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STANDARD FORM NO. 64

Oﬁ'ice Memomndum e UNITED STATES GOVERNMENT

TO

FROM

Digitized for FRASER

e Mt pate: MAR 19 1951

* Elting Arnold

i Cﬁ.’(@wﬁ”{’

Problem

You have asked my opinion as to whether there would be any legal
obstacle to your retaining the position of Executive Director, without
compensation, of the International Bank for Reconstruction and Develop=-
ment after becoming Chairman of the Board of Governors of the Federal
Reserve System.

Conclusions

l. There is no general provision of law or provision of the
Bretton Woods Agreements Act which would preclude your retaining
the position of Executive Director after becoming Chairman of the
Board of Governors; but

2+ Members of the Board are required by section 10 of the
Federal Reserve Act to "devote their entire time to the business
of the Board. #* #* #"; and

3. Section 10 of the Act also provides that no member of the
Board shall be "a director of any bank." While it might be argued
that Congress could not have had in mind such a post as a director=-
ship of an international banking institution when this provision was
adopted in 1913, it literally would preclude your holding the
directorship of the International Banke.

Discussion

You will recall that a similar question was considered in my
memorandum to you of October 25, 1949, with respect to the positions
of Asgistant Secretary of the Treasury and Executive Director of the
International Bank. That memorandum concluded that if it should be
determined that the duties of U.S. Executive Director on the Interna-
tional Bank were not such as to interfere with the performance of
your duties as Assistant Secretary of the Treasury there would appear
to be no legal prohibition tc holding both offices. It was pointed
out that the Bretton Woods Agreements Act itself merely provided that
no compensation should be received from the United States for services
as an executive director.

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



Digitized for FRASER

-2-

It was also pointed out in that memorandum that, in general,
on the subject of conflicts of interests in two positions, the
Attorney General has stated that public officers should not engage
in activities which are incompatible with the duties of publie
office but in the absence of "legal incompatibility" the question of
the propriety of appointing the same person to each of two offices
belongs to the appointing power and that it is for him to decide
whether one person can properly perform the duties of both offices.
The question of the compatibility of the two offices is camplicated
in the case of a member of the Board of Governors by the provision
in section 10 of the Federal Reserve Act (12 U.S.C. 241) that
"The members of the Board shall devote their entire time to the
business of the Board # 3 #."

Another serious question arises, moreover, in connection with
a member of the Board of Governors of the Federal Reserve System
holding the office of U.Se Executive Director of the International

Bank. Section 10 of the Federal Reserve Act (12 U.S.C. 2lli) provides
in part:

"No member of the Board of Governors of the Federal
Reserve System shall be an officer or director of any
bank, banking institution, trust company, or Federal
Reserve bank or hold stock in any bank, banking insti=-
tution, or trust company; and before entering upon his
duties as a member of the Board of Governors of the
Federal Reserve System he shall certify under oath that
he has complied with this requirement, and such certi=-

fication shall be filed with the secretary of the Boarde
* 3% ¥

This provision has appeared in the Federal Reserve Act without
substantial change since its first enactment in 1913. The House and
Senate Reports on the Federal Reserve Act do not add much to an
understanding of the applicability of this section to the present
situation. House Report No. 69 of the 63rd Congress, lst Session,
states at page Lli:

"For obvious reasons it is considered wise that
every member of the Federal reserve board designated
by the President shall surrender any banking connec-

tions he may have had at the time of his nomination
3 % M
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It seems clear that the Congress did not intend to limit this
prohibition to a member bank of the Federal Reserve System since
other provisions of the Act provide that members of the Board shall
be ineligible to hold any office, position, or employment in any
member bank. It must be noted that the language of this provision
does not even limit the prohibition to an office or directorship in
a banking institution in the United States. On the other hand, it
might be argued that the Congress had no reason to consider at the
time that the Federal Reserve Act was adopted a directorship on an
international institution such as the International Bank for Recon=
struction and Development and that what they were concerned about
was a possible conflict in interest between a private U.Se. banking
interest and the performance of duties as a member of the Board of
Governors. Accordingly, the proper interpretation is not certain,
but literally the Federal Reserve Act would preclude your holding
the directorship of the International Banke.

It is suggested that if you wish to give further consideration
to holding both posts, you should consult the legal staff of the
Federal Reserve Board which could more appropriately give you an
opinion than I can. Conceivably, it might even be desirable to
request an opinion of the Attorney General.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Date: March 21, 1951

To: Executive Committee of the Subject: Possible Conversion of
Federal Open Market Committee System Holdings of 1967-
72 Bonds

From: Messrs. Thomas and Youngdahl

anfidential

Decision will need to be made by the Lxecutive Committee of
the Federal Open Market Committee as to whether the Treasury bonds of
June and December 1967-72 in the System's open market portfolio should
be converted into the new 2-3/4 per cent bonds. Four different
options are open to the Committee:

1. Retain the 2-1/ 2 per cent restricted marketable
bonds.

2. Convert all of the holdings into 2-3/4 per cent
nonmarketable bonds and immediately exercise
the option to exchange them for 1-1/2 per cent
5-year notes.

3. Convert all into the 2-3/4's and exchenge them
for the 1-1/2 per cent notes in partial amounts
at intervals over an extended period of time.

L. Retzin part of the 2-1/2 per cent restricted
bonds and convert the remainder either for im-
mediate or subsequent exchange into notes.

The reasons for and against each of these options may be
summarized as follows:

1. Retention of 2-1/ 2 per cent bonds

Advantages

(2) This would enable the System to retain bonds that
might be useful for market operations at times in the future
when bond prices might tend to rise ton sharply.

(b) It is not appropriate for the System to hold non-
marketable bonds,

Disadvanggggg

(a) One major objection in principle to this choice is
that it is generally better for a central bank to hold
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principally short-term securities and operate primarily
through the short-term market.

(b) 1In practice, moreover, for many years the System
is likely to have enough of other long-term bonds to in-
fluence that market if it desires.

(¢c) One of the purposes of the exchange offering is
to reduce the supply of long-term bonds in the market, for
the System to retain its holdings and later sgell them in
the market would defeat this purpose.

(d) Substantizl System holdings might serve as a
threat overhanging the market and discoursge investors
from buying long-term bonds,

2. Full conversi and immediate exchange into notes

Digitized for FRASER
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Advantages

(a) The exchange would provide the System with ad-
ditional medium-term securities, which would be available
for use as may be needed in influencing the medium or short-
term merket and bank reserves.

(b) It would swell the aggregate amount of the con-
version and give favorable publicity to the conversion
operations.

(e) Conversion would help get the Federal Heserve out
of the long-term market. It might, therefore, strengthen
the market for long-term securities by removing the largest
block of bonds overhanging the market and thus suggesting
that over the next several years the Federal Reserve does
not intend to operate directly to prevent declines in the
long-term interest rate.

(d) The amount paid for interest on the Government
debt would appear to be reduced. Most of these savings,of
course, would be lost through corresponding reductions in
the amount repaid by the Federal Reserve to the Treasury,
although that loss would show up in reduced receipts which
are not specifically earmarked as an off-set to interest
payments under existing procedures.

Digadvantages

(a) The Federal Reserve portfolio already has & large
concentration in the 5-year maturity area with 3.2 billion

Federal Reserve Bank of St. Louis
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-dollafs o§ the 1-3/A‘§ef.cent nctes'of Décémber 1955. The
exchange would add 2.4 billion in that range.

{(b) The future market for the exchange note of April
1956 would be heavily tied to Federal Reserve operations
because the System would probably own most of the issue.
Even more than with the November 1951 note, this might
present a problem in avoiding dominztion by the System of
the market for these issues.

(¢) The System would give up ammunition for directly
preventing a fall or promoting a rise in the long-term
rate should such action be under consideration during the
period that the 1967-72 issues will be within that maturity
range.

3. Full conversion with subsequent partial exchanges into notes

Advantages

(a) This procedure would meke it possible for the
System to obtain medium-term notes as they may be needed
for market operations.

(b) It would permit a distribution of note holdings
among different dates and avoid undue concentration on a
single date.

(e) It would increase the apparent success of the
conversion offer.

(d) It would reduce the supply of marketable long-
term bonds outstanding, as explained under 2(c) above.

Disadvantages

(a) There may be some cuestion as to whether the Federal
Reserve should hold nonmarketable, high-interest securities,
even though on a transition basis.

(b) The Treasury would have to pay out more interest
from appropriated funds, even though the Government would
recover most of the addition from Federal Reserve earnings.

(¢) It would reduce the System's ability to influence
the long-term market.

4. Partial conversion

This procedure would have in varying degrees the various
advantages and disadvantages of the other options.
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Postscript

Since preparing this memorandum we have had a discussion
with Tressury representatives who indicated that the Treasury is
likely to convert all of the 67-72 bonds held for trust and agency
accounts. There may still be a little difference of opinion in the
Treasury and a final decision has not yet been made on this matter.
They seem to hold the view that it would be advisable for both the
Treasury and the Federal Reserve to convert all of their holdings

partly for the publicity value in indicating a large conversion of
the bonds.
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STANDARD FORM NO, 64

Oﬂice Memomndum « UNITED STATES GOVERNMENT

TO  : Mr. Martin DATE: MAR 2 2 1951

FROM : lir, Arnold

SUBJECT: Procedure relative to your becoming Chairman of Board of Governors

It is my understanding that it is prerequisite to your becoming a
member of the Board of Governors both that the President issue you a
comnission and also that you take the oath of offices The President
then, either simultaneously or at a later date, would by letter
designate you as Chairmen of the Board of Governors, for the President
makes this appointment as a separate matter without the advice and
consent of the Senate. I have been informed by the office in the Depart-
ment of State handling the procedures for this type of appointment that
your commission as a member of the Board of Governors was sent this
morning to the White House for the President's signature.

With regard to terminating your duties as Assistant Secretary and
as BExecutive Director of the International Bank it is customary to
submit to the President seperate resignations for each of these positions,
Under the practice followed in this Department, these two resignations
should be transmitted by letter to the Secretary, who in turn will send
them to the President. It is, of course, desirable that the resignations
be submitted before you take the oath of office as a Board member,
particularly with reference to the statute concerning affiliation with
any bank which was discussed in my earlier memorandum.

W Pt
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BOARD I}! aqﬁvwou OF THE FEDERAL RESERVE SYSTEM
IR}

/ i Date April 18, 1951.

To Chairman Martin
From Miss Benton
MESSAGE:

Attached is the list of Board
membership which you requested.

On page 3 are listed the present
members of the Board, with term ex-
piration dates. On page L, a list
of the Chairmen of the Board since
its organization.

)’

,};ufg

T T T I

Message delivered by

F.R. 468
Rev. 1/47



Charles S. Hamlin

Paul M. Warburg
Frederic A. Delano
W. P. G. Harding

Adolph C. Miller

Albert Strauss

Henry A. Moehlenpah

Edmund Platt

David C. Wills

John R. Mitchell
¥ilo D. Campbell
Daniel R. Crissinger

George R. James

Edward H. Cunningham

Roy A. Young

Eugene Meyer

Wayland W. Magee
Eugene R. Black
Digitized for FRASER
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MEMBERSHIP OF THE BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM
1913-1951

Federal
Reserve

District

Boston

New York
Chicago

Atlanta

San Francisco

New York
Chicago

New York

Cleveland
Minneapolis
Chicago
Cleveland

St. Louis

Chicago
Minneapolis
New York
Kansas City

Atlanta

Effective
date of

Agggintment

Aug. 10, 191k

Aug. 10, 191l
Aug. 10, 191)
Aug. 10, 1914
Aug. 10, 191L

Oct. 26, 1918
Nov. 10, 1919

June 8, 1920

Sept. 29, 1920
May 12, 1921
Mar. 1L, 1923
May 1, 1923

May 1k, 1923

May 1L, 1923
Oct. L4, 1927
Sept. 16, 1930
May 18,'1931

May 19, 1933

Reappointed 1916 and 1926. Served
until Feb. 3, 1936, on which date
his successor took office.

Term expired August 9, 1918.

Resigned July 21, 1918.

Term expired August 9, 1922.

Reappointed in 192l. Reappointed
in 1934 from the Richmond District.
Served until Feb. 3, 1936, on which
date his successor took office.

Resigned March 15, 1920.

Term expired August 9, 1920.

Reappointed in 1928. Resigned
September 1l, 1930.

Term expired March L, 1921.

Resigned May 12, 1923.

Died March 22, 1923.

Resigned September 15, 1927.

Reappointed in 1931. Served until
Feb. 3, 1936, on which date his
successor took office.

Died November 28, 1930.

Resigned August 31, 1930.

Resigned May 10, 1933.

Term expired January 2L, 1933.

Resigned August 15, 1mgﬁ.

i



-2.-0

Federal Effective
Reserve date of
District Appointment

J. Jo Thomas Kansas City June 1k, 1933 Served until February 10, 1936, on

which date his successor took office.

Joseph A. Broderick New York Feb. 3, 1936 Resigned effective September 30,1937.

John K. McKee Cleveland Feb. 3, 1936 Served until April L, 19L6, on which
date his successor took office.

Ronald Ransom Atlanta Feb. 3, 1936 Reappointed effective February 1,
1942. Died December 2, 1947.

Ralph W. Morrison Dallas Feb. 10, 1936 Resigned effective July 9, 1936.

Chester C. Davis Richmond June 25, 1936 Resigned effective March 7, 1940, to
accept reappointment effective March
8, 1940, for term of 1l years from
February 1, 1940. Resigned
effective April 15, 1941,

Ernest G. Draper New York Mar. 30, 1938 Served until September 1, 1950, on
which date his successor took
office.

Lawrence Clayton Boston Feb. 1l, 1947 Died December L, 19L9.

Thomas B. McCabe Philadelphia Apr. 15, 1948 Resigned March 31, 1951.

Note: Under the provisions of the original Federal Reserve Act the Federal Reserve Board
was composed of 7 members, including 5 appointive members, the Secretary of the Treasury,
who was ex-officio chairman of the Board, and the Comptroller of the Currency. The original
term of office was 10 years, and the five original appointive members had terms of 2, L, 6,
8, and 10 years, respectively. In 1922 the number of appointive members was increased to 6,
and in 1933 the term of office was increased to 12 years. The Banking Act of 1935, approved
August 23, 1935, changed the name of the Federal Reserve Board to the Board of Governors of
the Federal Reserve System and provided that the Board should be composed of 7 appointive
members; that the Secretary of the Treasury and the Comptroller of the Currency should con-
tinue to serve as members until February 1, 1936; that the appointive members in office on
the date of that Act should continue to serve until Febrmary 1, 1936, or until their suc-
cessors were appointed and had qualified and that thereafter the terms of members should be
1), years and that the desigmation of Chairman and Vice Chairman of the Board should be for a
term of four years.
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M. S. Szymczak

Marriner S. Eccles

Rudolph M. Evans

James K. Vardaman, Jr.

Edward L. Norton

Oliver S. Powell

Wm. MceC. Martin, Jr.
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PRESENT MEMBERS OF THE BOARD OF GOVERNORS

Federal Effective
Reserve date of
District Appointment
Chicago June 1k, 1933

San Francisco Nov. 15, 193k

Richmond Mar. 1k, 1942
St. Louis Apr- h, l9h6
Atlanta Sept. 1, 1950

Minneapolis Sept. 1, 1950

New York Apr. 2, 1951
o -5t

53

2 5Y¥

A S5

Reappointed effective February 3,
1936, and February 1, 1548. Present
term expires January 31, 1962.

Reappointed effective Feb. 3, 1936,
March 8, 1940 (switched terms with
Chester Davis - see above), and
February 1, 154l. Present term
expires January 31, 1958.

Appointed for unexpired portion of
Chester Davis' term, which expires
January 31, 195L.

Appointed to fill vacancy at ex-
piration of John McKee's term.
Present appointment expires
January 31, 1960.

Appointed to fill vacancy at ex-
piration of Ernest Draper'!s term.
Present term expires January 31,196L.

Appointed to fill vacancy caused by
resignation of Ralph Morrison,
which had never been filled. Present
term expires January 31, 1952.

Appointed to fill vacancy caused by
resignation of Thomas McCabe, who
was appointed for the unexpired
portion of Ronald Ransom's term.
Present term expires January 31,1956.
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CHAIRMEN OF THE BOARD

Ch&l‘leﬂ Sl Hamlin (AR REEENEES RN ] Angust 10’ 1911$—Augu5t 9’ 1916

We Pe Go Harding eeeeeececsss August 10, 1916-Angust 9, 1922

D. R. Crissinger eeeeeece.ess May 1, 1923-September 15, 1927
B0y As YOUDRE covvesovvovss «+es October L, 1927-August 31, 1930
~Bugene Meyer seesessssessesss September 16, 1930-May 10, 1933
Eugene Re Black sveeceesesese May 19, 1933-August 15, 1934

. Marriner S. Eccles «.ceesss.o November 15, 1934-January 31, 19L8
,T}lomaa B. Mccabe (AR EREENENRENEE] A‘pl"il 15, 191‘8‘]&!’01’1 31, 1951

Wm- MCC. Hart-in, JI‘. essssssse April 2, 195]-

VICE CHAIRMEN OF THE BOARD

Fo Ae Delano seecscsssscessses August 10’ 1911].-Augu3tr 9, 1916
Paul M. Warbﬂrg ssssessansene Au.gust 10’ 1916‘-August 9, 1918
Albert Strauss seescesesessss October 26, 1918-March 15, 1920
Edmund PLatt eeveeesssessses July 23, 1920-September 1k, 1930
Jl JI Thoms IR R NN RN R RN RN RN ] Auguﬂt 21’ 193'.].-February 10’ 1936
Ronald RanSOm eesecceccecessse August 6, 1936-December 2, 1947

Note: Prior to August 23, 1935, the Chairman and Vice Chairman
of the Board were known as Governor and Vice Governor, respectively.

EX-OFFICIO MEMBERS OF THE BOARD

Secretaries of the Treasury

We Go MCAQOO steeeseesesese December 23, 1913-December 15, 1918
Carter Glass e.essssesessss December 16, 1918-February 1, 1920
David F. Houston e¢e¢seseceee February 2, 1920-March 3, 1921
Andrew W. Mellon s.se.eesee March L, 1921-February 12, 1932
Ogden L. MillS seevseseesss February 12, 1932-March L, 1933
William H. Woodin seseeseee March L, 1933-December 31, 1933
Henxy'Mbrgenthau, Jre eseee Jan?ary 1, 193L-February 1, 1936
S S AdEL) »Iuad[
Comptrollers of the Currency \ j

John Skelton Williams ..... February 2, 191L-March 2, 1921

D. R. Crissinger ececececess March 17, 1921-April 30, 1923

Henry M. Dawes seeeeccesess May 1, 1923-December 17, 192L
Joseph W. McIntosh .......s December 20, 192li-November 20, 1928
Je We POle coveccecessseses November 21, 1928-September 20, 1932
Je Fo To O'CONNOT seeecessss May 11, 1933-February 1, 1936
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FEDERAL RESERVE BANK

OF NEW YORK

NEwW YORK 45, N.Y.

May 28, 1951

Personal

Hon. William McC. Martin, Jr., Chairman,
Board of Governors of the

Federal Reserve System,

Washington 25, D. C.

Dear Bill:

Enclosed is a list of those who have accepted Bob Stevens' and
my invitation to the dinner in your honor, Wednesday evening, June 6th.
There may be one or two late additions or changes, but this is most of the
group you will be meeting.

It will all be pretty informal. Bob Stevens will welcome the
guests, and then will call on meﬁroduce you. After that, the floor
will be yours to say whatever you want to say to this group of System
associates, and old friends and acquaintances. You can either close it
out with your remarks, or expose yourself to questions.

We are looking forward to the dinner, and also to having you
with us at the luncheon and meeting of our Board of Directors on Thursday,

June Tth.

Yours sincerely,

Allan Sproul
Enclosure

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



List of Those Who Have Accepted Invitation
to Dinner for
Hon. William McC. Martin, Jr.
Wednesday, June 6, 1951,
at the Links Club, New York City

Members of the Board of Directors of the
Federal Reserve Bank of New York

Burr P. Cleveland President,
First National Bank of Cortland, New York

Jay E. Crane Vice President,
Standard Oil Company (New Jersey)

Marion B. Folsom Treasurer and Director,
Eastman Kodak Company

William I. Myers Dean, New York State College of
Deputy Chairman Agriculture, Cornell University
Robert P. Patterson Patterson, Belknap & Webb
Roger B. Prescott Fresidem,

The Keeseville National Bank
Robert T, Stevens Chairman,
Chairman J. P, Stevens & Co,, Inc,
John C. Traphagen Chairman,

Bank of New York and Fifth Avenue Bank

Members of the Board of Directors
of the Buffalo Branch of the
Federal Reserve Bank of New York

George F. Bates President,
Power City Trust Co.,Niagara Falls, N,Y,

Bernard E. Finucane President,
Security Trust Co., Rochester, N,Y,

George G, Kleindinst President,
Liberty Bank of Buffalo, Buffalo, N,Y.

C. Elmer Qlson President,
The First Natl Bank of Falconer, N. Y.

Edgar F. Wendt President,
Buffalo Forge Company
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Heads of Principal New York City Banks

e

ot A~ Winthrop-WsAldrich

/.t ..t /Perey J. Ebbott

or

William Gage Brady, Jr.

W. Randolph Burgess

J. Luther Cleveland

S. Sloan Colt

William S. Gray

J. Stewart Baker

Dunham B. Sherer -

Alexander C. Nagle

Charles J. Stewart ,

Henry C. Alexander .

E. Chester Gersten -

James G. Blaine

Benjamin Strong

Harold H. Helm

Digitized for FRASER
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Chairman and President, respectively,
Chase National Bank

Chairman,
National City Bank

Chairman, Executive Committee,
National City Bank

Chairman,
Guaranty Trust Company

President,
Bankers Trust Company

Chairman,
Central Hanover Bank and Trust Co.

Chairman,
Bank of the Manhattan Company

Chairman,
Corn Exchange Bank Trust Company

President,
First National Bank of City of New York

President,
New York Trust Company

President,
J. P. Morgan & Co., Inc,

President,
Public National Bank and Trust Co.

President,
The Marine Midland Trust Co. of N, Y.

President,
United States Trust Company

President,
Chemical Bank and Trust Company



Others

William A. Lyon . Superintendent of Banks,
State of New York Banking Department

Federal Reserve Bank of New York

Allan Sproul President

L. R. Rounds First Vice President
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A substantial part of the information requestied by this Questicnnaire
will have to be estimates since 1951 is not yet cloped and 1952 hae not even begun.
It is understood that any estimated figures reported (which are expected to be in
round figures) are only for the purposs of thie compilation and are not binding
on you for any purpose. Particularly in connection with 1952, you may want to
show a maximum and minimum rather than & speciic figure. In all cases your best
estimate after a reasonable amount of consideration and research is all that is
expected - in no case is elaborate extra work just for this purpose desired. It is
hoped you will answer all, but in any case, where you can not trrive at a reasonable
approximetion on this basis Jjust merk that item"n.e." which will be understood a&s
"not available"” or"not answered."

In the case of 1952 figures it will be understood that they will generally
be on the basis of 1951 adjusted for known or foreseesble probable changes in capital,
rates of tax, bond portfolio etc., but will not be adjusted Ffor any estimate of
possible changes in general comditions such as in business activity, employment, war
etc,
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T Budget Bureau No.

Fo
November 1951

Schedule - Tax Questionnaire

(See accompanying instructions)

NAME OF BANK CITY AND STATE

According to latest Call Report

Total Capital Funds Total Resources
Number of Shareholders Number of common
(common stock) shares outstanding
1. (a) Were you subject to Excess Profits Tax on 1950 earnings Yes No
(b) Do you estimate that you will be subject to Excess Profits T Y
Tax —— 1951 Yes No
1952 Yea ™ Mol
(c) If the answer is no, check circumstances relating ¥ L
to that year: 1950 1951 1952
Excess profits net income (line 23 of Schedule EP 1, Est. Este

form 1120) less than 25,000

Non-recurring losses or expenses
Credit sufficient to offset income subject to tax
Other
(d) Under the law you may use the most advantageous of either
the invested capital or base period income methods for

computing the excess profits credit. UWhich is your
option? 1950 1951 1952

Invested Capital

Base Period Income

NOTE: If all answers under (a) and (b) above are "No", you may disregard the
TolTowing qestions, although completion of the questionnaire as far as possible
would be helpful to a successful completion of the survey.

2, Inadmissible Assets Total Total
Inadmissible Assets Assets

(In thousands of dollars)

At opening of business (use call
report close of previous period)
- July 1, 19L6
- Jan. 1, 1947
- Jan. 1, 1950
~ Jann l, 1951
Jan, 1, 1952 (estimated)
NOTE: Inadmissible assets are obligations on which the interest is fully or
partially exempt from Federal income tax, and stocks of corporations including
Federal Reserve Bank stock.
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Questionnaire - Page 2

3. Capital stock
(a) Has new capital stock been issued since Dec. 31, 1949

(do not include stock dividends) (Yes or No)
Year issued
(b) If so, please indicate price at which issued & er share.
P P p
(¢) If readily aveilable, latest market or bid price & per shar:

(d) What has been, or possibly will be, the effect of the excess
profits tax in obtaining new capital, particularly in relation
to your benk?

Lis Only banks on Average Earnings Basis should answer this question,

82% of AVERAGE BASE PERIOD NET INCOME
(This is 83% of the amount shown on line 26 of
Schedule EP2 of the Excess Profits Tax Return =
in thousands of dollars).

1950
1951 Estimated
1952 Estimated

SCHEDULE 1
NET EARNINS AND INCOME TAXES

1950 1951 1952
Estimated Estimated
(In thousands of dollars)

(a) Net income from inadmissible assets

(b) Net earnings from current operations
before income taxes (Item 3, Report
of Barnings & Dividends)

(e¢) Profits before income taxes (Item 6,
Report of Earnings & Dividends)

(d) Normal tax met income (Item 3L,
Form 1120)
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Questionnaire -~ Page 3.

1951 1952
1950 Estimated Estimated

(In thousands of dollars)

(e) Surtax net income (Item 5, Tax
Computation, Form 1120)

(f) Adjusted excess profits net income
; (Item 27 of Schedule EP-1,
Form 1120)

(g) Taxes on Net Income (Ttem 7,
Report of Earnings & Dividends)
Subdivided as to:

(1) State

(2) Federal - Normal tax & surtax

(3) Excess profits tax

(L) Total

(h) What is your approximate average rate
of return on excess profits tax in-
vested capital (corresponding to
Schedule 2, Item (c) herein) for
the three highest years during
the base period 1946 - 19497

%

e

It will be understood that the answer under (g) is not a determination of
the liability for any purpose whatsoever and will only be used, in con=—
Junction with figures for other banks, in statistical compilations. It
may be estinated in round figures,

SCHEDULE 2
CAPITAL FUNDS & EQUITY INVESTED CAPITAL

(a) Total capital accounts (Item 29 of (In thousands of dollars)
Report of Condition)

(b) Total adjustments for such items as
reserves for baddebts and other
valuation reserves, excess expense,
tax and other reserves for which no
deduction has been taken for tax
purposes, adjustment of assets from
book to tax basis, and borrowed
c apit al,
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Questionnaire - Page l.

1951 1952
1950 Estimated Estimated

(In thousands of dollars)

(c) Equity capital for excess profits
tax purposes (a) minus (b)

(This will be the amount shown,
or expected to be shown, as
equity capital in the excess
profits tax return for each
year)

(d) Equity capital per common share

(e) Cash dividends per share of common
stock

(A1l references to excess profits and income tax
forms are based on the 1950 blanks,)
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON

January 21, 1952

My dear Mr, President;

In accord with our recent conversation, I would like to suggest,
for any consideration you may care to give them, the following two
names as appointees to the Board of Governors of the Federal Reserve

Systems

For unexpired term of Marriner S, Eccles == Expiry January 31, 1958
Abbot L, Mills, Jr,, San co District

‘For unsxpired term of Ldward L. © e Bxpdry January 31, 1964

James Louis City District,

| A brief biography of au@hu men is attached,

Yours respectfully,

Wa, McC, Martin, Jr,

The President
The White House
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October 27, 1952,

¥r, Malcolm m’ Pt'“i.dlnt,
Federal Reserve Bank of Atlanta,
Atlanta, Georgia.

Dear Malocolm:

Enclosed are three documents that will come up for discus-
sion at the Ad Hoc Subcommitiee meeting on Friday,

report
hunfnuht in on it, I thought we had everything cleaned
up, but in going over the first few pages just now I see some rough
s particularly in the Preface. FPlease excuse them, The sec~
on housekeeping has been drafted in light of the views expressed
at the last meeting of the Subcommitiee. Itunotwlyl
1 to

o well
permi

done as your draft. I feel it is good enough, however, t
the Subcommittee to choose how they want to hmdhth:lld.uuh
problem,
Second, there is a numbered draft memorandum prepared from
wm th.n!mﬁnudtﬂu of the Open Market Committee

mmm thouhrnl
mmm.nm wumxum the dealer
discussi of the Ad Hoc Subcommittee, relating to J non
Aubrey Lanston,

It is my suggestion that the Subcommi decide on Friday

ttes
whether or not to distribute ilmmediately these latter two memoranda
to the Board and Presidents, They give necessary background material

Federal Open Market Committee.

Enclosures

WWR:cls

aammm
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STRICTLY CONF TDENTIAL

Digitized for FRASER

Dear Randy:

Herewith a draft of changes along the lines I discussed from
time to time with George Fumphrey, you and the President. I thought
you might 1like to have this before we have our

menbers for eleven years and ten months, and five members for cne year
and five months,

Incidentally, if we could find a really good man,
r&mmmmmmvmmmhmnmm

:
L
g
;

Wn. MG, Martin, Jr,

Honorable W, R, Burgess
Speeial Deputy to the Secretary
Treasury Departuent
Washington, D.C.
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Fabrusry 17, 1953.
Chairmen Martin Changes 1n membership of Poard
Mr. Vest and Open Market Committee.

Pollowing our recent conversetion, I have given gome thought
to possibles changes in the composition of the Board on the basis of
five members with ten-year terms and in the Open Merket Committee to
make appropriste and corresponding chenges. I attach drafts of pos-
gible amendments to the law which wvould make changes of this kind,
However, there sre s number of important questions that arise in con-
nection with sny such changes, =ud these should have cereful cousidera-
tion before sny definitive leglislative draft is prepared.

..

that the u-lnrdu.p of tho hud is to bo mod o 'i.n members with
ten-year terms, there sre two possiblie ways in which the new set-up
uight be brought sbout. Firet, it could be done by having the law
completely reorganize snd reconstitute the Board. In other words,

all present terus would be ended on a given date, say Februsry 1, 1954,
and nev appointments by the President, confirmed by the Senate, would
be necessary for membership on the nev Board. This would, of course,
not preclude the President from resppointing any present zembers of

the Board that he wished. This method wonld be similar to the method
which was followed when the Poerd was reorgenized in Fabrusry 1936 as
the result of the Banking Act of 1935. The only other way that occurs
to me by vhich & reduction in membarship te five could be brought sbout
would be by dropping off of the Board two out of the seven members now
provided for, Since there is uov one vacancy, this as & practical matter
wvould mean the elimimation of any one of the present six members. The
remeaining five members of the Board would contimue and serve out their
present terms. Upon the expiration of their present terms, the Presi-
dent could elither reappoint them for terms of ten years or could appoint
nev members in thelr stesd for a like term.

The attached legislative draft would provide for » complete
reorganisation of the Board similar %o the method used under the Bank-
ing Act of 1935. If you shonld wish & draft vhich would use the method
of dropping off two of the seven members now provided for by the statute,
I will be glad to furnish it.

mm»t.p-rut the mmofammmmul served s
full term of fourteen years. In your reply to the Patman Questionneire,
you suggested terms of six yesrs, with the prohibition against reappoint-
ment eliminated. The Patmen Subcommitiee Report recommended s term of
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gix years with the prohibition against reappointment eliminsted, but
Senstor Flanders suggested & ten-year term aleso permitting eligibility
for reappointment. The ettached draft providing for five members with
ten-year terms does not include any ban against resppointment of mem-
bers.

tion of « = The attached
draft sekes no change in the present recuirements of the lav that not
more than one Foard nember mey be appointed from sny one Federal Reserve
district and thet the President shell have dus regard to & falr repre-
sentstion of the fimamcial, agrieunltural, industrial and commercisl
interests end geographical divisions of the country. If desired, of
course, the provision regerding one member from one district could be
eliminated, as was indiceted in your reply to the Petman Questionnaire
and in the Patmsn recommendations.

M;m?i -~ The attached legislative draft makes no
change in the terms of office of the Chalrmen and Vice Chalrman of the
Board, the provision for four-yesr terms in present law being retained.

v DINPOEL LLLL of reGeral Unel i : HO BT 28, = I‘ ”“M
ing who should constitute the Federal Open Market Committee, one of
the first questions which suggests itself and one which has been often
dlscussed is vhether the Federsl Reserve Noard should not heve vested
in it the functions and responsibilities of the Open Market Committee.
The Committee performs governmental functions, e&nd in one view of the
mettor it would seem that Lt should be made up of officials appointed
by the President with the advice end consent of the Senate and that it
should rot include any other persons, notwithstandlng their official
connections with Llmportant institutions like the Federal Reserve Banks.
Howaver, the placing of these functions in the Board or any similar
agency in Washington would mean a sacrifice of desirable decentralisa-
tion.

Assuming that there le to be such decentralisation, the cues-
tion as to the extent of decentrsiization arises and rlso vhether mem-
bership on the Committee should include representatives from all Fedemsl
Reserve Banks or from scme lesser number of Pedersl Reserve PBenks. Prom
1933 to 1935, the Open Market Committee consisted exclusively of repre-
sentatives of the twelve Federal Reserve Benks. This did not work satis-
factorily notwithstanding that the Board had the power of regulstion over
open market trensections. It would obviously be too uawieldy to have
tepresentatives of all of the Reserve Banke plus all of the Board nembers
on the wembership of the Committee. By process of eliminetion, therefore,
it seems a necessery conclusion that if we are to have decentralisation
in this matter, the present system of combining the membership of the

.org
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Board with representstion from scme but not all of the Federal Reserve i
Banks is the plan that has the least objection te it, In your reply te |
the Patean Questiomnsire, you stated, after considersble discussion of

the natter, that it vaa desirsble that the Reserve Banks should par-

ticipate to the grestest sxtent practiceble in the considersation and

formalation of open market policies, and that there sypears to be no

compelling resson im the public interest for disturbing the present

arrangement,

Assuming that the membership of the Foard is to be reduced
to five, it is loglcel to reduce the Federsl Reserve Bank representa-
tives on the Open Merket Comalttee to elther four or three. Arguments
could parhaps be made elther wey with respect to whether such repre-
sentation should be four or three, but since the Board members would
predominate in number in either case, there is something to be sald
for four Reserve Pank representatives in order to have more Federsl
Reserve Benks directly concerned with the activitiez of the Committee
at any one time and to have a broader bese of deceatralization. This
would mesa 2 total membership of nine on the Open Market Committes.
Presumably the constant representation of the Federal Reserve Rank of
New York would be contimued; provision to this effect wes placed in the
law by special amendment in 1942.

The attiached draft of legislation provides for an Open Market
Comzittes of nine members, sffective March 1, 1954, consisting of the
five members of the Board and four representatives of (he Federal Re-
serve Banks, one of which would be the Federal Feserve Renk of New York,
One representative would be alected by the directors of the Federsl Re-
serve Banks of Noston, Philadelphia, Richmond end Atlanta, one by the
directors of the Fedaral Reserve Peanxs of Cleveland, Chicsgo and St. Louls,
and one by the directors of the Federal Reserve RBanks of Minnespolis,
Kensas City, Dallas and Ben Franclisco. This grouping ccould, of course,
be changed in any way that might seem preferasble.

Staff snd Funds of Federsl Opes Mariet Commlttes. - Conslders-
tion might be given to providing in any nevw leglslstion authority for the
Federal Open Market Committee to employ ite own astafl ené to obdtain funds
with vhieh to pay its expenses and salarles of itas employees. The at-
tached draft does not pressatly include such provisions.

Leglisletive suthority for this purpose might be desirsble if
a completely separate staff of the Open Market Committee were to be set
up. Howsver, the metter might de worked out without logislation if
there vere sn underslanding that the Boerd would employ and pey any
persons designsted by the Commitiee and at salaries speeiflied by the

org
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Chalirmsn Martin -l

Committee. However, if ststutory authority should be sought, it would
be most importent that Committee employees and Committee funds be
exempted from the various Federsl statutory provisioms relating to
Covernment employees and Government funds, such as the Civil Service
lawe, the Clagsification Act, the General Accounting 0ffice, Budgeting,
ete. For this purpose, provisions could be inserted in the proposed
iegislation to give the Commlittee the seme exemptions in this regard
a® has the Board, but it would be necessery to spell out these pro-
vieions in & paregraph for this purpese. This would invite the pos-
eibility of Congress considering e&nd possibly ssending the existing
law giving these exemptions to the Board. The results could not be
forecast,

Reorgenization A¢t., - The Reorganisation Act of 1949 has
recently been sxtended for two more yesra. It applies in very broad
language to all sgencles in the executlive branch of the Goverament.
¥hile not completely clesr, the legislative history indicates that
it wes intended to apply to such sgencies as the Poard, It is be-
lieved, therefore, that a reorganization of the Poaurd reducing the
nunber of its members could be carried ocut undsr the procedure of the
Reorgenization Act., In such ocsse compeusetion of Board mesbers would
be fixed at a rate found by the FPresident % prevail for cosparable
officers in the executive branch of the Govermment. Hovever, if any
change vere made in the length of the term of the members, it sppears
that the terms would have to be fixed »t not more than four years.

There is considerable doubt as to whether the Federal Open
Market Committee could be included in such a reorgenization. The chiefl
resson for this 15 the fect that the reorganisation plan would under-
take to reduce the number of representatives from the Pederal Reserve
Banks, and this would mean that there would have to be & change in the
prezent scheme of election ef representatives. Changes of this kind
are not specificelly provided for in the Reorganisation Act. Moreover,
although the Act makes provision for the sppointment and compensation of
agency members, it provides that in such case the appointment, if not
under clessified Civil Service, shall be by the President with the Ad-
vice and consent of the Senate. To have such appolntments to the Open
Market Committee made by the President would, of course, completely
change the set-up of the Federal Open Market Committee. ¥%hile it is
posaible that & reorganization plen merely changing the number of Fed-
eral Heserve Esnk representetives and the grouping of the Feserve Banks
for the purpose of electing them (end not providing for eppeintments by
the President) would go through Comgress without succesaful challenge,
it vould be open to legal doubt, and ohjections in Congress on this score
might very well prevent the plan from becoming effective.

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



4 B1LL

To smend sections 10 and 12A of the Federsl Reserve Aet,
a5 asended, end for other purposes,

[ te = i R tatl
pf U Lted Utetes of Amerles in Congress sssepbled, Thwt %he firat
two parsgraphs of section 10 of the Fedarsl Reserve Act, as amended
(U.8.C., Titls 12, secs. 241-2), are herety amended to read as follows:

3 FY

*The Board of Qoversors of the Fadersl Reserve System
(hereinafter referred to as the 'Foard') shsll be composed
of five meubers, to be appointed Wy the President, by and
with the advice and consent of the Sennte, after the date
of enectmont of thlas amendment, for terms of ten years rx-
cept as horelnafter provided, tut esch member of the Boerd
., in office on such date shall contimue to serve us o meaber
| 147/ of the Bosrd untll February 1, 1954, at vhleh time esch sueh
membur aball be desned %o have served the full tarm for vhich
he vas sppolnted. The President shall fix the term of each /
msubsr of the Hoard st not to exessd ten yoers from February 1, ./, 145,
1954, as designeted by the President st the time of nomimation,
but in such manmer 28 to provide for the axpirstion of the term
of not more than one member is amy two-year perlod, snéd there-
after each msember stall hold offlee for s term of ten years
from the expiration of the term of hie predecessor, unless
soonar removed for cmuses by the Prosident. In selseting the
nembers of the Board, not more than cne of vhom shell be ge-
locted from any one Fedaral Resarve dlstriet, the Prenident
shall have due regard to a felr representation of the finaneial,
egriculturel, industrial, sud commercial interests, and geo-
graphical divislons of the country.

"The members of the Board shall be ineligible during the
tine they are in office snd for two years thereafter teo hold
eny office, position, or employment in any member bank, except
that thisz restyiction shell not &pply te ¢ sexber who has egerved
the full term for which he was appointed. Of the persons ep-
pointed s members of the Fosrd, one shell be deslgnated hy the
Pregident as chalrman and one ns vice-chsirmen of the Board, to ~
gerve a8 guch for ¢ term of four yesrs. The cheirmen of the
Board, subject to its supervision, shell be its sctive executive
efficer. The cheirman of the Board shall receive sn anmual
salary of $22,500 and each of the other members of the Posrd
shell receive an snnuel salsry of 220,000, Such salaries shall

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



-2~

be payable monthly, together with sctusl necessary traveling
expenses, The membars of the Board shall devote their entire
tize to the business of the Board. Ffach membar of the Board
shall within fifteen deys sfter notice of sppointment make and
subgeribe to the oath of office. Upon the sxpiration of thelir
terms of office, members of the Board shall contimue to serve
until their succeasors are aprointed and have qualified.”

Sec. 4, Effective March 1, 1954, the first two sentences of

subsection (2) of section 12A of the Federsl Ressrve Act, as smended
(U.8,C,, Title 12, sec. 263), are hereby azended to resd as follows:

"There is hereby created & Federal Open Market Committes
(hereinafter referred to as the 'Committes'), which shall con-
eist of the members of the Poard of Governors of the Pederal
Feserve Systen and four representatives of the Federal Resorve
Banks to be selected ss hereinefter provided, Such representa-
tives shall be Presidents or First Vice Fresidents of Federal
Feserve Banks and, bdeglinning with the election for the ters com-
mencing Herch 1, 1954, shall be elected snmually es follows: One
by the board of directors of the Federal Feverve Bank of New York,
one by the boards of directors of the Federal Reserve Banks of
Boston, Philadelphia, Fichmond and Atlanta, one by the boards of
directors of the Federsl Reserve Renks of Cleveland, Chicago and
#t. Louls, one by the bourds of directors of the Federasl Reserve
Banks of Mimnespelia, Xanmsss City, Callas eud San Franeisco.”

2/17/53
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Changes in membership of Board during period Feb. 3, 1936, through Feb. 28, 1953

Elapsed period

Mesbers Yo yoo e
Members T » o

February 3, 1936 Board composed of Governors Eccles, Ransom, Szymczak,

McKee, and Broderick 5 7
February 10, 1936 Governor Morrison took oath of office 6 L 15
June 25, 1936 Governor Davis took oath 7 1k
July 9, 1936 Governor Morrison resigned 6 1 2 2
September 30, 1937 Governor Broderick resigned 5 6 -
March 30, 1938 Governor Draper took oath é 3 - 15
April 15, 1941 Governor Davis resigned 5 10 29
March 1h, 1942 Governor Evans took oath 6 L - 20
April L, 19L6 Governor McKee's service terminated: Governor Vardaman

took oath 6 10 10
February 1L, 1947 Governor Clayton took oath 7 9 18
December 2, 1947 Governor Ransom died 6 L 13
April 15, 1948 Chairman McCabe took oath 7 1 7 19
December L, 1949  Governor Clayton died 6 8 27
September 1, 1950 Governor Draper's service terminated: Governors Norton and

Powell took oath 7 7 -
March 31, 1951 Chairman McCabe resigned 6 1
April 2, 1951 Chairman Martin took oath 7 3 12
July 1k, 1951 Governor Eccles resigned 6 6 17
February 1, 1952 Governor Norton resigned 5 17
February 16, 1952 Governors Mills and Robertson took oath 7 L 12
June 30, 1952 Governor Powell resigned 6 7 28
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February 28, 1953

Board consisted of the following number of
Members during the periods indicated below:

Elapsed Period

Dates Yrs, Mos. Days
FIVE MEMBERS
February 3 - 10, 1936 7
September 30, 1937 - March 30, 1938 6 -
April 15, 19h18- Ha;ch 1L, 1942 10 29
February 1 - 18, 1952 1
T 5 §§
SIX MEMBERS
February 10 - June 25, 1936 N 15
July 9, 1936 - September 30, 1937 1 2 2a
March 30, 1938 - April 15, 191 3 - 15
March 1, 1942 - February 1k, 1947 b 11 -
December 2, 1947 - April 15, 1948 N 13
December L, 1949 - September 1, 1950 8 27
March 31, 1951 - April 2, 1951 1
July 1k, 1951 - February 1, 1952 6 17
June 30, 1952 - February 28, 1953 71 28
IT 10 17
SEVEN MEMBERS
June 25 - July 9, 1936 1k
February 1l - December 2, 1947 9 18
April 15, 1948 - December L, 1949 : 1 7 19
September 1, 1950 - March 31, 1951 7 ;
April 2 - July 1L, 1951 3 12
February 18 - June 30, 1952 _# 12
3 T
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1937
1938
1939
15L0
19l
19L2
1943

15LS
1946
1947
1948
19L9
1950
1951
1952
1953
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Morrison

0 2.10-36 to 7-9-3

Clayton
2-1L-L7 to 12-L-L9

Powell
I 9-1-50 to 6-30-52

Eccles
11-15-3k to 7-1L-51

Mille
2-16-52

MEMBEHSHIP OF BOARD OF GOVERNOES

(SINCE FEBRUARY 3, 1936)

Ransom
2=3-36 to 12-2-L7

McCabe
L-15-L8 to 3-31-51

Martin
L=2-51

Davis
6-25-36 to L-15-L1

Evans
3-1L-L2

McKee
2-3-36

to

Vardaman
iuan-us

L=L-L6

Szymcsak
6-1l=33

2=1
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Mz, Allan Spreul,

President,

Federal Reserve Bank of New York,
New York 45, New York.

Dear Allan:

From your letter of July 16, 1953, 1 gather that you are
under the impression that “political pressures” were in some sense
responsible for the recommendations on Housckeeping advanced by
the Ad Hoc Subcommittee on the Government Securities Market. Let
me reassure you completely on that point, We in the System have no
nged to take account of such pressures, provided only that we are
right. If cur existing organisation can be defended, we can, as you
say, ‘'rely on the ordinarily quiet majority in the Congress to support
us if the matter comes to an issue. "

This brings us back to the basic question, “What about our
present organisation? Is it right? Can it be defended on an impartial,
informed and objective basis 7" I have gone over again your comments
on the Ad Hoc Subcommittee Report, both those you made in February
as well as those in your letter of July 16. They have much merit and
1 find much in them with which | agree, It seems to me that in most
cases the considerations you advance have been stated either explicitly
or implicitly in the Report of the Subcommittee.

However, 1 still feel that the organisation of the Federal
Open Market Committee deserves consideration especially with respect
to the position of Manager of the Account, and his relationship to the
eleven members of the Federal Open Market Committee outside New
York. These eleven members, in your words, ''share full measure of
responsibility”’ with you for the open market policies of the Federal
Reserve System. At the same time, as you take pains to point out in
your February comments on the Ad Hoc Subcommittee Report, the
management of the Account, if it chooses, may be able to make a lot
of policy on its own.

DATE FlLE
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Mr. Allan Sproul 2=

I am most sympathetic to your strong conviction that “there
does not seem to us to be a practicable way, consisteat with his duties
either as Reserve Bank President and his location in New York, or as
Vice Chairman of the System Open Market Committee and its executive
committee, to lessen the real and special responsibility of the New York
President for System operations affecting the Government securities
market.” The question, however, is whether it is possible to achieve
a practical organization of the Federal Open Market Committee that is
also consistent with the duties and responsibilities of the other eleven
members of the Comunittee. You yourself hold that the Federal Open
Market Committee has no real option to delegate the management of
the Account to any Reserve Bank other than the Federal Reserve Bank
of New York. You base this on grounds of "geographical necessity”
and practical administration. In view of this situation, does not your
own reasoning, as revealed in your comments and commuaications,
lead you to the conclusion that the other eleven members of the
Committee are now placed in a position where they share full
responsibility while the President of the Federal Reserve Bank of
New York caa, if he chooses, be a "free planet” making quite a little
policy on his own?

This is an objective statement of the situation taken from
your own cominents without any implications whatever that this has
bappened., We are discussing organization,not personalities. 1 deo
not think it is fair to you, to the Ad Hoc Subcommittee, or to the
other members of the Open Market Committee, to take the position
that, “giving eredit for good faith”, we face no problem in the way
we have organiced the Federal Open Market Committee ‘so loag as
the institution and the mean invoived in the present arrangements for
executing open market policy are directly and wholly responsive to
the directions of the Federal Open Market Coramittee. "

The fact is that the present arrangement by which the
ment of the Open Market Account is delegated to the Federal
Reserve Dank of New York might, under certain circumstances,
sericusly impair public confidence in the Federal Open Market
Comunittee, particularly i the impression were generated that
members of the Committee were not really in control of operations
or were uninformed with respect to important aspects of them.

That this hasard exists was brought home forcefully to me
in the course of the discussion with the dealer organizations. In
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most cases, the discussions were warm and friendly, though cauticus
in tone, and, in most cases, the dealers had the {riendliest attitude
toward the Federal Open Market Committee, the Subcommittee, the
Federal Reserve Bank of New York, and the day-to-day operations

of the Committee. There was an undertone, however, that was
distinctly critical of many of the technical aspects of our operations.
In most cases, those who were critical felt that these techniques
were not always wisely conceived and that they failed to give sufficient
considerations to the realities of the marketplace.

Now, these critics did not usually blame the management of
the Account. They seemed to feel that the management was working
reluctantly under restrictions imposed by the Federal Open Market
Committee. One reason the dealers gave for welcoming the discussions
was that it afforded them a chance to explain directly to members of the
Federal Open Market Committee why they felt that some of its practices
were not well conceived. This caught all of us on the Subcommittee by
surprise. In some cases, we were not even familiar with the criticized
technigques.

The fact is that our present form of organization inevitably
ieaves individual members of the Federal Open Market Committee in
positions that might be difficuit, if not impossible, to defend. For
example, if the discussions before the Subcommittee had been before
a committee of the Congress, as they might well have been, and if a
Congressman, prompted by a hostile dealer, had called up each member
of the Federal Open Market Committee to account for and justify certain
directives for which he shared respoasibility, the result would scarcely
have contributed to confidence in the technical competence of the
Committee.

The problem before us is an organizational problem. It
relates to the discharge of shared responsibilities. It is not the sort
of problem that can be disposed of merely by "giving credit to good
faith,

I agree with you that the problem is created by the "“twilight
sone” of operations where the discretion that is necessary to effective
conduct of operations leaves a risk that decisions reached at the policy
level may be modified in execution. Many organizations face this type
of problem. It is not unique to the Federal Cpen Market Committee.
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November S5, 1953
"In order that the volume of new Exporte-Import Bank lending,
in the period immediately ahead, shall not constitate an undune

financial burden, the Council proposes that each loan application
requirement of a more positive showing that the proposed financing

in the future be subjected to more severe scrutiny, with the
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For the period immediately ahead, the Council is of the
opinion also thaty, in the consideration of sach application for
& loan by the Bank which would require a withdrawal of funds from
the Treasury, special attention should be given to (a) the extent
to which the national interest of the United States is inwolved,
and (b) the unavailability of funds on reasonable tems from
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FEDERAL RESERVE BANK

OF NEW YORK

NEwW YORK 45, N.Y.

February 15, 1954

Hon. Wm. McC, Martin, Jr., Chairman,
Board of Governors of the

Federal Reserve System,

Washington 25, D, C.

Dear Bill:

In your letter of February 9 you inquire whether I might
have some questions or suggestions concerningthe enclosed galley
proofs of the Board's Annual Report for 1953, I have some views
concerning galley number 4, which I give you frankly, while remaining
acutely aware that this is the Board's Annual Report, and that my views
on the matters discussed, as a member of the Federal Open Market
Committee, have so far been distinctly minority views.

In the first place it seems to me that most of the section
on ''Steps toward freer, more self reliant financial markets'' takes over
and substitutes for the policy record of the Federal Open Market Com-
mittee. While the Federal Open Market Committee rejected the idea of
publishing '"'rules of the game'', this is another step beyond previous
statements, intimations, and interpretations, and beyond the record of
the Federal Open Market Committee itself, which does just that, It
also omits reference to the possibility of change by the Federal Open
Market Committee, which gives the whole thing an air of timelessness
or permanence which could be misleading, and which the Federal Open
Market Committee has renounced. The howl from one or two vocalists
in the market, that we had broken our pledged word when we made some
piddling swaps recently, is perhaps significant,

The transition from a definition of a free market to the
purpose of Federal Reserve purchases and sales of Government securities
in such a market, I find less than clear, I think we must start from the
premise that we haven't a free market as defined, but a market in which
borrowers and lenders have to and do take account of possible action by
the Federal Reserve System to increase or reduce the supply (and cost
and availability) of funds. Then, I think it is sliding over a difficulty
to say that "in such a market Federal Reserve purchases and sales would be
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June 7, 1956

To: Chairman Martin Subject: Ietter from Arthur Condon to
Arthur Burns citing effects of credit
From: WMr. Riefler restrictions on the trucking industry.

It is a little surprising that a person of the standing of
Mr. Condon would send a letter of this character to an economist of the
standing of Arthur Burns. It appears obvious that the writer is unfamiliar
with the "facts of life" of a competitive economy. There may very well be
undesirable, as well as desirable, effects of credit restraint on the
economy as a whole, and on the trucking industry. We are watching the
situation with the most painstaking care to obtain straws on what is
happening. We welcome information that bears on the point.

Unfortunately, the type of information conveyed in this letter
tells nothing. It is the sort of information that could be gathered and
verified in a competitive economy at any time--in a period of credit ease
as well as credit restraint. It is axiomatic, in a competitive economy,
that some businessmen who would like to expand further their borrowing find
lenders unwilling to go along. This letter does nothing but cite a number
of such individual instances. It implies dire aggregative effects on the
economy, but gives not one scintilla of information that bears on this point.

There are a few facts that one would think would have given the
writer some pause. For example, the output of heavy trucks is running at
record levels. When this is happening, it is a little stiff to have a
supposedly knowledgeable person drag in prophecies of impending collapse
of our national defense due to a failure to replace, modernize and expand
our trucking equipment.

It is also surprising to have a presumably informed person accept, -
as a valid explanation, a statement by a bank in Houston that it was refus-
ing to extend a certain line of credit because its consumer credit port-
folio was close to the limits it wished to maintain. Anyone remotely
familiar with consumer instalment credit knows that it is written on a
monthly repayment basis, and that a portfolio of this paper will run off
very rapidly unless it is constantly renewed. The statement of the Houston
bank, while couched in kindly language, clearly implied that the bank pre-
ferred to confine its new acquisitions to the paper of borrowers other than
the applicant.

Something of the same sort of explanation must apply to all the
other cases of credit turndown cited. The writer of the letter probably
did not realize that the commercial banks in this country now hold business
loans in record volume. As those loans have a fairly rapid turnover, it
follows that the number of new loans being made currently must also be in
record volume. It further follows, axiomatically, that any individual
businessman who fails to secure the loan he desires does not because the
lender is making fewer loans but because he has preferred to loan to
another businessman instead.
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All this is implicit in a competitive enterprise economy, and
therefore tells us nothing of value concerning the general economic situa-
tion or of the availability of credit to the trucking industry as a whole.
If Mr. Condon wishes to be constructive and helpful in illuminating the
implication of the current business situation, any aggregative information
he would furnish on the course of total borrowings by the trucking industry
and on total unfilled orders for heavy trucks and trailers would be
illuminating.
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May 24,

Dear Arthur:

Thank you for forwarding
the letter in connection with the
trucking industry. Iam glad to hn.
this.

Sincerely yours,

Wm. McC. Martin, Jr.

The Honorable Arthur F. Buras,

Chairman,
Council of Economic Advisers,

Washington 25, D.C.

1956.



THE CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS

WASHINGTON

Mey 23, 1956

Mr. William McChesney Martin, Jr.
Board of Governors of the
Federal Reserve System
Washington, D. C.
Dear Bill:
I think the enclosed letter will be of

interest to you.

Sincerely yours,

sz,

Arthur ¥. Burns

Enelosure
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JOSEPH E.DAVIES TELEPHONE NATIOCNAL B-40E8

FRANKLIN D.JONES (1929)
DOMALD R.RICHBERG

CABLE ADDRESS “DAvJON"

MILLARD E.TYDINGS LAW OFFICES

ALFONS B.LANDA

JAMES T_WELCH - o . BUSICK
i e - Bk DAVIES, RICHBERG, TYDINGS & LANDA QR‘;EQDQNSUEL'
C.ROBERT MATHIS

LR W e LN 1000 VERMONT AVENUE,NORTHWEST

ARTHUR D.CONDON WASHINGTON 5,D.C.

FRIEDA B.HENNOCHK
ARTHUR J.CERRA
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nay 22, 1956

Bonoreble Arthwe P, Burns
Chalrmen

Counell of Roonomic Advisors
Exooutive 0ffice
washington, DeCe
Dear Dr, Burnss

This letter summarizes the dlis affont

"
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PAUL H. DOUGLAS, ILL., CHAIRMAN /
JOHN SPARKMAN, ALA.

J. W. FULBRIGHT, ARK.

JOSEPH C. O'MAHONEY, WYO.

JOHN F. KENNEDY, MASS.

WRIGHT PATMAN, TEX., VICE CHAIRMAN
RICHARD BOLLING, MO.

i v Congress of the nited States  Zmusrzs.
mz o e e i RN

Marchip, 1960

The Honoreble William McChesney Martin, Chairman
l'ederal Reserve Poard
Washington 25, D. C.

iy dear Chairman Martin:

We ere addressing this letter to you in the hope that the Federal Reserve
Eoard may adopt certain very definite reforms which, if.accompanied by parallel
action on the part cof the Treasury, may remove or greatly lessen the very real
dangers to the people of the United States which we believe would be created by
the liftinz or rewmoval of the interest ceiling on long-time government bonds.
Combined with needed Treasury reforms, these would have the effect of increasing
the price and lowering the yield and hence the interest rate on government obonds
without resorting either to "pegging" the market or inflationary devices. do e -
what similar proposals for reforms were made to you during 1959 and in Januax
cof this year by certain majority wmembers of the Joint Economic Committee. Ht
tiose times you were firm in your refusal to accept these reforus.

We wish to help the country gnd reduce the tensicn which is developing
between the Board and a large section of Congress, and we hope that further
reflection upon these matters may have induced a greater willingness on your
part and that of the Board to reconsider basic issues of policy. -

We now appeal to you to signify your intent and that of the Board to make
at least four basic reforms or improvements in the conduct of the Board's affairs:

1. To recommend the establishment of wargins on the purchase of government
securities by customers of security dealers, and to regulate the activities of
the security dealers themselves.

" As the debacle of the summer of 1950 clearly showed, it is intolerable that
there should be such widespread speculation in government securities on infinitesimal
or non--existent margins. This can be damaging to the credit of the United States
of America. We have waited for you to give us a lead on this matter on the basis
of your long study of the incident and have been disappointed by your silence and
your failure to act.

This offers the possibility of fruitful cooperation between your Eoard and
Congress, and if you will assign some of your experts to work with us, we shall be
glad to draft legislation which will deal with the great abuses which have been
revealed and yet be fair to all parties.
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Honorable William McChesney Martin

2. A second reform which we believe the Reserve Board should adopt is to
abandon its "bills only" policy. We have scarcely been able to find a single
coupetent economist who e.dorses this policy to which, with rare exceptions,
you have held for so many years. The abandonment of this mistaken policy would
be desirable in itself and would clear the way for further reforus.

3. In our Jjudgment, it is imperative that you should, over a period of
time, permit an increase in the money supply (currency plus demand deposits) at
approximately the same rate as that at which the real gross national product is
growing. This would not be inflationary. Rather it would be a stabilizing force.

We regret that,during the years from 1953 to 1959 when the economy was
growing at the excessively slow rate of 2.3 percent a year, your Board would only
permit the money supply to grow at the still slower rate of 1.8 percent a year.
The increase in population cut the growth of the money supply on a per capita
basis to .1 percent per annum. In our judgment, this slow rate of growth was
one of the causes which artificially increased the interest rate and hence
retarded home building, expansion by small business, and state and local invest-
ment. It was therefore one of the causes for the increasing unemployment during
this period end for slowing down the rate of growth itself.

We must honestly state that your failure to expand the supply of money at an
adequate rate has been in large part responsible for this.

Let us, 'however, emphasize two things: First, we want relative stability in
the price level, with the long-time growth in the money supply only matching the
long~time growth in the real gross nationsl product.

Second, we are not opposed to some cyclical variations in the growth of the
noney supply. The availability of credit could, for example, be relatively
increased in periods of recession or depression, or slightly dampened down in an
undue upswing. But these variations should not be used to alter the long-run
policy of expanding the money supply in line with the increase in the production
of goods and services so as to avoid both inflation and deflation, but also with
a view to maximum employment and adeguate growth.

k. The Federal Reserve should use open market purchases to provide the
increase in member bank reserves for the needed long-time or secular expansion
of the money supply. Taking normal velocity into account, this would be at the
rate of about 3 to 4 percent per year.

As you know, such expansion could be achieved by one of two ways: a) the
reserve requirements of the member banks could be lowered; or b) the same end
could be accomplished by open market purchases.

You have stated publicly that you felt that the reserve ratios should be
lowered still further and the banking system appears to be aiming for an
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ultimate average level of about ten per cent as prefersble to the present
level of approximetely 16 per cent. A reduction in reserve requirements
from 16 to 10 per cent would support, with present member bank reserve bal-
ances, an expansion in demand deposits from the present $110 billion to
about 190 billion, or an increase of 480 billion.

If the creation of this $80 billion is accomplished by lovering re-
sexrve requirements, it would be done without any increase in the capital
assets and earnings of the Federal Reserve System. The interest on these
additional sums and the profits firom this great expansion of credit would
accrue entirely to the private commercial banks, without the Reserve System
or the govermument sharing in the profits then made through having delegated
the govermment's power to create monetary purchasing power or money to the
banks. In other words, private banks will get all the interest and profits
on this money, with little or no cost to themselves. In these circumstances,
cne can understend why the banks are so amxious to use this method and why!
those who support the banks find it possible to justify this method. Huge
suns are at stake.

According to Federal Reserve System figures, the average rate of earn-
ings of member banks on their combined capital, surplus and undistributed
profits in 1958, the last full year for vhich figures are availzble, was
17.3 per cent before taxes and 9.7 per cent after taxes.

In view of the fact that the risks of bank stockholders have been de=-
creased in the last decade by the guarantee of bank deposits and the aboli-
tion of double liability, this rate of earnings on capital and surplus (ac-
cumilated from prior earnings) would seem to be anmnly adeguate.

Wow, if you feel that the private banking system of the country, whese
major source of profit is the loans and deposits cregted by the fractional
reserve system at 1little cost to the banlks themselves; deserves higher rates
of earnings than these, then you should franily sSay so for the record and
Justify your reasons. You should do this for thet would be the elffect of
ereabing the long-run neceded eipansion of the mcney supply by the method
of redueing reserve requirements which you advocate.

If instead, the cregtion of these amcunts is done Ty open market pur-
chases, the govermment will get 90 per cent of the interest and profits on
one-sixth of the $80 billion, or on about $13-1/3 billion. The barks will
still receive the interest and profits on [66-2/3 billion. Certainly the
banks should not be unhappy to see the government and the people get this
small profit for the delegation to them of the Constitutional power of the
Congress to "coin money and regulate the value thercof.”

As you understand, if the expansion were accomplished by open mariet
purchases, then the Federal Reserve Jystem would acguire added earning assets
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of approuimately $13-1/3 billion in government bonds over the years at an
initial rate of ebout $570 million a yeer and an average rate of sbout $7LO
million per year.

At 4 per cent interest, this would mean initizl earnings of approxi-
metely 23 million a year and rising by slightly more than this amount each
year to over $46 million in the second year, $69 million the third yeer,
etc., until at the end of the period, the annual added earnings would be
approximately $O40 million a year and would continue from then on. The cumu-
lative amounts of these earnings which would accrue to the Federal Reserve
system in the period would be over $4.5 billion. Under prevailing preactices,
et least 90 per cent of these sums, or over §i billion, would be turned over
to the Treu.sury.

These nmay seem to be small and inconsequential amounts to you, lir.
Chairman, but to the hard-pressed ta:payers of this country and the menmbers
of Congress charged with the duty of fiscal responsibility, they are of great
importance. They would help to balance the budget and provide needed sexvices.
lioreover, the large velume of annunl purchases of government bonds would raise
their prices and lower their ylelds and hence lower the basic interest rates
on governments about which ;rou and the Treasury have been complaining.

This acticn, along with 2 more appropriate J.isca.l poliey, would result
in long-term interest rgtes well below the Lq; ner eent ceiling and would
nalte the cuestion of whether the ceiling should be removed largely an academic
one'

Instead of focusing on the questiocn of the sympbems of our problem, namely
the L per cent celling, we urge you and the Treasury to get at the basic
ce.uses of the problem, namely eixcessively high interest rates in a periocd
charecterized not by full employment, forced dralft growth, and inflation but
one characterized by e:cessive unemployment, a slow rate of growth, and stable
prices.

lie should emphasize that we are not proposing that present reserve re-
cuirements be raised but that they be kept at existing levels. Thus, we are
not advocating that the govermment's share in the creation of additional pur-
chasing power be increased, but merely that it not be reduced, as you would
have it done.

When we have questioned you on this issue, you have objected on the
grounds that in times of recession, lowering reserve requirements may be a
faster and quicker way of expanding eredit than through achieving these ef-
fects by open market purchases. '

However, this answer has to do with the short-run and does not affect
the cuestion of the secular or long-run expansion sgbout which we are con-
cerned.
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It may be proper to lower and raise reserve requirements for cyeclical
or short-run purposes. Yet during the years 1951 to 1960, a period dominated
by the tight money poliey of the Federal Feserve System, the Federal Reserve
has lowered reserve requirements during recessions but has not subsequently
raised them during periocds of expension. The effects, thercfore, have been
to lover reserve retios permeanently.

In other words, since 1951 you have not raised reserve requirements and
hence have not used them as a counter cyclical weapon in periods of expansion.
This fact sericusly diminishes the force of the single argument you have used
in oppesition to our view that open market operations are to be preferred to
the method of lowering reserve requiremenis for secular expansion. In the
first place, you have been using & short-run argument in renly to our point
that the long-run expansion should ocecur by open market purchases. In the
second place, even in the short run you have not used reserve requirements
fully as a counter cyeclical weapon for they heve been changed only downward
and have not been raised.

With respect to the long run, the ultimate effects of the two methods
would, as you hove admitted, be the same. Lven the immediate elfects would
be substantially.similar. The public interest calls for using the open mar-
ket purchase method for the long run or secular expansion of the money supply
and ve call upon you and the Federel Reserve Doard to issue a clear statement
of policy to that effect.

In short, we believe that a proper sense of fisecal responsibility should
lead you (1) to work cooperatively with Congress for remuiring margins on
the purchases of government bonds and for proper regulation of that market,
(2) to abandon the discredited "bills only" policy, (3) to effect the long-
time increase in the money supply at approximately the same rate as the
growth in the real nationsl product, and (%) to do this by open market opera-
tions rather than by lowering reserve ratios.

We will welcome your cooperetion Tor these worthy ends.
With best wishes,

Sincemly yours,
TR ué/ /oga.
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Thanks for your letter of e I can understand
your bewilderment at the scope and variety of published speculation
concerning relatienships between the incoméng administration and me,

of the
for I am bewildered by it myself, including many/ideas, opinions,xx
conclusions and attitudes I have seen attributed in print to me,

You are very thoughtful to express concern to me, but please

do not be +troubled on my behalf. Iet me try to explain how I do feel

about these mat ers.
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Possible material for use in 12/20/60 M
letter re position

On February 7, 1951, more than a month before the Treasury

~Federal Reserve "Accord" and nearly two months before I entered upon

./

a e
service with the Federal Reserve System, the WashfgggrEjenmg St.ar)
Sobpv .
published an editorial entitled "OQur Threatened Dollar™ that began .o
this way:

"Tt is unfortunate -- exceedingly unfortunate --
that the really important facts of the difference of opinion
concerning our Federal monetary policy are in danger of being

3k submerged and lost in a clash of personalities,

"The personality aspect is not very important. The
economic future of this country does not depend upon what James
K. Vardaman thinks of Marriner Eccles, what Mr. Eccles may think
of Secretary of the Treasury Snyder, or upon what any or all of
them think about the President. A great deal does depend, however,
on whether Mr. Eccles or Mr, Snyder is right in the matter, and
vhether the correct view prevails.

WThe one thing that is clearly at stake, and which is of
mach greater importance to the country than the status of any of
the individuals involved, is the future value of the American
dollar, No one has to be told that the purchasing power of the
dollar =- its real measure of value == is shrinking. If this
shrinkage continues it is only a question of time until public
confidence in the dollar disappears aand the public cfedit will
be destroyed. If that time msssidowssx comes, our capitalist
society is done for, and we will move, whether we like it or
not, into some form of tightly regimented, socialistic economyeceo"

d»ni el ;
Although the particulars set forth have chang?i;ﬂ?o-

interven ing decade

gether in the (GowSass tingpubliateeditorial. uaswwriseeny the general

philosophy or principles thén stated seem to me to be as true now
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as when that editorial was written.

My own interest, accordingly, is focussed upon just two
things: 1) that a genuine effort be made, by those in authority, to
preserve the purchasing power of the dollar that is so vital to our
economy and the preservation of our society; and 2) that the Federal

J,,,.L{(,.@-’ Lt L &L
Reserve be allowed the freedom from political :_gnecessary for
A
it to contribute its part to that efforte
-- not
It is these things that matterpemeblewthen-what happens
A
to me, If these values are preserved, then what happens to me or what

I do in the future certainly can be classified as a matter of indifférence

to all, and most particularly so to mee
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date__Jamary 11, 1961,
To Chai Martin Subject: Reply to James Tobin's article
From James L. Knipe in "Challenge," issue of January, 1961.

These comments, drafted in letter form, may be useful if
attached to the reprint of the article in your file. I had not

fully realized, on first skimming, just how unfairly Tobin's article
was written.

In view of his new post, I suggest that you give considera-
tion to sending him some sort of a letter, or inviting him over for
lunch, or taking some other action. Perhaps such bias as he now
seems to have is sufficiently important to justify action of some
kind rather than to let the matter drop? .

.

///4@

Attachment o,
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FIRST DRAFT

Letter to James Tobin

January 11, 1961,

Dear Mr., Tobin:

Your article which appeared in the magazine "Challenge" (Janu-
ary, 1961, issue) deals with matters which are of great concern to us
in the Federal Reserve System, I am sure you want to know how we view
the facts with which you deal, and I am also confident that you
welcome the expression of our opinions on the various issues under
discussion,

We are, of course, in full agreement with your conclusion,
that it would be most unfortunate if the Congress, the Administration,
and the Federal Reserve System (a creation of the Congress) were
unable to reach general agreement on broad. financial and economic
policies for the nation. Such agreement always has been reached,
despite occasional differences of opinion on specific problems, through-
out the forty-eight years of the System's existence. Over those years
the System has appeared to hold views on specific matters a bit closer
to those of the Congressional leadership at some times and to the
Administration at other times., In every case, at least during the ten
years about which I can speak with direct knowledge, I am certain that
System policies have been formulated with the independent and non-

partisan regard for the national welfare which is expected of us by

http://fraser.stlouisfed.org
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Mr. James Tobin 2w Jamuary 11, 1961
Congress and the Administration., Whatever inadequacies there may be in
the record--and we are proud of the record--arise out of human
fallibility in carrying out the difficult task of devising and imple-
menting central bank policies which will be most conducive to the
nation's economic health,

Along this line, permit me to point out, simply as an example,
that significant differences of opinion have occasionally arisen in
recent years, notably in 1956 and 1958, between the System and the
Administration. It is not accurate for you to say, "Since 1953 the
Board of Governors of the Federal Reserve and the Administration have
been in uncoerced and enthusiastic agreement on the breoad lines of
policy." The differences which were reported in the press during the
years mentioned were not the only ones which existed. Others were
ironed out in the series of conferences which have been held steadily
and frequently throughout the years. These conferences with
Congressional leaders and Administration officials have made possible
the constant airing of all problems and have resulted in what we regard
as a fine atmosphere of understanding and cooperation.

The problems with which the Federal Reserve is concerned are,
of course, precisely the same ones with which Congress and the Admin-
istration are dealing, Everyone with any share of the responsibility
for a viable, growing American economy is eternally beset with the

dilemma of how best to attain a satisfactorily high level of employment,
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Mr. James Tobin -3- Janmary 11, 1961,
a sufficiently rapid rate of national growth, and a reasonably stable
purchasing power of the dollar,

In one sense, our share of the responsibility is more onerous
simply because it is so restricted, as compared with the all-embracing
power of Congress and the wide scope of Administration responsibility,
Congress, for instance, can change the institutional structure in the
wage-price area, if necessary, and can alter fiscal and tax policies,
just as it can make statutory changes in the structure and functioning
of the Federal Reserve System, if it wishes,

Looked at from another angle, our share of the responsibility
is less burdensome in that we have relatively little to do with such
great national issues as the foreign aid programs, and the accompanying
balance-of-payments troubles., These troubles eventually plague us in
our work, but all we can do is to recognize that they exist and deal
with them as best we can, We do not feel that you convey a fair
impression of the nation's international problems when you write, "But
the dollar has come to its present pass under those very policies,
administered by a conservative Administration and an independent central
bank, both dedicated above all to sound finance." Surely it is not your
feeling that a "liberal" Administration, and a "dependent" central bank,
both dedicated to unsound finance, would have avoided the present balance-
of-payments problem? You are just as fully aware as we are that the gold
outflow is largely an outgrowth of the international necessities forced
upon the United States if it is to play its proper role in a deeply

disturbed world.

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



Digitized for FRASER

Draft
Mr, James Tobin -~ January 11, 1961.

Each of us has a perfect right to hold an opinion with respect
to the attitudes, motives, and philosophies of any agency or individual.
You will understand, I am sure, when I differ strongly with several
of the opinions which you express about the Federal Reserve. First,
we do not feel that there is a ", . . single carrect policy--namely
the course which, within the limits of human error, the Fed pursues,"

I do not know of any group of men more willing to spend long hours in
study and discussion attempting to mold an institution's policies to the
needs of the times,

Second, I think it grossly unjust for you to suggest, "This
conviction may lead the Board of Governors to resist and to frustrate
any effort . . . to gear the federal budget and other instruments of
economic policy to higher levels of employment and production." I am
confident that, as you think over such a suggestion, you will recognize
that it should never have been made. Third, in similar vein, you
comment, "In the era of Eisenhower, Martin, Humphrey, and Anderson,
the operative belief has been, or often seemed to be, that monetary
control and debt management cannot be effective unless they are
expensive, and the more costly the more effective." I cannot believe
that you, as an economist, think that the rise in interest rates which
always accompanies a business cycle peak was deliberately brought about
by the President of the United States and some of the country's
financial officials,

Fourth, in discussing the Treasury's debt-management policies,

you write, "The Treasury, seconded by the Federal Reserve, has favored

http://fraser.stlouisfed.org
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contracyclical variation of the maturity structure, issuing long-term
obligations in place of more liquid short-term ones to fight inflation,
and also issuing shorts in place of longs to combat recession." This
statement is not correct. The Federal Reserve has refrained at all
times, rightly or wrongly, from trying to advise the Treasury on the
broad aspects of its debt-management policies,

The Federal Reserve System needs and, we believe, deserves
the sympathetic aid and criticism of the Government officials who are
concerned with these economic and financial matters. As a completely non-
partisan organization, we are not conseiously swayed in our judgments
by either Party's programs or philosophies, In Committee Hearings, in
conferences, and through written reports, we are constantly exposing
our reasoning, so that the Congress and the Administration are always
fully informed and thus in position to give advice or take any other

action which seems proper to them,
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January 11, 1961,
Chairman Martin Reply to James Tobin's article
James L. Knipe in "Challenge,” issue of January, 196l.

These comments, drafted in letter form, may be useful if
attached to the reprint of the article in your file, I had not
fully realized, on first skimming, just how unfairly Tobin's article
was written,

In view of his new post, I suggest that you give considera-
tion to sending him some sort of a letter, or inviting him over for
lunch, or taking some other action. Perhaps such bias as he now
seems to have is sufficiently important to justify action of some
kind rather than to let the matter drop?

Attachment

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



Digitized for FRASER

http://fraser.stlouisfed.

FIRST DRAFT

Letter to James Tobin

Jm 11, 19610

Dear Mr, Tobin:

Your article which appeared in the magazine "Challenge" (Janu-
ary, 1961, issue) deals with matters which are of great concern to us
in the Federal Reserve System, I am sure you want to know how we view
the facts with which you deal, and I am also confident that you
welcome the expression of our opinions on the various issues under
discussion,

We are, of course, in full agreement with your conclusion,
that it would be most unfortunate if the Congress, the Administration,
and the Pederal Reserve System (a creation of the Congress) were
unable to reach general agreement on broad. financial and economie
policies for the nation, Such agreement always has been reached,
despite occasiconal differences of opinion on specific problems, through-
out the forty-eight years of the System's existence. Over those years
the System has appeared to hold views on specific matters a bit closer
to those of the Congressional leadership at some times and to the
Administration at other times. In every case, at least during the ten
years about which I can speak with direct knowledge, I am certain that
System policies have been formilated with the independent and non-
partisan regard for the national welfare which is expected of us by
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Mr, James Tobin -2 Jamuary 11, 1961
Congress and the Administration, Whatever inadequacies there may be in
the record--and we are proud of the record--arise out of human
fallibility in carrying out the difficult task of devising and imple-
menting central bank policies which will be most c¢ondueive to the
nation's economic health.

Along this line, permit me to point out, simply as an example,
that significant differences of opinion have ocecasionally arisen in
recent years, notably in 1956 and 1958, between the System and the
Administration, It is not accurate for you to say, "Since 1953 the
Board of Governors of the Federal Reserve and the Administration have
been in uncoerced and enthusiastic agreement on the broad lines of
policy." The differences which were reported in the press during the
years mentioned were not the only ones which existed, Others were
ironed out in the series of conferences which have been held steadily
and frequently throughout the years. These conferences with
Congressional leaders and Administration officials have made possible
the constant airing of all problems and have resulted in what we regard
as a fine atmosphere of understanding and ecoperation,

The problems with which the Federal Reserve is concerned are,
of course, precisely the same ones with which Congress and the Admin-
istration are dealing. Everyone with any share of the responsibility
for a viable, growing American economy is eternally beset with the
dilemma of how best to attain a satisfactorily high level of employment,
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a sufficiently rapid rate of national growth, and a reasonably stable
purchasing power of the dollar,

In one sense, our share of the responsibility is more onerous
simply because it is sc restricted, as compared with the all-embracing
power of Congress and the wide scope of Administration responsibility,
Congress, for instance, can change the institutional structure in the
wage-price area, if necessary, and can alter fiscal and tax policies,
Just as it can make statutory changes in the structure and functioning
of the Federal Reserve System, if it wishes.

Looked at from another angle, our share of the responsibility
is less burdensome in that we have relatively little to do with such
great national issues as the foreign aid programs, and the accompanying
balance~of-payments troubles, These troubles eventually plague us in
our work, but all we can do is to recognize that they exist and deal
with them as best we can, We do not feel that you convey a fair
impression of the nation's international problems when you write, "But
the dollar has come to its present pass under those very policies,
administered by a conservative Administration and an independent cermtral
bank, both dedicated above all to sound finance." Surely it is not your
feeling that a "liberal” Administration, and a "dependent" central bank,
both dedicated to unsound finance, would have avoided the present balance-
of-payments problem? You are just as fully aware as we are that the gold
outflow is largely an outgrowth of the international necessities forced
upon the United States if it is to play its proper role in a deeply
disturbed world.
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Each of us has a2 perfect right to hold an opinion with respect
to the attitudes, motives, and philosophies of any agency or individual,
You will understand, I am sure, when I differ strongly with several
of the opinions which you express about the Federal Reserve, First,
we do not feel that there is a ", , . single carrect policy--namely
the course which, within the limits of human error, the Fed pursues,"

I do not know of any group of men more willing to spend long hours in
study and discussion attempting to mold an institution's policies to the
needs of the times,

Second, I think it grossly unjust for you to suggest, "This
conviction may lead the Board of Governors to resist and to frustrate
any effort . . . to gear the federal budget and other instruments of
economic policy to higher levels of employment and production."” I am
confident that, as you think over such a suggestion, you will recognize
that it should never have been made. Third, in similar vein, you
comment, "In the era of Eisenhower, Martin, Humphrey, and Anderson,
the operative belief has been, or often seemed to be, that monetary
control and debt management cannot be effective unless they are
expensive, and the more costly the more effective.” I cannot believe
that you, as an economist, think that the rise in interest rates which
always accompanies a business cycle peak was deliberately brought about
by the President of the United States and some of the ecountry's
finaneial officials.

Fourth, in discussing the Treasury's debt-management policies,
you write, "The Treasury, seconded by the Federal Reserve, has favored
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contracyclical variation of the maturity structure, issuing long-term
obligations in place of more liguid short-term ones to fight inflation,
and also issuing shorts in plasce of longs to combat recession.” This
statement is not correct. The Federal Reserve has refrained at all
times, rightly or wrongly, from trying to advise the Treasury on the
broad aspects of its debt-management policies.

The Federal Reserve System needs and, we believe, deserves
the sympathetic aid and criticism of the Government officlals who are
concerned with these economic and financial matters., As a completely non-
partisan organization, we are not consciously swayed in our judgments
by either Party's programs or philosophies., In Committee Hearings, in
conferences, and through written reports, we are constantly exposing
our reasoning, so that the Congress and the Administration are always
fully informed and thus in position to give advice or take any other

action which seems proper to them.
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February 16, 1961,

Chai rman Martin:

As you will note, the attached has nothing to do
with the work of the Division of Examinations,

It relates instead to a possible new security
that might help to solve some of the current problems of the
relationships between long-term and short-term interest rates.

The memorandum attempts to summarize the idea,
which is based on a thesis I prepared in 19l1 for the Graduate
School of Banking., (The British Treasury briefly used a similar
security in the 1920's.)

If the general idea seemed to you to have merit,
it could, of course, be developed further as you might think
appropriate,

Frederic Solomon

Attachment

Federal Reserve Bank of St. Louis
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‘A NEW SECURITY TO HELP HOLD LONG=-TERM INTEREST
RATES DOWN AND SHORT-TEEM RATES UP

PROPOSAL: The Treasury would issue a long-term or medium=-term security
that would pay interest for each interest-payment period at a rate equal to the
average of the rates at which short-term Treasury bills had been auctioned
during the pel'iodn

A floor of say 1% per amnum, and a ceiling of say, 7% per annum,
might be provided.

MECHANICS AND UNDERLYING PRINCIPLES: These are explained in a thesis en-
titled "How Variable Interest Bonds Can Help to Solve the Problems of Liquidity,
Depression, and Defense™, As shown there, the tying of the security's interest
payments to short~term rates could be expected to maintain its market price
approximately at par (just as Treasury bills show only slight market fluctuations),
The thesis was prepared for the Stonier CGraduate School of Barking operated by
the American Bankers Association at Rutgers University, and is on file at the
Graduate School Library, 12 East 36th Street, New York Citye.

ADVANTAGES: The new security would have the market characteristics of a
short-term security, Hence, its issuance would have the effect of shifting the
given volume of securities from the long-term to the short-term market, with a
resulting shift of downward pressures on interest rates from the short-temm to
the long-term areas,

At the same time, the security would have the refinancing charac-
teristics of a longer-term security., Since it would not have to be frequently
refinanced, it would ease the problems of the Treasury and lessen interference
with Federal Reserve operations,

Since the security probably would maintain a relatively stable
market price approximately at par, it probably could be placed on continuous
("tap") offer, or made available on frequent auctions (like Treasury bills),
with a minimum of market disturbance,

TO FACILITATE THE NEW SECURITY'S INTHODUCTION:

1. There should be thorough advance explanation of the security's
features and advantages,

2. The new security probably should be made available as an
alternative open to purchasers on some offering,

3« The first issues of the new security probably should have
a relatively early maturity, say, 3 to 5 years. After the principle proved
itself in the market, it could be applied to longer maturities,
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A j\f/ September 19, 1961,

Mr. Allan B, Kline,
4209 Grove Avemue,
Western Springs, Illinois.

Dear Mr, Kline:

Chairman Martin asked me to write to you about the relative
merits of the administrative, cash and mational income account approaches
to analysis of the fiscal position of the Federal Govermment.

Alhpiﬂkdutintholwt%[ of the Federal
Reserve Bank of Kansas City, which I under you have seen, each ap-
proach has a distinet usefulness in helping to provide the answers to
certain questions. It cannot be said that one is superior to another
for all purposes. The uses of the administrative budget are, of course,
as the name implies, administrative rather than economic. It is ob~
viously indisputable for the purpose for which it is intended; i. e.,
the consideration of implementing legislation, appropriations and reve-
mue measures by the Congress.

The cash budget, as you understand I am sure, is most signifi-
cant in focusing on the net new borrowing or repayment of debt which
result from the Govermment's operations in a given period. In assess-
ing the effedt of fisecel policy on the money market and evaluating the
Treasury's finaneing problems, it is clearly the most useful formulation.

The surplus or deficit in terms of the nationmal income accounts
differs from the cash accounts primarily in that it treats the accounts
on an accrual basis, rather than a cash basis, and in focusing on Govern-
ment outlays for goods and services. It doew not include Govermment
outlays under lending or other finanecial programs. It tends to focus
attention on the effect of the Govermment's fiseal policies on the rest
of the economy, rather than on the finaneial problems of the Govermment
itself. Perhaps this can be mede clear most easily in terms of an
example. In the cash budget one includes in any given period the tax
payments actually made by individuals and corporations during the perioed.
In the national income accounts approach, the tax liabilities aceruing
in the period are substituted for the payments made. From the point of
view of the effect of taxes on business-men's decisions, this latter

approach might be more meaningful, since, for example, in a year of high
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MERCANTILE TRUST COMPANY

SAINT LOUIS 66, MO.

SIDNEY MAESTRE
CHAIRMAN OF THE EXECUTIVE COMMITTEE

December 16, 1963

Mr. Wm. McC. Martin, Jr.
Chairman

Board of Governors
Federal Reserve System
Washington, D, C,

Dear Bill:

I had planned to write you before receiving
your letter of December 13, It was very thought-
ful of you to write me, and I do greatly appreci-
ate the statements you have made,

I can only say that I enjoyed my association
with you, the members of the Federal Reserve Board,
and my fellow bankers, and I do hope I contributed
something.

My final report to the Directors of the
Federal Reserve Bank of St. Louis was made last
Thursday, and my concluding remarks were that I
hoped they would do everything within their power
to keep you as Chairman in Washington.

With every good wish, I am

Sincerely,
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FIRST NATIONAL BANK
IN WICHITA

WICHITA, KANSAS

CHARLES J. CHANDLER

December 30, 1963

Dear Bill:

Just a line to commend you and the
other members of the Board for the issuance
of the statement on December 26th. It
means a great deal to those of us who are
interested in sound banking to have the
Board take the stand that it has on this
and other occasions in opposition to the
unwise and, if I may say so, ill-considered
actions of the Comptroller.

Please do not trouble to respond.

My warmest regards.

Sincerely,

Mr. Wm. McC. Martin,Jr.
Board of Governors of

the Federal Reserve System
washington, D. C.
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CABLE"FIRBANK"

December 26, 1963 PHONE 527-6681
"Our 100th Year"

The Honorable William McC. Martin, Jr.
Chairman of the Board of Governors
Federal Reserve System

Washington, D. C.

Dear Bill:

Thank you for writing me about my appointment as a director of the
Memphis Branch of the Federal Reserve Bank of St. Louis. I will
be attending my first official meeting in January and am looking for-
ward to seeing you when I am in Washington.

Bill, you are doing a grand job for your government, as well as the
banking system. It is wonderful to see a man so dedicated and able
serving as Chairman of the Board of Governors of the Federal Reserve
System.

I remember the wonderful speech you made when you were president of
the Export-Import Bank and I would certainly welcome having you back
down here for a speech, as well as have you as my doubles partner for
some tennis.

Best wishes for a happy and prosperous New Year.

Sincerely,

resid&n

AM:1n

Federal Reserve Bank of St. Louis
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Memorandum for the President -2~

4. What the Fed can and does do is to control the volume of
reserves available to the banking system. This, in turn, influences
the volume of bank ¢credit and money that the banking tem can
create, which is one important facter, along with the flow of savings
and the investment decisions of business, that goes into the determina-
tion of interest rates. Within limits, the marg influence of the
Federal Reserve is very important, but it is not determinative in any
absolute sense.

5. Monetary policy should not, and in fact cannot, be focused
sol on interest rate objectives --any more than it can ignore them
c etely as some economists argue that it should.

6. The immediate goal of monetary policy should be to pro-
vu.lhcu-nmmanmnnuu growth in bank credit
and money which will foster stable economic growth.

(a) It must take into account the international position of
the dollar--for a collapse of the dollar as a reserve
currency would certainly make havoc of our efforts
te achieve stable growth. This continues to be a
national danger.

(b) It must be constantly concerned for the full employ-
ment of both human and physical resources.

(e) 1t must take into account price developments and the
possibility of inflation, or the widespread tation
s, e
g .

(d) It must surely also take into account interest rates
and credit availability, to be certain that, without

violence to the other essential components of
s growth, it is providing the maximum possible

stimulus to the investment expenditures which are
the basis of future growth.

(e) It camnet ignere, as much as it might like to do so,
the soundness of the individual obligations that go to
make up the growing total of ic and private debt,
for even a sisable minority of unsound loans could
bring the whole structure dowa on our heads.

http://fraser.stlouisfed.org
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{f) It must also be concerned with current cutput and
sales. Credit must be readily available to move
goods to market and from the market to the hands
of the consumer on terms and at rates that are as
reasonable as possible.

7. All these things, and many others, must be constantly
weighed and balanced by the Open Market Committee at its tri-weekly
e e T
or low interest rates, balance of pa uses or
rising or falling prices, more or less employment, or a sound or
unsound financial structure. We do exert some influence on all
these things, hopefully in the right direction-«that of sound and
sustainable expansion.

8. 1 believe that the record of the Administration and of the
Federal Reserve in this period of expansion is an excelleat one. The
fact is that ample credit has been available to finance an expansion
in GNP which was substantially larger than most private and Govern-
ment observers anticipated a year ago. Credit remains readily
available. Mortgage interest rates, probably the most important
rates from the point of view of the general public and in their
impact on over-all economic activity, are below a year ago, and
corporate and municipal rates are still below the levels they reached
in 1961, the first year of recovery.

(RIGNED) W, McC. MARTIN 7o

Wm,. McC. Martin, Jr.
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Now, bankers are beginning to suggest that we need higher interest
rates for domestic reasons -- to meet a threat of inflation or to pro-
tect the ''quality of credit, "

Some people think that it's somehow "‘natural'* or "healthy'' for in=-
terest rates to rise when demand for credit increases -- that it

would be wrong for the money managers to increase the supply of
credit enough to stop it. The answer is that we decided 50 years

ago, when we set up the Federal Reserve System, that we couldn't

and shouldn't let '"money manage itself.'" In fact, it is the Fed that
manages money and, together with the Treasury, can determine interest
rates.

They should let interest rates rise, or push them up, only when this
is good for the economy, The rise of rates in 1963 was not '‘natural, "
and it won't be “natural' if they go up in 1964,

Prices may rise a bit in 1964, We hope they won't, but we may not

be able to prevent some price-wage creep. DBut if such a creep occurs,
it won't be "“inflation, "' and particularly not the kind that tight money
can stop -- unless, of course, we have an unexpected boom that ex-
pands demand too fast in relation to capacity. In the face of such a
boom, rising interest rates would be a healthy restraint,

In the absence of such a boom, rising interest rates could put a real
crimp in our expansion as they did in 1959, when they occurred side-~
by-side with a big restrictive swing in our budget position.

Some people would tighten money to try to stop '"deterioration in the
quality of credit.'! Undoubtedly, some institutions are not as careful
as they should be in lending money, But the best way to deal with

this is to stop unsound practices by vigilant regulation -- the Federal
Home Loan Bank Board's new regulations to curb unwise lending by
savings and loan associations is a case in point. This pinpoints the
target. To deal with this problem by restricting total credit would

be a buckshot approach, and may even boomerang -- it could slow down
output and income and thus weaken the base of existing credit,

Federal Reserve Bank of St. Louis
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Up to now, long-term interest rate increases have lagged behind short-
term increases, and home mortgage rates haven't risen at all, But if
we tighten any more, long-term rates would surely rise. Mortgage
rates, on which continued strength in housing and other construction
depends, would go up.

The Bureau of the Budget stresses the 3-way boost in budget costs from

higher interest rates:

a. Interest on the public debt would rise by $400 million a year
on the marketable debt falling due in 1964 if interest rates rise
by 1/2% -- and this cost would grow as the impact spreads to
other portions of the debt.

b. Direct Federal loans and mortgage purchases would rise because
private funds would cost more and be less available, This could
add several hundred millions to budget outlays. :

c. Sales of financial assets -- now counted on to pull the budget totals
down by $2. 2 billion -~ would drop sharply as private rates of
return rose, making the returns on Federal assets less attractive.

In summary, tight money and higher interest rates (in the range of
1/2%) could raise budget expenditures by well over $1 billion a year.

If we have to raise interest rates to stop balance-of-payments out-
flows -- and there's no evidence of such a need right now -~ we'll
swallow hard and take it. The tax cut would help us take it, economi~
cally. But before we use higher interest rates to try to head off price
increases or credit deterioration, we should carefully count the high
costs to the budget and the economy.

Walter W, Heller

Federal Reserve Bank of St. Louis
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HOARMAN S.STERAY
HENRY F. PRINCE
HOMER D.CROTTY
HERBERT F.STURDY
FREDERIC H.STURDY

5
SHERMAN WELFTON ]
WILLIAM FRENCH SMITH

JULIAN O.VON BALINOWSKI

F. DANIEL FROST

MAX ECDY UTT
ROBEAT F. SCHWARZ
RICHARD E.DAVIS
SHARP WHITMORE
GECRGE H.WHITNEY
FRANK L.MALLORY
SAMUEL O. PRUITT,JR,

AOY D. MILL

LERBERT KRAUS
G_JYA CLAIRE

F.LEE COULTER,JR,
GEQRGE a. onEooHv

RUSSELL L.JOHNSQO

ARTHUR O, ARM STﬁOND. JR.

CHARLES H.FHILLIPS
ROBERT S, WARREN
CHARLES R.COLLINS
ZOLTAN M. MIHALY
JAMES L.SOBIESHK
ROMNALD E.GUTHER
JEROME F. PREWOZINIK
[RWIN ¥, WO ODLAND
JOHN H.SHARER
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WILLIAM F.SPALDING
| ARD H.WOLFORD

FRENCIS M. WHEAT

o4 N T.PIGOTT,JR,

JAS A.GIBSON, |1852- 1922
E.DUNN, 18611925
&L.EERT CRUTCHEH IBBO 1934

JAMES W.HUTTER
ARTHWA W.SCHMUTZ
WEROME C.BYRNE
JOHN L.ENDICOTT
NORMAN B. BARKER
J. ROBERT POST, JR.
ROBERT 0. BURCH
WILLARD E.CARM, R,
RAYMOND L.CURRAN
GECORGE W.BERMANT
JOHN J. HANSON
G.EOWARD FITZGERALD
DEAN C.OUNLAVEY

GIBSON,DUNN & CRUTCHER
LAWYERS

634 SOUTH SPRING STREET

BEVERLY HILLS OFFICE
LOS ANGELES, CALIFORNIA 90014

MADison O-9300

S80I WILSHIRE BOULEVARD
LOUIS R, ROBINSON
BERNARD E.JACOB BEVERLY HILLS,CALIF. 80210
JAMES M. MURBHT
SHARI L.OENNIS
JUSTIN E.DOYLE
JAN VETTER
CHARLES 5.BATTLES.JF.
THOMAS J. KLITGAARD
KENNETH W.GRAKAM, Jf.
JOHN J. COST
BICHARD H. ROBINSON,J/.
HUGH J. SCALLCN
CHESTER A.SHRINNER
CARL D.LAWSON
PALL G.BOWER
DEAN STERN

CABLE ADDRESS: GIBTRASHK

February 10, 1964

OUR FILE NUMBER

C 498-63

Mr. William McChesney Martin, Jr.
Chairman, Federal Reserve Board
Federal Reserve Building
Washington 25, D. C.

Dear Bill:

I telephoned to you in the middle of last week
and, finding that you would be absent for some time,
transferred my call to Mr. Hackley, Chief Counsel of the
Federal Reserve Board.

We had a helpful talk on a narrow point about
whether those capltal notes and capital debentures which
are '"frozen-in'", in the sense that they cannot be paid
unless and until they are replaced by capital stock or
earnings, or replaced by other similarly restricted capi-
tal debentures, should not be treated as capital at least
for some purposes.

Mr. Hackley called my attention to the report
in the January 1964 issue of the Federal Reserve Bulletin
on the action of the Board of Governors concluding that
capital notes and capital debentures, generally speaking,
are not capital for the various purposes specified in the
Federal Reserve Act. However, I outlined to him reasons
why certain capital debentures with strict conditions on
repayment of principal might well be exceptions from this
general ruling and he suggested that this point be submit-
ted to the Board of Governors for decision.

I am enclosing a copy of my letter to the Federal
Reserve Bank in San Francisco asking that this question be
submitted to the Board. I thought you might want to be
acquainted with the problem in advance of its coming up at
a Board meeting.

With best personal regards,

Sincerely

HFS :mms

rbert F. Sturdy
Enclosure

Federal Reserve Bank of St. Louis



CABLE ADDRESS: GIBTRASK
GIBSON. DUNN & CRUTCHER
LAWYERS
634 SOUTH SPRING STREET
LOS ANGELES 14, CALIFORNIA

February 13, 1964 C 49863

Federal Reserve Bank
of San Francisco
San Francisco, California

Gentlemen:

I have read the statement in the January 1964 issue
of the Federal Reserve Bulletin setting forth the conclusion
of the Board of Governors that capital notes and capital
debentures issued by member banks, even though subordinated
to deposit liabilities, do not constitute "capital stock,"
"eapital" or "surplus" for purposes of various provisions of
the Federal Reserve Act that imposed requirements or limita-
tions upon member banks.

I agree with the decision as a general proposition,
However, there is a limited class of capital notes and capital
debentures which we believe should be axcepted from the general
proposition. In these instances where the capital notes or
capital debentures are precluded by their express terms from
be paid unless or until they are replaced with the proceeds
of sale of stock, with subsequent retained earnings, or in
effect refunded by the issuance of similarly limited capital
notes or debentures, they serve every which is served
by capital and nrpiun and should be classified as such. The
proceeds of such capital notes or capital debentures (herein-
after for convenience both referred to as capital debentures)
become a permanent addition to the equity in the bank. To date
there have been very few capital debentures which are so re-
stricted and 1 feel confident that the Board of Govermors did
not have this limited class in mind when it made its decisiom.
Attached as Exhibit "A" is an example of a capital debenture
clause so limiting payment of prtnci'.rl. We would like to have
this point reviewed by the Board witl request that it make
an exception to the general proposition.

= ¥ O O

During our research in conmnection with recent issues
of capital notes and capital debentures by state and national
banks in California, certain facts were devel which the
Board might find heiptul in reaching a conclusion on our par-
ticular peoint.
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1. Capital debentures ntmr to have arisen in the mid-
1930's because of the depression-born need to restore the
impaired capital of many of the banks, both state and nationmal.
The Reconstruction Finance Corporation stood ready to furnish
capital funds to such banks for preferred stock in order to
restore their impaired ital t was hampered by the fact
that it could not buy preferred shares in some states
because of double liability imposed on shareholders of banks
by the state law. Furthermore, some of the states either
prohibited the igssuance of proiatnd stock by banks or osed
the impractical re t that a preferred stock issue
consented to by 100% of its existing shareholders. Neverthe-
less if Recoms tion Finance Corporation merely loaned funds
to the banks on the usual form of note or debenture, the re-
sulting fixed obligations could hardly be ded as a
restoration of ired capital. Comsequently a new security
known as a capital debenture was conceived. I view it,

these were intended to be to the extent that they would
come ahead of all pa ts to stockholders in the event of a
liquidation; but would be rﬂt’m so far as the protec-
tion of depositors and : c ors of the issuing bank

were concerned. The dintinsuuhln, feature which would give
capital debentures the character o ity capital so far as
depositors and creditors are concerned (as distinguished from
ordinary debentures even if subordinated) is an express provi-
sion restricting umt of the principal of the c:giul
debentures in ways ch usually aprgH mtz.to capital. As
will be noted later, ‘.:L..“t“ P de t capital deben~
tures cannot be repaid le there remains any impairment of
capital. Even d this, California seems to require that
before capital tures can be d they must be replaced
by other forms of equity uziul. s gives a permanence to

addition of the new capital funds through the issuance of
capital debentures.

2. By the Bank Conservatiom Act of 1933, 48 Stat. 1, 6,
Con 8 authorized the Reconstruction Finance Corporation to
purchase the preferred stock of amy bank or trust eoﬂny in
need of capital. Within a matter of weeks, Congress found it
neces to amend this Act to provide that the Recomstruction
Finance ation could purchase the capital notes or deben-
tures of the bank in order to aveid the double liability om
Reconstruction Finance Corporation as a shareholder and to
aveoid the rement of unanimous consent to preferred stock
by the exist shareholders of the bank. As originally intro-
duced the legislation provided that such capital
notes or debentures had to have wtl.:&rtdxu similar to those
accorded preferred stock. However, 8 provision was
eliminated as a result of a discussion on the floor of the

Federal Reserve Bank of St. Louis
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Senate to the effect that there was a danger of the courts

holding that capital debentures with mhf rights were in

fact rafcmd stock creating double liability on the holder,

nd unanimous consent of stockholders. 77 cfzi
9 81 + The amendment as finally enacted provi

i.n 1:- pmi.nlnt part as follows:

"Nothing in this section shall be construed to
authorize the Reconstruction Finance tion
to subseribe for preferred stock in any State bank
or trust company if under the laws of the State in
which said State bank or trust c is located
the holders of such preferred st are not exempt
from double liability. In any case in which under
the laws of the State in which it is located a
State bank or trust company is not permitted to
issue preferred stock t from double liability,
or if such lawe permit s issue of preferred
stock only by unanimous consent of stockhelders,

the Reconstruction Finance Corporatiom is mthorl.nd,
for the 8 of this section, to m:ha
l.cuuz sued capital notes or 8 of such
State or trust company."”

48 Stat. 20, 21 (1933)

As a result, a substantial number of states passed legisla-
tion pu-i.tthg state banks to issue capital debeuntures
with the consent of the state banking authority.

It should be noted here that 8 mcr t;:utuny
authorized any bank to issue capital

legislation anly authorized hemtmtlon Finance Corpora=
tien to such securities. Since Congress was con-
cerned with the purchase and not with the issuance of capital
debentures, it made no specific provision for aumtm
these securities to the capital ot debt structure of the
national banks.

3. Though Congress has never authorized the issuance
of capital notes or debentures, the Comptroller of the
Currency, pursuant to the authority delegated to him, has
authorized the issuance of capital notes or debentures by
national banke.

Federal Reserve Bank of St. Louis
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"Sec., 14.5 Capital debentures.

"(a) It is the policy of the Comptreller of
the Currency to permit the issuance of convertible
or memconvertible capital debentures by national
banking associations accordance with normal
business comsiderations.

"(bz Subject to the provisions of 12 U,S,.C,

82, the “rk with the approval of stockholders
owaing two-thi of the stock of the bank, entitled
to vote, issue convertible or nonconvertible capital
debentures in such amounts and under such terms and
conditions as shall be roved by the Comptroller,
provided, however, that prm{nl amount of

ital &bmru outstanding at m{.g::. when
a to all other outstanding indeb ¢ of the
bank, except those forms of indebtedness exempt
from the provisions of 12 U.8.C. 82, shall not
exceed an amount equal to 100 percent of the bank's
uni.miru paid-in capital stock plus 50 ﬁcnt
of amount of its unimpaired surplus d."

Code of Fed. Reg., T. 12, Sec. 14.5

This is merely a formula for limit the amount of capital
debentures ch may be issued, but it is couched in
language which would seem to chul.ty capital debentures

as part of the outstanding indebtedness rather tham as a
part of the ital stock. As we have mentioned above,
the capital tures are indebtedness so far as the
stockholders are concerned altbus'“thy serve the same
purpose as capital so far as the itors and creditors
of the bank are concerned provided appropriate restrictions

on thelr repayment are imposed.

4. The taxing authorities of the Federal Govermment
have consistently taken the position mmmmmﬂl
are debt. Im 1935 the Internal Revenue e issued a
ruling specifically on these securities, though it is limited
to "income" debentures.
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"SECTION 23&01;‘% FROM GROSS

L]

Article 23(b)~~1: Interest. XIVerlb=«7409
(Alul.g;ct{.-)t 115, Article I. T. 2878

Revenue Act of 1934.

"The interest paid upon the income debea-
tures issued by a bank to evidence indebtedness
te the Reconstruction Finance Corporation is
deductible for Federal income tax purposes.

"Distributions on preferred stock issued
by a bank to that corporation comstitute
vidends and are not deductible for Federal
income tax purposes.”

Cum, Bul., Sec. 23(b), Art. 23(b)-1, 57

The Internal Revenue Service took the same position, i.e.
that capital notes or debentures are creditor interests,
dthr:ﬁduthmmﬂu tax. However, in the
only j ial comstruction of the federal hgilfation,
it was held that capital notes or debentures constitute
"equity"” in t. In Mercantile Bank & Trust Cc

yas o L2 to cl- . £ . Uupr )
d in regard to income bonds:

i "rh;,umu:.:az-mcmmm‘
ginally authorized to purchase preferre
stock; tl:t the transaction quite certainly
would have taken that form but for the impediment
of the Constitution of Missouri; that the impedi~
ment was surmounted by legislation enacted by
Congress and the State of Missouri; but that, in
thnd.:hﬂcm:hmtm_idhmt
pos

essential respects, put it in the on of a
holder of pre stock, The plaintiff offered,
for ¢ son, and we have received in evidence,

a certi te of preferred stock issued to the RFC
by another bank in Kansas City which, because it
was a national bank, was not restricted by the
Missouri Comstitution in its power to issue pre-

ferred stock.
" ison of the two documents does show
that the was in both cases investments

in the banks to restore their capital, putting its

Federal Reserve Bank of St. Louis
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investments at the risk of the earning power of the
banks, subordinat its rights to those of hﬁu -
tors and creditors normal business mx ;a
with the banks. Interest, in one cage, and
dends, in the other replnbhanl  out ot
uninp !nr the date of capital
note and o! the issuance of the preferred ltock.
Both documents provide for the retirement or re~
mtm of thn obligations, by call, upon substan~
ly identical terms, Both documents provide for
t.hcutabluhtbythbuho!ruirmt funds
ginking funds for the liquidation of the respective
obli tions. Both documents provide that in case of
li.qurhti.n of the banks, the rights of the holders
shall be subordinate to the rights of depositors and
all other creditors of the » except, in the
mo of the upital notes, other ercdi.tm. if any,
d in extending credit, that their rights
M manuu&u.ozmlmmum
capital notes. Both documents provide that if the
banks should be in default in payment of dividends
or interest on the obligations, or in payments into
the retirement fund or sinking fund, holders should
have the right to remove diredors or officers.

"The Govermment says that the capital note created
a definite obligation to pay a fixed sum, It did
name a fixed sum, but the upumtopayit he
about as it was with enﬂtieu and grants of pri ies
to other creditors, was finite. It hnd a
definite maturity date, ch 1. evidence of a debt,
but that date, read im comnection with the numerous
subordina conditions in the note, was the date on
ﬁtehmhhtmldhntduthpmeﬁm.m-
ditions did not prevent payment. It had a fixed rate
of interest, but that rate was no more fixed than, and
vas identical with, the rate of dividends provided in
ﬂu comparable certificate of preferved stock. Both
were cumulative, were not currently payable except out
of earnings, cm'lmultmul e on the same
conditions. The holder of the upi. 1 nou had no voting
rights, but it did have, as we have seen, the power under
ccruh conditions to contrel the n::mnt of the bank.
Vo:e:l.zg rights are not a necessary at of preferred
st
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"Our conclusion is that the predominant

g:':tiu of the capital note in question were
of preferred stock, and that it should be

laced in that classification for legal purposes
Inc ding the appuutton to it of ‘ﬂ excess

ptoﬁu tax law.

Mercantile Bank & Trust Co. v.
United States, 147 F. Supp. 956, 958-959

5. While Congress has lgoc ml:hcri.ud
the issuance of capital debentures
has recognized them by two statutes -ueh quliy do
::;. treat capital debentures as part of tlu 8 in-
tedness.

(a) The first of these Congressional Acts
treats th; capital ﬁbu:.um “th i.t:l {0{ the
purpose of determining ther capital is
unimpairved. This Act reads as toll.u::

"1f any part of the of a

, State member bank,

hip in the hhul Reserve tn cmistn
of preferred stock, the dotmum of whether
umtthnuitno!mhhuk and
the amount of such impairment ed upon
the value of its stock even though the amount

the holders of such preferred stock shall
be entitled to receive in the event of retirement
orlé:“lumlhubchmudﬂu par value
m!u'ud stock, If any such bank oz

7"'“ "'"‘*""""I'}l *'IT“" "“r"*" C o
~m~r1;r*""" ¢ Corporation 18 authorized to

18 § reuant to the provisions of sectior
)(l"l""""(*"ﬂ ""I" pital of such bank ms
' l*l""l"‘ “'"I!l""" ' e _of

49 Stat. 722 (1935), 12 U.8.C.A, Sec. 51b-1
There are several noteworthy aspects to this particular

statute.

for determining impairment of capital the
1 of capital debentures is ignored and to this
extent debentures are treated, not as debt, but as
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m it should be noted that the exclusion of
cap bentures from debt is not limited to
capital debentures ed by the Reconstruction
Finance Corporation, but extends to all debentures
"of the type" which the Reconstruction Finance Corpo-
ration could buy, regardless of who actually owns

% this section starts out with the term

“cap . While not usually synonymous with
“"capital stock", the context indicates that Congress
emu.ﬂdtho&omautMm!orthmmu
of this statute.

In the ional Act deal with
sut(:)mk ::ior:up g the r.m: luam System,

Foastin], sueil tox fhe catedils puivtes of il
[ 8 c pul ° |
.%n bank for such J:Mp and htot-!.::.:; g:n;

amount it must invest in stock of a Federal Reserve
bank, 12 U.8.C.A, Sec. 329. 1t reads as follows:

"Any bank incorporated by special law of any

State, or zed under general laws of any
State or of United States, including Morris
Plan banks and other incorporated institu-

tions engaged in similar business, desir to
become a member of the Federal reserve l{:tﬂ, may
make application to the Federal Reserve
(Board of Governmors of the Federal Reserve System),
under such rules and regulations as it may pre~
scribe, for the right to subscribe to the stock of
the al reserve bank within the
district in which the applying bank is located.
Such lication shall for the same amount of
stock the appl bank would be
gsubscribe to a nati bank. For the purpo!
nember: > of any such bank the terms 'capita AT C
capital stock’ shall include the amount of outstar
.ng capital notes and debentures legally issued &

Finance Corporation., ° ' (Emphasis Added.)

12 U.8.C,A., BSec. 329
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6. It is true that the Federal Reserve Board has
taken the position, based on the last mentioned statute,
that capital notes and debentures (other than those
purchased by the Reconstruction Finance Cerporati may
not be considered as capital or capital stock for
m:u of determining the loan limits of state member

"In a ruling issued under date of November 8,
1933, the board expressed the belief that it was
the . ::. the :1 in authorizing the "
purc y Recons on Finance Corporation
of and ital notes from State banks
te provide capital for such banks, and stated
that it would consider the proceeds of such ital
ook 8 Bevt of S mtﬁlmm“.:ﬁ:a £

as part : T Q
such banks for admission of such banks to membership
ummnmm-m. By the act of June
16, 1934, section 9 of Reserve Act was
-uhdiowtd- that, for the purposes of member-
ship of uI State bank, the terms capital and capital
stock shall include the amount of outstanding capital
notes and debentures legally issued the appl
bank and purchased by Reconstruction Finance
Corporation. In view of its previous ruling and of
the subsequent amendment to said Sectiom 9, the
Board is of the opinion that capital notes and
debentures legally issued by State member bamks and
purchased by the truction Finance Corporation
should be considered as capital or capital stock in
de limitations under the aforesaid sectioms
of the Fi Reserve Act and under sectiom 210 of
the Agricultural Credits Act of 1923. However,
since the above-mentioned amendment to section 9 of
the Reserve Act does not refer to ital
notes and debentures sold teo other than the on-
struction Finance Corporation, it is the view of the
Board that any notes or debentures not sold to the
Reconstruction Finance tion may not be imcluded
in ?tm:l.nins the limita under said provisions
of law.
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"The foregoi uunz of the Board is applicable
oenly to State and is not intended to
refer to limitations fixzed by State statutes, as the
sgu:ruetienﬂ:f such -umz:c“u within the juris-

ction o riate te supervisory
authorities ulhn':ln the jurisdiction of the
Federal Reserve Board."

1934 Fed. Res. Bull. 749

m Federal Iumo lonrd of course, based its ruling on
u!ueu language of the above statute that omnl

capital debentures hased by the Reconstructiom ©

conmclan m to ou“u'cd as tal ltock for de-

termining whe n’m‘“ r-murmu
for -ﬂ)mh:l.p in lhu There is no
such limitation in regard to national hnkl 0! course, i.t
can be arﬂ that by 1mm; the circumstances under which
capital “eapital stock" for state banks
Congress intended to unit the character of capital deben-
» Ry Sood ' g "(".:um should u,‘“i limit
cou a reason lp‘e an
the treatment of capital debentures issued by state banks
without extending a similar restrictiem to issued by
national banks. Congress has no other control over the
capital structure of state banks, while it m have control
over national bamks.

7. The state tmtﬂut of capital debentures varies
greatly.

(a) Banks are generally u«:l.r'd to maintain a
cmm structure. If a bank's net assets
are insufficient to equal this required structure,
its capital is to that extent impaired. In many
states such impairment may be overcome by the issue
of capital debentures. In the following 9 states

it is that if the ital debentures are
suf to make up the eit, oariul shall
not be deemed to be d. Typica

ly, such zro-
vision is coupled with a prwuiou that the “I
notc: f::{ not be retired until the impairment

rect .

Federal Reserve Bank of St. Louis
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Del. Code Anno. (1953) T. 5 Sec. 764 (b);
Md. Code Amno. (1957) Art. 11, Sec. 70;
Mo. Stat. Anmo. (1952) Sec. 362.120

(S8ee the sentence lluhl.:hu list);
N. Dak. Cen Code (1959) 6%03-42;
8. C. M (1’ ) Sec. 8-152
Tex. Civ, Stat. (1959 m. =607 &
Wash. Rev cod. ’il . 30.36.030;
W. Va. (1961) Sec 312! 31
Wis. Stat. Amno. (1957)

The Missouri statute permits only those capital notes
sold to the Recomstruction Finance Corporation to be
used in offsetting any impairment of capital.

8ix states expressly provide by statute
utcl. M d-hntum are mray 1ly to
captul“

;1‘ g::.h. (1’”1) Sec. 18-10;“4

Md, Code Anmo. (1 57 m 11
Texas Civ. Stat. (1959)
Wash. Rev. Code Amno. (1961) loe 30.35.010.

nmmammmun :
Corporation were hbt. rather than qutty, intcruu.

These cases, {U:Lth the
status of uptm b‘-mm in liquidation

treated them precisely according to their standard
terms, i.e. subordinate to debts and deposits, but
senior to the stockholders.

(c) Four states expressly provide that capital
debentures issued to the henzmeuu Finance Cor-
poration shall be considered as capital.

Minn, Stat. Amno. (1948) Sec. 48.62;

N. D. Cen Code (195 ) l.c 6—03-42;
.0 eo M {

W. Va. Code (1961) Sec. 3123&2).
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Minnesota provides that all capital debentures other
than those issued to the Recomstruction Finance
Corporation are "liabilities" of the bamk. Minan.
Stat. Anno. (1948) Sec. 48.62.

(d) OTHER STATE PROVISIONS.

Utah provides that capital debentures not mature-
ing within a year shall be added to u:lul and surplus
in determining the maximum amount which may be loaned.
Utah Code Amno. (1953) Sec. 7-3-6l.

Wisconsin p‘mm that capital debentures "exclu-

sive of cuu ital notes and hbrmu as
el.mi. { c_uﬂ.ou: of banks" shall be con-
ltdonl chu B notes are not otherwise

mt. . (1957) Sec. 221.045.

Ohio and Oregon have no statutes, but classifica-
tion of ital notes has been the u‘joct of Attorney
General opinions. In Ohio the Attorney Gemeral was
uhdumumniuuﬁom:ahmhcmu
reduce its capital stock and paid in surplus below
statutory levels, substitut capital uom for the
deficit. It was his ion t capital notes did
not have the charac tics of equity interests, par-
ticularly assessability, and throbrc could not be
suhatl.md for unhr othy interests. 1933 Op. Ohio
Att:y. #1969. Attorney Genmeral was
.ml an qi.nim whether capital mu
dwaldb. on bank balance sheets as an equity or
liability account. He opined that the Superintendent
o! Banks could direct either classification, depending
lcn 11&“‘ of the securities. 1958-60 Opa. Ore. Atty.

The Missouri statutes do not specify how capital
debentures shall be treated in the capital structure.
It is provided that the term of capital debentures
gshall not exceed 20 years and that certain assets may
be set aside to fund them. Capital debentures issued
mmt to its laws have bun Mu lit:l.pud with

mt Mltl. h L d
. App. 1948) 209 8.W. : h
uptm note holder was a “creditor” nd uquirod to
file 2 claim against an insolvent bank. However, in
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ank & Tru G Inited States, (Ct. Cl.
Do 9 ; out even a nod
to Iﬁumi lu, it was hnld t.hut capi.ul notes were
equity interests for the m of the Federal Excess
Profits Tax. (See page

South Dakota, with no sumtorI provision for
treatment of eapihl debentures, held that capital
notes were not ital or surplus for the muc of
determining the it lmu ot a bank.

l.mt!‘ State v. Breen (8. Dak. Code) (1960
p. - L L

Maryland and South Dakota make voting rights
opti.ml Md. Code Anno. 2:!7) Art. 11, hefh'lo;
8. Dak. Code (1960 Supp.) 0409.

1u both voting rights and
cmu'tlb 1:1 tures. N, J. Stat. Ammo. (1963)
« 17:9A-131.2(c), (d).

lenmuulhmo! tal notes to
"33-1 cent" of the amount of tal stock

us at the date of issuance. It also pro-
h:l.biu use o! the to retire outs
cap i.t?l’:‘t;eh or surplus., Utah Code Amno. (1953)

(e) California has a statute authori capital
debentures uuch expressl aum that thy 11 not
be deemed "pai ::-eni "paid in cap
but still -hu of cqtui to
;. :r’.:-ur or less ':.l:ru mnﬁ“. the section

tu-{roud on 662 o

Code provides as follows:

approva. ding

of the shares of the bank evidenced either

ttngotp'db the shareholders or by vote
lt a ghareholders' meeting, at any time, may issue,
sell or ehouza its capital notes or tures
M may e upon such terms and may bear
mohnuc! terest, if any, as may be provided
therein or which may be convertible inmto teck wAth
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the approval of the n:n rintendent. Such capital
notes and debentures 11 be subordinate to the
chm of creditors and depositors and it shall
pmihdhmymho?itnaomotd.bm
tures that in the eveat liquidation all
depositors and other creditors of the bank shall
to be d in full with such interest

thereof, unless . ’)Qr"?mm'}

of the capital, surplus, und: rr’*m«(rrr:t
capital notes or debentures thereaiter ot ndin
-""\t-"" ""’"”"‘ﬂl’“"’ﬁ?’?ﬂm ""l'_'_- :

"Such capital notes :
ST S aes aoed Bx WS Ates i TRk
by Stats 1953 ch 1438 Sec. 2.]" i

Cal. Fin. Code Sec. 662

mmwmma.mm rincipal of the
capital debentures may not be d unless t:n mgu of

capital, amlu and m outs 4&

uat mtzg

oithmlulhbnm ng retired.

You will note that the starting point for the calcu-
lation is the date of the ori 1 but it is
ambiguous as to whether this is to be determined immedi-
-tcly before or immediately ntur the issuance of the
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mtul debentures. WNeither the courts nor the
ifornia ::zrmmdmt of Banks has as yet
determined h interpretation should be adopted,
and consequentl puuhum of capital debentures
issued in Cali have to assume for the time
being the most restrictive of thcu interpretations.

One interpretation for determining the cli
bility of capital debentures tor retirement

butouuu;s rod.n: aggregate of
: ﬁbutuu outstanding

mhpmluihlol!thenhnﬂbmt in the
combined capital, surplus and other capi debentures.
The other and more restrictive interpretation would
h:wu;tﬁ:ﬁm élntmauuuuot
up . -urp us cap debentures outstanding
ed: 1fter the issuance of the “E:ul deben~
: msidered for retirement. that
mt ehn debentures could not be retired unless
they had been replaced subsequent to their issuance
additional cnpiul. surplus, or other capital
tures. If the latter uurpumm is placed
on the statute, surely there is no economic reason
why the amount of th- eapital debentures should not
b:iulmuhlmuumt addition to the equity
o

8. From the !wl.ng it is oh:lm that the statu~

tory provisions with respec ital
tly from state to state. egnhummdi-

ornia has the most stringent .uuuty restrictions atg:y-
ment of capital debemtures. While these apply only to

state banks of California, thz. can also be applied to
national banks by contract. ther they are cp lied auto-
matically by atau:u or ave applied voluntarily gy contract
if the capital debentures expressly and unambiguously provide
that they cannot be repaid unless amount is replaced by
stock, earnings, or similarly restricted debentures, such
eayi.ul debentures are the economic oﬁ:int of a preferred
stock. It is submitted that capital tures so restricted
as to mﬁmldumamumimmlurﬂum
mast , if not all, of the purposes of the Federal Reserve Act.
They constitute a permanent addition to equity.

~

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



Digitized for FRASER
http://fraser.stlouisfed.org

Federal Reserve Bank

Pa
F

16
ruary 13, 1964

, let us consider capital debeantures as a part
of the 2 base. The loan 11-1:- for national banks
are set by 34 Stats. 451, enacted in 1906, which provides,

in pertinent part:

"The total obligations to any national banking
association of person { copartnership, unoeu-

tion, or ¢ at no time exceed 10
centum of the amount of the of
association actually nid h _ d and 10

per centum of its

Rev. Stats. 5190 aan) as amended
12 U.8.C.A, Sec

This statute derives from the National Bank Act of
1864, 13 Stat. 99, 108, which provided, in pertinent part:

%l :’i ALl LK ! ~iidl. LT thlt
the total 1“&11 ties E mn, oituy
or of an cana a t or firm
‘!‘ : L , , inttﬂ-‘: clv!h:ﬂ“l“
of a
uvndma'l !. Ml at no u- exceed
one tenth part of the amount of the gtoek

of such association actually paid in.
13 Stat. 108 (1864)

The terms "capital stock" and "unimpaired lus
fund" were mnot are not further defimed. Cf. 12 U,8.C.A.
Sec. S5lc which defines "capital stock" in a mammer not
mu.unt here. However, the predecessor to 12 U,8.C.A.

. 52, 13 Stat. 102, was enacted at the same time and
prcvunl, in pertinent part:

tlumlul stock ormed under
th“utﬁallhﬂvihdh%oshuudm
hundred dollars each,

13. Stat. 102 (1.“)

Thus, when originally enascted, " ntoa" te clearly

his ¢ the h;?ml t’d t t" t quite t. ‘“hu"
can o lx strong argument

th:‘:l,piul hbnm’“ .houl":'b-i included in the loan limit
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base, either as capital stock or as unimpaired surplus.

(kisl.mll{n loan limits were measured by capital
stock alone 1906, in connection with the amendment
to 12 U.5.C.A. Section 84, which increased individual
loan limits by the additional factor of L0% of surplus,
the reason for using capital stock as a measure was
given., At that time, bank stockholders were nnmuy
subject to double u-buu:y based on par value. By
tying loan limits to capital stock, banks were dis-

dtﬂnm mmmllumulumdlmc

::d- surplus, effectively limiting their liability.

H.R. Neo. 1835, th Cong. lst sess.

P z;'ﬂ Cong. Rec. 531
Since double liability is no 1 a characteristic,
strict limitation to mlul u—tnelm is not
important.

Since the statutory 1 ‘setting loan limits

th‘lnghbrcm were known,
to ascribe to Congress an intent to
i.uludo or exclude them. Perhaps more significant is

the intention indicated by Congress when legislatin
concerning capital dlhuzru .

On the two occasions when ungnu legislated with

t te ital Mm y treated them as part
capi of the i) In 12 U.8.C.A. Sec.
sm- -1 m under s Congress, for the

mou deciding m the uptul of a national
n;auubnhmmd'hnltmlndtw
in the Federal Reserve System, stated that
capital notes or SRRE Unbemtunms of $he 79 VAteh
the Reconstruction Finance Corporation is au zed to
purchase could be used te offset any mment of
ecpiulﬂchmldmm )Inn B.I.G.A.

mmmms-m
dlumtnz'th amount of capital v‘hh 1 .u"'m
mth-vu hcmanﬁuo!thhdu;l
ded that the terms "capital” and
1 include the amount ofcm:aund:ln
emulmﬂd&mtuuhunyumdb the apply-

ing bank and purchased by the Reconstruction
corpmtion.
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If only those ctziul debentures which not only are
subordina to depositors and other creditors but which
are also so restricted as to payment of principal that
m;mu:muum.u replaced with other forms
of "capital" (as would be the case under the subordination
clause submitted herewith) were to be considered for inclu-
sion in the loan base, the Board of Govermors of the
Federal Reserve System might very well be in a position to
rule that such limited tal debentures constitute either
"'caﬁ:al ltgek" g j.l";::: :Lm cmazmmlh“uh;h
surplus purpese of est hing
oan limits of a member bank.

Capital debentures so limited as above ted
would have all of the protective effect of capital and
surplus insofar as the depositors and other creditors avre
involved. The protection of the depositors and creditors
would appear to be the purpose of restricting the amount
of lugl‘::any one person to at;utodpo{am of the 2
capita surplus. Consequen those items which stan
in the same relati as m{tm and creditors as
traditionally rec ged forms of capital and surplus
could well be included in the loan base. The fact that,
as to shareholders, the capital debentures would have a
preferential mtt{m would be just as immaterial as is
the fact that ferred shareholders take precedence over
common shareholders.

d, let us consider capital debentures as a part
of for detemmining the maximum investment of a
member bank in bank premises and the like. By 12 U,.S8.C.
Sec. 371d banks are restricted to the amount of their
capital stock in determining their maximum investment in
wﬂ&u.uhhmgl?duao:rmutm

ding bank premises, or cans ma © or upon
the stock of such other ¢ .on, unless they ocbtain
8. For mat banks the oval to
m‘ limit ;l:t be obtained from t:.ln mou:rt
o] Currency. state member banks approval to
wmx&tmhm:r-mmu
Governors of the Federal Reserve System.

For the purpose of determining the maximum permitted
( in bank n-dmhuyim debentures restricted

.Ph" rannt until ced could be treated in
either one of two ways. Board of Governors and the
Comptroller of the Currency could hold that they consti-
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tuted “capital stock" they could give approval as
’.ﬂltt::’ in Seection to -

as described in that section up to the amount of
capital stock plus the amount of capital debentures
frozen into the equity of the bank. The latter would

probably be the more appropriate approach.

CONCLUSION
Some so-called capital notes and ital debentures
muttulynnh They are often merely ted notes
r subordinated debentures. The word "capital™ in commection

with notes or debentures should :snmxy be reserved for
those whose principal is restric ainst payment until cere
tain conditions are fulfilled with umot to the balance
sheet items of capital and surplus.

tal debentures were first issued to replace
impaired tal and, uuumm in several states

thnyml‘utlnrqlunﬂlm t in capital had
ocbnvlu been restored. In the » the capital deben~
tures "stood in" for capital.

hmﬂ:iumuc.nphuduthmrm
case cited above (Mercar _ States

(cc. €l. 1957) 14 5 ), th ber 8 cot
only be paid out of e : that
in ul:: ted earning The 1935
surp 'o
!numl. Revenue Service cited at the top of
of this letter, declares that the interest paid upon
debentures” issued by a bank to evidence to the

hmmﬂ.on Finance Corporation is deductible !u' tuhnl
purposes although distributions on preferred steoek
z iﬂummmmmumuium

tible.
N u -atuud at the begimning of g-ﬁl::ut. we are

enclosing restric
ment of uptul hh- unt n,t:u m
that, with respect to capital m- 80 11-1 “x
fﬂmmunhnm ion to 1 mlmlu!nabouc
wm in the January 1964 issue of the
F Reserve ot:in. We ask that you consider separately

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



rm:;% Reserve Bank
e
Fe 13, 1964

making such an exception (a rlenbuo
for investment in bank w-lmuu

limited to :hu of the ouutndh. ital debentures
which meet the following three tests: Wil

. m;mcoftlueqtuld-bumumth

z Mm- mqt“th;t :ﬂur cgdtm ‘(uuﬁ‘
B8

of additional capital debentures) who '

contract mul that to
nhcirl hbta ""3- 1l be on an
ouhztl.thcrubmu to payment of the

cq‘l.ul. debentures.

Plrl:e! principal of the ital deben-
mu must prohibited (except in a uq:ﬁltim of the
Mdmmmhhuuﬁg.tmnlm«

tional capital w similarly mm and
limited as to payment of principal.

3. Oml ion of the amount of such
LIy S e B R
tiﬂ.h-lnuuuahumm-meu

ses, to wit, that part which is prohibited
paid because mot yet replaced by additional
ital stock, additiomal lus or -u: onal capital
larly limi as to t. The
triec is s @8 capital

res tion
is ralsed through the sale of capital stock, earnings
accumulate in lus or addi .tal debeatures
similarly res are 1 the
restrict on o!prhabul!un of the
cap s not
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We would reciate your review the requested
ex ttmmmmoulmhumula convenience.
1f there is any way in which I might be he s either by
letter, telephone or personal appearance, p do not
hesitate to call on me.

Respectfully yours,

" Hexbert F. §
of CIBSON, DUNN & CRUTCHER

HFS imms
Enclosure

Federal Reserve Bank of St. Louis




EXHIBIT "A"

SUBORDINATION AND CONDITIONS ON
REPAYMENT OF PRINCIPAL

The Capital Debentures shall be subordinate to the
claime of depositers and other creditors of the Bank, except
holders of other capital debentures or capital notes and
those other creditors who by contract expressly agree in
writing that payment of principal on the Bank's debts to
them shell be on an equal footing with or subordinated to
payment of the Capital Debentures, and in the event of
liquidation of the Bank all depositors and other creditors
of the Bank, subject to the same exceptions, shall be entitled
to be paid in full with such interest as may be provided by
law before any payment shall be made on account of principal
of or interest or premium on the Capital Debentures; and
after payment in full of all sums owing to such depositors and
creditors, the holders of the Capital Debentures shall be
entitled to be paid from the remaining assets of the Bamk
the unpaid principal amount of the Capital Debentures and
unpaid interest thereon and premium, if any, before any pay-
ment or other distribution, whether in cash, property or
otherwise, shall be made on account of any capital stock of
the Bank. Except as above provided in the event of liquida-
tion, no payment shall at any time be made on account of the
principal of the Capital Debentures unless following such
payment the aggregate of the capital, surplus, undivided
profits, sinking fund for these Capital Debentures to the
extent if any that the amount remaining in such sinking
fund wag debited against surplus or umndivided profits, and
the unpaid principal amount of these Capital Debentures and
the unpaid principal amount of other capital debentures and
capital notes thereafter outetanding which are subject to

substantially the same or greater provisione on subordination
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and conditions on repayment of principal as are the Capital
Debentures, shall be at least equal to such aggregate at
the date of the original issue of the Capital Debentures,
immediately after such original issue, unless otherwise
authorized by the Comptroller of the Currency of the United
States and by the Board of Governors of the Federal Reserve
System.
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The Brookings Institution

1775 MASSACHUSETTS AVENUE, N. W., WASHINGTON 6, D. C.

February 3, 1965

Mr. Martin
This is the memorandum which we
discussed. I hope it fits in with your ideas.

Please destroy it when you have read it.

William R. Biggs

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



Digitized for FRASER
http://fraser.stlouisfed

Tot The Vice President From: W, R, Biggs

As you know, I have been extremely interested in the Balance
of Payments problem for several years and have nade nurercus tripse
to Europe and interviewed and know rather well some of the Central
bankers of European countries, such as Switzerland, Germany, Holland
and the Bank of England., You probably also know that I have leec~
tured on the subject, both in 1963 and 1964, at the University of
Virginia Business School., I merely mention this to indiecate that
this is & problem which holds majer, long-terr interest for me.
It is my understanding that there is being prepared a Balance of
Payments Message whieh the President will send to Congress,

The serious worsening of the Balanee of Payments situation in
the fourth quarter points up the necessity for specific measures
of restraint on our part and it would, in my judgment, be a great
mistake to have a Balance of Payments Message mearely Includc exhor=
tations and a discussion of the problem without (a) specific mea~
sures to improve the situation, which would apply te the private
econemy, and (b) also definite indications that the government,
itself, intended to cut its own untied expenditures abroad.c...’ A
idbing 7o Tokr Aony hetsd iy masnd s Yl

ome of the measures” which would be most effdeotive would be:

1. Extension of the interest equalization tax and a higher mate of
tax on foreign borrowing of countries included under the tax, (The
15% tax on equity purchases is already effeative and would not need
to be raised.)

2. Immediate action teo apply the tax at the present rats to bank
loans and to include them in the extension of the law at the higher
rates, Also, the new Raw should include a provision 30 that the
renewal of bank loans beyond one year would be subjest to tax,

3. "Direct”™ investment abroad has heen most profitable and has and
will in the future yield us substantial returns. However, it cannot
be maintained at the present rate if we are to put our payments in
balance, PFurtharaore, the Eurepeans, notably the French and Duteh,
and now, more and more, the Germans, are becoming disturbed about
the extent of U.,8. "direct® investment in their industry. In a
great many instances American industry has not wanted local partners
or shareholders in their interests abroad because of technical and
finaneial problems and loss of freedom &M operating these subsidi-
ariss. This has contridbuted to dissatisfaction in Furope with the
extent of our investment, While American industry will strongly
resist efforts to limit "direet™ investment, it is, in my gudgnent,
shortsighted on their part to so resist, sinee the countries
invelved could seriously hurt our investments by restrictive mea-
sures if they feel we are over-investing. Therefore, for reasons

of our relationship with these countries, for reasons of protection
to our present "direot™ investment in these countries, and for the
urgent reason of improving our Balance of Payments, it seems to me vital
that we take some steps to}

.org
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(a) Reduce "direct" investments abroad, and
(b) Encourage payment of dividends on the investments made.

As far as the latter is concerned, this could be accomplished by a
tax incentive program which would encourage the payment of divi-
dends from “direct" investments in turwfc by asion of tax
especially if these payments are ndde within a certain tinme lxult.

It will be extremely difficult to draw up the necessary regu-
lations or restrictions. If such legislation or restrictions
should be impossible p.phlzl the next best thing would be a Com-
mittee to pass on 'd{rtet' nvestments.

4. I know that an export visa tax on travel te about the same
countries as those coverad by the interest equalization tax is be-
ing considered, Such & tax and a further limitation on duty-free
purchases (especially including alcoholie beverages

from these countries would bring home to our pudblic and the countries
involved our intent to solve the prodblem. It would also clearly
indicate to the countries invelved that correction of our problem
could not be accomplished without some cost to them,

§. All the measures above apply to the private sector of the
economy. The government should and could take two meaningful
steps)

{(a) It could indicate its willingness to face currently the penalty
of somewhat higher short term interest rates. At this particular
time with a strong economy and the stimuli provided for the main-
tenance of this strength through 1965, somewhat higher short ters in-
terest rates would be unlikely to have an adverse sffect beyond
koozlag the economy from over-expansion., There are also some indi-
cations that monetary and credit measures might be a geood thing for
the domestic economy at this time, having in mind always that
monetary policy can be reversed when necessary ones we obtain
freadem of action from our Balance of Payments problem,

(b) Is it not high time that the policy of maintaining such large
numbers of troops in Eurepe be reviewed? We are told that there is
an atomic mine 'belt stretching all along the Iron Curtain in

E o If this is the case, the need for more than token troops
stationed in Eurcope seems hard to understand. In the event of an
attack one division would involve/ds much as many more. Since the
Eurcpeans are so disturbed about our Balance of Payments and refer
so often te its inflation effects on them, why not say that we will
maintain our Air Force strength and one dlvinioa, and more divisions
if they will pay for them, but not otherwise. There certainly must
be other places abroad where we can cut down our military expenses
and I notice from the Budget that so far there has been very

little decline in our military sxpenses abroad,

Conelusi
ination of the measures noted above would indieate
clearly that we mean business as far as eliminating our Balance of
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Payments deficit is concerned. The President's Message should
emphasize that our objective is not to reduce our defiecit but to
eliminate it, even if only temporarily. Until dollars become
scarcer and we show a will and ability to balance our payments
we will continue to los€ prestige and leadership in Western
Eurepe, which is the heart of the Western World,

I am convinced that if we could eliminate our Balance of
Payments defieit even for one year there would be a great change
in psychology abroad, since, because of the dollar's role as a
reserve currency and the constantly inereasing need for reserves
to finance trade, it will be generally recogniszed that it would be
unfortunate for us to have a surplus, or even a balance in our
payments, for very long. We must, however, show that we can
achieve such a balance.

The at risk ia net taking the necessary steps is that our
freedon of action will be limited in the event that we have to take
monetary steps in a future recession and the pressure on tha dollar
may come at just the wrong téme. PFurthermore, the recent moves of
France indicate the kind of pressure that can be put on us and we
should not be in a position where such pressure can be put on us,

While there will obviously be political handicaps to a program
such as this, I am convinced that a program of this kind, if carried
out with determination and success, would strengthen our position
of ldedership in the world, rather than weaken it, and would give
us freedom of action in case we need it at a later date as far as
the domestic economy is concerned. A Balance of Payments Message
that exhorted and emphasized the problems but did not ask for spe-
¢ific measures might well create greater distrust of the dollar
and particularly our own country. The nost serious theeat to
the dollar would be loss of confidence by the ecitizens of our
country in their own curreney.

The above memorandum is written on the assumption that as a
minimur Congress will take action to eliminate the gold cover on
the Federal Reserve deposits and thus give us freedom of manesuver
from this technical peint of view,

WRB/my
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FEDERAL RESERVE SYSTEM

Office Correspondence Date__October 13, 1965
To. Chairman Martin Subject: _Schweitzer Luncheon
From Robert Solomon
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You might want to raise the following "tactical" questions
with Mr. Schweitzer and his associates at lunch on Thursday.

Assume that the United States and like-minded countries
in the Group of Ten, together with the Managing Director of the IMF,
would like to see implementation of a scheme such as that outlined
in my paper. What is the best tactical approach to assuring this
outcome? ‘

I can see two possibilities.

One possibility is that the Group of Ten negotiation turns
out to be a stalemate. Suppose also that world monetary reserves
continue to decline, as in the first half of 1965, or remain more or
less unchanged. It is possible to imagine that, without fanfare and
without a monetary conference, the Fund would simply go ahead and
implement the proposal in order to provide for an increase in reserve
assets.

Incidentally, the fact that we have this proposal in our
back pockets ought to stiffen our negotiators in their substantive
bargaining (a subject referred to in my October 4 memorandum to you).

The second possibility is that the Group of Ten itself
would come together on a proposal of this sort. If that is to happen,
the United States would, tactically, have to start from a position
from which it could move in compromise to the desired scheme. In
other words, if this is where we want to end up, what should be our
initial position? Or, alternatively, to what extent would we be
willing to modify this scheme in the direction of European positions?

Two possible answers to this last question occur to me.
One is that the new reserve assets (in the form of claims on the Fund)
would be used by deficit countries and acquired by surplus countries
more or less in proportion to changes in their total reserves of gold
and foreign exchange. Although this would not be a rigid link to
gold as proposed by the French, it would be a gesture in that direction.
We would want to think hard about this possibility before agreeing, but,
it is worth considering.
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The second compromise would be to narrow participation in
the scheme as indicated on page 8 of my paper. These more restrictive
conditions for participation (the main one is that the country's
currency has been used in Fund drawings in some significant way)
could be applied under the present Articles of Agreement.

LS
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CHICAGO. [LLINOIS

NerpBErT V. PRocimsow
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PrEsiDENT February 23, 1967

Mr, President
The White House
Washington, D. C,

My dear Mr. President:

With your very great responsibilities,
it is perhaps wrong even to ask for the time
required to read a letter., However, I believe
the matter I should like to present is of major
significance.

The term of office of the Chairman of the
Board of Governors of the Federal Reserve System
expires April 1. Having had contacts with the
various chairmen and members of that Board over
many years, Ll believe the present Chairman is one
of the most distinguished in the history of the
System, He has served several Presidents faith-
fully and conscientiously and is a man deeply
dedicated, as you are, Mr, President, to the
service of his fellow countrymen.

It has been my privilege to become ac-
quainted with many of the leading central bankers
and commercial bankers of the principal nations
of the Western world. Mr. Martin not only has
the complete confidence and respect of American
bankers, but he is also the most highly esteemed
and honored central banker in the world today.

He is considered as a great tower of strength on
monetary policy.

Although as a private citizen L may not
know all the latest figures on the balance of pay-
ments and related problems, I have studied this
problem carefully for a long period and know that
it is extremely difficult., If it is not critical;
it is at least serious. An experienced public
servant held in the highest regard abroad may
prove invaluable in the management of that
problem.

In your recent message to the Congress

regarding taxes, you also referred to the coopera-
tion you would like on interest rates. I believe
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you spoke with the highest possible good intent
on these matters. L am also completely confident
that Mr. Martin would give you the finest cooperas-

tion in the attainment of those goals both of you
so earnestly seek.

I trust that you may find it possible to
reappoint Mr., Martin as Chairman so that he may

serve his country and his President with his great
talents.

With every good wish, I am,

Respectfully yours,

(R iR A

HVP:RML
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Dear Bill:

I was with Ben Heineman, President
of the Chicago and North Western Railway, today
at luncheon.

Mr. Heineman is very close to the
White House., I had previously brought to his
attention the matter in which he might be helpful.
I told him again how important it was that the
country have the benefit of your services as
Chairman, He said, "I will bet you that Mr,
Martin will be reappointed™. He also feels sure
the person who might fill the other vacancy on
the Board will be satisfactory.

In addition, he told me what you un-
doubtedly know - a group of northern liberal
Congressmen went to the President and urged him
to reappoint you. He added, "knowing how politics
work, I would not say that it was impossible that
the President may not have asked these liberal
members of Congress to come to him with this
request." He thought it might even be unusual
for a group of liberal Congressmen all of a sudden
to decide themselves that they would go to the
White House, He thought that it was just as
likely that the President might have planted the
idea that they should all come to him. At any
rate, I did not take Ben's bet because I thought
he seemed convinced as to what action wasld be
taken,

No acknowledgment of this letter is
expected.

Very sincerely yours,

Hed—

My, William MecC., Martin, Jr.
2861 Woodland Drive
Washington, D, C. 20008

Federal Reserve Bank of St. Louis
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American Manag t iation; Willard L. Thorp, American Economic Association; W. Allen Wallis,
American Stotistical Amucfron; T 0. Yntema, Committee for Economic Development.

261 MADISON AVENUE, NEW YORK, N. Y. 10016 MUrray Hill 2-3190

December 6, 1967

Mr, William McC. Martin, Jr.
Chairman

Board of Governors of the Federal
Reserve System

Washington, D.C. 20551
Dear Bill:

At the recent meeting at Tom Nichols' place, which you
could not attend because of the British devaluation, Milton
Eisenhower mentioned a paper of mine which attempts to evaluate
the economic and social impact of our defense sector, I am
enclosing a copy on the chance that you may find it of some
interest. Before it is published, I shall want to revise the
present rough draft. If you should feel that I have gone wrong
at one point or another, I should appreciate your advice,
However, I do not want this paper to become in any way a burden
on you.

With kind regards,
Sincerely yours,
F 47 =
UL Xy
Arthur F. Burns

Enclosure
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f BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date March 15, 1968

To Chairman Martin Subject:___Gold and Swaps Policy

From__S. J. Maisel f,"i')?”
(STRICTLY CONFIDENTIAL FR)

This memorandum explains somewhat more fully the background of my vote
yesterday against expanding the Federal Reserve swap network and against employing
it actively until we reach new agreements with our swap partners. These agreements
should specify how over the intermediate period we are to share possible losses of
gold to speculators as well as how to cover reserve gains by foreign banks as a
result of the current over-valuation of the dollar. They should also cover longer
term agreements looking toward the demonetization of gold and toward ways in which
new methods of exchange and trade adjustments can be activated.

I am not optimistic that such agreements are possible. In effect, then,
I am arguing that the present system cannot be maintained. Our bargaining power
will be greater if we immediately refuse to fund through swaps, or gold sales,
speculative attacks on the dollar. This weekend's negotiations should seek tempo-
rary standstill agreements on reserve movements while more basic changes are nego-
tiated. These agreements should include methods of dealing with speculative re-
serve losses that would not require the United States to give exchange value
guarantees on foreign reserve gains.

I. The United States faces three somewhat separate problems:

1. Gold speculation and the price of gold.

2. Speculation against the dollar in terms of other currencies.

3. The methods of adjustment of the price of the dollar relative to gold and
other currencies.
(a) In the short run (defined as: "end of Vietnam War plus three years").
(b) In the long run.

The United States is in a true state of foreign exchange disequilibrium
which will not be corrected under existing policies. As a result we cannot meet
the immediate problems of speculation or the long-run adjustment problem without
basic policy changes.

The required policies include new international agreements covering each
of the above problems, i.e.,

1. Exchange rate adjustments.
2. Meeting currency speculation.
3. Gold policy.
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Unless new policies are agreed to and actively implemented by eight or
nine of the Group of Ten countries, the present international monetary system will
not be stabilized. We will only be throwing good money after bad. Until new poli-
cies are agreed to, the United States should embargo sales of gold and should give

minimum support (simply enough to avoid extreme day-to-day fluctuations) to exist-
ing exchange rates.

II. There are three basic causes of the current situation:

1. The relative price of the dollar is too high in terms of our existing
and potential international commitments.

2. The Bretton Woods international monetary system lacks a real method of
adjustment for key currencies.

3. The reserve base lacks both a method of normal growth and is inherently
unstable because of potential movements among its components.

The magnitude of the problems would be somewhat smaller if our inter-
national commitments were reduced or partially assumed by others. A relative
decrease in the price of the dollar (an increase in the dollar price of foreign
currencies but not necessarily gold) is also necessary. While such a relative
shift could come about as a result of a less inflationary or more deflationary
monetary-fiscal policy in the United States compared to our trading partners, I
feel confident such relative shifts cannot solve the short-run problems and are
extremely unlikely to solve the Tong-run problem.

IIT. To solve the short-run problem at existing exchange rates, we would need

More controls over foreign expenditures, both public and private.

More taxes on foreign expenditures.

A highly deflationary monetary-fiscal policy.

A method of insuring long-run adjustments.

The clear understanding on the part of our foreign partners of what

the real problem is plus a firm commitment to cover almost the entire
expected foreign exchange needs of a violent period of private speculation
plus a considerable share of the needs brought about by our current dis-
equilibrium.

WM -

Since I am pessimistic about the possibilities and effectiveness of cut-
ting our short-term exchange needs much if at all by either monetary-fiscal policies
(because short-run elasticities are too small) or by tax and control policies, this
means we must have new adjustment policies. The adjustment policies will have to
include methods of gradually changing the exchange rates among key currencies. In
addition, they probably should include more flexible trade adjustment procedures
than now seem possible under GATT. Finally, a better procedure for handling dif-
ferent types and growth rates of reserves may be necessary.
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To: Chairman Martin -3- March 15, 1968

In the intermediate period while these are being negotiated and made
effective, we will need firm commitments by others as to the amount of their dol-
lar gains they will fund over an intermediate period. Unless these commitments
cover both their total possible reserve gains due to speculation plus some of the
considerable gains that they will receive due to the fundamental disequilibrium
in the current system, the existing system will collapse.

IV. The problem of gold speculation is separable to some extent from
that of exchange requirements. It could probably be met by a massive infusion
into the private markets from existing monetary gold stocks plus an embargo of
three to five years by the major central banks of gold purchases. This would mean
an immediate partial demonetization of gold with adjustments in reserves made
through certificates, SDR's, or Fund drawings. It would lTook forward to a total
demonetization when better systems of exchange rate and reserve adjustments come
into effect.

Unless the other major countries agree to a partial demonetization of
gold, we should probably embargo all gold sales. This would look forward to moving
toward a new system of two or a few monetary blocs with special agreements on
settling of accounts among and between them.

Obviously no solution is good. Since all are difficult, on the surface
there may appear to be some major advantages of sticking with current policies
and hoping for the best. This policy, however, has already been tried for too
long. The British experience plus the failure of the Gold Pool operation since
November lead me to believe that we cannot be optimistic. We should retain only
minor hopes that we can reach equilibrium without a major change in the system.
We risk great Tosses with only a small chance of gain if we continue to put off
basic decisions on how policies should be changed.

cc: Other Members of the Board
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Dear Bill:

I didn't want to clutter up the letter with which this note
is enclosed. In your address in Detroit you said something to the
effect that as long as the ratio of the Federal debt to GNP is
declining you are really not concerned about the size of the debt.
Those aren't the exact words but I think it is generally the idea
and I'm pretty sure I have heard you make this statement on previous

occasions.

It seems to me that the statement needs a qualification:
namely, a great part of the Federal debt was created when the dollar
was worth substantially more than at present; hence, if GNP is
expressed in current dollars and the Federal debt largely in dollars
of greater purchasing power, a declining ratio could be a cause for
alarm, in that the decline in the ratio is materially affected by the

declining purchasing power of the dollar,

I think your statement would have more validity if you said
that you have never become too disturbed about the size of the debt
provided its ratio to GNP in constant dollars is diminishing. While
this would be a rather involvgd calculation I think it points up an
important distinction. One way to approach the problem would be to
restate the Federal debt in current dollars in determining the ratio

of the amount of outstanding Federal debt to GNP in current dollars.

In any event, all of the above is meant to be a constructive

observation on which some joker like me might try to trip you up

=
Mer

someday.
Regards, x ;//
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April 23, 1968

Date

FROM THE DESK OF JOSEPH W. BARR
To: Bill Martin

Bill, I would like to send the attached
letter to Bart Rowen =-- not so much in your
defense but to express my own conviction that
men of responsibility must speak out when they

think the nation is in danger.

What do you think?

The Under Secretary of the Treasury

Digitized for FRASER .
http://fraser.stlouisfed.org Room 3326
Federal Reserve Bank of St. Louis



Dear Bart:

I have been in public life long enough to know that the
press serves a very useful purpose in its critical efforts,
and I also know that criticism can be lived with by the man
who is being criticized. I am going to comment on your
article of yesterday, not to defend Bill Martin -- he is
perfectly capable of taking care of himself. I am commenting
because I think Bill Martin is absclutely correct and I think
he has an gbligation to say what he did. He believes it; he
has had many years of experience in the domestic and inter-
national affairs of this nation to back up his opinions; his
opinion is widely shared by men of responsibility, and there-
fore 1 believe that he must speak out to the nation.

Bart, there has been too much talk about what this country
can do if it only has the will. I agree that we are a great
and a powerful nation and that we can meet our international
and domestic responsibilities, within reason, if we are willing
to pay the price. But if we are not willing to reduce or evem
to limit the increase in our standard of living while attempting
to achieve our domestic and international objectives, then I
can only conclude that we are rumning a grave danger of wreck-
ing the international financial system with which we have lived
for the past 23 years. If we wreck that system; if we are
forced into a disorderly redeployment of our military forces
for financial reasons; if we are forced into protectionist
measures at home; then we can well be setting the stage for
a world in which physical and financial order are in disarray.
In other words, we could be facing a world not too different
from the flow of history that began with 1931. Does a respon-
sible man wait until we are knocked down by the third rum omn
our reserves before warning his country of the dangers we face?

I would like to share with you one conclusion I have
reached in my ten years of public service. The old term
"political-economist" has fallen into disuse. We now have
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politicians, and we have economists. Bill Martin, in my
opinion, qualifies as a political-economist. He is an
uncanny judge of markets and the economic reaction of people
to political decisions. I have learned, sometimes the hard
way, that Bill Martin speaks with complete integrity, vast
experience, and great judgment.

Perhaps all this makes me an "alarmist" also. If it
does, so be it. I would prefer this title to sitting idly by
and taking the chance that my country and the free world may
blow apart without ever expressing wmy own convictions.

Sincerely,

Joseph W. Barr

Mr. Hobart Rowen

The Washington Post

1515 L Street, N. W.
Washington, D. C. 20005
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