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Now t h a t the hearings before t h i s subcommittee o f the J o i n t 

Committee on the Economic Report are coming to a close* I wish to com-

mend most e n t h u s i a s t i c a l l y the ob jec t i ve manner i n which you have ad-

dressed yourselves to your important task . I am sure t h a t the witnesses 

who have appeared before you a l l apprec ia te , as I do, the earnestness, 

i m p a r t i a l i t y and d i l i gence which you and your s t a f f have shown i n your 

search f o r l i g h t on some o f the most complex problems o f our t imes. You 

have been concerned, not w i t h any s p e c i f i c l e g i s l a t i v e proposal , but 

ra the r w i t h the more fundamental questions o f the p r i n c i p l e s which should 

guide f u tu re l e g i s l a t i o n * The r e p o r t o f t h i s committee, composed as i t i s 

o f members o f both Houses who are w e l l versed i n money and banking, can not 

f a i l t o have great in f luence upon the d i r e c t i o n o f monetary, c r e d i t and 

f i s c a l p o l i c i e s i n the f u t u r e . 

The searching nature o f the quest ionnaire sent out to q u a l i f i e d 

and i n t e r e s t e d i n d i v i d u a l s , and the way i n which you have brought out d i s -

i n t e res ted p ro fess iona l op in ion have con t r ibu ted to the sustained h igh l e v e l 

o f d iscuss ion t h a t has p reva i l ed dur ing the past three weeks o f these hear-

ings . The p r i n t e d record w i t h the test imony o f men o f broad experience 

from business, f inance, and pub l i c l i f e , together w i t h the answers to the 

quest ionnai re, c o n s t i t u t e a most important and cons t ruc t i ve volume — one 

tha t w i l l be a "must" i n every l i b r a r y dea l ing w i t h problems o f money i n 

the wor ld today. 
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You are probing i n t o a very de l i ca te and very c r u c i a l problem. 

I t i s no exaggerat ion to say t h a t noth ing more v i t a l l y a f f ec t s the we l -

fa re and dest iny of t h i s na t ion than the i n t e g r i t y o f i t s money and c r e d i t . 

The American d o l l a r commands the h ighest confidence throughout the wor ld . 

To mainta in tha t confidence demands no less v i g i l ance than l i b e r t y i t s e l f . 

The problems you have been exp lo r ing are a t the base o f t ha t i n t e g r i t y and 

conf idence. A f ree en te rpr ise econoxiry can not e x i s t w i thou t appi-opriate 

cen t ra l banking i n s t i t u t i o n s to in f luence the a v a i l a b i l i t y and cost o f 

c r e d i t . Unfor tunate ly t h i s p o i n t i s not genera l ly undei^stood and l ack o f 

background i s not conf ined to the general p u b l i c . The a t t i t u d e o f many 

business and f i n a n c i a l leaders , and o f some o f our banking leaders and 

superv isory o f f i c i a l s , whose devot ion to the pub l i c we l fare can not be 

doubted, i s expla inable on no other grounds. Much o f the d i v e r s i t y i n the 

test imony before you r e f l e c t s not so much basic disagreement as i t does 

d i f fe rences i n apprec ia t ion o f the importance o f the problem. 

I s h a l l address i ryse l f d i r e c t l y to the r o l e to be expected o f 

c e n t r a l banking procedures i n the f unc t i on ing o f the American economy. 

Cent ra l banking i n s t i t u t i o n s have always been considered the necessary 

and essen t i a l complement o f a f ree en te rp r i se economy. Money does not 

manage i t s e l f . Once commercial banking i n s t i t u t i o n s ho ld ing demand deposits 

become impor tant , c e n t r a l banking i n s t i t u t i o n s must be organized to aver t 

money panics and to m i t i g a t e booms and depressions. Although they have 

necessar i l y been given wide d i s c r e t i o n a r y powers* they should i n no sense 

be regarded as an i nven t i on o f or an adjunct to a "managed economy" or an 

"administered s t a t e " . Instead they are p a r t and parce l o f a f ree en te rpr ise 

econony, designed to mainta in f u l l and continuous use o f i t s human and 
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mate r i a l resources. I n modern terms t h i s means t h a t they are expected to 

help mainta in a h igh and s tab le l e v e l o f employment i n a f r ee enterpr ise 

economy* They endeavor tp' do t h i s by the prompt and f l e x i b l e use o f 

adequate d i sc re t i ona ry a u t h o r i t y over the cost and a v a i l a b i l i t y o f money 

and c r e d i t . As i n the case o f the Courts, they must be operated pure ly 

i n the i n t e r e s t s o f the pub l i c but a t the same time they should be immune 

from p o l i t i c a l b ias and c o n t r o l . ^ 

That i s the t r a d i t i o n a l , the conservat ive, the c l ass i c p o s i t i o n . 

I t i s the issue t ha t was dea l t w i t h by Carter Glass, among others , when the 

Federal Reserve System was establ ished* Misunderstanding about i t under l ies 

much o f the c r i t i c i s m o f our ac t ions . I can not emphasize too s t rong l y 

the d i f f i c u l t i e s we are p laced under when many o f the most voc i ferous 

supporters o f f r ee en te rp r i se , businessmen and bankers, and t h e i r organiza-

t i ons c r i t i c i z e the possession and use by the Federal Reserve System o f 

necessary a u t h o r i t y over the cost and a v a i l a b i l i t y o f c r e d i t as i f the 

de legat ion o f t h i s a u t h o r i t y to the System were c h a r a c t e r i s t i c o f a 

"managed economy" or an "adminis tered s t a te " • I t i s exac t l y the opposi te. 

Otherwise I would no t have been considered f o r my present pos t . Nor would 

I have been disposed to ho ld i t . 

Our main problems today have a r i sen as an i n e v i t a b l e r e s u l t of 

the huge volume o f war f i nanc ing . They ra i se anew the quest ion, "How 

should c e n t r a l bank procedures be r e l a t e d to the f i s c a l f unc t i on o f the 

s ta te?" The t r a d i t i o n a l p o s i t i o n was developed i n a wor ld where pub l i c 

expenditures cons t i t u t ed a low percentage o f the na t i ona l income, where 

budgets were expected to be balanced annual ly , where the pub l i c debt, 
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though i t might have seemed l a r g e a t the t ime , was ve ry low i n comparison 

r a t h any th ing we face today, and where, i n c i d e n t a l l y , the widespread use 

o f c r e d i t by consumers had y e t t o take r o o t * I t i s c l e a r t h a t t h i s i s 

ve ry f a r f rom the s i t u a t i o n wh ich con f ron ts us today . I n t h i s coun t ry 

p u b l i c expend i tu res , i n c l u d i n g Federa l , S t a t e , and l o c a l , are o f a magnitude 

t h a t approaches o n e - f o u r t h o f the gross n a t i o n a l p roduc t * Since the war, 

our Federa l p u b l i c debt has been cons ide rab ly i n excess o f our e n t i r e annual 

n a t i o n a l income, even though the n a t i o n a l income i s a t r r e c o r d peacetime 

l e v e l s . Pub l i c debt now f a r exceeds the t o t a l o f a l l p r i v a t e deb t . The 

v a r i e t y o f new cons ide ra t i ons t h a t have t o be taken i n t o account i n the 

modern f o r m u l a t i o n o f f i s c a l p o l i c y i s i n d i c a t e d i n the r e p o r t o f the 

economists a t t h e i r conference on f i s c a l p o l i c i e s h e l d a t P r i n c e t o n . The i r 

r e p o r t i s i nc l uded i n the r e c o r d o f your committee. 

I t i s c l e a r t h a t we can no l onge r expect the wise exerc ise o f 

t r a d i t i o n a l c e n t r a l bank ing powers, unsupplemented by o t h e r p u b l i c p o l i c i e s , 

to m a i n t a i n h i gh l e v e l s t a b i l i t y i n a f r e e e n t e r p r i s e economy to the same 

ex ten t as was thought p o s s i b l e a gene ra t i on ago. The impact o f o the r p u b l i c 

p o l i c i e s on the whole economy has grown too l a r g e i n the i n t e r v a l . Does 

t h i s mean t h a t an "adm in i s te red economy" i s inescapable and t h a t we must 

f r a n k l y accept the h a b i t u a l r e s o r t t o widespread c o n t r o l s i n the form o f 

p r i c e - f i x i n g , a l l o c a t i o n s , r a t i o n i n g , e t c . , i n o rder t o m a i n t a i n h i g h l e v e l 

s t a b i l i t y ? These are i ncompa t ib le w i t h a l l o f our concept ions o f a f r e e 

e n t e r p r i s e economy i n peacet ime. To t h i s ques t i on the answer i s unequ i voca l l y 

no . 7fe can and we must r e t a i n the dynamic s t imu lus o f f r e e e n t e r p r i s e 

i n s t i t u t i o n s . The course o f postwar exper ience, bo th here and abroad, has 

demonstrated anew t h a t these i n s t i t u t i o n s need t o be p r o t e c t e d through the 
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exercise o f c e n t r a l banking funct ions a f f e c t i n g the cost and a v a i l a b i l i t y 

o f c r e d i t . These are s t i l l powerful instruments i n the promotion o f h igh 

l e v e l economic s t a b i l i t y . They must operate, however, i n close conjunct ion 

w i t h appropr ia te f i s c a l , debt management, and o ther governmental p o l i c i e s . 

The Committee f o r Economic Development has submit ted to you a most thought-

f u l document addressed d i r e c t l y t o t h i s problem. I t deserves ca re fu l 

cons idera t ion . 

VJhen I j o i ned the Board o f Governors i n the sp f ing o f 191$, the 

economy was s t i l l undergoing the t r i a l s o f the postwar i n f l a t i o n . Money 

and l i q u i d assets r e s u l t i n g from war f i nanc ing were i n over-supply r e l a t i v e 

to ava i l ab le goods and serv ices . This v a s t l y expanded money supply \?as 

supplemented by an inc reas ing volume o f commercial c r e d i t and consumer 

c r e d i t . To ta l loans a t a l l commercial banks increased by more than 

$16,000,000,000 between the end o f I9h$ and the end o f 19U8. There was 

f u l l employment, poss ib l y over f u l l employment, s c a r c i t i e s p reva i l ed i n the 

markets, our people were becoming r e s t i v e under the impact o f continuous 

increases i n the cost o f l i v i n g , and the opera t ion o f the wage-price s p i r a l 

t h a t i s c h a r a c t e r i s t i c o f mounting i n f l a t i o n was everywhere i n evidence. 

I n f l a t i o n i s a form o f i n t o x i c a t i o n i n which some groups ga in a t the expense 

o f the r e s t o f the popu la t ion , p a r t i c u l a r l y people o f f i x e d incomes. 

Frequent ly i t accentuates s e l f i s h i n t e r e s t s . Many i n these groups t h i n k 

t h a t t h e i r f i n a n c i a l progress has been due s o l e l y to personal m e r i t . They 

are b l i n d to the f a c t t h a t the great impersonal forces o f i n f l a t i o n "greased 

the way." I t ^vas our unpopular task , together w i t h the Treasury, t o counter-

ac t these forces by monetary and f i s c a l measures under our respect ive o r 

j o i n t in f luences or c o n t r o l . 
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Let me enumerate the measures t h a t were adopted and comment 

b r i e f l y on each* By f a r the most powerfu l measure of r e s t r a i n t was the 

use of surplus Treasury funds t o r e t i r e bank-held debt , p a r t i c u l a r l y Fed-

e r a l Reserve he ld debt* The power of dec is ion w i t h respect t o t h i s 

measure l a y who l l y w i t h the Treasury, I doubt whether the pub l i c i n 

general appreciates how important t h i s was and the c r e d i t t h a t must be 

given Congress and the Admin is t ra t ion f o r making i t poss ib le dur ing 

t h a t per iod* There i s no an t ido te t o i n f l a t i o n equal t o the develop-

ment of a budget surplus and the use of t h a t surplus t o r r e t i r e debt a t 

the c e n t r a l bank. I t was endorsed and indeed recommended by the Federal 

Reserve System. 

The p o l i c y of r e s t r a i n t was a lso f o r t i f i e d by the campaign 

undertaken by the American Bankers Assoc ia t ion t o encourage vo lun ta ry 

r e s t r a i n t i n the extension of c r e d i t . I have repeated ly commended t h i s 

ac t ion i n both pub l i c and p r i va te statements. This cooperat ion on the 

pa r t of the commercial bankers exempl i f ies the f a c t t h a t we can a l l 

p u l l together i n t h i s country t o achieve p u b l i c ends when leadership 

has understanding and conv i c t i on . 

Another r e s t r a i n i n g measure was the re impos i t i on of Regulat ion 

W, es tab l i sh i ng l i m i t s t o the extension of insta lment c r e d i t t o consumers. 

I t was r e i n s t a t e d and adminis tered by the Board of Governors of t he Fed-

e r a l Reserve System when Congress granted a temporary a u t h o r i t y i n the 

summer of 19U8. During the pe r i od of the lapse of t h i s a u t h o r i t y , the 

t o t a l volume of t h i s c r e d i t outstanding increased by two and a h a l f 

b i l l i o n d o l l a r s . 

Another measure, and one of the more c o n t r o v e r s i a l , was the 

dec i s ion of the Board of Governors, a f t e r r ece i v i ng temporary a u t h o r i t y 
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f rom Congress, t o increase reserve requirements o f a l l member banks by 2 

per cent on demand deposi ts and 1 -1 /2 per cent on t ime depos i ts i n the 

ea r l y autumn of 191$. The Treasury was informed of t h i s dec is ion and 

o f fe red no ob jec t ion* 

During a l l of the pe r i od of strong i n f l a t i o n a r y pressures, there 

were r e l a t e d and h i g h l y c o n t r o v e r s i a l quest ions i n regard t o r a i s i n g the 

cost of c r e d i t i n the money markets* These invo lved , on the p o s i t i v e 

s ide, increases i n d iscount r a tes made i n 19h& and i n 19j*8 by the Federal 
4 

Reserve, the decis ions by the Treasury i n 19li7 and 19 U8 t o ra i se i t s 

ra tes on new issues of c e r t i f i c a t e s , and the accompanying r e s t r i c t i v e 

act ions i n the open market tsy the Federal Reserve a u t h o r i t i e s t o increase 

the rate's a t which Treasury b i l l s and c e r t i f i c a t e s were t raded i n the 

market. They i nvo l ved , on the negat ive s i d e , support ing act ions i n the 

open market by the Federa l Reserve a u t h o r i t i e s t o main ta in the 2-1/2 

per cent r a t e on the long- term Treasury bonds, a f t e r p e r m i t t i n g p r i ces 

of these bonds t o dec l i ne f rom h igh premiums they had reached. 

I would l i k e the committee, i n judg ing t h i s c o n t r o v e r s i a l sub-

j e c t , t o be i n possession of the f a c t s . I t has been sa id t h a t the Open 

Market Committee o f the Federal Reserve System, which i s charged by 

Congress w i t h r e s p o n s i b i l i t y i n these mat te rs , d i d not w ish t o cont inue 

t o support the 2-1 /2 per cent l e v e l on long- term Treasury bonds but 

was induced t o cont inue t h i s p o l i c y by pressure from the Treasury. Th is 

i s not t r u e . There were w ide ly va ry ing shades of judgment, not on ly 

throughout the country and i n the Congress bu t w i t h i n the Federal Re-

serve System on the w ises t course of ac t i on t o pursue. I t was my v iew, 

s ta ted at the t ime , t ha t the System was ob l iga ted t o main ta in a market 
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f o r government s e c u r i t i e s and t o assure o rde r l y c o a l i t i o n s i n t h a t 

market, not p r i m a r i l y because of an imp l ied commitment t o wartime i n -

vestors, tha t t h e i r savinps would be p ro tec ted , nor t o a i d the Treasury 

i n re fund ing matur ing deb t , bu t because of the widespread repercussions 

t h a t would ensue throughout the economy i f the vast holdings of the pub-

l i c debt were f e l t t o be of unstable value . 

I n any case the dec is ion taken and executed was the dec is ion 

of the Open Llarket Committee* I t represented t h e i r combined best judg-

ment and I was convinced then as I am now, i n r e t r o s p e c t , t h a t they 

were r i g h t . They wore concerned w i t h the huge s ize of the Federal 

debt and w i t h i t s pervasive in f luence throughout the f i n a n c i a l s t ruc tu re* 

I n view of the pervasive hold ings of these s e c u r i t i e s , of the continued 

unsett lement t h a t p reva i l ed i n the immediate circumstances of the pos t -

war i n f l a t i o n , and of the f a c t t h a t i t had not y e t been demonstrated 

t h a t the great bu lk of these s e c u r i t i e s were s o l i d l y he ld and t h a t the 

f l o a t i n g supply had been absorbed, the adopt ion of a support l e v e l below 

par was a r i s k which the Committee was not prepared t o ux^derwrite. 

Our most c o n t r o v e r s i a l ac t i on dur ing t h i s per iod was t o r a i se 

the reserve requirements of member banks. This dec is ion wac r e l a t e d t o , 

but by no means cond i t ioned s o l e l y on, the re luctance of the Treasury t o 

increase shor t - te rm r a t e s on b i l l s and c e r t i f i c a t e s as e a r l y as was 

recommended by the Cpen l ia rket Committee. I propose, t h e r e f o r e , t o 

discuss these two s i t u a t i o n s together< I have s ta ted above t h a t r i g h t l y 

or wrongly i t was the dec is ion of the Open l larket Committee on i t s own 

r e s p o n s i b i l i t y not t o r i s k a lower ing of the support l e v e l on long-* 

t«?rm Treasury bonds. 
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This dec i s i on , i n i t s e l f , meant, of course, t h a t funds pa id out 

by the Reserve Banks i n support of the long- term bond market added t o the 

bank reserves ava i l ab le f o r c r e d i t expansion. I t meant t h a t the System 

must depend main ly , f o r whatever r e s t r a i n i n g in f luence could be exer ted , 

e i t he r on increas ing shor t - te rm ra tes or on increas ing reserve r e q u i r e -

ments, or both. E i t h e r or both of these ac t i ons , r e s t r a i n i n g i n them-

selves, were bound t o be p a r t l y negat ived t o the ex tent t h a t support of 

the long- term market r e s u l t e d i n f u r n i s h i n g reserves t o the banks» 

I t h i n k i t i s t r ue t h a t the re luc tance of the Treasury t o move 

as r a p i d l y as the Open Market Committee recommended r e i n f o r c e d the d i s -

p o s i t i o n of the Board of Governors t o make use of the power t o ra i se 

reserve requirements* I doubt, however, whether the Board, under the 

circumstances then p r e v a i l i n g , would have r e f r a i n e d f rom the use of the 

power t o r a i se reserve requirements even i f the Treasury had agreed 

e a r l i e r t o an increase i n ra tes on shor t - te rm b i l l s and c e r t i f i c a t e s . 

I t 

i s d i f f i c u l t t o be ca tego r i ca l about t h i s p o i n t because i t invo lves 

an i n t e r p r e t a t i o n of what o f f i c i a l reac t i ons would have been i n a 

hypo the t i ca l s i t u a t i on. 

There are some who f e l t t h a t ne i the r of these r e s t r a i n i n g moves 

would be e f f e c t i v e because they would tend to be o f f s e t by the funds tha t 

would necessar i l y be put out i n support of the long- te rm bond markets 

There are o the rs , p a r t i c u l a r l y among the member banks, who f e l t t h a t 

the increase i n shor t - te rm ra tes on b i l l s and c e r t i f i c a t e s would be 

e f f e c t i v e but t h a t the increase i n reserve requirements w o u l d be com-

p l e t e l y o f f s e t by support purchases of bonds* We can now look back 

and give d e f i n i t e answers t o some of these considerat ions t ha t were 

h i g h l y con jec tu ra l a t the t ime* I t i s a matter of reco rd t h a t the Digitized for FRASER 
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combination of these moves d i d a c t u a l l y exer t a net r e s t r a i n t , t h a t sho r t -

term money ra tes d i d f i r m , t h a t loan expansion d i d s top , and t h a t t h i s 

s i t u a t i o n p reva i l ed u n t i l the Federal Reserve reversed i t s p o l i c i e s 

when the i n f l a t i o n abated. 

I do not persona l ly subscribe to the view he ld by some t h a t 

t h i s ac tua l r e s u l t r e f l e c t e d s o l e l y the increase i n ra tes on shor t - term 

b i l l s and c e r t i f i c a t e s supported by the vo luntary campaign of the 

American Bankers Assoc ia t ion t o r e s t r i c t c r e d i t advances to e s s e n t i a l 

product ive c r e d i t s . Personal ly I be l ieve i t a lso r e f l e c t e d the increase 

i n reserve requirements, f o r one reason because t h i s increase diminished 

the l i q u i d i t y of the member banks. I n r e t r o s p e c t , however, I would a lso 

say t h a t my re luctance to r e s o r t t o changes i n reserve requirements as 

a method of dea l ing w i t h an i n f l a t i o n a r y s i t u a t i o n has been increased, 

not d imin ished, by the exper ience. 

As everyone knows, t h a t p a r t i c u l a r episode i n our economic h i s -

t o r y , the hangover of postwar i n f l a t i o n , had come t o an end by e a r l y 

19i#» We can now look back on the postwar pe r i od as a whole, conse-

quen t l y , w i t h some perspect ive and some of the advantages of h inds igh t * 

I t i s my personal eva lua t i on tha t t h i s count ry , a l l t h ings considered, 

came through t h a t pe r iod of t r i a l amazingly w e l l , be t t e r than any other 

major count ry and w i t h l ess s o c i a l and economic d i s t o r t i o n . The amount 

of i n f l a t i o n t h a t a c t u a l l y occurred was less than there was reason to 

f e a r . By t h i s I do not mean i n any sense t h a t no mistakes were made, 

or t ha t the i n f l a t i o n and d i s t o r t i o n s we have su f fe red were unavoidable f 

Some i n f l a t i o n was i n e v i t a b l e , probably a considerable i n f l a t i o n , but i t 

could undoubtedly have been held w i t h i n narrower l i m i t s . Nevertheless, 

t ak ing a l l the complex i t ies and p e r p l e x i t i e s of the problem i n t o con-

s ide ra t i on and also the necessary coord inat ion o f m i l l i o n s of i n d i v i d u a l Digitized for FRASER 
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w i l l s I f e e l t h a t i t w i l l be the v e r d i c t of h i s t o r y t h a t our combination 

of democracy and f r e e en te rp r i se which we enjoy i n t h i s country gave a 

good account of i t s e l f dur ing t h i s pe r i od . 

The monetary and c r e d i t measures which we adopted played no small 

pa r t i n t h a t o v e r a l l r e s u l t . Let me c i t e two spec i f i c ins tances. One of 

our con t rove rs i a l ac t ions was the dec is ion t o reimpose r e s t r i c t i o n s on 

the extension o f ins ta lment c r e d i t t o consumers. YJhen we re issued Reg-

u l a t i o n W i n the autumn of 191*8, the automobile i n d u s t r y was producing 

cars t o the f u l l ex tent permi t ted by the a v i l a b i l i t y of M a t e r i a l s . This 

product ion was i n s u f f i c i e n t t o meet the demand, however, w i t h the r e -

s u l t t h a t so -ca l l ed used cars commanded bonuses or premiums of as much 

as $500 or more i n the "grey" market. I t was pa r t of our ob jec t i ve t o 

defer some of t h i s excess demand u n t i l ma te r ia l s became more f r e e l y 

a v a i l a b l e , tha t i s t o a per iod when the demand so de fer red would sus-

t a i n employment and bu t t r ess h igh l e v e l s t a b i l i t y r a t h e r than augment 

the i n f l a t i o n and the wage-price s p i r a l . I t h i n k the record shows t h a t 

these expectat ions were on the whole borne out by the subsequent course 

of events . Of course, many f a c t o r s p layed on the scene and subsequent 

events cannot be expla ined i n terms of any one f a c t o r alone. Neverthe-

l e s s , i t remains t r u e tha t the premium i n the grey market f o r automo-

b i l e s disappeared s h o r t l y a f t e r the reissuance o f our r e g u l a t i o n , t h a t 

we were able i n March of 191*9 t o r e l a x the r e g u l a t i o n , and t h a t the 

automobile i n d u s t r y since t h a t t ime has been a bulwark t o employment 

dur ing the t r a n s i t i o n per iod of inventory readjustment t h a t has p re -

v a i l e d i n 191*90 Wi th ma te r ia l s more f r e e l y a v a i l a b l e , the automobile 

i n d u s t r y has been able t o set new h igh records i n product ion and sales 

a t a t ime when t h i s product ion was most e f f e c t i v e and most needed as a 

c o n t r i b u t i o n t o h igh l e v e l s t a b i l i t y . Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-12-

i iy second i l l u s t r a t i o n i s from the f i e l d of mortgage f i nanc ing 

i n i t s r e l a t i o n s h i p t o home b u i l d i n g a c t i v i t y . l o u are a l l aware of the 

s p i r a l l i n g costs of housing cons t ruc t ion dur ing the postwar per iod when 

what seemed l i k e an almost u n l i m i t e d demand f o r she l te r impinged on the 

l i m i t e d resources of the home b u i l d i n g i n d u s t r y . You are also aware of 

the turndown i n new housing s t a r t s t ha t occurred i n the autumn of 191*8, 

the subsequent reduc t ion i n costs of new homes by $ per cent t o 10 

per cen t , and the renewed and sustained home b u i l d i n g a c t i v i t y a t new 

record l e v e l s t h a t made i t s e l f f e l t dur ing the past summer. Performance 

o f the home b u i l d i n g i ndus t r y was a powerfu l f a c t o r i n the maintenance 

of employment a t h igh l eve l s and w i thou t renewed i n f l a t i o n of costs 

dur ing t h i s past y e a r . I t i s my personal judgment tha t monetary and 

c r e d i t f a c t o r s played a s i g n i f i c a n t r o l e i n these developments* The slow-

ing up of new s t a r t s t h a t made i t s e l f ev ident i n the autumn and w in te r of 

19U8 was not unre la ted to the decreased a v a i l a b i l i t y of c r e d i t a t t h a t 

t ime. The subsequent upsurge of a c t i v i t y dur ing t h i s summer was r e l a t e d 

i n p a r t t o the e f f e c t on mortgage f i nanc ing o f our moves t o ease c r e d i t 

dur ing the spr ing of 19h9, as w e l l as t o other ac t ions by government t o 

ease mortgage c r e d i t s . 

So much f o r the postwar i n f l a t i o n a r y s i t u a t i o n from which we 

have now emerged, and the lessons t h a t the experience has brought t o us* 

I wish t o t u r n now t o the cur rent p o s i t i o n of the Federa l Reserve System 

i n i t s p o l i c y operat ions i n the money markets. 

That p o s i t i o n was announced by the Open l iarket Committee on 

June 28. I w i l l quote t h a t announcement i n f u l l so t h a t you a l l may 

be f a m i l i a r w i t h i t * 
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"The Federal Open Market Committee, a f t e r consulta~ 
t i o n w i t h the Treasury, announced today t ha t w i t h a view 
t o increas ing the supply of funds ava i lab le i n the market 
t o meet the needs of commerce, business, and a g r i c u l t u r e 
i t w i l l be the p o l i c y of the Committee t o d i r e c t purchases, 
sa les, and exchanges of Government s e c u r i t i e s by the Fed-
e r a l Reserve Banks w i t h pr imary regard t o the general bus i -
ness and c r e d i t s i t u a t i o n . The p o l i c y of main ta in ing o rde r l y 
condi t ions i n the Government s e c u r i t y market, and the con-
f idence of inves to rs i n Government bonds w i l l be cont inued. 
Under present cond i t ions the maintenance of a r e l a t i v e l y 
f i x e d pa t t e rn of ra tes has the undesirable e f f e c t of ab-
sorbing reserves f rom the market a t a t ime when the 
a v a i l a b i l i t y of c r e d i t should be increased. ! t 

I regard the announcement as a s i g n i f i c a n t mi lestone because i t 

r e f l e c t e d the j o i n t judgment of the Treasury and of the Federal Open Market 

Committee t h a t the postwar economic and f i n a n c i a l s i t u a t i o n had evolved t o 

a p o i n t where open market operat ions could sa fe ly be permi t ted t o p lay a 

more orthodox r o l e i n our p o l i c i e s . Such operat ions w i l l , of course, 

continue t o be a f f e c t e d by concern f o r the s t a b i l i t y of the Federal 

debt and i t s repercussions upon the e n t i r e debt s t r u c t u r e . The pub l i c 

debt i s now a dominant p a r t of the f i n a n c i a l s t r u c t u r e . No one informed 

on money market operat ions expects t h a t open market p o l i c i e s w i l l ignore 

t h i s f a c t . The pub l i c deb t , however, huge as i t s t i l l i s , has become 

s u f f i c i e n t l y s e t t l e d i n the hands of s tab le holders t o permi t open 

market p o l i c y t o be formulated on a more f l e x i b l e basis than fo rmer l y . 

I regard June 28, 19U9, as a most important da te . I t s i g n i f i e d removal 

of the " s t r a i t j acke t " i n which monetary p o l i c y had been operat ing f o r 

near l y a decade, t h a t i s , since the beginning of the war . 

The record t h a t I have c i t e d i l l u s t r a t e s how we have been com-

p e l l e d t o operate under u t t e r l y new cond i t i ons , unprecedented i n modern 

t imes. What i s t h e i r s ign i f i cance w i t h respect t o f i s c a l p o l i c i e s , to 

the re l a t i onsh ips requ i red between c e n t r a l banking a u t h o r i t i e s and f i s c a l 
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a u t h o r i t i e s , and t o the adequacy of t r a d i t i o n a l c e n t r a l banking powers? 

These questions are i m p l i c i t i n your i n q u i r y . They demand the a t t e n t i o n 

of t hough t fu l men everywhere. Unless we f i n d the s o l u t i o n t o these prob-

lems, our way of l i f e , which i s the way of the f r ee wor ld , w i l l be i n 

jeopardy. Having spent t h i r t y - t h r e e years of my l i f e as a p r i v a t e en te r -

p r i s e r , I want above a l l t o avoid anyth ing tha t e i t h e r weakens our economy 

or puts the f i s c a l s t ruc tu re of our government i n p e r i l . 

I approach these problems w i t h a f e e l i n g of h u m i j i t y which I am 
* 

sure you and many of the t hough t f u l men who have appeared before you share. 

I t i s t h i s f e e l i n g t h a t makes me so sympathetic t o the study which you are 

conduct ing. Out of a l l of the d iscuss ions, we can, perhaps, achieve b e t -

t e r understanding f o r our f ix ture guidance. 

I would be less than f r a n k i f I l e f t you w i t h the impression t h a t 

the new p o s i t i o n which was i n i t i a t e d on June 28 had ended the need f o r co-

o rd ina t i on between debt management and money market p o l i c i e s . That need 

w i l l , of course, cont inue. Many suggestions have been advanced i n the 

answers t o your quest ionnai re and i n the test imony, suggesting fo rma l p ro -

cedures t o assure a r e s u l t t h a t i s i n the long run pub l i c i n t e r e s t of our 

democracy. Personal ly I am skep t i ca l of the value of fo rma l ized proce-

dures i n a s i t u a t i o n of t h i s k i n d . The t r u t h i s t h a t our problems a r i se 

out o f the d i f f e r e n t character of the very ser ious r e s p o n s i b i l i t i e s t h a t 

are borne by the Treasury on the one hand and the Federal Reserve System 

on the o the r . The record of h i s t o r y i s c l e a r , t h a t the i n s t i t u t i o n s 

charged w i t h these r e s p o n s i b i l i t i e s should be mutua l l y independent of each 

o the r , f o r the subord inat ion of e i t h e r might lead t o unfor tunate r e s u l t s . 

This seems t o me t o imply t h a t we must r e l y on the men who c a r r y these 
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respect ive r e s p o n s i b i l i t i e s , on t h e i r good w i l l , cons t ruc t ive v i s i o n , 

and s p i r i t of cooperat ion. There i s no danger t h a t Treasury o f f i c i a l s and 

Federal Reserve o f f i c i a l s w i l l l ack personal contac t . The nature of t h e i r 

du t ies insures and w i l l continue t o insure t h a t they face these problems 

together . I took pains t o po in t out i n my answer t o the quest ionnaire 

t ha t a sp lendid degree of cooperat ion ex i s t s between the Treasury and the 

Federal Reserve. 

Reserve Requirements 

I propose now t o c l a r i f y severa l s p e c i f i c , but not necessar i l y 

r e l a t e d , po in ts where the record i nd i ca tes confus ion. F i r s t of these i s 

the general problem of reserve requirements. Three r e l a t i v e l y d i s t i n c t 

types of problems t h a t f a l l under t h i s heading have been dea l t w i t h i n 

the record , and I want t o d i s t i n g u i s h them and comment b r i e f l y on each. 

(1) To what ex ten t should the Federal Reserve a u t h o r i t i e s have 

the power t o ra i se or lower reserve requirements and under what cond i t ions 

should t h i s instrument be used? 

I am somewhat embarrassed i n answering t h i s quest ion. The 

Congress has not seen f i t i n the past t o delegate as broad a u t h o r i t y w i t h 

respect t o t h i s instrument as i t has w i t h respect t o other ins t ruments . 

Only s i x months ago Congress refused extension of the temporary a u t h o r i t y 

t ha t then ex i s t ed . I am hopefu l t h a t as a r e s u l t of t h i s committee !s i n -

t e r e s t the subject might be reviewed i n broad perspect ive i n a study under 

au tho r i t y o f Congress* 

The Board has heretofore proposed t h a t a d d i t i o n a l a u t h o r i t y be 

granted so t h a t i t would be i n a p o s i t i o n t o absorb a d d i t i o n a l reserves 
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t h a t might be made ava i l ab le i n excess of the cur rent needs of the economy. 

I t has been recognized, and so s ta ted , t ha t reserve requirements are not a 

f l e x i b l e ins t rument , i n other words t h a t f requent 11 j i gg l i ng 1 1 of the r e q u i r e -

ments should be avoided. The p r i n c i p a l poss ib le sources of a d d i t i o n a l r e -

serve funds are (1 ) i n f l o w of go ld , (2 ) r e t u r n of currency f rom c i r c u l a -

t i o n , and (3) Federal Reserve purchases of government s e c u r i t i e s . 

I t should be recognized t h a t f rom a long- run standpoint basic 

adjustments i n reserve requirements may be needed from t ime t o t ime t o 
* 

a l low f o r fundamental changes i n the reserve s t r u c t u r e . An i n f l o w of gold 

of a b i l l i o n d o l l a r s a year f o r f i v e or ten yea rs , together w i t h a r e t u r n 

f l o w of a moderate p o r t i o n o f the very la rge wartime increase of currency 

i n c i r c u l a t i o n , could deplete the Federal Reserve Banks1 open market p o r t -

f o l i o below a reasonable operat ing l e v e l . I t may also be essen t i a l a t 

t imes f o r the Federal Reserve t o purchase government bonds i n main ta in ing 

o rde r l y markets f o r these s e c u r i t i e s * An increase i n reserve requirements 

might be needed i n order t o immobil ize any la rge amount of reserves created 

i n t h i s manner. 

As I s ta ted i n my answer t o your ques t ionna i re , the Federal Re-

serve should have a u t h o r i t y broad enough t o meet i t s r e s p o n s i b i l i t i e s under 

d i f f e r e n t s i t u a t i o n s . We have learned from experience t ha t i f we should 

again be confronted w i t h the problem of dea l ing w i t h a dangerous expansion 

of bank c r e d i t , f l e x i b l e open market and d iscount p o l i c i e s would be more 

e f f e c t i v e instruments than inc reas ing reserve requirements* 

(2) I s the e x i s t i n g system of reserve requirements f o r member 

banks e f f e c t i v e and equi table? 

I t i s not necessary on t h i s occasion f o r me t o discuss a t leng th 

e x i s t i n g methods of computing reserve requirements or why we be l ieve a 
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change i n the methods i s worthy of cons idera t ion . These matters are 

t rea ted a t some leng th i n the answers which the Reserve Bank Presidents 

and I have submitted i n answer t o your quest ionna i re . The problem has 

been s tud ied by var ious groups i n the Federal Reserve System almost f rom 

the time of i t s o rgan iza t ion and many proposals have been made f o r i t s so-

l u t i o n . 

We are convinced tha t the e x i s t i n g system should and can be 

g r e a t l y improved. We are n o t , however, committed t o any? p a r t i c u l a r p ro -

posal f o r change. Our s t a f f s a f t e r years of study have worked out a 

method which i s be l ieved t o be workable and equ i tab le and may be the 

best t h a t can be devised; i t has a l ready been presented i n f o r m a l l y t o 

your committee. 

The problem i s a con t inu ing one and i n e q u i t i e s increase the 

longer i t remains unsolved. I t i s my view t h a t the problem should be 

s tud ied by the appropr iate committees of Congress, by banking groups, 

and o the rs , as w e l l as by the Federal Reserve. We w i l l be prepared t o 

present a d e f i n i t e recommendation a t the appropr ia te t ime. I f a Na t iona l 

Monetary Commission i s set up t o study such quest ions, t h i s would be one 

of the most important f o r i t t o consider . 

(3) Should banks which are no t members of the Federal Reserve 

System be requ i red to main ta in reserve requirements e s s e n t i a l l y the same 

as those requ i red of member banks? 

I have discussed a t some l eng th , i n the answers submitted t o 

your quest ions, the d i f f i c u l t problem of the l i m i t a t i o n s t ha t the e x i s t -

ence of nonmember banks place on the e f fec t i veness of Federal Reserve 

ac t ions . The Reserve Bank Pres idents , who are i n t i m a t e l y concerned w i t h 
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t h i s problem, have a l so g iven you t h e i r views and so have many o t h e r s . 

D i f f e rences i n reserve requi rements are one o f the most impor tan t aspects 

o f t he e f f e c t o f nonmember banks on the Federa l Reserve System. 

Reserve requi rements f o r S ta te banks which are n o t members o f 

the Federa l Reserve System va ry f rom no s t a t u t o r y requi rements whatever 

i n the S ta te o f I l l i n o i s t o requi rements wh ich , i n percentages, are 

h ighe r than those o f member banks i n a number o f S ta tes . The e s s e n t i a l 
* 

d i f f e r e n c e between reserve requi rements o f member and nonmember banks, 

however, i s no t i n percentages b u t i n the compos i t ion o f rese rves . 

Even where the percentages o f depos i t s r e q u i r e d to be h e l d as reserves 

are the same as, o r h ighe r than those f o r member banks, the nonmember bank 

s t i l l has an impo r t an t advantage. Nonmember banks can meet t h e i r reserve 

requi rements th rough ho ld ings o f v a u l t cash and balances w i t h correspondent 

banks, w h i l e member banks can count o n l y t h e i r balances w i t h the Federa l 

Reserve as r e q u i r e d rese rves , and i n a d d i t i o n must h o l d f o r work ing 

purposes a c e r t a i n amount o f v a u l t cash and balances w i t h cor respondents . 

Member banks n o t i n rese rve c i t i e s , the s o - c a l l e d " c o u n t r y " banks, as a 

group have r e c e n t l y been m a i n t a i n i n g ho ld ings o f v a u l t cash and balances 

w i t h o the r banks amounting t o about 1$ per cent o f t h e i r gross demand 

d e p o s i t s , i n a d d i t i o n t o balances w i t h Federa l Reserve Banks o f 12 per 

cent a g a i n s t n e t demand d e p o s i t s * and 5> per cent a g a i n s t t ime d e p o s i t s . 

*Net demand depos i t s are computed by deduc t ing ho ld ings o f balances w i t h 
correspondent banks and o the r cash i tems f rom gross demand d e p o s i t s . 
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The p rac t i ce o f ho ld ing balances w i t h correspondents i s 

c h a r a c t e r i s t i c o f our system o f u n i t banks. I n any i n q u i r y o f needed 

monetary and banking l e g i s l a t i o n , cons idera t ion should be given to the 

p o s s i b i l i t y o f evo lv ing a system o f reserve requirements t h a t would make 

allowance f o r holdings o f v a u l t cash and balances w i t h other banks i n 

such a way as to minimize the e f f e c t o f d i f fe rences between member and 

nonmember banks. I n my answer to your quest ionnai re, I have submitted 

some a l t e r n a t i v e s t h a t might be considered to deal w i t h r t h i s problem. 

The Problem o f a D iv ided Banking S t ruc tu re 

I t has been i n t ima ted to the committee t h a t we i n the Federal 

Reserve are unduly alarmed by the problems presented by a d iv ided bank-

i n g s t ruc tu re since nonmember banks ho ld on ly 15 per cent o f the t o t a l 

commercial bank deposi ts i n the count ry . I want to p o i n t out t ha t t h i s 

i s an o v e r a l l f i g u r e and can be very mis leading i f not viewed on a geo-

graph ica l b a s i s . The percentage o f deposi ts var ies between H#5 per cent 

and 62 per cent from the lowest State to the h ighes t . Correspondingly, 

the number o f nonmember banks va r ies between 13 per cent and 85 per cent 

o f a l l commercial banks. I need hard ly p o i n t out to members o f Congress 

the ac tua l in f luence o f these 7*000 nonmember banks represent ing 50 per 

cent o f the banking const i tuency. 

I emphasized s t r o n g l y i n ray answer to your quest ionnaire my 

fundamental f a i t h i n the dual banking system. The great commercial ex-

pansion o f t h i s country was ventured under t h a t system, and I would be 

the l a s t to advocate any p o l i c y t h a t supplants i t . I a lso emphasized my 

great concern l e s t our dual banking system degenerate i n t o a hopelessly 

d iv ided banking s t r u c t u r e , and I gave you what I consider some const ruct ive 
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a l t e rna t i ves to deal w i t h i t . 

My pr imary aim i s to consol idate the e f f o r t s o f a l l forces 

concerned w i t h our f i n a n c i a l i n t e g r i t y to the greatest ex tent poss ib le 

i n order to have t h i s country adequately armed, so f a r as our money 

mechanism can accomplish t h a t , to prevent c r e d i t excesses i n an upswing 

and to make Federal Reserve resources u n i v e r s a l l y ava i l ab le to banks i f 

they need help i n stormy weather* 

Our banking and c r e d i t economy cons is ts o f an i n c r e d i b l y 

complex s t r uc tu re o f i n t e r l o c k e d assets and l i a b i l i t i e s . No bank can 

operate t h a t can not convert i t s assets q u i c k l y i n t o caSh when deposi tors 1 

use o f funds r e s u l t s i n a d ra in* I n per iods of f i n a n c i a l s t r a i n there i s 

no a l t e r n a t i v e bu t recourse to the Reserve System. This recourse to 

funds i s always ava i l ab le to a member bank, w i t h f u l l assurance t h a t the 

Federal Reserve m i l be i n a p o s i t i o n to meet i t s requirements, whatever 

they may be. I would l i k e to see t h i s recourse open a lso to nonmember 

banks who car ry t h e i r reserves i n the Federal Reserve Banks. 

Object ions ra i sed aga inst i n c l u s i o n o f a l l commercial banks 

i n common p r o t e c t i v e a c t i o n against i n f l a t i o n a r y excesses, do not o f 

course a r i se when we t a l k o f making the resources of the Reserve System 

ava i l ab le to a l l banks, regardless o f membership, when the going gets 

rough. Whether i t i s more v i t a l t o r e s t r a i n a boom or cushion a de-

press ion, i n e i t h e r case I have f e l t t h a t the Reserve System should be 

i n a p o s i t i o n to use a l l i t s i n f l uence . 

I t h i n k t h i s should d i s p e l the fog t h a t has spread over the 

quest ion o f whether nonmember banks should be on an equal f o o t i n g w i t h 
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member banks so f a r as reserve requirements are concerned. This i s no 

new sub jec t . I t i s as o l d as the Federal Reserve Act i t s e l f . Carter 

Glass was by* no means alone i n i n s i s t i n g t h a t l o g i c and simple fa i rness 

c a l l e d f o r un ive rsa l membership. I can imagine no more vigorous a 

champion o f States1 r i g h t s than he was. I n the ea r l y and m i d - t h i r t i e s , 

Congress s p e c i f i c a l l y provided t h a t a l l insured banks, a t l e a s t , should 

be m e m b ^ o f the Reserve System. True, t h a t dec is ion was subsequently 

reversed, I mention t h i s on ly to p o i n t out t h a t thereu is noth ing new 

or novel , there i s no reaching f o r more and more power, when we b r i ng 

to your a t t e n t i o n the f a c t t h a t nonmembership d i l u t e s our a b i l i t y to 

do our job — and t h a t i s a l l we are concerned w i t h . Carter Glass put 

i t i n f a r st ronger terms when he sa id i t makes f o r compet i t ion i n l a x i t y . 

As a businessman I n a t u r a l l y d i s l i k e r e s t r i c t i v e government 

a u t h o r i t y and c e n t r a l i z a t i o n o f power. Some o f the fog t h a t surrounds 

the sub jec t o f the r o l e of monetary p o l i c y a r ises because o f the erroneous 

b e l i e f t h a t the Federal Reserve System seeks to p lay a f a r greater p a r t 

than was intended and t h a t i t i s reaching f o r more power. I have t r i e d 

to b r i n g out i n t h i s d iscuss ion, on the con t ra ry , t h a t the dilemma we 

faced u n t i l t h i s year could no t be reso lved adequately because, i n our 

considered judgment, we could not use the open market powers — undoubtedly 

very great — which we al ready possessed w i thou t the l i k e l i h o o d o f doing 

more economic harm than good. 

The suggest ion has r e c e n t l y been made to me by a very competent 

observer t ha t one step forward might be taken through st rengthening, i n 

some appropr ia te and acceptable way, the r e l a t i onsh ips between the Reserve 

System and the Supervisors o f Sta te banks. I have not thought t h i s out 
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completely, and I mention i t on ly because t h i s i s one o f many con-

s t r u c t i v e thoughts t ha t we are exp lo r ing t o harmonize the p o l i c i e s o f 

a l l superv isory a u t h o r i t i e s i n a t t a i n i n g our common ob jec t i ve . Wi th 

your permission, I w i l l in t roduce i n the record a tab le which shows 

nonmembership by States, both as to deposi ts and numbers o f banks• I 

would a lso l i k e t o in t roduce i n t o the record excerpts from l e t t e r s I 

have r e c e n t l y rece ived from the Presidents o f the Federal Reserve Banks 

o f Chicago, Minneapol is, and Kansas C i t y , commenting op t h i s sub jec t . 

Loans to Business 

I y/ish p a r t i c u l a r l y a t t h i s p o i n t to c l a r i f y my response i n 

the quest ionnaire t h a t d e a l t w i t h the a u t h o r i t y o f the Federal Reserve 

Banks to extend d i r e c t loans to i n d u s t r y . The statement has been mis-

understood by some to i n d i c a t e t h a t I requested new a u t h o r i t y to compete 

w i t h the lend ing a u t h o r i t y o f the Reconstruct ion Finance Corporat ion. The 

f a c t i s t h a t the Federal Reserve Banks have long had a u t h o r i t y under 

Sect ion 13b o f the Federal Reserve Act to make d i r e c t loans to i n d u s t r y . 

I was seeking i n my answer to avoid c o n f l i c t between the lend ing 

a c t i v i t i e s o f the Federal Reserve Banks and those o f the RFC* I 

s p e c i f i c a l l y s ta ted t h a t i f Congress d i d not wish to c l a r i f y the p o s i t i o n 

I would p r e f e r t ha t our a u t h o r i t y be repealed, and I w ish to reemphasize 

t h a t statement because the Federal Reserve System should not be look ing 

f o r new worlds to conquer. Furthermore, the very j u s t i f i a b l e quest ion 

can be ra i sed as to the r o l e o f a c e n t r a l banking a u t h o r i t y i n the f i e l d 

o f d i r e c t l end ing . 

I t i s p a r t o f my basic phi losophy to be wary o f the growth of 
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government loan agencies t ha t i n t h e i r compet i t ion w i t h p r i v a t e lend ing 

i n s t i t u t i o n s may weaken these i n s t i t u t i o n s to the p o i n t where they no 

longer p lay a dynamic r o l e i n our economy* A t the same t ime, I recognize 

t ha t s i t u a t i o n s have a r i sen , and may a r i se again, p a r t i c u l a r l y i n per iods 

o f emergency, when the a v a i l a b i l i t y o f pub l i c f i nanc ing i s essen t ia l to 

the s u r v i v a l o f the economy. I recognize also t h a t i n the area o f smal l 

business there may be f i n a n c i a l needs a t a l l t imes t h a t j u s t i f y d i r e c t 

government a t t e n t i o n and support . I n ny answer I t r i ^ d to dea l w i t h 

both o f these needs. 

The basic problem ar ises out o f the nature o f the c r e d i t r e -

l a t i o n s h i p between borrower and lender t h a t i s appropr ia te to a p r i v a t e 

en te rp r i se economy. Though i t may not so appear on the balance sheet, 

a business c r e d i t or business loan i s no t an i s o l a t e d t ransac t ion t ha t 

occurs once between a borrower and a lender and i s terminated a t the 

t ime o f repayment. \Vhat a businessman needs, and what smal l businessmen 

need above a l l e lse , i s a c r e d i t connection, a recur ren t source o f loans 

to which he can t u r n p e r i o d i c a l l y to f inance h is seasonal needs, to t i d e 

him over emergencies, to advise him on plans f o r expansion and to help 

f inance h is growth. I t i s on ly very l a rge concerns, w i t h d i r e c t access 

to the c e n t r a l money markets, t ha t can a f f o r d even to contemplate operat ions 

w i thou t an es tab l i shed recu r ren t source o f f i n a n c i a l accommodation. Most 

of our successfu l business en te rp r i ses , both l a rge and smal l , are 

meticulous to c u l t i v a t e and mainta in customer r e l a t i onsh ips o f long 

standing w i t h commercial banks and o ther f i n a n c i a l i n s t i t u t i o n s , and 

v i ce versa. 
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I t i s t h i s long- term nature o f business c r e d i t r e la t i onsh ips 

tha t makes me f e a r f u l o f government lend ing a c t i v i t i e s . The danger i s 

t ha t such f i n a n c i a l r e l a t i onsh ips once estab l ished tend by t h e i r very 

nature to be maintained, and t ha t a growing sector o f our p r i v a t e bus i -

ness economy may come to depend f o r i t s c r e d i t advances on the pub l i c 

c r e d i t . 

The suggestions I advanced i n my answer represented my best 

thought on how we i n the Federal Reserve System might^meet these con-

f l i c t i n g ob jec t i ves c o n s t r u c t i v e l y , i f the Congress placed our a u t h o r i t y 

on a more e f f e c t i v e bas is . The advantages to the economy, should Congress 

do so, are t h a t we are very close to banks and are f a m i l i a r w i t h t h e i r 

operat ions, t h a t we have adequate resources, and t ha t we have an ex-

perienced personnel capable o f g i v i ng considerate and cons t ruc t ive 

a t t e n t i o n to unusual c r e d i t s i t u a t i o n s , p a r t i c u l a r l y those t h a t are c lose ly 

associated w i t h the l e g i t i m a t e f i n a n c i a l needs o f smal l business. I t has 

been my observat ion t h a t an important d i f f i c u l t y o f smal l business, 

p a r t i c u l a r l y o f r e l a t i v e l y new ventures, to secure f i nanc ing i s due to 

the f a c t t h a t i t has no es tab l ished banking Connection* I t i s my thought 

t h a t i f the Congress so d i r e c t s , we i n the Federal Reserve could p lay a 

cons t ruc t i ve r o l e by devot ing ourselves to the establ ishment o f sustained 

customer connections between small business u n i t s and t h e i r l o c a l banks. 

C lea r l y , t h i s would be more welcome to small business than the prospect 

o f continued dependence on pub l i c l end ing agencies. 

Frequent ly , these connections are not au tomat ica l l y es tab l ished 

i n the marketplace, because a t y p i c a l smal l business w i t h no regu la r 
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banking connection represents an "unusual c r e d i t r i s k t h a t does not 

conform to t r a d i t i o n a l standards. I n such cases, the a p p l i c a t i o n may-

be turned down by the l o c a l bank because i t has not the f a c i l i t i e s to 

make the i n v e s t i g a t i o n essen t ia l to es tab l i sh whether or not the r i s k 

i s bankable* I t i s these s i t ua t i ons where the Federal Reserve Banks 

could operate most e f f e c t i v e l y . Wi th t h e i r t r a i ned personnel and 

f a c i l i t i e s they are i n a b e t t e r p o s i t i o n to i nves t i ga te unusual c r e d i t 

s i t u a t i o n s than many smal l l o c a l banks. I f they fourtfl such s i t ua t i ons 

j u s t i f i e d the extension o f c r e d i t , they could make the* loan, subject 

always to the safeguard t h a t the l o c a l i n s t i t u t i o n ca r r i ed a t l e a s t 10 

per cent o f the r i s k * They would always be prepared to s e l l back to 

the l o c a l bank any or a l l o f t h e i r p a r t i c i p a t i o n and we would consider 

t h e i r job w e l l done when the borrower had acquired an es tab l ished l o c a l 

banking connection and no longer repa i red to the Federal Reserve Bank 

f o r ass is tance. 

I am aware t ha t d i r e c t loans o f a customer nature to i n d u s t r i a l 

business un i t s l i e outs ide the main c r e d i t a c t i v i t i e s o f cen t ra l banking 

i n s t i t u t i o n s . I would not expect t h a t the d o l l a r volume of such loans 

a t the Reserve Banks would ever be l a r g e . I would look on i t as a p i l o t 

operat ion designed to e s t a b l i s h regu lar customer r e l a t i onsh ips between 

l o c a l smal l businessmen and t h e i r l o c a l banks. I would judge i t s success 

not by the d o l l a r volume o f such loans outstanding a t any one time but 

ra the r by the v i t a l i t y t h a t i t gave to smal l business and to commercial 

banking* 

I f Congress were to request us to do a job l i k e t h i s , I can 

assure you t ha t the Federal Reserve i s organized to do i t . As I 
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i nd i ca ted i n my answer, I would want our e x i s t i n g a u t h o r i t y l i b e r a l i z e d 

and I would also want assurance tha t the law be amended so tha t we would 

not be i n a compet i t ive p o s i t i o n w i t h the Reconstruct ion Finance Corpora-

t i o n . 

Organizat ion o f the System 

I t i s o f course v i t a l t ha t the Board o f Governors and the Open 

Market Committee be composed o f men o f the h ighest c a l i b e r . I whole-
T 

hear ted ly agree w i t h the view which has severa l times been expressed 

here t h a t the best assurance t h a t the System w i l l cont inue to be able 

to a r r i v e a t informed and d i s i n t e r e s t e d judgment on a l l questions o f 

monetary p o l i c y i s a s t rong Board o f Governors. Only a Board made up 

o f men o f the h ighest competence can discharge the heavy r e s p o n s i b i l i t i e s 

f o r monetary p o l i c y ent rus ted to i t . That i s why I f e e l so s t rong l y t h a t 

i t was a great mistake f o r the Congress under the recent execut ive pay 

l e g i s l a t i o n to a l t e r the r e l a t i o n s h i p between the sa la r i es of Board 

members and those o f the top execut ive o f f i c e r s o f the government, which 

was es tab l ished when the Federal Reserve was founded. I t i s not the 

sa la ry l e v e l as such so much as the imp l ied disparagement and reduced 

s ta tus o f the Board which w i l l make i t extremely d i f f i c u l t i n the f u tu re 

to induce outstanding men to accept Board membership. The Board i s also 

placed a t a disadvantage i n i t s r e l a t i o n s h i p w i t h o ther agencies. 

The accusat ion has been made t h a t the Board operates i n an 

i v o r y tower, and tha t i t s decis ions are surrounded by n$rstery. This i s 

very f a r f rom the f a c t . I doubt whether there i s any i n s t i t u t i o n , pub l i c 

o r p r i v a t e , anywhere i n the wor ld whose operat ions are so f u l l y d isc losed 
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t o the p u b l i c as those o f the Federal Reserve System. I n the Federa l 

Reserve B u l l e t i n , i n the annual repor ts t o Congress - which i nc lude 

a l l p o l i c y ac t ions o f the Board and o f the Open Market Committee together 

w i t h the reasons t h e r e f o r - i n r e g u l a r l y issued repo r t s o f day- to-day 

opera t ions , i n f requen t o ther p u b l i c a t i o n s bo th o f the Board and o f the 

Reserve Banks, and i n p u b l i c d iscuss ions , the ac t ions and a c t i v i t i e s o f 

the e n t i r e System are d i sp layed as i n an open book. Yfe occupy no i v o r y 

tower . We l i v e i n a g o l d f i s h bov<rl. ^ 

The unique o r g a n i z a t i o n o f the Federa l Reserve enables the 

System to be extremely c lose to the pu lse o f the econony a t a l l t imes. 

Before coming t o dec is ions on a l l mat ters o f p o l i c y , the Reserve Board 

has the ines t imab le advantage o f be ing ab le t o communicate w i t h and 

o b t a i n f a c t u a l i n f o r m a t i o n , as w e l l as op in ions , f rom the twelve Federa l 

Reserve Banks and t h e i r twen t y - f ou r branches throughout the count ry , on 

whose boards are more than 2^0 d i r e c t o r s , dravm no t on ly f rom banking 

b u t f rom the w i d e l y d i v e r s i f i e d i n d u s t r i a l , commercial, a g r i c u l t u r a l , and 

p r o f e s s i o n a l p u r s u i t s o f the n a t i o n . The d i r e c t o r s , the o f f i c e r s , and 

s t a f f s o f the Reserve Banks and the Board, the Federa l Adv isory Counc i l , 

and the member banks comprise the Reserve System. The Board has cons tan t l y 

a v a i l a b l e c u r r e n t i n f o r m a t i o n , drawn f rom t h i s g rea t System, to supplement 

the vas t mass o f f a c t u a l and s t a t i s t i c a l data gathered through o ther 

governmental sources. Moreover, the System sponsors spec ia l s tud ies as 

occasion demands. I n a d d i t i o n , we are always a t pains t o consu l t w i t h 

rep resen ta t i ve businessmen, the smal l as w e l l as the l a r g e r ones, w i t h 

t rade assoc ia t ions and, i n f a c t , w i t h a l l who are a f f e c t e d by System 
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operat ions. We t r y to weigh c a r e f u l l y t h e i r views and to d i s t i n g u i s h 

broad na t i ona l considerat ions from those r e f l e c t i n g narrower i n t e r e s t s . 

The a r t o f c e n t r a l banking i s f a r from simple, nor i s i t one 

o f the exact sciences. That i s why, as I have s ta ted, I f e e l t ha t your 

committee i s doing such a use fu l educat ional job i n b r i n g i n g these 

monetary, c r e d i t and f i s c a l problems to the a t t e n t i o n o f the pub l i c and 

g rapp l ing w i t h these problems. You can help g rea t l y by such conclusions 

and recommendations as you may put i n your r epo r t to ;bhart the fu tu re 

course o f monetary and c r e d i t p o l i c y and enable i t to p l a y i t s f u l l 

p a r t towards achiev ing our goal o f steady economic progress. 
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