn out; therefore, to them, they are investing funds that they
have on hand.
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Mr. Paraan. But they remain in the banking system as a whole?

Mr. Eccres. They remain in the banking system as a whole, as an
increase in deposits.

Now I want to get back to this question of the insurance com-
panies and others purchasing Government securities, that is, others
outside of the banks.

Mr. Patman. There is no difference between us on that.

Mr. EccLes. As I understand it, your proposal is that all institu-
tions and individuals, with the exception of commercial banks, be
permitted to purchase interest-bearing Government notes; that your
proposal is merely to finance that portion of the Government’s re-

uirements through the Federal Reserve System, without interest,
that it is impossible to finance by the sale of interest-bearing
securities.

Mr. Paraan. To the holders of existing accounts.

Mr, Eccres. Yes.

Mr. Pataan. That is right.

Mr. Ecces. And you want to make up merely the differential.

Mr, Paraman. That is right.

Mr. Ecoues. How do you prevent then the banks from going in the
market and bidding for open-market securities—securities that are
in the market?

Mr. Paraman. Well, of course, I would hold them down to the
amount of bonds that they had as of a certain definite period and
let them exchange all they wanted to. They are getting about 400
or 500 million a year now in interest on bonds which they hold, which
is enough to paew their employes expenses..

Mr. Eccres. What you would do is to freeze the commercial banks—

Mr. Pamaran. Put a ceiling on the amount.

Mr. Eccues. You would freeze the commercial banks’ holdings of
commercial securities and would not permit them to purchase any
more Government securities,

Mr. Pataman. In excess of a certain amount.

Mr. EcoLes. Yes.

Mr. Parman. They could sell and buy, but they could not go beyond
that ceiling.

Mr. Ecoues. Of course your proposal is somewhat of a modification
of a former proposal that was designed, as I recall, to finance the
entire Government deficit through the issuance of non-interest-bear-
ing certificates through the Federal Reserve System.

Mr. Parman. You are referring to bill H. R, 6391, I think, and it
says specifically in there, Mr. Eccles, that they shall be allowed to
hold that amount of bonds that they held at the end of 1941, Decem-
ber 81. T think you will find that specific provision in there.

Mr. Eccres. The fundamental objection to your proposal, first, is
the inflationary effect through the increase of the excess reserves
on the part of the banking system. If that was met by increasing the
reserve requirements by the amount of the excess reserves that were
created in the banking system through purchase by the Federal Reserve
banks of certificates, then, of course, the inflationary objection would
be partly overcome; it would not be as inflationary. You get, then, to
the point of what is the banking system worth to the community;
should it be required to render an increasing amount of service without
an increasing return?
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As the Government increases its expenditures of funds, through the
method you have indicated, you would greatly increase the deposits
of the banking structure. That in itself, of course, would be infla-
tionary, because there would be an increasing amount of deposits
created as you propose. You would create deposits in exactly the
same amount, but in a different manner, and you would get the
inflationary effect through a great incrense in the deposits—not
through the banks loaning the money, but through the Federal Reserve
actually creating the money instead of the individual banks creating
the money. You would create the money, of course, in exactly the
same amount that we, of course, increase the deposits of the banks,
and increase the work of the banks in handling the increased volume
of deposits. ‘

The banks are up against this situation today : their costs of opera-
tion, labor costs, particularly, are increasing. The volume of their
work is greatly increasing because of the volume of business activity
in general and the volume of check transactions and particularly
the work they are doing for the Government in connection with War
Savings bonds and other Government securities, upon which they get
no return. And along with that, through the curtailment of in-
stallment credit, they are rapidly losing the most remunerative loans.

Priorities has curtailed the construction of houses and, therefore,
the mortgage loaning business of the F. H. A. which proved to be
a very desirable type of business for the banks—they were by far
the largest holders of F. H. A. mortgages—those loans will be on
the dec%ine and, as a matter of fact, loans in the aggregate are
now on the decline and I look to see, over the next year or so, the
volume of bank loans and investments, outside of Governments,
diminishing. And unless the holdings of Governments increase to
some extent, I do not know what the banks are going to do from
an earning standpoint, unless they should put much heavier service
charges on the public. The rank and file of the public who use
the convenience and the services of the banks for keeping their
books—because that is about the only books that the average person
has—would be charged and would have to be charged more if the
bank was unable to incremse its loans and investments, its source
of revenue, to offset the increased expense due to the increased
volume of activity.

So that you get down to the perfectly practical problem here of
having to pay in one way or another for the service which the
banks render, and they certainly are not overpaid.

Mr. ParmaN. And you think it is easier to pay through interest on
Government bonds?

Mr. Eccues. I think that the whole principle of paying interest
on debt is fundamental in the democratic capitalistic system.

Mr. Parman. Have you ever given consideration to saving the
interest on the Government war debt?

Mzr. Eccres, To saving interest?

Mr. Parmaw. To not paying interest on the Government war
debt? Have you ever tried to arrive at some plan that would be
safe and logical to save interest on the war debt?

Mr. Eccrrs. It does not save any, because the public gets the
interest on the war debt.

Mr. Pataran. But they are not the same people.

74834242
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Mr. Ecocres. I started to point out to you how nearly the same
they were. We seem to think that people are all debtors on the one
side, and all creditors on the other. A great many people, in fact
possibly the bulk of the people, are both debtors and creditors.

Mr. Pamaran. Well, we would not have any money unless we were
in debt, would we?

Mr. Eccies. That is correct. But the savings of the public in the
mutual savings banks, the savings of the public in the savings de-
posits of the commercial banks, and those savings in those two types
of institutions, which will run between 20 and 25 billion dollars, are
invested, a very substantial part, in Government bonds and they
represent the savings of tens of millions of our people. I think the
holdings of Government securities by the insurance companies, as I
recall, are around 8 billion or more and they represent some-
thing over 60 million policyholders. Government trust funds from
its retirement systems of various kinds, Social Security trust funds—
which, after all, belong to all the people—are invested in Govern-
ment securities and there is over $8,000,000,000 of Government securi-
ties held there.

I do not recall what the commercial banks own ; something like 20
billion of Government securitics.

Mr, Parman. It is 24 billion, I think, now.

Mr. Ecores. But their securities are the ones with the lower inter-
est rate, because they own the shorter securities, the notes and the
bills, which of course are low-interest-bearing securities.

Then there are the war savings bonds and stamps which now run
five, six, or seven billion dollars in that field. And we all know that
they are generally owned by the public.

So that when we think of interest on Government debt going to
a comparatively few rich people, it seems to me we fool ourselves,
because the interest on the Government debt—-

Mr. PaTasan. But you are getting away from what I am talking
about, Mr. Eccles. You see, I am in accord with you on the selling
of bonds and stamps to people who have existing accounts, including
individuals, corporations, life insurance companies, or any institution
that has an existing account, because that is necessary to keep down
inflation. . But when this war is over, you know that these people
who now hold bonds and stamps are going to be anxious to buy
automobiles, refrigerators, and something they need in the form
of essential civilian products and, in doing that, they are going to
want their money.

Mr. Eccues. Well, some of them will; some will want some of it.
‘We hope they do.

Mr. Patman. Suppose we have $10,000,000,000 worth of holdings
of these bonds wanting their money after the war is over, will you
have the banks just to ereate that money like you are talking about
and the Government pay interest on it, or will you finance it in some
wav whereby we save that interest rate?

Mr. Eccres. You, of course, are assuming that everybody wants to
convert into cash. )

Mr. Patman. No; you are absolutely mistaken. T do not say that;
I sav a lot of people will. and I say assume, for the purpose of dis-
cussion. that $10,000,000,000 worth of them want their money, where

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



AMEND THE FEDERAL RESERVE ACT 33

are you going to get that money—have the-banks create it and have
the peo le forever pay interest on it?

Mr. Eccues. No. As long as we maintain the national income at
a high level and maintain full employment, there will be a terrific
lot of savings, and people who want to sell their securities, or to
convert them, will likely find a market for them in people who are
still saving and who want to buy them. The insurance companies
will still have a very large income currently to invest; the mutual
savings will likely have a large income currently to invest.

So that T am not at all sure when the war is over, and I hope not,
that the Government will have to be issuing a lot of further securities
expanding the debt as they are at the present time; that the problem
of employment wounld be met by the backlog of purchasing power
that will be created in the field of housing and consumers’ durable
goods, and that the corporations and many individuals and insti-
tutions will still have funds to invest and likely will be able to provide
a market for those who want to sell.

Mr. Parman., What do you expect the interest rate to be after
the war?

Mur. Eccies. T think the interest rate is largely a controlled factor;
that 1s, the interest rate is pretty largely what the Federal Reserve
and the Government make it.

Mr. Paryvan, Well, under existing policies supported by law, the
Federal Reserve Board can really fix the interest rate, can it not?

Myr. Eccres. No; we cannot fix it——

Mr. Paraan. What I mean is you can control it.

Mr. Eccurs. The Federal Reserve can influence it within rather
reasonable limits.

Miss Sumner. Governor Eccles, I hope you include in your remarks
relative to the need on the part of some citizens for Government bonds
the fact that there are State laws which make it necessary and man-
datory for trust estates and estates held by administrators and execu-
tors to invest in Government bonds and, in many cases, Govern-
ment bonds are the only legal investment for those funds.

Mr, Kunker. I want to ask Mr. Eccles if he will insert the letter
he wrote you (Mr. Patman) in the testimony.

Mr. Patyman. Let him put it in at the end of his testimony.

Mr. Kuxken, Yes.

Mr. Parmaran. Also the letter I wrote him and his reply to it.

(The letters requested are as follows:)

[Statement for the press for relense in morning nmewspapers of Tuesday, Mareh 25, 1941}
BosrD OF GOVEXNOES,
FEDERAL RESERVE SYSTEM,
Washington, March 21, 1951,
Hon. WRIGHT PATMAN,

House of Representatives,
Washington, D. C.

DEear Mr. Pataan: From time to time my attention has been called to your
frequent public utterances on the floor of the House and over the radio,
culminating in your recent radio address as printed in the Congressional
Record of March 17, 1841. You have long charged that the Federal Reserve
Sys.em is under the domination of the private bunkers of the country and more
recently you have proposed that the Government finance its entire expenditures
through the issue of new money and without the payment of interest. Since
these questions are of increasing importance in these times, I feel that your
statements should not remain unanswered lest the public be misled into sup-
posing that the issue by the Government of interest-bearing bomds is unneces-
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sary, extravagant, and wasteful, as you contend. Your propositivns concern
matters in which I have an especial interest and for the purposes of the
record I am making this personal reply. While I have no reason to believe
that the Board would differ with the substance of this letter, it has not been
submitted to the other members and therefore Uoes not necessarily represent
their views.

Your plan as deseribed in the Congressional Record is for the Government to
finance its expenditures by issuing new money and avoiding the payment of
interest. In this fashion you would have the Government meet not only its
normal expenditures in excess of receipts but also the enormous defense
expenditure now under way and in contemplation and ultimately the entire
outstanding Federal debt.

The sovereign power of the Congress to authorize such a program is beyond
question. What has to be determined, however, is whether it would be for the
good of the country to embark on such a course. To my mind it would be
disastrous. Plausible as your proposals may be made to appear, there is no
escape from-the truth that someone must pay for everything. If the Govern-
ment could save the billion or more a year without causing any corresponding
or greater losses to the country, no one could reasonably be opposed to vour
proposal. I am convinced, however, that the creation of tlie huge amount of
new money contemplated by your plan could ouly lead to incaleculille losses
for the country as a whole.

At the outset I think it necessary to dispose of some of your misconceptions
on the subject of the banking system. First of all, the interest received by the
commercial banks of the country on their Government bond holdings is not an
unconscionable tribute, as one might imply from your discussion. The banking
system of the country is an indispensable part of our capitalistic economy. Prac-
tically all the people make use of some banking service, either directly or indirectly.
How would these people be affected by your proposal? If the revenue from
Government bond holdings should be taken from the banks, they would seek some
other source of revenue to replace it or reduce their disbursements, Obvigusly
they could not raise their lending rates, since the huge amount of new money
inveolved in your plan would drive interest rates even below their present low
levels. The banks would be obliged to reduce still further the rate of Interest
paid on their savings accounts although the savers of the country are now
receiving an excessively low rate of return. Beyond that, the banks would have to
increase materially their service charges of various kinds, principally for checking
accounts. These efforts to replace the revenue now derived from interest on
Government securities would impose a new burden upon the people of the country
substantially in the same amount as the interest now received by the banks on
their Government bond holdings. There is this important difference, however,
that the new burden upon savers and other individuals using banking services
would fall most heavily upon the more numerous owners of small accounts
whereas the burden of taxes collected by the Federal Government to pay interest
on its bonds falls for the most part upon those with ability to pay.

Nor can it be truthfully said that banks make inordinate profits, and that they
could operate on a sound basis with less income. During the 10-year period 1930—
39 the average rate of net earpings on invested capital by member banks was
2 percent, which is less than a reasonable rate of return. It should be noted that
these earnings relate only to banks which survived the great depression. A
complete picture would show that during the period 1929-33 inclusive, 9,755
banks failed aod their stockholders in nearly every instance lost their entire
jinvestment and in many cases paid assesments up o the par value of their
stock. During the 5-year period 1935-39 the average rate of return was 6.1
percent, but this better showing was due in large part to the fact that during
this period banks were realizing recoveries on losses charged off during the
depression and profits on the sale of securities in a steadily rising bond market.
Obviously, these are nonrecurring items, without which the earnings for this
recent 5-year period would have been substantially lower.

That the banking business is not considered lucrative by the investing publie
is attested by the fact that during 1940 the average price of common stocks of
19 New York banks was about 55 percent of the corresponding prices in 1926,
whereas publie utilities stock prices averaged around 80 percent and industrials
around 100 percent of the corresponding prices in 1926,

The effect of your proposals upon mutual savings banks, life-insurance com-
panies, educational endowments and other ihstitutional investors who hold Gov-
ernment bonds would be even worse becanse these institutions would have great

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



AMEND THE FEDERAL RESERVE ACT 35

difficulty in making up the loss of revenue. They would be compelled to reduce
drastically their disbursements, Savings banks would have to reduce still fur-
ther the rate of interest paid on their accounts, life-insurance companies would
have to curtail dividends on outstanding policies and charge higher premiums
for future policies, and educational endowments would be forced to decrease their
support of schools and colleges.

One of your favorite complaints is that the Federal Reserve banks are owned
by private bankers and that the Board of Governors in Washington as well as
the Federal Reserve banks are operated in the interest of private bankers.
These charges will not stand up under examination. The Board of Governors,
the members of which are appointed by the President and confirmed by the
Senate, is a public body. As to the Federal Reserve banks, you rest your cuase
upon the slender point that the stock of the Federal Reserve banks is owned by
the member banks. Congress specifically provided for this, as well as for the
rate of dividend and Congress can change the nature of the stock and the rate
of return at will, This so-called stock ownership, however, is more in the nature
of an enforced subscription to the capital of the Federal Reserve banks than
an ownership in the usual sense. The stock cannot be sold, transferred or
hypothecated, nor can it be voted in accordance with the par value of the shares
held. Thus the smallest member bank hus an equal vote with the largest,
Member banks have no right to participate in earnings above the statutory divi-
dend, and upon liguidation any funds remaining after retirement of the stock
revert to the Government. You greatly exaggerate the significance of this so-
called stock ownership, At the current dividend rate of G percent, it involves
the payment anuually of approximately $8,000,006 to more than 6,000 member
banks, and could be done away with altogether without important effects except
to put an end to an illusfon created by you and others in the minds of some
people. At the same time, it {8 my view that the Federal Reserve System should
be uneguivocally a public instrumentality but the ownership of the stock of the
Federal Reserve banks is not the determining factor.

Coming to the principal issues involved in your proposal to issue a eonstant
stream of new money to finance the Government, thd reasons why this would be
contrary to the public interest may be summarized as follows: (1) Borrowing
by the Government at interest, particularly the borrowing of money actually

aved by consumers, rather than issuance of currency, is a necessary safeguard
against inflation, particularly at this time, and (2) borrowing by the Government
at interest Is an essential part of the capitalist economy in which we live,

There are times when the money supply should be increased and times when
it should not be. It is one of the tasks of the Federal Reserve System to see that
the money supply is adjusted to current requirements of the economic situation.
The System has powers to supply almost unlimited increases, but its powers to
prevent harmful increases or to bring about nceded decreases are now wholly
inadequate.

The prevailing situation, which is likely to continue during the new few years,
does not call for increases in the available supply of money. The amount of ad-
Jjusted demand deposits and currency, which together constitute the supply of
money owned by the public, already exceeds $42,000,000,000 or more than double
the amount that existed in 1933 and some $15,000,000,000 more than was on hand
at the peak of the boom period of the twenties. A large part of these deposits rep-
resents idle funds being held on demand for future investment. In addition,
commercial banks of the country have over $6,000,000,000 of reserve funds in
excess of their requirements and available as a basis for a multiple expansion
of loans and investments and therefore of deposits. In fact, existing deposits,
if utilized at the rate of turn-over that prevailed in the twenties, could support
a tremendous boom without creation of an additional dollar of new money.

With prospects for improved business under the stitnulus of the defense pro-
gram, it is probable that individuals and {nstitutional investors will find greater
demands for their now idle lendable funds, and that these funds will be put to
more active use. In the first place, idle funds will be lent to the Government
for its defense expenditures, and this will unavoidably put them into active cir-
culation. Then, as business improves, idle funds will be put to use by large and
small business units raising new capital. Even beyond this, as prosperity grows,
individuals themselves will put inte circulation part of their aceumulated cash
savings by buying goods and services as one kind and another, the purchase of
which they postponed in the past when they accumulated those cash savings.
It is possible that this expansion of the use of existing funds may go so far that,
added on to the present rate of turn-over of money and goods and services, it may

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



36 AMEND THE FEDERAL RESERVE ACT

exceed the productive capacity of our economic system. Such a condition is
one of monetary inflation, characterized by attempts to buy things that cannot
be bought, that is, by the bidding up of prices of goods, of equities, and of other
property—in other words by the usual phenomena of general inflation.

One way of helping to avoid this development is for the Government to
finance its expenditures by taxation and by borrowing existing funds. It is
better that borrowing be done from the current savings of the public and from
past savings now held as deposits of individuals, business corporations, insur-
ance companies, and cther fiduciary institutions, rather than from the idie
reserve funds of the banking system. Borrowing from the latter resuits in a
further increase in the supply of bank deposits. If amounts to financing with
new money which would be dangerous if the supply of deposits were already
actively in use and with production already nearing capacity levels, Yet ycur
proposal wonld court this danger by bringing about an even greater increase
in bank deposits. In order to carry out the growing.defense program it may
at some stage become desirable that borrowing be entirely frem current savings-——
which will, however, need to be larger than now—so that for every dollar the
Government spends the consuming public will have spent a dollar less. It may
also be necessary to absorb a part of the banks’ additlonal lending power by
increasing their reserve requirements, as was indicated by the special report
which the Federal Reserve System submitted to Congress on December 31, 1940,
Your proposal, on the contrary, would increcase manyfold the excess reserves of
member banks, through the issuance of new money by the Federal Reserve banks
for Government expenditures, and would add enormously to the banks’ lending
POWET.

Your plan is inconsistent with the nature of our capitalistic democracy. As
our economic system works, n Iarge part of the public saves a part of its income
which Is invested in homes or in plant, equipment, and the like, which:supply
current goods and services to others., Or they lend to the Government to meet
its expenses in excess of tax receipts. Interest is the most common form of
compensation that these igdividuals obtain for the use of their money. These
savings are often not invested directly but are entrusted to insurance companies,
banks, and other institutions, which do the lending. These institutions receive
interest and in turn either pay interest or provide services to savers, as well as
meet their operating costs,

Interest on debt—a large part of which is public debt—constitutes income
of private individuals, of educational and charitable trusts, of insurance com-
panies, and of banks. A certain part of it pays for the costs of the process of
investment. Discontinuance of interest on the public debt, therefore, must be
thought of not merely as 50 much saved the Government or the taxpayer, but
also as so much income cut off from savers, trusts, institutions, and individuals
that require the safest type of investment.

If there were some virtue in your I(}eas for Government financing, other coun-
tries might be expected to follow them. But the faet is that not even the dictator
nations and none of the other powers have abandoued the payment of interest on
Government issues, For all of the boasted efficacy of German financial manage-
menf, the Nazi government has adhered to strict orthodoxy in paying interest
rates, considerably higher than those prevailing in the United States, on its obli-
gations and has sought with much success so far to avoid creatiug new money.
Instead, by heavy and widely distributed taxation, the Nazi government has sought
to finance its vast expenditures so far as possible out of existing funds and to
avoid monetary inflation, possibly because the memory of the demoralization of
the mark after the first World War is still so fresh in German memory.

Financing Government by issuing currency would have a double-barreled effect
upon the interest income of the public, It svould reduce the amount of interest
received by savers, and it would increase the amount of money available for in-
vestment. As use for these funds was sought, interest rates on all types of debt
would decline, until the bare costs of investment could not be met, In such cir-
cumstances, funds intended for investment would either remain uninvested or
would, out of necessity, be used for the speculative purchase of existing consump-
tion goods, physical property or equities of various kinds. This would intensify
the inflation already generated by eapacity production for the defense program it
finaneed by new money. Such conditions wounld completely demoralize our eco-
nomic system as now constituted. Tt would mean the end of capitalism and
require the substitution of some other system in its place.

Very truly yours,
M. 8. Eccres, Chairman.
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[Coprl

CoNGRESS OF THE UNITED STATES,
HoUSE OF REPRESENTATIVES,
Washington, D. C., March 24, 1941.
Hon. MARRINER S, ECCLES,
Chairman, Board of Governors, Federal Reserve System,
Washington, D. C.

Desr Mi. EccLes: I have received your letter of March 21, 1941, and I expect
to reply to it as soon as I have the time to do so. It is my belief that your views
should be given to the public, and when I repty to your letter, I expect to insert
it in the Congressional Record, along with my reply,

Before replying to it, and in order to get our definitions straight, I would like
for you to answer the following questions:

1. Has the Federal Reserve Banking System refused to comply with certain
laws which aifect governmental institutions, including civil service, because the
Board took the position that it is not a governmental institution?

2. Is it not a fact that the Open Market Committee has the greatest power
and influence that can be exercised by any group in connection with the Federal
Reserve Banking System? (If you disagree ubout this, please outline the tre-
mendonts powers that can be exercised by this committee and stute wherein these
‘powers are not as great as the powers possessed by any other committee or group
in the System.)

3. Please give the names and addresses of the Open Market Committee and
the institutions in which the members of this committee, who are not on the
Board of Governors, are connected.

4. Please give the names and addresses of the advisory committee and the
names of the companies and institutions the members of this committee are
connected with,

5. I have asserted that the Federal Government can issue either interest-
bem-in'g’; bonds or money, or both bonds and money. Is this a correct statement
or not?

6. I have also asserted that a Federal Reserve bank obtaing money from the
TFederal Reserve agent for the cost of printing, which is approximately 30 cents
per $1,600. If this statement is not true, please indicate wherein it is untrue.

7. I have also asserted that Federal Reserve notes that are paid into cirenla-
tion by a Federal Reserve bank are not obligations of the Federal Reserve bank,
but these notes state on their face: “United States Government promises to pay
upon demand —— dollars.” Am I correct in the statemnent that the money issued
by the Federal Reserve banks are obligations of the Federal Government and
not the Federal Reserve banks and is the same as a4 Government non-interest-
bearing obligation?

8. I have stated that under our present system the Treasury can sell a
thousand-dollar bond providing for an annual interest panyment to a Texarkana,
Tex., bank and that the Dallas Federal Reserve Bank could take the one thou-
sand dollars’ worth of Federal Reserve notes and buy these bonds from the
Texarkana bank. That the Federal Reserve bank at Dallas could continue to
hold the Government bonds uutil due and collect interest each year when pay-
able from the Government; that this was, in effect, permitting a privately
owned institution—the Dallas Federal Reserve Bank—to use the Government’s
credit free of charge to buy an interest-bearing obligation, which the Govern-
ment must continue to pay interest on. Do you agree that this illustration is
possible under our present system? If not, why not?

9. Do you agree with my statement that the private commercial banks have
created by bookkeeping transnctions almost $20,000,000,000 for the past few
vears for the purpose of acquiring United States Government interest-bearing
obligations?

If you agree that the banks create this money, do you also agree that the
Government could create it directly without having any more nmoney in circula-
tion than if the banks created it?

10. Do you also agree that the Federal Reserve Banking System creates money
on the Government’s credit without paying the Government anything therefor?

11. Do you agree further that the satne security that is behind a United States
Government bond is behind a Federal Reserve note, which is a Government non-
interest-bearing obligation?

12, Do you believe that the Federal Reserve Banking System should be wholly
owned and controlled by the United States Government through its duly ap-
pointed representatives?
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13. Is it a fact that if a Board in charge of the Federal Reserve System is
given the powers, which were recently requested in a special report, that danger-
ous inflation can be prevented, even though the Government uses its own credit
by paying money into circulation instead of using the present system?

14, If in answer to the preceding interrogatory, you state that the powers would
be insufficient under the circumstances, what additional powers could be granted
by Congress that would absolutely control and prevent dangerous inflation?

15. I have often asserted that by the time the Federal Government pays a
long-term bond, it will pay as much in interest as on the principal. Do you
agree that this statement is correct? If not, give me your opinion.

16, Do you consider the title to the gold in the United States Government or in
the Federal Reserve banks?

17. How much money could be created by the Federal Reserve Banking System
under existing laws and regulations if used to the limit upon the gold certificates
claimed by the Federal Reserve banks and United States Government bonds
held by both the Federal Reserve banks and the member banks?

18. Is it true that the Board of Governors have agreed upon a policy to pursue
that will cause an increase in interest rates generally?

19. Is it true or not true that you personally believe interest rates should be
much higher?

20. Is it true or not true that you favor the Federal Government taxing the
income of State and municipal securities for the purpose of causing an increase
in interest rates generally?

21, Please state your answer to the following:

(a) All of the stock of the 12 Federal Reserve banks is owned by private
commercial banks and not one penny of it is owned by the Government or the
people.

{b) The Federal Reserve banks pay no taxes whatsoever to the Federal Gov-
ernment and only pay taxes on real estate to the States and political subdivisions
in which they are located.

(¢) Salaries are paid to individuals connected with the Federal Reserve Bank-
ing System up to $50,000 a year.

(d} Practically all of the income of the Federal Reserve banks is from Gov-
ernment bonds, which were purchased through the free use of the Governmeunt’s
credit.

(e) Although the original law required excess profits of the Federal Reserve
banks to go into the I'ederal Treasury, at this time under existing law, the
¥ederal Reserve banks do not pay anything into the Federal Treasury.

22, I would like to precede this question with an explanation. My proposal
is for the Government to pay the private commercial banks the $138,000,000 that
they have invested in stock in the Federal Reserve Banking System and for the
Government to take over the System and operate it in the public interest. If
Congress should enact such a law, do you agree that the Federal Reserve banks
could accept from the Treasury non-interest-bearing obligations and give the
Government credit upon the books of the Federil Reserve banks thercfor, permit
checks to be drawn upon the account by the Treasury and no more credit or
money would be placed in circulation than if Government interest-bearing bonds
had been issued and sold to the commercial banks?

23. Do you agree that if the Federal Reserve Banking System is owned by the
Government, and expenditures are financed as proposed by me that there will be no
more actual money printed than is printed under the present system?

24. Although the members of the Board of Governors are appointed by the
President, Is it a fact that their salaries are paid by the privately owned banks?

For your information, I am not advocating the issuance of any kind of new
money and am not advocating abolighing the charging of private futerest, except
on United States Government obligations. Further, T am not proposing for the
Government to issue money or credit with no expectation of it belng paid. I
agree that someone must pay for everything, and if the Government issues non-
{nterest-bearing bonds under my proposal, they could be paid back 4 percent a
year and the debt entirely lquidated in 25 years, whereas under your system, if
4-percent interest is paid each year for 25 years, the Government will still owe
the principal of the debt.

When you have replied to these questions, and I hope you will see your way
clear to do 80 at an early date, I shall be very glad to answer every guestion
raised in your letter of March 21, 1941,

Yours sincerely,
WERIGHT PATMAN.
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[Copy]

Aprrr 18, 1041,
Hon., WRIGHT PATAMAN,
House of Representatives,
Washington, D. C.

Desg M. Parman: Upon my return to Washington a short time ago I found
yours of March 24 in which you acknowledged my letter of March 21 and advised
that you expect to reply to it as soon as you have the time to do so. Meanwhile,
in your letter of March 24 you ask me to furnish answers to a series of 24 ques-
tions which you propound.

From a perusal of your questions it is evident that they are not directed to the
fundamental issne which I discussed in my letter of March 21; namely, the
fallacy of your proposal to have the Government finance its expenditures with-
out paying interest. This issue I considered of sufficient importance to justify
my answering your proposa] publicly. On the other hand, it would serve no usefal
purpose to embark upon a correspondence which subjects me to a catechism
covering a variety of matters which run the whole gamut of the problems of
money, banking, and public finance, but are scarecely relevant to the real issue.
Again, many of your questions have the appearance of calling for factual answers,
but such answers would not convey the correct meaning, For instance, your
question 21 (@) asserts that all of the stock of the Federal Reserve banks is
owned by private commercial banks and not 1 penny of it is owned by the Gov-
ernment or the people. While this is technically true, n mere statement of it is
misleading, since this ownership is not of the character implied by the ordinary
meaning of the term, particularly with reference to the matter of control. - But,
as I pointed out in my letter of March 21, “This so-called stock ownership, how-
ever, is more in the nature of an enforced subscription to the capital of the
Federal Reserve banks than an ownership in the usual sense. The stock cannot
be sold, transferred, or hypothecated, nor can it be voted in accordance with the
par value of the shares held. Thus, the smallest member bank has an equal vote
with the largest. Member banks have no right to participate in earnings above
the statutory dividend, and upon liguidation any funds remaining after retire-
ment of the stock revert to the Government. You greatly exaggerate the signific-
ance of this so-called stock ownership.”

Again, many of your questions involve matters which are within the purview
of the Wagner questionnaire and which cannot be adequately dealt with except
in full and open discussion such as will presumably be had before the Senate
Banking and Currency Committee. However, should this or any other committee
of Congress wish me to discuss a series of questions as far reaching as those
contained in your letter I should be glad to respond, as I have frequently done
in the past. Such matters do not lend themselves to satisfactory discussion by
<orrespondence.

- In your questions 3 and 4 you ask for the names of the members of the Federal
Open Market Committee and the Federal Advisory Council. The composition
of these two boards is printed morthly io the Federal Reserve Bulletin, and in
the April 1941 issue will be found on page 378. For your convenience a copy'of
this Bulletin is enclosed herewith.
Yours siocerely,
M. 8. Eccues, Chairman.

Now, Mr. Eccles, in raising money to pay the debt, you know we
have to have burdensome taxes. Are you in favor of a sales tax?

Mr. Ecores. I very strongly opposed a sales tax at this stage as
being a regressive tax, bearing no relationship whatever to the abil-
ity of the taxpayers to pay.

I would favor a sales tax in preference to no tax, however.

I feel that taxes are very essential to reduce purchasing power,
but the sales tax is the wrong way to get at it at this time, I believe.

I believe in first things first and I don’t think that a sales tax
should be enacted until other taxes are enacted. ‘

I would not want to say that a sales tax may not be necessary. I
think that if the war goes on long encugh and we continue to spend
the amounts that are contemplated, we possibly will need on top
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of all the other taxes we are able to get, some form of—I would like to
put it this way—swe may need some form of sales tax.

Of course you have now very substantial taxes that are called
excise taxes and I favor the excise tax if applied in a nonregressive
manner rather than a general sales tax.

Mr. Patnan. Mr. Eecles, in obtaining this money from existing
sources of supply, one of the ways is the way suggested by the gentle-
woman from Illinois, Miss Sumner, but there are a lot of dormant
accounts in this country., It has been estimated there are $100,000,000
in dormant accounts in banks and in even the banks that are members
of the Federal Reserve System.

Don’t you think that money should be used to buy Government
bondsz—I mean accounts that have been neglected for 10, 20, or 30
years?

Mzr. Ecouzs. I would think that those funds in the banks are being
used. I mean the banks don’t just earmark their dormant accounts
and then set aside that money in the vaults—set aside in its vaults
so much currency to meet the account. The funds are intermingled
with all other funds and those funds are invested the same as any
other funds. .

Mr. Parman. For instance, there are a great many dormant trusts.
There is one in Massachusetts for the relief of superannuated wool
carders. The fact is there have been no wool carders in the last
150 years but the money is still accumulating in the banks.

Mr. Eccres. Well, aren’t those funds invested ?

Mr. Patman. Yes; I presume they are. By the banks?

Mr. Eccurs. Yes.

Mr. Parman, Why shouldn’t there be some way—why shouldn’t
the banking system suggest some way of handling these funds and
segregating them and investing them in Government securities di-
rectly. There is an endowment providing for the ransom of Ameri-
can seamen held by barbary pirates on the North Coast of Africa.

There was another one established for the sufferers of an incurable
fever caused by coal gas. There is another trust dated 1683 provid-
ing for the relief of seven aged Protestants in the County of Cork,
Ireland. For the last 50 or 60 years the trustees have been unable
to find seven Protestants of any kind in all the County of Cork.

There is a fund which has been established in St. Louis since 1851
for the assistance of aged and worthy distressed travelers passing
through St. Louis to take up new land in the West.

According to the last report the fund had more than $1,000,000
surplus and there are no takers.

It just occurred to me those funds could certainly be utilized in
the purchase of bonds and stamps; but as you suggest they are in
banks and undoubtedly are being used now through the banking system
as a whole.

Mr. Eccres., Yes. I don’t think they are in the form of what we
call hoarded currency.

Mr. Parman. I read the report of the Federal Reserve Board
and the report of the Comptroller of the Currency and I gained the
impression that the number of banks is on the decline and the number
of branch banks are on the increase. Is that the tendency or not?

Mr. Ecorzs. I think there is very little increase in the number
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of branch banks. I don’t recall the figures, but from 1933, I mean
after the bank holiday, up to the present time, I would doubt if in
the agregate there are any more banking offices now than there were
at that time. But the increase, I am sure, is not an important factor,
and it may be that there are actually less offices than there were at that
time.

Mr, Parman. In the bill we passed here a few days ago, creating
the Smaller War Plants Corporation, there was an amendment:
offered by the gentlewoman from Illinois, which was adopted and it
is now a part O% the law, providing that there should be no limitation
on the amount of a loan to any person or corporation by any bank,
providing, of course, that the loan is guaranteed by the Government
or some agency of the Government.

Have you given consideration to that amendment, Mr. Eccles?

Mr. Eccres. Are you referring to the technical aspects of it?

Mr. Pararan. No; I am talking about—suppose a bank had a capital
stock of $250,000, could they, under this amendment, negotiate a loan
for say $5,000,000 if it is guaranteed by the Government or some agency
of the Government?

Mr. Eccres. It would take the limit off. There is no limit to the
amount of Government bonds, for instance, that a bank can buy.
Its only limit is its supply of funds.

- Mr. Pataran. You mean there is no limit now?

Mr. Eccres. That is Tight:

Mr. Parman. This amendment did not cause that—it was already
that way?

Mr. Eccres. Noj the difference is—there has .been no question
about direct obligations of governments, This was simply a case
of recognizing the loans which were guaranteed as having the same
status as a direct Government obligation.

For instance, what is spoken of as loans made by banks under the
Regulation V, which regulation was written by the Federa]l Reserve
Board in carrying out the provisions of an Kxecutive order which
provides that the Army, the Navy, and the Maritime Commission can
guarantee loans made by banks for war-production purposes, the
Reserve bank acting as the agents for the Army, Navy, and Mari-
time Commission.

A question was raised as to whether or not the bank could loan
more than what is spoken of as its “legal limit” on a guaranty
of that sort, and as I understand it this amendment was passed
for the purpose of permitting banks to take off the restrictions that
were imposed on banks as to ordinary loans.

Mr. Parman. There are two other points I want to cover and I
will be through. One is on the reserve requirements last November
being raised. - Why did you raise the reserve requirements last year$

Mr. Eccres. The excess at that time was around $7,000,000,000——

Mr. Parman. Was the objective to stiffen or increase interest rates?

Mr. Eccurs. The objective was to increase the short-term rates in
part, and to stabilize rates and to try and induce more loans to be
made outside of the banks. As long as the banks had the large
excess reserves and the interest rates were falling——

Mr. Parman, Because there was too much competition with one
another?
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Mr. Eccres. No, no, it wasn’ that at all. As long as the banks
were under pressure to be buying Government se¢urities and large
excess reserves put them under pressure to buy, there was a tendency
to drive the rates down and the lower the rates would go the less,
likelihood there was of inducing the public to purchase Government
securities,

The trend was in the direction of the banks buying and not the
public and we were anxious to divert more of the purchasing to the
public and have less in the banks, and it was felt that such a large excess
reserve created an unstable money market situation,

Mr. Patman. Another point, Mr. Eccles, is that there are 197,000
taxing units in the Federal Government, and State governments,
48 State governments, 3,070 counties, and different school districts
and road districts and levy districts and all kinds of political sub-
division districts. Now, a number of these districts, and especially
school districts, are dependent upon sources of revenue that are
going to be greatly decreased because of eliminating the making and
the sale of automobiles and restricting so greatly the use of gasoline,
upon which there is a heavy tax and wlich is one of the principal
sources of revenue for many of the school districts and school systems
throughout the country.

Have you or your group given any consideration to the Govern-
ment assuming any part of these obligations under the unusual cir-
cumstances caused by the war, in the national interest in helping
out those school districts, for instance?

Mr. Eccres. No, no, the Federal Reserve Board has not and I
don’t know of any other agency of government that has.

Mr. Parman, It has not?

Mr. Eocres. Not that I know of.

Mr. Parmaxn. In connection with the receipt and expenditures
of the Federal Government, I believe that we will appropriate this
year, by the time this Congress is over, about $150,000,000,000; will
1t not, Mr. Eccles? It has already gone over 100 billion,

Mr. Eccres. I haven’t kept track of the appropriations from day
to day and that is what one would have to do to keep up with it.

Mr. Paryan. I mean authorizations,

Mr. Eccres. Yes.

Mr, Pamran. Like the other day we appropriated 84 billion dollars.

Mr. Eccres. That is authorizations you are referring to?

Mr. Parman. Yes. Anyway they exceed $150,000,000,000¢

Mr. Eccres. Yes.

Mr. Parman. T had the amount of receipts added up of our Govern-
ment from the time it was first organized in 1789 to the present time,
and the total receipts to date are only 143-odd billion dollars, so that
will be greatly in excess of what the Government has heretofore col-
lected in all the 153 years of its existence. And, regarding the interest
rates on Government bonds, the interest collected for the first 120
years of our country’s existence, the average amount of interest paid
was $20,000,000 a year.

From 1898 to 1917, it only averaged $33,000,000, but since 1917, the
interest each year has been $301,000,000.

I bring this up for the purpose of showing that the interest paid
on Government obligations had never been a problem up until after
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the first World War, and it never did become such a great burden
until now when it looks like we are facing a $300,000,000,000 debt, and
if we pay as much as 214 percent interest there will be an interest
burden of 715 billion dollars, and if we have to pay that much and if
people like yourself insist that we must do it, and you say we must
pay interest, why, I don’t see how wé will ever pay this debt of 715
billion in interest and then the running expenses of the Government.

It looks to me like it will be just almost unbearable.

Mr. Eccres. Of course, I don’t agree with you that the interest is
the problem indicate, neither do I agree that there is any necessity
for, any such size of debt. If we ever permit the debt to go to
$300,000,000,000, it will be because the Congress has been unwilling
to levy the kind of taxes that a war economy calls for.

It seems to me that we confuse ourselves a good deal with reference
to what we call the “burden” of debt.

You have madé some comparisons with former periods in our his-
tory. It seems to me that the economy today has greater wealth-
producing power, than, of course, it has ever had before. The thing
that is of importance is: what has the economy left over after paying
the interest? Does the payment of interest to the Government in.any
way detract from our ability to produce and distribute wealth, or
to produce and distribute goods$

It actually doesn’t in any way interfere with the ability of our
economy to produce and distribute goods and after all that is the
wealth of the country.

Mr. Parman. But it will make a big difference to the taxpayers.
Suppose you create $1,000,000,000 through the Federal Reserve and
pay 2% percent on that debt for the next 40 years, the debt will be
paid, but if you create the money through a commercial bank and
pay 214 percent interest for 40 years, you still owe the debt at the end
of those 40 years, so there is a big difference to the taxpayer.

Mr, Eccres. If all debts were paid, you would have no money.

Mr. Parasan. That is very true.

Mr. Eccres. And it is impossible for an economy to save and invest,
without debt. That is the very basis of your capitalistic system and
even in the communistic countries, Russia, for instance, they have
recognized the need of debt and savings.

M%. Pamran. Not necessarily interest-bearing debt.

Mr. Eccues. They have interest-bearing debts, however.

Mr. Pataean. I say not necessarily interest-bearing debt. You can
create money without interest-bearing debt.

Mr, Eccres. The Russian Government sells an interest-bearing
bond to its people and they likewise have an insurance system or
mutual insurance systems of insurance, Government-owned, of course,
-that enable people to save through buying this insurance, as people
in this country save to buy insurance, and unless you devise some
system for completely eliminating savings, it seems to me that you
cannot eliminate a system of debt, and as long as you have debt there
must be interest on that debt.

Mr, Parsan. Not necessarily to create money, Mr. Eccles, you
don’t say that, do you? .

Mr. Eccres. No, no; you can print money. I mean there is no

roblem at all about the United States Government being able to
1ssue greenbacks to whatever extent it desires.
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Mr. Parman. Well, the Federal Reserve Bank issues greenbacks
every day, doesn’t it?

Mr. Ecores. No, no; the Federal Reserve Bank does not issue
greenbacks to pay for the Government deficits at all.

Mr. Pararan. Let us see if they do. Suppose you buy $1,000,000,-
000 worth of Government bonds, where do you get the money?

Mr. Eccres. But it is the purpose for which you issued it.

Mr. Parsan, I know. I am asking 7you where you get that one
billion dollars? Where did you get it? You create it, don’t you?

Mr. Eccues. We are a bank of issue. That is a central bank. All
3ent}rlal banks do that. The central banks of Russia and Germany

o that.

Mr. Patman. And if that isn’t printing press money, I would like
to know what it is.

Mr. Eccres. There has been no scheme devised for creating money
in any other way.

Mr. Parman. Thank you very kindly, Mr. Eceles.

Mr. Forp. Mr. Xccles, I would like to ask you a question, if you
don’t mind. When a man goes to work for the Government, the
Government pays him a salary, doesn’t it, for his services; somie
plants produce some goods and they sell those goods to the Govern-
ment, and the Government pays for it, don’t they? When people
Ioan money to the Government 1 lieu of their personal services, they
are paid an interest rate for the use of that money, aren’t they?
What is the difference between that and paying a salary to the man
that works for the Government ¢ '

Mr. Parman. I am going to object to that. I think it is right for
the people to pay interest for money, but I object to letting the banks
create the money out of nothing and then our people and Government
pay interest on that.

Mr. Forp. No matter how much the bank creates there must be
asgets in the bank to cover that.

Mr. Parsran. Noj; they haven’t anything to cover it. They will
have a capital of $8,000,000 and——

Mr. Foro. All right; that money is redeemable, but they have to
have a structure behind it to get the money.

Could you buy $1,000,000,000 worth of bonds, could a bank buy
$1,000,000 worth of bonds from the Government on a capitalization
of say, one million or two million?

Mr. Eccres. Well, a private bank certainly wouldn’t buy $1,000,-
000,000 worth of bonds 1f it didn’t have the one billion dollars worth
of credit either in the Federal Reserve, correspondent banks, or in
currency, or all three. It would have to have the funds with which
to pay for those bonds when it bought those bonds.

Mr. Forp. Now, it is true that you buy $1,000,000 worth of Gov-
ernment bonds—when you do that you are simply crediting the
United States Government on your books with a deposit of
$1,000,000.

Mr. Eccres. That is correct.

Mr, Forp. But you may have to pay that out tomorrow?

Mr, Eccres. That is right. And, therefore, when that deposit is
paid out you have got to have the funds with which to pay it or you
would have to sell the bonds the minute the deposit was transferred
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in order to get the money to take care of the transfer, so that the
individual bank, although it appears to create the money by putting
on the asset side the bonds that it purchases and on the lability
side, credit to the Government the amount of those bonds, yet the
Government withdraws those deposits and that bank never knows
whether an amount equal to those deposits is going to come back to
it through Government expenditures.

Mr. Forp. What would happen, Mr. Eccles, if the $3,000,000,000
that the President is authorized to issue any time he pleases, what
would happen if that were issued?

Mr. Eccues. Which $3,000,000,000 do you refer to?

Mr., Forp. The one put on the agricultural bill some years ago.

Mr. Ecores. Oh, that is known as the Thomas amendment.

Mr. Foro. Yes.

Mr. Eccres. Well, as those funds were spent it would increase the
deposits in the banks by three billion—increase the bank’s total re-
serves by $8,000,000,000 and the Government interest-bearing debt
would not increase at all,

Mr. Forp. Then you would probably be called upon to raise the
'resegve requirements in order to take care of that pressure, wouldn’t
you?

Mr. Eccrrs, That is right, and the banks would have three billion
more of deposits to look after and handle, but wouldn’t have $3,000,~
000,000 worth of income-bearing loans or securities to pay them for
the handling of the $3,000,000,000 deposits which were created.

Mr, Forp. If there was no interest on Government bonds, the only
way banks counld possibly handle them would be by making a charge
for that service, isn’t that right?

Mr. Eccres, It would have to get something,

Mr., Foro. A direct charge?

Mr. Eccres. That is right. The banks would have to get an in-
come from some source to offset the increased work and service
involved in handling the business, and the return on Government’s
i3 certainly not—doesn’t pay any one excessively,

T was interested when John Maynard Keynes, the chief adviser, I
suppose he is, to the British Treasury, and director of the Bank of
England, was here recently—not recently, but when he was over
here last fall, I think it was. I discussed with him the means that
the British Government was using in their war financing and where
the banks came into the picture,

He pointed out to me the type of financing that Britian was doing
in order to sell as many of their securities as possible to the public
and then whatever the deficit was or the difference they borrowed
from the banks, They happen to have only four or five banks there
with a great many branches and they would informally allocate the
amount to be taken by each bank. They would say that they need
so much money and those banks would just take what was required
to meet the difference between the expenditure and what they were
able to raise in taxes and in selling the bonds outside, and they wera
given a rate which was, as Keynes says, “a living rate,”

They were given 114 percent for a 90-day or 6-month bill, I am not
sure which, but at least they were given 114 percent, which was a
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rate that they had agreed upon with the banks as being a living
rate for short-term paper.

Now, that is about three times as much as we pay for a similar
nlllaturity in this country. I just thought you might be interested in
that.

Mr. Forp, We pay about three-eighth percent, don’t we?

Mr. Eccres. Three-eighths for 90-day paper. At the present rate
the British pay 114. Now, I am not certain whether that was for 90-
day or 6-month paper.

“Well,” T said to him, “Can’t you get a less rate than that?”

“Well,” he said, “of course we can, I suppose control or fix any
rate that you want to by putting enough reserves into this picture
so as to reduce the rate but,” he says, “the banking system is performing
a very necessary and useful service and we have determined that that
is the minimum living rate for them,” and he 'said, “that has just
been arbitrarily agreed to as a living rate.”

And, they decided that that was the best way to help pay the banks
for their services.

Mzr. Foro. What does their long-time paper bring?

Mr. Eccres. Why, I wouldn’t be sure. They don’t have any. They
are not putting out any paper for nearly as long a time as we are.
As T recall it theirs is somewhere around two and three quarters for
10-year paper. I would not be certain of that, however. The rates
in Britain are running at least a half of one percent more than the
rates here.

Mr. Forp. I saw a statement in an article that I read that they
were two or three points above the old consul rate.

Mr. Eccurs. Well, the rates average, I would say, on British paper,
at least a half of 1 percent more than is being paid here.

The rates the Government is paying today are the lowest rates that
have ever been paid; and mind you, that is in spite of the fact that
they are not issuing any tax-exempt or partial tax-exempt securi-
ties; that the present fully taxable securities yield a lower current
rzlzlte thladn their partially tax-exempt securities when they were origin-
ally sold.

Mr, Forp. Well, Mr. Eccles, I have been looking into this. Sup-
posing we paid up our bonded indebtedness right now. That would
relieve the Treasury of several billion dollars in interest, but in what
position would the Government be when it became necessary to secure
anincome? What would happen? They would have to go out to find
private investments to take up that, wouldn’t they?

Mr. Eccies. It is practically impossible todzy for the income of
various forms of institutions, education and philanthropic; reli-
gious, as well as the various forms of trust funds to find an outlet
for their income for those funds except in governments, and that is
likewise true of insurance companies, mutual savings bani:s, and other
institutions—all savers, The allocations and priorities have prac-
tically stopped private building of any kind except for war purposes
and therefore most of that form of development or expansion is being
financed by the Government, so that the Government is borrowing the
money with which to finance that industrial construction and so about
the only avenue or outlet for savings for capital accumulations of all
kinds is through the purchase of governments.
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Mr. Forp. As a matter of fact, however, we could finance the war
with non-interest-bearing securities, but I am wondering what would
happen when peace came. Has anybody figured that out?

Mr. Parman. It would be a lot easier than have the seven and a half
billion-dollar annual interest burden.

Mr. Forp. I don’t know whethér it would or not. I am wondering..
I'am trying to figure it out. I am not criticizing your stand or any-
body else’s. I am simply asking for information.

Mr. Ecces. Well, I think the difficulty of controlling inflation is
sufficiently great without increasing that difficulty b ﬁnancing the
war through an expansion of currency such as has geen suggested.
That would only increase, to my way of thinking, greatly increase
the problem of inflationary control.

Mr. Parman. There are ways of offsetting that, though, aren’t
there, Mr. Eccles? ’

Mr. Eccres. Not to the extent that the funds are once created.
You can offset the excess reserve effect of the multiple expansion by
increasing reserve requirements by a sufficient amount to offset the:
increase 1n deposits so that you wouldn’t get the multiple expansion
that you otherwise would Eet, but you would get a huge expansion
of deposits and you wouldn’t save anything. .You would have to
pay the banks just as much in some other way. You would save
nothing and you would be undertaking a completely new and untried
procedure. It wouldn’t save the economy as a whole a thing.

Mr. MonronEY. Isn’t the fundamental principle that $1,000,000,000
worth of Government bonds are worth $1,000,000,000 is because they
have a productive working capacity, a capacity fo produce interest
on that $1,000,000,000% If they were dropped into the currency
system without interest, they would become deadwood and merely
represent a medium of exchange, but with interest-bearing power,
they have a productive capacity which makes them worth the par
value for which they are issued.

Mr. Eccues. Well, of course, when they are issued for war pur-
poses that is not true, because $1,000,000,000 of public debt when the
proceeds are spent for bombers or tanks and ships that are sunk or
shot down, they don’t have any value. Their value disappears. As
a matter of fact, there is no productive value even if they survive.

Mr. MongoNeY. What I mean is the bonds themselves have a pro-
ductive value because of the fact that they work and make interest
for the security holders. .

Mr. Eccurs. Well, of course, the interest that is paid on the gov-
ernments must be collected from the people, from the taxpayers as
a whole, just as the interest when it is pai(!l goes to the taxpayers
as a whole. A sort of a bookkeeping entry is really what it amounts
to. As long as the debt is financed internally, if we think of our-
selves as one great family, and we are all paying the taxes to pay
the interest and we are largely all receiving the interest when it
is paid—maybe not directly but indirectly through our insurance,
through our savings banks, through our educational institutions,
through our hospitals, through innumerable ways, we are getting
the interest that is paid.
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Mr. MonroNeY. In answer to one of Mr, Patman’s questions, you
cbserved in the absence of an effective tax bill to finance the war, and
also in the failure of the GGovernment to make bonds attractive
enough fo draw dprivate money, that the only other alternative was
to put these bonds in the banks. From that would you preclude any
consideration of any compulsory savings plan?

Mr. Eccres, The Treasury has adopted a program of voluntary
savings that the President in his seven-point program indicated was
going to be tried out—the voluntary savings program. That plan
is under way and I would prefer not to discuss the pros and cons
of a voluntary savings plan and enforced savings plan when the
voluntary savings plan has been decided upon at least for the present.

Mr. Rorea. Mr. Eccles, what is the advantage of a bank being
represented on the Open Market Committee? For instance, I have
read of the situation in Boston. I notice that certain of the banks
have two representatives. For instance, Cleveland and Chicago have
one representative while another has three. What is the advantage
of being on this open Market Committee ?

Mr. Eccres. Advantage to whom?

Mr. Rorea. To the Federal Reserve bank itself and the branch
b.anlgs. For instance, why is Boston so ansious to have a representa-
tive

Mr. Eccres. Well, they have felt that as long as the statute pro-
vides that the Federal Reserve bank should have five representatives
on the Open Market Committee, and they were grouped with New
York, that is was somewhat of a reflection upon them if every other
bank took its turn in being represented except Boston.

Mr. Rorpr. Is that the way it works out?

Mr, Eccres, Yes. They always rotate. For instance, in the west
there are three banks in the western group—San Francisco, Minne-
apolis, and Kansas City.

Mr. RourH. And they take turns, is that right?

Mr. EccLes. Yes, they rotate each year. The statute provides that
there shall be an election once a year and the Open Market Committee
shall organize and elect a chairman and vice chairman and secretary
and so forth, Boston has been the only bank that has never been repre-
sented on the Committee and it has been felt that the importance of
New York was such that they should be on the Committee and Boston
has continued to waive what was, they felt, their proper rights.

Mr. Rorer. Then there is really no particular advantage to the
bank of having a representative on the committee at any one time,
is there, outside of New York itself? For instance, what advantage
does Boston get by having an opportunity to get on the Committee?

Mr. Eccres. No {)ank is supposed to get any advantage. The Open
Market Committee is not designed to give any member any advan-
tage. The purpose of the Open Market Committee is to render a
public service in exercising its control over the money market in the
public interest entirely.

I am sure that Boston or no other Federal Reserve bank wants or
expects representation on the Committee for any other purpose.

r. Rorpr. I was just curious to find out about that.

Mr. Smrre. Mr. Chairman, may I ask a few questions?
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The Crairyan. Mr. Smith.

Myr. Smrra. Mr. Eccles, you propose to lower the reserve require-
ments, as I understand, under this bill of the central reserve city
banks only, is that correct ?

Mzr. Eccres. This bill gives to the Federal Reserve Board the power
to change the reserve requirements,

Mr. Saren. In those particular banks?

Mr. Eccres. Noj; to change the reserve requirements of the central
reserve city banks without being required to change the reserve require-
ments of the reserve city banks, which is the present requirement of the
statute,

Mr. Smata. Now, what percent of the total deposits in the com-
mercial banks would be involved in the operation of that particular
provision?

Mr. Ecores. This does not affect in any way the commercial deposits
of these banks.

Mr. Sairr. Well, you alter the reserve requirements of the central
reserve city banks. I don’t quite understand that would not involve
at all the deposits.

Mr. EccLes. What you want to know is what are the total deposits
of the central reserve city banks?

Mr. Surra. That is right.

Mzr. Eccres, In relation to the total deposits of the Reserve System?

Mr. Smrrn. That is right.

Mr. Eccies. I couldn’t tell you.

Mr. Snrrra, Is it a substantial amount?

Mr. Eccres, About 35 percent.

Mr. Smrra. Maybe I misunderstood you then the other day when
you spoke about the New York banks. ‘

Mr. Eccizes. I said the resources, the assets of the New York Federal
Reserve Bank, represented about 40 percent.

Mr. Syrrn, Federal Reserve?

Mr. EccrLes. Of the resources of the Federal Reserve System.

Mr. Saatr. You state at the present time the average reserve re-
quirement is about 20 percent, is that right?

Mr. Ecores. That is right on demand deposits.

Mr. Surrm. Have you any idea, what the average would be under
this bill? You must have in mind some figure at which you expect
to fix reserve requirements, do you not?

Mr. Eccres. 1f we reduced the reserve requirements in the central
1eserve cities to the present reserve requirements of the reserve cities,
which this bill would permit us to do, it would increase the excess
reserve by about one billion and a quarter. The reserve requirements
of the central reserve cities are 6 percent on demand deposits, 6 percent
on time deposits.

The reserve requirements of the reserve cities are 20 percent and the
time deposit reserve requirement is the same for all banks, so that if
the reserve requirements of the central reserve cities was reduced to
the 20 percent, I mean a reduction of the reserve requirements from
26 percent to 20 percent, this would release about one billion and a
quarter of reserves from required reserves to excess reserves.

Does that answer your question?
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Mr. Smara. Yes; that answers it. Now, the expansion of de-
posits—the possible expansion of deposit liabilities at the present
time is about five times the reserve, is that correct?

_Mr. Eccres. That is right. 'That is the maximum possible expan-
sion.

Mr. Smrra. And so the lowering of the reserve requirements in
the particular banks referred to would increase to a certain amount
the possible expansion ?

Mr. Eccres. That is right.

Mr. Sarrra. The expansion possibilities of deposits?

Mr. Eccres. That is right.

Mr. Syrra. You spoke, Mr. Eccles, about the Government devising
securities that are attractive to the public, or you made a statement
something to that effect. By that you mean issuing Government
securities at a higher interest rate, do you not?

Mr. Eccues. No, no. I would feel that to issue securities at a
higher interest rate would be a mistake, It would immediatel
have the effect of outstanding securities dropping in price. It
would shake the confidence of the public in Government securities.
Tt would cause the public to wonder how far Government securities
were going to drop and how high. a rate the Government might

ay.

%’feel that the rate structure must be stabilized at around the
present levels—that the present pattern of rates must be maintained.

My, S»rrra. Just what did you mean then—I don’t quite under-
stand what you meant by that statement.

Mr. Eccres. Well, for instance, your Defense Savings bonds are
an attractive security. They have features that make them attrac-
tive. The yield on Defense Savings bonds, series E, have been de-
signed to meet the requirements of the smaller investor, of the in-
vestor that has up to $3,750 a year to put into those securities. That
is just typical.

Now, I wouldn’t want to get into a discussion of my views -as to
other changes that might be made in other types of securities that
might be designed to attract other types and forms of funds, but
I can say that I did not have in mind the question of increasing
interest rates,

Mr. Ssrrre. Mr. Eccles, as to the question of issuing interest-bear-
ing Government securities as is being done at the present time to
the banks, and on the other hand issuing non-interest-bearing securi-
ties directly to the Federal Reserve banks: The-question has been
raised here as to whether there is any difference between the two
ways of financing. Isn’t it a fact that the private bankers them-
selves, throughout the country, the whole banking fraternity, indi-
vidually and collectively, are urging as much as possible the sale or
disposition by the Government of its securities to private investors?

Mr. Eccres. That is correct.

Mr. Syare. Now, suppose instead of the Treasury issuing its se-
curities as it does at the present time, it would issue non-interest-
bearing obligations directly to the Federal Reserve banks, is it not.
a fact that we would be taking away one of the most powerful and
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effective influences for private financing that there is in the country?

Mr. Eccres. I think so.

Mr. Syte. So that there is a vast difference between the two
systems or methods, or whatever you may wish to call them, of
financing. You agree with that?

Mr. EccrEes. Yes, I agree,

Mr. Sara. In other words, the psychology of financing these
securities through the private banks, as is being done at the present
time, tends toward sounder banking, sounder financing, and tends
especially toward private control and private investment, whereas
the financing as has been proposed, of Government interest-exempt
securities directly to the Federal Reserve Bank, leads in the direc-
tion of irregular and unsound financing and toward political con-
trol of financing, is that not correct?

Mr. Eccres. Well, I am not concerned about what we call “political
control of financing,” if you mean by that Government control,
because that is what we have and I believed we should have Govern-
ment control of financing. I think the Constitution has recognized
that that is a power of the State and a power that the State should
exercise, so I believe in public control of finances, but I believe the
public control of finance should be exercised so as to preserve the:
debtor-creditor system and to maintain as far as it can possibly be
done methods of financial stability in the economy.

Mr. Smrra. Let me put it this way then, Mr., Eccles. We are
already near to fiat money, pure fiat money, and we would be nearer
to pure fiat money if we issued these obligations interest free directly
to the Federal Reserve banks than we are by financing under the
present method. It is but a small step from issuing these securities
to the Federal Reserve banks, interest free, to printing money
outright.

Mr. Eccres. Well, there is no really fundamental difference at
all.

Mr. Sarrre. Yes; there is still a fundamental difference theve,

Mr. Eccres. What is it?

Mr. Saurr. Well, after all your bond is a tax warrant—Of course,
you may say the other is a'tax warrant and if you do, why, to be sure,
there is no %'undament-al difference.

Mr. Eccies. If the Federal Reserve banks are required to purchase
such non-interest-bearing certificates as the Treasury may require them
to purchase, i, as and when it has a deficit to finance, then there is no
difference between that and the Treasury issuing directly its currency
&nd depositing the currency in the Federal Reserve bank to its
credit—not a particle of difference.

Now, true if the certificates they deposit with the Federal Reserve
bank had a definite maturity date and they must be paid at a certain
maturity date, whereas if the currency was put out and there was no
retirement of it called for, there would be that difference.

Mr. Sara. That is right. New, Mr. Eecles, there is one more
fundamental consideration I believe we should recognize in connec-
tion with the kind of financing that the Government undertakes to
raise its funds to carry on the war.
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We suppose that there is still in the banking fraternity, indi-
vidually and collectively, a conscientiousness of reserves. That was
the fundamental principle which underlay the enactment of the
Federal Reserve System. Is that not true as a matter of fact?

Mr. Eccres. That is right,

Mr. Smrra. All right, when we think of reserves we think of
gold, as the law provides that reserves shall consist of gold, or gold
certificates, though “lawful money” may also be used as reserves
against Federal Reserve deposits. Nevertheless we think, or hope,
the banking fraternity is still thinking in terms of gold reserves,
however enigmatic and illusory this thinking may be."

Now, I hope and 1 believe that private bankers throughout the
country when they consider the advisability of financing these bonds
by selling them directly to the public instead of putting them in the
banks, have in mind the fact that reserve requirements still exist;
and isn’t it true that they feel the need of private financing because
of that—the danger in other words, of excessive inflationary de-
posits in the banking system which means ultimately a lack of true
gold reserves, isn’t that true?

Mr. Eccres. Well, it is difficult for me to say what the bankers
might think of the thing. T think that some of them don’t think of
it at all and others may think of it as you indicate. I think, gen-
erally speaking, however, that the bankers are not concerned about
the banks' being required to buy so many Government securities that
the gold reserve requirements will be jeopardized.

The gold reserve requirements are so small as compared with our
supply of gold that the amount of bonds that the private banks could
finance, thus increasing, of course, the amount of their required re-
serves with Federal Reserve, is so great that it is almost fantastic, so I
think that the banks are merely concerned about the rapid growth of
deposits as a result of their creating deposits through the purchase
of government securities.

I think that it is true of some of them. As I say, I think a great
many of them don’t think very much about it, but I do think that
the more thoughtful banker is concerned about the inflationary effect
brought about through a rapid expansion of bank deposits through
the purchase of government securities by the banking system.

Mr. Syrra. But you would say, Mr: Eccles, that it is the responsi-
bility of the Federal Reserve banks and especially the Federal Re-
serve Board, to give consideration, due consideration, to that particu-
lar question. ,

Mr. Eccies. That is right. T think that the Federal Reserve, the
Open Market Committee, and the Board have some responsibility to
exercise and use their influence to whatever extent they can, to
avoid unnecessary inflationary development of the money system.
We do have the responsibility of seeing to it that the war is financed
and I think that the Government security market should be main-
tained upon a reasonably stable basis.

Along with that we have the duty, I think, to exercise our influ-
ence so far as possible, both in connection with our advice to the
Treasury as well as with reference to public statements that we may
make, that financing should be done so far as possible outside of the
banks and whatever we can do to bring that about by advice or action,
I think we ought to do.
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Mr. Ssura. Well, the reason, Mr., Eceles, that I raised this ques-
tion is because of deposit liability expansion psssibilities. I have an
estimate here from figures received from the Federal Reserve Board
just yesterday, that present reserves would permit an expansion of
deposits of about $187,000,000,000 and that is aside from any expan-
sion of deposits that might result from silver—

Mr. Eccres. You are basing that on the gold reserve?

Mr. S»rrH. Alone.

Mr. Eccres. On the present 1gold. reserve?

Mr. S»rrre. That is right, Now, the point is, we are talking about
gpending in this war an amount equal to the total value of our na-
tional wealth. I have heard figures up to $300,000,0¢0.000. I don’t
know what it is going to cost. But certainly when we get up into
figures that high or even 150 billion or 200 billion, the question of
gold reserve becomes an exceedingly important matter, does it not?

Mr. Eccres. I don’t think so.

Mr, Sarra. Well, doesn’t this ultimately hinge on the Gold Reserve
Act of 1984, which specifically provides that all forms of currency
shall be maintained at a parity with gold?

Mr. Eccres. Congress ean change the act as they did in 1934—
the question of what the gold reserve is. That is an arbitrary matter
left up to Congress. I mean there is nothing sacred about the present
reserve requirements and statutory provisions. They have been
changed before and they can be changed again.

Mz, Sarrra. Then you think we can change the amount of reserves
at will without affecting the value of securities?

Mr. Eccres. Yes. I think the gold reserve has no relationship to
the value of the securities. We could have a very great inflation
and still maintain the present gold reserve and likewise have n very
great deflation. We saw that when gold was selling at $20.67 an
ounce, that the gold would buy very much less in goods, for instance,
than in the bottom of the depression when gold was worth $35 an ounce,
when it would buy almost twice as much in goods. So here is a situa-
tion where the price of gold went up and the price of goods went down.

There was a feeling that by increasing the price of gold, you
recall, that the increase of the price of gold would be immediately
reflected in increasing the price of goods. Well, of course, that we
all know didn’t work, so I say that the question of the gold reserve
doesn’t have any relationship to it.

Mr. S»yarH. Stability of value—

Mr. Eccres. No.

Mr. Syte. Of the currency?

Mr. Eccrzs. No.

My. Sarrrn. Either bank currency or circulating currency?

Mr. Eccurs. I don’t think so.

My, Sarrrr. Mr. Eccles, what then is the fundamental principle of
the Federal Reserve Banking Act?

Mr. Ecoues. Well, it jsn’t that.

Mr. S»aarH. You would go on record—I don’t believe you want
to do that, go on record as saying the amount of gold reserve has
no relation to the stability of .the value of circulating currency or
bank currency——1I1 don’t believe you want to do that.
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Mr. Eccues. That is right, yes, I do. I don’t want to retract any-
thing. I am perfectly wﬁling to let that stand.

I have said that inflation is brought about by an increase in the
means of payment in excess of the supply of goods—an increase
in the means of payment in the hands of those that want to spend the
money in excess of the supply of goods, and that if Congress ap-
propriates the money, the Federal Reserve can’t be expected to re-
fuse to supply or do what is necessary to supply the funds that the
Congress appropriates, and I am sure that the gold reserve would
not be permitted to be a deterrent any more than the Reserve Act
was permitted to be n deterrent at the time the Glass-Steagall bill
was enacted in 1932 amending the Reserve Act so that the Reserve
System could meet a situation that had been brought about by the
loss of gold, the hoarding of gold and by the absence of commercial
paper.

s you recall the original Federal Reserve Act provided a certain
percentage of deposits and currency must be secured with gold and
with eligible paper and when there wasn’t the gold and the eligible
paper to meet the requirements, why, Congress 1mmediately changed
the law so that the requirements could be met, and I say that the
Congress would do that again if the emergency called for it, and,
therefore, the gold reserve that you refer to isn’t in itself the factor
that is going to make the currency of the country stable in its pur-
chasing power or in its value.

Mr, Smrta. Now, Mr. Eccles, I wish to be understood on one
point that you brought up that the banks must find some means of
financing the requirements of the Government. I agree with you in
that completely. The point I am trying to get at is that we should
devise—it is up to Congress to provide that means of financing
which involves the least amount of danger and which promises the
greatest amount of security to our people and to our Government.

We were discussing the two different ways of financing these
securities, and I agree with you and I think that the country in

eneral agrees, that these securities should be financed by selling
them directly to the publie, exchanging them for actual savings,
money actually earned instead of depositing them in the banks.

Mr. Eccres. That is right.

Mr. Syrra. And the point that I wish to bring up here is that
after all there is a relationship, of course, you deny it, between the
stability of value and the amount of gold reserves.

Mr. )iiccws. Stability of the value of. goods, you mean, and
services,

Mr. Smauura. Value of currency, what you call—what is commonly
called purchasing power of currency, either in the form of bank
currency or in the form of circulating currency.

Mr. Eccurs. I do deny that the amount of the gold reserve, the
gold requirements have anything to do with the price level which
means it has nothing to do with the value of the currency.

Mr. Sarrrsr. Aren’t you in effect saying there is no relation what-
ever of the gold in this country to our currency?

Mr. Eccres. That is right.

Mr. Syrra. There is no relation whatever?

Mr. Eccres. That is right.
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Mr. Smrra. You then take the attitude we are completely off the
gold standard?

Mr. Ecores. Yes; completely.

Mr. Sxura. And that the clause in the Gold Reserve Act of 1934
which, if the committee will indulge me for just a moment, I would like
to read because I would like to have it in the record.

I am trying to find the clause relating to the maintenance of the
value of all forms of currency to the value of gold and I just don’t
bappen to see it at the present time, but I will ask, Mz, Chairman,
for permission to insert it in the record following this hearing.

The Cmamman. That is all right, it is so ordered.

(The matter referred to by Mr. Smith is as follows:)

Section 6 of the Gold Reserve Act of 1934 reads in part as follows:

“Except to the extent permitted in regulations which may be issued here-
under by the Secretary of the Treasury with the approval of the President,
no currency of the United States shall be redeemed in gold: Provided, however,
That gold certificates owned by the Federal Reserve banks shall be redeemed
at such times and in such amounts as, in the judgment of the Secretary of
the Treasury, are necessary to maintain the equal purchasing power of every
kind of currency of the United States.”

In section 9 is to be observed another reference pertinent to the question
of the relation between gold and circulating currencies, The same reads in
part ag follows:

“That the Secretary of the Treasury may sell the gold which is required to
be maintained as a reserve or as security for currency issued by the United
States, only to the extent necessary to maintain guch currency at a parity with
the gold dollar.” i

Certainly the language in each one of these provisions should leave-no doubt
that the law intended that gold should control and regulate all prices, assuming,
of course, that gold certificates are representative of gold and nothing else.

It is true there is language in section 8 of the act here referred to which
throws some doubt upon this interpretation. This provislon grants to the
Secretary of the Treasury, with the approval of the President, “asuthority to
purchase gold in any amounts, at home or abroad” and so forth, then is added
the following enigmatic language—

“x *x % of law relating to the maintenance of parity, * * * to the con-
trary notwithstanding.”

It would appear that this language could be go interpreted as to give the
Secretary of the Treasury full power to sever gold completely from all forms
of paper currency to suspend it completely as the standard unit of value and
measure of exchange values, leaving prices and exchange values to find their
levels to the arbitrary will of the supreme political authority,

Mr. Syrra. T am rather astonished at your statement here and I
am more or less impelled to press the point somewhat. It makes no
difference then, whether we have an ounce of gold as reserve or
whether we have 700,000,000 ounces?

Mr. Eccies. It has made no difference to Russia for 20 years; it
has made no difference to Germany for a long while. Most of the
countries of Europe have had to give up the idea of the gold reserve.
Their currencies have goné into managed currencies. The British
have made quite & number of changes with reference to their gold
reserve rcquirements as they lost gold and as the requirements of the
war financing increased they made changes to meet the situation.

I don’t feel that our gold reserve, our gold stock has had any rela-
tion to the purchasing power of our currency.

Mr. Sarra. Did it operate that way in Germany and in Russia ?

Mr. Eccres. I don’t believe it had any relationship.

Mr. Sarrra. Well, now let us look and see. In Russia at one time
the ruble was devalued 75 percent. Did that make a difference in the
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purchasing power of the rubles remaining in circulation after the
devaluation ¢

Mr. Eccres. But you devalue a currency in relation to gold with-
out necessarily affecting its purchasing power.

Mr. Smrra. You don’t mean to say that did not affect the pur-
chasing power of the ruble?

Mr. Eccurs. I don’t know—I am not familiar with the history of
the Russian ruble. All I know is that the Russians have mined
gold as a commodity to sell to the democracies and get goods that
they wanted to get and that they haven’t looked upon gold as a neces-
sary item to support their currency.

Mr, Syrra, Mr. Eccles, what do you think they devalued the cur-
rency for except to effect

Mr. Eccres. The devaluation of a currency merely means you can
increase the supply of your currency and you decrease its purchasing:
power.

Mvr. Sarra. That is the point.

Mr. Eccres. But the gold doesn’t have anything to do with that.
You take in this country, we have had a tremendous expansion of—
we possibly have two or three times the volume of bank deposits in
currency that we had in, we will take the time of the last war, and
yet our price structure today is not any where near as high as it was
at the time of the last war.

At the time of the bank holiday we had outstanding in currency
the greatest volume of currency we had ever had outstanding and
the lowest, possibly one of the lowest prices that we had had for a
good long while.

Mr. Symrra. You mean just before the crash we had that amount
of deposits. Deposits afterward dropped considerably, didn’t they?

Mr. Eccrzs. Yes; because some of the banks weren’t opened and the
deFosits were frozen—they weren’t made available after the bank
holiday.

Mr. %MITH. That is ail, Mr. Chairman,

Mr, Forp. I want to ask one more question.

The CHATRMAN. Very well.

Mr. Forp. Mr. Eccles, do you think that if the savings bonds or
savings stamp bonds we have out now that run for 12 years at 214
percent, which we are selling at the rate of about $600,000,000 a month,
or something like that, if there was a clause put in there saying that
the person who held the bond for the full 12 years would get a bonus
of one-half or 1 percent, do you think that would stimulate the sale
of those bonds?

Mr. Ecoues. I did not quite understand your question.

Mr. Foro, If the present bonds had a_clause in them; bonds that
are selling at low prices—low-priced bonds—if there was a clause
in the bond providing that if they held the bond for the full i2
years they would be given a bonus of one-half of 1 percent, which
would mean they wmﬁd get instead of 234 percent over the 12-year
period they would get a full 8-percent interest; don’t you think that
would loosen up a lot of money?

Mr. Eccres. I don’t think so. I don’t think that the question of
whether it is 2.92 or practically 8 percent, which they are getting now,
makes any particular difference. I don’t think an extra half percent
would make any difference.
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Mr. Foxrp. You don’t think so?

Alr. Eccues. Noj I don't think so.

Mr. Forp. I was just wondering what your opinion is.

Mr. Eccres. I don’t think so. I think that 3 percent—a 3-percent
return, or practically 3 percent compounded as at the present time,
is a_good return on capital.

Mr. Forp. I am thinking of the G series, which is a straight 214
percent for 12 years, would be made more attractive if the pur-
chasers were given a one-half of 1 percent bonus for holding that
bond for the 12-year period.

Mr. Eccues. Well, of course, the minute you do that you throw all
the rest of your financing out of line. There is no reason why you
should give series G 8 percent for 12 years and series ¥ no increase.
There would be no point in increasing series G and not increasing
everything else proportionately.

Mr. Foro. I am thinking it might bring out a lot of money now
that we are not getting.

Mr. Eccres. Well, I feel that we have to keep the pattern of rates
steady. The relationship has been established, and I don’t believe
right in' the face of a rapidly increasing public debt you can begin
to shift your pattern of rates that are established without greatly
upsetting your market situation.

Mr. Forp. I am glad to have your opinion on that.

Mr. Eccres. With reference to a question by Dr. Smith, a question
that he asked me, maybe I should clear up this point, that theoretically
and not practically, theoretically, so long as the statute provides that
there shall be 40 percent of gold held in the Reserve systemn against
the deposit liabilities——

Mr. Smara. Thirty-five percent.

Mr. Eccres. Thirty-five; and 40 percent held against the cur-
rency liability, there is, as I say, a theoretical limitation to the ex-
pansion of currency and bank deposits, but that expansion, it seems
to me, is within the scope of our present gold reserve. The expan-
sion can be so great that the devaluation that there would be and
could be, a very great devaluation in the purchasing power of cur-
1'encg without any change whatever in the dollar value of gold. You
could expand your currency and bank deposits, I think, as you indi-
cated, up to 180-some-odd billion dollars. Such an expansion, such
an amount could create a tremendous inflation and thus destroy the
stability of the purchasing power of money, and that was what I was
trying to make clear—that the gold itself for all practical purposes,
had Iittle or no value in stabilizing the purchasing power of our
currency or our money; that if you got the kind of an inflation that
you could get by maintaining the present gold reserve requirements,
and that the situation was such that further expansion could not be
carried out, and that Congress felt that it was necessary to have a
further expansion, they would very readily change, no doubt, the gold
reserve requirement %ust as they met a situation in 1932 by the passage
of the Glass-Steagall Act to meet a situation that seemed to be calléd
for at that time. .

Mr. Sarrze. Now, Mr, Eccles, I agree with you that the gold held
in this country is unrelated or only remotely related to prices because
it isn’t circulating. It can’t have the proper and normal relation
to prices unless and until it is actually circulating.
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There is another question I would like to ask you. You mentioned
Russia and Germany as being instances where it has been shown
there is no relation between gold and prices, in which, of course, I
think you are wholly mistaken. But may I ask you this question:
Do you have any historical evidence since the use of paper money,
to show where any monetary authority believed there was no relation
between gold and paper money, and have you any historical evidence
where any legislative body in the world, up until let us say 1917 or
1918, went on that assumption in dealing with the question of gold
as money ?

Mr. Eccres. Plenty has been written on the subject. The libraries,
T am sure, are full of pamphlets and articles and books on every
side of the question.

I haven’t had the time to read them. I think they are living in
the past and that we have got a new world that we ure living in
and we haven’t any blueprints. I have been so devoted to the pres-
ent problems that I haven’t had a great deal of time to delve into
the history of it.

Mr. Saurr. Well, John Law had that idea and they had it durin
the French Revolution and we had it in the colonies, but doesn’t
history tell us those ideas were given up?

Mr. EccLes. Well, as I say, I am not a historical authority.

Mr. Wirnianss. Mr. Eccles, would you mind me asking you a
question with reference to this bill?

Mr. Eccres. It would be quite refreshing.

Mr, Wintiams, Well, I want to ask for my own benefit and for the
benefit of the record, what is meant by the expression “central Re-
serve cities”? What does that mean?

Mr, Eccurs, I couldn’t say except the two cities, New York and
Chicago, are at the present time classed as central Reserve cities.

The CrairmaN. They are fixed that way in the statute, aren’t they ?
_Mr. Eccues. The Board has the power to change the classifica-
tion of cities, in other words. _

Mr. WiLniams. The central Reserve cities under the regulations and
rules of the Board are simply New York and Chicago.

Mr. Eccres. That is right.

Mr. WiLLiams. Now, what are Reserve cities? Let me ask you
if that means simply the cities where the Reserve banks are located?

Mr. Eccres. No.

Mr. WiLriams. What does it mean?

Mr. Eccies. There are a great many cities where the Reserve
banks are not located—I think there are about 108 cities.

We have discussed a good number of times the establishing of a
formula by which you could decide which cities should be put in a
Reserve classification and in what we term a “country banking”
classification, cities which are not in either a Reserve city where a
Reserve bank is located, or a branch of Reserve bank. I have felt
they should possibly be all classified as “country”—“country bank”
classifieation, However, the bankers in those cities have preferred
to remain in the classification of Reserve cities and we haven’t gone
so far as to arbitrarily change the classifications.

There isn’t any good reason why some of the cities which are called
Reserve cities should be Reserve cities and other cities just as large
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and possibly even larger, should be in the class of country bank
classification.

Mr. WriLLianms. Well, what is the fundamental principle by which
you determine a Reserve city ?

Mr. Eccues. Why, I have felt there is only one Reserve city and
that is New York. That is the one cehtral Reserve city, that is the
point at which the surplus funds ultimately flow unless they go into
the Reserve bank of the district,

A country bank will carry a balance in a Reserve city but the
Reserve city carries its balance in excess of what it may have in the
Reserve System in a central Reserve city, so that it may well be—Iet
me put it this way, that New York is the only central Reserve city
in fact. New York doesn’t carry balances throughout the country.
The country carries balances in New York and that is the distinction
between a central Reserve city and a Reserve city. The Reserve cities
are not likely to carry Reserve balances in country banks. The coun-
try banks carry their excesses in the Reserve cities; the Reserve cities
in the central Reserve city.

Mr. WiLLians. Are a]f cities where -they have banks that carry
country balances considered Reserve cities?

Mr. Eccrxs. No.

Mr. Wiriams. That is what I am trying to get straightened out.
‘What is the dividing line between them?

Mr. Eccres. We have none. There is nothing in the statute and
there is no formula by which we can go. The banks that desired to
be Reserve cities and have pretty largely continued as Reserve cities,
are now as they were in the beginning.

We have discussed the advisability of reducing the Reserve cities
or restricting Reserve cities to those points where there are Reserve
banks or branches of Reserve banks.

Mr. Wiwuzams. But you have enlarged that field if you have over
100 of them now.

Mr. Eccres. Noj; we have reduced the number. There are less Re-
serve cities that there was.

Mr. Wniams. You have a great many more Reserve cities than
you have Reserve banks and branches?

Mr. Eccres. Yes; that is right; but there has always been substan-
tially more.

Mr. Wiriams. I was wondering if there wasn’t some kind of a
principle by which you determined what a Reserve city was.

c Mr. Eccres. Governor McKee can probably answer that question
or you.

Mr. McKee. Prior to the formation of the Federal Reserve Sys-
tem there was a correspondent bank relationship between banks
through which banking functions were carried out. Without such
a relationship banks could not function.

The National Banking Act provided for the recognition of balances
of country banks carried in Reserve cities as part of their reserve
required under the law at that time, and that built up these various
points throughout the country in excess of where there are regional
banks and Federal Reserve branches at that time, but the character
of the business in those towns was in part bank deposits and they
were recognized as Reserve cities and have continued as such.
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As Governor Eecles said the amount has been materially reduced
from back in those days and probably could be reviewed again, but
that is how that Reserve city got its origin in my opinion.

Now, I am going back to the day when I was in the banking busi-
ness and prior to the Federal Reserve Act, and I do know that we in
Reserve cities got credit for earrying our balances as a national bank
in a central Reserve city, and a small country national bank got
credit for carrying their reserve with us.

My, Ssora. Mr. Chairman, Mr. Williams, I believe the point that
you raised can be cleared if you go a little bit further with the
National Bank Act in this little booklet put out by the Federal Re-
serve Board, which is called The History of Reserve Requirements
for Banks in the United States. In this book appears the statement:

The next important change in the National Bank Act came in the act of March
81, 1918, which gave the Comptroller of the Currency the authority to designate
additional redemption cities.

In this act for the first time the term *“Reserve cities” was used to designate
cities where banks might hold part of the reserve of banks located elsewhere.

The act also introdueced—

and this is the point, Mr. Williams—

the act also introduced the term “central Reserve city,” which was applied to
New York City because it was permitted to hold part of the reserves of all banks,
including those located in Reserve cities.

There is your distinction, if that is still being carried out.

_Mr. Wirriams. The picture in my own mind now is that there are
citles containing banks that are carrying reserves that .are not con-
sidered Reserve cities, just as those that are in the Reserve city classi-
fication.

Mr. Eccres. That is right. As Governor McKee has pointed out,
before the time of the Federal Reserve Act country banks or banks
in smaller cities carried their reserves with banks in the larger cities,
and as the statute recognized those balances carried with those Reserve
banks, that is balances. carried with banks in what was designated
as Reserve citles, were looked upon as legal reserve,

Now, of course, there has been a great shifting since that time.
Some cities have become much more important and some less im-
portant.

The establishment of the Reserve banks and branches have likewise
lessened the importance of the correspondent bank relationship, and
we do not recognize a balance carried with any other bank as a part
of their legal reserve for any bank that is a member of the Reserve
System. All national banks, of course, are members and, of course,
those State banks. which are members, the only reserves which are
recognized as a legal reserve, are the reserves that are carried with the
Federal Reserve bank.

Now, there are a great many of the smaller banks, as you know,
that are State nonmember banks and they still are permitted to carry
their balances with banks in Reserve cities and be counted as their
legal reserve requirements by their State laws, so there is a good deal
of resistance on the part of banks in Reserve cities to have their cities
classified as “country banks” because they have a certain amount of
correspondent bank business from the nonmember State banks and
they would likely lose that business if their classification was changed
to “country banks” from Reserve city banks.
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That is why the number of Reserve cities has been held stationary.
It is due largely to the way it has grown up.

Mr. Witiays., There is one other thing. The reserves are not as
high, either?

Mr. Eccres. The reserve requirements?

Mr. Wirians, I mean legal requirements.

Mr. Ecores. That is more of a factor now than it would have been
for the past 6 or 7 years. During the past 6 or 7 years they all had
such large excess reserves that it wasn’t much of a factor. As the
excess reserves begin to disappear that will be an inducement. How-
ever, a Reserve city should favor from that standpoint, being classi-
fied as a country bank city because its reserve requirements would be
reduced. That would be in its favor.

Mr. WiLLiams. It doesn’t seem to me there is very much scientific
basis for this reserve requirement when based upon whether or not a
particular bank is in a Reserve city. In other words, there may be a
bank classified as a “country bank” that may be much larger than
another bank in a larger city.

Mr. Eccres. That is correct.

. Mr, Wirirams. And still the reserve requirements would be much
ower.

Mr. Eccies. That is correct, exactly. It is simply a question of
what has been. Of course, the question of reserve requirements gets
into the question of all banks 0? deposit being members. I mean we
can get into a very extended discussion of this; and I agree with you
that this whole question of reserve requirements is not very scientific
and if the subject were not so controversial I certainly would like to
see this whole subject of reserve requirements and bank membership
and quite a number of other things that don’t make very much sense,
considered, but I don’t believe now is the time to undertake any
fundamental overhauling of the banking picture which could be done,
I think, with value to the public.

The CrarryMan. It is my recollection that the law classified New
York and Chicago as central Reserve cities and also made a list of
Reserve cities. -

I find in the Federal Reserve Act a provision that authorizes the
Federal Reserve Board to add to the number of cities classified as
Reserve and central cities, and there is a further provision which
brings national bank associations under the requirements set forth in
section 20 of the act. It is also provided that existing reserve and
central reserve cities may be reclassified or terminated—terminate
their designation as such.

It would seem that that law established central reserve and reserve
cities.

Mzr. Eccres. That is right.

The CrarryaN. And the Federal Reserve Act allows and empowers
the Board to classify or abolish them.

Mr. Eccues. That is right. We recognize that we have that power,
but have exercised it very little.

The CrairsraN. Off the record.

(Discussion off the record.)
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The Cuairmax. Of course, the committee appreciates your at-
tendance and your able discussion of this bill, Governor Eccles, and
we wish to thank you.

Mr. Eccues. At the hearing last Wednesday there were certain ex-
cerpts from the case of Mickelsen v. Penney, and other citations that
the chairman said he would accept for this record.

Mr. CmamraaN. That is true; and you may hand them to the
reporter.

(The documents referred to are as follows:)

ExceERPTS FROM THE CASE 0F MICHELSEN ET AL. . PENNEY ET AL

{D.C. 8. D. N. ¥, O.t. 6, 1941) 41 Fed. Supp. 603

Nore—The opinion inn the above-entitled case is very long; contains a volumi-
nous statement of facts regarding a number of claims involved in the case; and
discusses at some length the qualifications and responsibilities of directors of
national banks. The matter quoted below relates only to that part of the case
dealing with the liabilily of a director for losses upon loans made while reserves
are deficlent.

The case is being appealed to the circuit court of appeals.

“Action by Hamilton Michelsen and others, individually and as assignees, and
constituting depositors of the City National Bank in Miami, Miami, Florida,
Depositors’ Committee on behalf of themselves and all depositors of the City
National Bank in Miami, Miami, Florida, against James Penney, sometimes known
and referred to as J. C. Penney, and another to recover for losses allegedly sus-
tained by reason of the named defendant’s alleged negligence and failure to
perform his duty as a director of the bank. On exceptions to findings and con-
clusions of a Special Master.

“Exceptions sustained in part and overruled in part” (p. 606).

- » - - - L] *

“On reconsideration of the whole case, I am satisfled that what I have already
said (on the subjects of ‘casual relation’ and ‘statutory interpretation’) makes
plain why, on the partieular facts involved in Reserve Deficiency Losses Nos. 6
and 7 herein, I do not consider myself bound by Holman v, Cross, 6 Cir., 1935,
75 F. 2d 908, or by Allen v. Luke, C. C. D. Mass. 1908, 163 F. 1018, to the extent
that they point to a contrary conclusion” (p. 615).

- > - - - - £

“CLAIMS NOS. ¢ AND T

(Losses upon loans made during reserve deficiency)

“Net loss claimed $28,545.65.

“Penaities, $5,178.21.

{15, 16] “As to this claim, my difference with the Master is that, although
Penney is not shown to have known personally of the reserve deficiencies, he
should, upon the whole case, be held to be chargeable with such notice, Con-
sequently, if by reason of this, liability rests upon him, it should be so declared.
So far as the bank suffered losses as a result of loans made during the periods
when there were deficiencies at the Federal Reserve Bank, I shall hold Penney
to responsibility. The express command of the statute is that during a time
of reserve deficiency—‘* * 3% No bank shall at any time make new loans or
shall pay any dividends unless and until the total balance required by law is
fully restored.” 12 U. 8. C. A. § 464,

“This provision of law should be construed to mean precisely what it says.
Its purpose 18 to require a bank that is deficient in reserves to restore the
same as quickly as possible. Restoration will be neither expeditious nor certain
if a bank be permitted to pay dividends and make interim loans. Furthermore,
if the statute can be violated with impunity, and without personal liability to
the directors who give assent thereto, enactment of the measure was an idle
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gesture. Losses resulting from loans made during the time that there.was a
deficiency in reserves are recoverable. A diligent director would have known
of the deficiency and acted accordingly.

“[17] The law does contemplate that a bank's reserve may fall below the
minimum that should at all times be on deposit. For such shortages as occur,
a regulation of the Federal Reserve System provides its own penalties, and
these in this case were paid. Penney should not be compelled to restore them.
They were a part of the operating cost of the bank, and, in the absence of more
proof than is here, as to which overdrafts were justifinble and which were not,
I shail hold for defendant” (p. 628).

In the case of Holman v. Cross (C. C. A. 6th Circuit, 1933), 70 Fed. (2d)
909, the receiver of the Kirst National Bank of Allegun, Michigan, brought
suit against the directors to recover losses on loans on the ground that they
were made in violation of various statutes, or negligently or improvidently.
Among other things he sought to recover the smount of losses sustained on
loans made while the reserves were deficient in violation of the previso in
section 19 of the Federal Reserve Act that “no bank shall at any time make
new loans or shall pay any dividends unless and until the total balance required
by law is fully restored.” In support of this contention he relied upon a pro-
vision of section 2 of the Federal Reserve Act to the effect that in cases of
noncompliance or violations of the provisions of the Federal Reserve Act
“every director who participated in or assented to the same shall be held linble
in his personal or individual capacity for all damages which said baok, its
shareholders, or any other person shall have sustained in consequcnce of such
violation.”

The court held that the losses on the loans made while the reserves were
deficient were not “in consequence of” the violation of the Reserve Act and
that therefore the directors were not personally liable. After discussing a
number of cases holding that, even in the absence of words of limitation, the
violation of a statutory duty may support liability only where the losg or injury
results approximately from suech violations, the court said:

“Finally, in this connection it is clear that the mandate of the statute
here involved was intended not to protect member banks against loss, but to
protect the Federal Reserve System in maintaining an adequate compulsory
reserve to enable reserve banks to furnish an elastic currency and to afford
means for rediscounting commercial paper. The injury intended to be pre-
vented by the law alleged to have been violated, is not the injury here com-
plained of, It follows that the court did not err in sustaining the exceptions
of the defendant to the findings and conclusions of the master imposing upon
them an individual liability for losses which resulted from loans made while
the deposit with the Reserve Bank was impaired.”

In the case of Allen v. Luke et al. (U. 8. Circuit Court, District of Massa-
chusetts, 1908), 163 Fed. 1018, the stockholders of a national bank brought
suit against the directors to recover the amount of unpaid loans made while
the bank’s reserve was too low in violation of section 5191 of the Revised
Statutes. The court refused to hold the directors liable on this ground and
said:

“The object of Rev. St. § 5191 i3 to insure the constant presence of a cash
reserve. If this were depleted below the statutory limit, the bank might suf-
fer loss for want of cash on hand, and for such a loss, If one occurred, the
defendents might be liable, although the loans made while the reserve was
below the limit were paid at maturity. This provision of the statute was not
intended to protect the bank against bad loans, and a loss arising from their
nonpayment cannot fairly be said to be caused by the directors’ violation of
law. Moreover, the bill here goes no to allege that the statutory reserve was
replenished after the bad loans were made, and before the bank went into
the receiver’s hands. In this ragpect the demuorers are sustained.

SECTION 51081, REVISED STATUTES

“Sec. 5191, Every national banking agsocintion in either of the following
cities: Albany, Baltimore, Boston, Cincinnati, Chicago, Clevelaud, Detroit, Louis-
ville, Milwankee, New Orleans, New York, Philadelphia, Pittshurgh, Saint Louis,
San Francisco, and Washington shall nt all times have on hand, in Iawful money
of the United States, gn amount equal to at least twenty-five per centum of the
aggregate amount of its notes in circulation and its deposits; and every other
assoeiation shall at all times have on hand, in lawful money of the United States,
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an amount equal to at least fifteen per centum of the aggregate amount of its
notes in circulation, and of its deposit. Whenever the lawful money of any
association in any of the cities named shall be below the amount of twenty-five
per centum of its circulation and deposits, and whenever the lawful money of
any other association shall be below fifteen per centum of its circulation and
deposits, such association shall not increase its liabilities by making any new
loans or discounts otherwise than by discounting or purchasing bills of exchange
payable at sight, nor make any dividend of it profits until the required propor-
tion, between the aggregute amount of its outstanding notes of circulation and
deposits and its lawful money of the United States, has been restored. And the
Comptroller of the Currency may notify any association, whose lawful-money
reserve shall be below the amount above required to be kept on hand, to make
good such reserve; and if such association shall fail for thirty days thereafter
so to make good its reserve of lawful money, the Comptroller may, with the con-
currence of the Secretary of the Treasury, appoint a receiver to wind up the
business of the association, ag provided in section fifty-two hundred and thirty-
four.”

The Cuamrman, The committee will stand adjourned until next

Tuesday.
(Whereupon, at 1:15 p. m. the committee adjourned until Tuesday,

June 23, 1942.)
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