MINUTES OF MEETING OF THE FEDERAL ADVISORY COUNCIL
November 16, 1947

o AR L kg A e, W

, the e5| ent Mr. Brown, In't ar

Present:
Mr. Charles E. Spencer, Jr. District No. 1
Mr. W. Randolph Burgess District No. 2
Mr. David E. Williams District No. 3
Mr. Robert V. Fleming District No. 5
Mr. J. T. Brown District No. 6
Mr. Edward E. Brown District No. 7
Mr. James H. Penick District No. 8
Mr. Henry E. Atwood District No. 9
Mr. James M. Kemper District No. 10
Mr. Reno Odlin District No. 12
Mr. Herbert V. Prochnow Acting Secretary.

Absent:
Mr. John H. McCoy District No. 4
Mr. Ed H. Winton District No. 11
On motiQ onde fi Secret e megtings
eCounzc Fhe WgaA g QAA rHay 18 H]7 cf%eg
er 21 Wereé rove

The Council discussed the question of the position it wishes to take now on Bill S. 408.

The Council consiglered at Ien h the following question which had been submitted
for the consideration op t eCounC| y the E)oard 0 overnors

“The Bo rd | tS very much concerneﬂ about the ﬁE ex r]smn of ant; Crﬁdlt The
oar ier ore, desires to have the views of .t ouﬁ1 as, to the further ?tei
a m,tg e taken to correct this serious situation through monetary or fisca

mprehensive st tement of t eV|ew |nt f the Council on this question ma
be f?unc? rtp em rg resenteg o3 oarg otfh& vernors acopy%tt %t[ns stat
ment 1s to be ound beginning on page 34 of these mmu

The Council discussed the check collection processes of the Federal Reserve System.

e U e AT
0 oar ounc

The meeting adjourned at 5:40 P.M.
HERBERT V. PROCHNOW

2 Acting Secretary.
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MINUTES OF MEETING OF THE FEDERAL ADVISORY COUNCIL

November 17, 1947

At9:45 A M., the Federal Advisory Council convened in Room 270 of the Mayflower
Hotel, Washington, D.C.

Present: Mr. d E. Brown, Presi MrC rIesE ncer Jr,, Vice P 5|dent
QﬁsrérownRggr(rjloeJ) HEHPuer chlg I[-)nglr()j/% qA/tl\;v!)% SJiﬁ]es M. ’\}EggperRaonb Reno":Oe |r|1ng’

Absent: Mr. Ed H. Winton.

The C unC|I repared_and approved the mem randum beginnjn age 34 of these
minutes to fenrt) t(Pahe BoardapPGover ors relat |v e_to ne%gen a or tﬁegomt eetFn%]1

of the Counci eBoar n Novem 1947. T emorandum IVere
otneggcretarg ZL% %rfﬁ ovgrnor at(?i 4%AM on November% 5d/
?q]ote that €ach item of the agenda is listed In the memorandum with the comments
of t ouncil on the 1tem,

The meeting adjourned at 11:25 AM.,

HERBERT V. PROCHNOW
Acting Secretary.
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CONFIDENTIAL

TO THE BOARD OF GOVERNORS FROM TH
NCIL RELATIVE TO THE AGENDA FOR THE J
ING OF NOVEMBER 18, 1947

1. What position does the Council wish to take now on Bill S. 408?

The Council, is co% nizant of the mvestlgatton of the activities and 0Wers of the
Reconstructt?n Fihance Corporation n %m made by a Congressional Com-
mittee. Untl ress as, det rmln vv ether the Reconstruction Finance

E FEDERAL
OINT MEET-

credit the Boa g has in mind
el st
da eestmentsy

We find nothlnﬁ]gn bank loans themselyes to suggest tpat growth ofrloans ha?
been an active atlogar}/ actor, It rat edtapﬁe s 10 haveheen a reflection o
the very high level of business activity and high prices.

Cor oratto shou contmue conttp e what powers to make or
%ee 0ans shou |ven L, t eCounm s that no action lt)y congres
tagen ?n Senate I 408 The Canctl eesthat Sert]ate Bil 408 shoul
econ3| ere g 1; N aternatlve to egls at|on continuin epresent oan an
guar tee powers of the Reconstruction” Finance Cor ora |on f the Congress
h decl e t0 contlnue tne Reconstruction Finance Cor ora\gon withou
?ret curtailing its loan and ?uaranteem owers, the ounml U 8p 0S¢
%afsa e 0of Senate Bill 408. T ajority of the Counml would prefer
Senate Bill 408 to th e contlnuatlon 0 the eco structton Flnance Corg oratjon
gowers but it should also be noted thatamhnorltﬁ ‘ e Council is amemg
%Jarantee or commttgtent Eowers tl? e Federal Reserve Banks unaer any
circumstances, as proposed In Senate B
2, Theg ahd |fs very much c%ncerned about the rapid exﬁ)ansmn of bank credit. The
ft ore, desires to have the views of the Counclil as to the further steps that
might he taken to correct this serious situation through monetary or fiscal means.
The Council %wewed the question o[] th% volume of bank fredlt both in the
aggregate an ass own in the banks with which they are familiar
We do not know what “serious situatjon” jn bank
or the ast year tpe tota[ vof gg H!( crealt
\( m< S me sured by a uste H
eve a oans ave Increased, ebans ave decrease

their in

L e Y o G e LA s
8 T? since the eng t?t (X/ar reglects Alrectly the purcﬁase o? HAy an

mortgages In the housmg program.

The Reconsf(ru tion Finance Corporation is encouraging hank lending by guar-
anteeing ris oans

Commercial, loans are infl enceg b tgg rlees and active movement of agri-
cultural and manufactured products for the foreign aid program.

High w ges and high costs of materials have meant that business needed more
maoney to take care of its customers.
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Su stantla lon or fOr unnecessary “uses. Loans for carryin
Securities are mu

this period t e overnmen through the R.F.C, the e P.CA., and
Bﬂrer agepci] en maﬁr iw at the bann< recl;relne from meka}ng
ecause ot t errsgﬁ Ulatlve natuie eserVﬁ B rmtsel 1S askrnog for mor
power to guarantee loans on t epresumptront at’bank lending 1s tod’ cautious.

he ause?] of our present inflation are nlp%rn current bankrn% e‘polrcr s but are
oun e%r ar-time  expansion 0 ower ?% I with unusua
Bvep an gn Ic policies since that time. Am recent inflationary causes may
e listed the following:

There |sn LEgure rour e¥£)errence to su yqest that therg exists ang

The foreign aid program.

(/)Ar Cr%l uocflwa)ge increases in excess of increases in either the cost of living

A shorter working week.

A short corn crop.

Veterans bonuses and relief payments.

Agricultural price subsidies.

U. S. Government spending of 36 billion dollars a year.
Housing subsidies.

In the fa ofthe[s(e %evelo entsasubst lal increase in barP]k loans was inevita-
ble ang bn own es rarni %naq]ers In t re ent tuaton
K in Irrhe cou w |ch

are erstood. by hankers and there is
cen arn (P Its_cusfomers against over’ expansron 6 Ioans eing made
are mostly or direct production.

frrst th”1 to do.is to reconsider government polbcre which are inflationary
especra yqexcessrve government sBendrng and 'subs

ﬁ recognize that even tr}?ugp the c uses of inflation Fre Iarﬁ IB/ out |d% l%
[r) reo on ary 0I| Vﬁ em has ?ecra resporsibilit or n
grg % Fc in |ss ons ou ake all reasonable care to assure conservative

n this special area we suqgest that the System a T easu already have
arge povf/)ers without new %glslatron {0 plyace creé\ ? ger roa res raints.

%y MoSee O Eh T, PSR e o e SR ol S

Similarl ryba)nk gn%rrr] dnla e t?rFe)r ra]tgogs the %ystem can control the reserves of the

membe nding powe
1F'<he Boa&d .also %nll pa% the power to raise reserve requirements in Central
eserve Cities and o tighten money.
3
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The Treﬁsury bgnthﬁ pricing of ne |ssue? and the handling of its balances has

great intluence on the rate and volume of money.

In the past year the System and the Treasury have used these powers effectively.

The mopey markets an the olicies %f business en are toda nsrtrve to

action ot t eses rts whic eserve System an e reasuryi‘ j% resent

gogers eampe {0 ace I restraints on credit expansion ‘w |c ystem
the Treasury may consider necessary.

The Council wishes it cIearIg Innfierstood that ||t share% the a prehensron of th

Board of Governors with res

ot to esrn ling out ofPhe In
P{thrcﬁsban é dg
This.is n ttos

barhkr

no EVI gnce 0
circumstances.
constructive work in t el n en e

om

o theE

mog ePI‘BOS%{OHOOf tﬁ\eegpe%g ofoﬂteSé}?uncrf asat?% ?‘%tac est to romote anH (?\P r(?eCIt X

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

ation dangers. It does oweve most stren ous'y
rease 0ans as a principal contri trn acto

d
g tout aﬁove the vastly more |mportanP ,ements t|on—
loans ar arometer

e%y that therg have not beenétrl)wrshe bank lg)ans miomec a % After all,

IS a orm o human en eav(?r oRer eIngs twou amazrng

were me errors In t e sy mrt at on the recor ere |

credrt ex an tO at which ¢o db expecte un er all thg

ere s ever enc t at _loans are today orng a wholesome an
place in the economy.

The C]pthncrl has studied the Increase in cons(ti e]r credit in reIat| to the termina-
trfo ation W eco sumer credit mcreaser(ti tantrall muc
this re ctst eavarencert(yn %utomo e lances. ‘There |

B i O e raatr%mmttreﬁ

10N

srrégraﬁe success {0 ensure maintenance by banks of squn e standards
IS effort towards vodu ary cooperation seems t? the ouncr ens| H

E)he demoﬁira Ic metho deairné)wt this prob niegrsqt With respect to tg

anks and other lenders. The Codncil 1S opposed to ation giving the Boar
new regulatory powers in this matter.

Ite ¢ colectr
ce onst ucrvemov
the

Industr ey %

icated. In. rec nt correspondence

ers Ass[ocra% nd t halrman
oar

[OCESSES .10r t enejit

1t

3. Thgre IS a oblrﬁet,(on restrngn Eon the Fe era’]R ser\(/fS ?tem constantly t cu(iturgmv

een the lg esr ent 0

nization and maximum development of the check collection system

Eh(? cil a p eciates the efficienc fthe check coIIectron processes of thg
era serv stem t[h esir tt stem constant to Improve an

edite t se pr cesses e benefit of In stn( riculture, ommerce.

e ncl e? t a] eh an es In I’ec on system ar ein con
here yt s of the Fe eral(j? serve an the ‘Board of (Gove no
that é e ‘Councl] he ad\%sed F%r 8 the partrcu ar 0 l’(trng atters u
consideration. The mem er& uncil areP | Ing 0 crasr err
reseprectrve banks, and they des| 0

rec% these (w]estH]ns banr

ation, as they come up, to banin ?ngalrt nItéflrng such problems ouncr
36
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eII ast Boa of Governors, may also.request the cooperation and advice
heBo per c&mmuYges of tehqe %\mencan@ T<ers ssoclation
and eserve ers ssoclation.

chan es in the check coIIect on processess ould resyl ak| sav |I-
%n eav rﬁge tl(e erio |re e| ec
exa ort eder rve ms mme |ate atna
nsoun S| wou a sav ew en ﬁ v¥eren Ctu 0¥
co fcte en

e the equiv loan Interest an
paylngacash su SI ord 03|S|nt erallgRaeserve

4. The Council would appreciat an information khe B d ar veIo
Pl RS R, By o BT B B
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MINUTES OF MEETING OF THE FEDERAL ADVISORY COUNCIL

November 17, 1947

At 2:00 P.M., the Federal Advisory Council conyened in the Board Rpom of the
Federal Reserve Buﬁd?ng Washﬁgton ?5 rhePresY ent, Mr. Brown, ?n tﬁe Chair.

Present: Mr. Edwaq . Brown, Presuli}? E Mr, Charles(ﬁmsiglenﬁr Jr., VIC Pre3|

es rs rgess, .Dav Robert V
E?glnr{n%nd? Brown, HI %emc

Will
enr /-%twood James M. Kemper Reno
Herbert V. Prochnow Acting Secre ary

Absent: Mr. Ed H. Winton.

Mr. J. Burke Knapg Assistant Director (%f esearch and Statistics of the Federal
Reserve System, discussed “Certain Aspects of the European Recovery Program.”

The meeting adjourned at 5:00 P.M.

HERBERT V. PROCHNOW

Acting Secretary.
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MINUTES OF MEETING OF THE FEDERAL ADVISORY COUNCIL
November 18, 1947

A, Federal Advisor | conven rd R f th
Federa ggerve umde ngewgshm%\{ésr? %%qu% F§:r0e3| er(?tOI rﬂlaerov%1 ?n tﬁg%h%wt ;

Pr ent M dwa % Erown Pe3| Charle SElen rJ -

4 “é o Wi o oy, 26

g enick, enr twood, James h1p eno
n erbert roc now Acting Secretary.

Absent: Mr. Ed H. Winton.

The Councn ared and .approved, the statement below to be presented to the Boar
el o s o

n oInt.meeting with the OVErnors at
i i

* * X %

stions In . he Pre5|d nt’ mess to Co ress with respect to credit control
mdmatg% A | At I'c-‘ dera '?39 é [I? {sent t0 6on ress the
gro o al | rar |re reserv?v rt term government
ectrl |es ounc ter eW|s est ate |ts VIEWS on this proposal

The osal asw understand it is that banks should be required by.law to main-

o
E%Wfa(é% ?@%ﬁé’ﬁsﬁ?pc?é depGSIs, 10°De fved aft?:')"oonﬁttlt?nré“tgﬂvlrenré‘rﬂy it

The Council is unanimously opposed to this scheme for the following reasons:

Q |t |5| ractlcal The op rations of bank .are so dlff?rent reflectlng as th%;{
fion t o needs 0 ﬁ‘nrcommunl ies.and customers

BT S e
ound. and necessary }oans aﬂg US actl YI%/ Bk roduc%oﬁ ar tﬁ g g
Ear es?%e ness In thelr communitigs most ggresswey and he p#u Iy Wou

a uId substjt cts of a oar nWashln ton for the j
menngf%H % d%f wec}ors 0) % quqwe|lr<sbahnrlgsu h|s IS ae &%B”t&&&rgs gohua rr@mg

n}etr; asubs antia parto the Tunds 0

3) Asindjcated.earlier, the Federal Reserye System and the Treasury already possess
lar e(p)owers of credit contt‘oﬁ not now being ¥uIF used. guc% NEW POWETS as t% e pro-
posed‘are not necessary. ¢

The meeting adjourned at 10:20 A.M.
HERBERT V.. PROCHNOW
Acting Secretary.
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Digitized for FRASER

L ADVISORY COUNCIL
AL RESERVE SYSTEM

November 18, 1947

g chLAE e A s e S AL AP

Present: Members of the Board of Governors of the Federal Reserve System:

Ch irman rrrn rS. Ec Ies Gpyernors M. S. Szymczak, Ernest G. Drap r R. M.
ar aman, dp Y_awrence C?ayto soSEFE (Earpenter ecretary

ames
oft 6 Board of Governors.
Present: Members of the Federal Advisory Council:

rEd dE. Br Preside Cha E. Spencer, Jr, Vice President: Mess
i B Wl e
rOChHOW cting ECre ary.

Absent: Mr. Ed H. Winton.

The President of the Council stated the position of the Council on Bill S. 408 as
expressed in the Eounctrl s statement ?n t(hese rh)rnutes on page %Z?

Chairman Eccles said that the Cquncil’s viewpoint is agreeable to the Board, espegi-
all%smce it Indicates a preferen e?orge ate B||f 408, compaq detoﬁrecontrnuatron o? he
ers of the Reconstruction Finance Corporation.

In connectlo Wrth |tem two of the érgendﬁlsthe Presrdent of the Council rez}d the

statement which. the ounr had repare ven in these minutes begin-
ning on page zprn the con |dent|a m%moran um whrcht ouncrl sent the Boar J

The President of the Council also read the additional statement which the Council
P epared at |Sts meettrng ear?rer on Novemger 18, 1947, a copy o? which gtrncluc?erj1C
heSe minutes on page 3

President row then stated tgt the, Councrl \rvould like these str ﬁements whr%h
he ha ea an Whl esen the gcr svrewporrht gornt two of t %da su
mitte g/&m arrman oard of Governors to t ﬁ rs)er committees of Congress
when th alrman testrfres efore these committees on these matters.

airman Eccles replied that he would be glad to present these statements of the
Councr\ t0 t?re proper Sgngressronaq commrtteesg P

re.was a Lr&qﬁh% disc ssr n re rdrn the questjon oé the ex ansion of Eank

&redrt gurrn whic man te)es ou ned he roposal the Board In en 5 to make to
ongress for Iegrslatron requiring banks to set up special reserves.

Charrman Eccles stated that the Boar]d IS not c itical of Y ar|1_|< or the b
ﬁ/é na nI olPera |%ns In conner%tronir/ fob em of Inflation e tedt
Ividual bank can be criticised for taking careo ItS customers on soun oans

40
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check *E:?Ef'ift?adnemr%etshs%sco I r?teaé L L appaﬁ"ﬁées 0 O Lol

y ste
onstan Jy o?n Hr]aéBrEove englale ﬁe]drte Eg ijesses fo rfi tnochla]rguesst% ﬂgn%{r
ctron S s%m are eed ;: g e@‘l%ral eServe sand

OVernors qﬂtao r}frer oun |L be a?irnse

EH reﬂar ar I uﬁar
ma ers un grc nerera €rs 0

C{nem Il"a ma |n
err spect |ve] anks an ney pnror unl ore
[ aanre Crp Iéove ban alsu?le ue&dénea SouoCh rt?orlrera]r?d a eounc ese
(r:na esof roper commr és o?%he Kmegrcan ank spzssocratron anc}/ t(n eserve
Ity Bankers Association.

President.Brown also sta %q that no chan es in the che |11<coll ctron cessess dpo
feaut ép i m%olrtee%srmaval 5092% s‘ér% rar? 3 o%”ate e (Mmediat T
av |Iat (evr ? nso%é as. |t ouId unds availa Ie[when tﬁeywere Hotfacguaﬁg
collecte (yv 3 éourmer&t |n a loan, without interest an payin
a cash subsidy Tor deposits i ede

ese ve banks.
Charr cles re orted that the Board believes, it ouId deal with the Council
and not wi rlfra sas atronso th attﬁ%s}neép |I IS patutor Hé
re resentrn an ers |rman asos

h
rL over]n S,
%re |mme late av ||t¥ IS UNSoU he oar eIreve ng
mme var o [tems WOU ate muc analyzing o accounsan
ebene cra to banks’ businesses, and in
Chairman cless id that thereis n thrn ne re ardrn ba compa

bill exceP Iﬁ ne wesE}ern ou off en en ers gk gong 8omy
MISSIONES In recent CONVentions have bot passe reso utrons vorrng

memsr}e (&r]ralgrﬂan of the Board adds that there may be one or two addrtronal amend-

harrman Eccles reported that the b% s[are I srn% their consrbmer creght loans, as
merchants ca xenﬁ0 nsume ments because their profits

dt
enable them 10 taKe fosses Which ihe l:)an S'30€ ROCin 4| apo ion t0 inodr
The meeting adjourned at 3:12 P.M.

HERBERT V. PROCHNOW

Acting Secretary.
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MINUTES OF MEETING OF THE FEDERAL ADVISORY COUNCIL
November 18, 1947

15 P. F dvi il d in the Board Room of th
Feders) Reserie BUTOG, Wesnington B.C- e PFESGARE . %mv&’%r?n e L.

Present M Wa Eﬁ grown Pres r. Charle %SEFn Pre
Mes 0 ﬁ N}LAII 0 e
gpnmaqh q Her\tl)%r?v{l)] Pgrd(? H ?JSehlc enrl}éry Z%R/]vdo fames mper E%te

chnow, Acting Secre
Absent: Ed H. Winton.

esident Brown asked whether the Council wishes to change its statement on point
two 0{ Sne agenda, point two reading as ?&Fows J P

oargoa&dl verydesuch corﬁ:erne ahaut the_rapid_ex anflon of anli Crﬁdlt The

therefore, “desires to have the views oft e Council as, to the rurther ¥1ei
mat might be taken to correct t IS serious situation through monetary or fisca
Afﬁr iscu sn&g matter the Co nC|I ag roved the statement V\BhICh followa on
H?geé utes an that t eatatem nt ﬁ)resente
ha|rmano t e oar overnor Was % e aske }o supmit ? fatement
rco mltteeso ongress etlmete hairman of the Board of Governors

test |es ggoret ese committeeS on these matters.
The meeting adjourned at 4:00 P.M.

HERBERT V. PROCHNOW

Acting Secretary.
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The Boa vernors.of the Federal Reserve System submitted the followin
question to t Oge era Mvrsory 80uncr| y J

“The Board is ver onoerﬂed about% tFr z&ard exrfansron of oanhcredrt Tne BoarH
Bhere ore, desires ﬁvet e VIEWS 0 ﬁuncr as to the furt eTr stepst at might
e taken' to correct this serious srtuatron through monetary or fiscal means.

The Fede al tA visory Council gave the Board of Governors the following statement
in answer to t oregoing question:

e e S et 05 AT M, g ret bt the

We do not know haf “serigus si uatro}{r” (n ha kcredrtbr]rge Board h |nd Foi

thenP%:ta }’Iggr th%(} us GH Br;]r? Oé GDOSgtrSe ds éﬁovrneoan aIlEilamO erTr]g{Jenltn%rease SQB’]GX

0ans have In reas s have decreased their inmvestments.

We find, nathin bank Ioan themselves to sugg%st that growth of Jo # a]ns has een
a ctive In Iatronar% actor, trat er appears to have been a reflection of the very hig
evel of business activity and Igh prices.

To a Iarge exten{ r?ronth o[) ?ans é direct result of over men olicies.
ample, an inCrease of near O,ron ollars in the re darés Insure
ince. the end of the war reflects directly the purc ase ortgages |nt
ousing program.

The Reconstruction Finance Corporation is encouraging bank lending by guar-
anteeing risky loans,

Commercial lpans are mpuec b'y high. Hrrces and active movement of agricultural
and manufactured products for the foreign”aid program.

Hrqh wages and_high costs of materials have meant that business needed more
money Yo také care of Its customers.

There is npthing in the fiqures or our experience to suqggest that there exists an
3‘#3%385'a'rfe’&‘éae f%r speculaﬁon or ¥or unnegessary USes. T_%%ns {or carrying securrtrey

In this period the g overnme[}t t rou%h va{ us a encres has been loans
hat the. ban s refrained” from maki p ecause 0 F eculative nature.. eh eserve
stem itselt Is as lng or more power to guarantee loans on the presumption that bank
naing 1S too cautio

The causes of our present mf# tion are not in cur ent ba klngg)olrores but ar Hnd

in the great war-time expansion o INg. power to et er wit
poltoregsrnoet at time. Kmong recen¥ anlgtronarygcauses may ste ovv ng

The foreign aid program.
A cycle (of ¥va9[e increases in excess of increases in either the cost of living or
UCTIVItY.

pro
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A shorter working week.

A short corn crop.

Veterans bonuses and relief payments.

Agricultural price subsidies.

U. S. Government spending of 36 billion dollars a year.

Housing subsidies.
R A R e ey
emarnesegaeﬂi B Sy U unc B s ot f e

e first thmg to do is to {econs er govern{)nent gollmes which are inflationary and
especially excessive government spending and subsidie

We reco zet en tho hthe causes OfJ flation arE h det esaph
monetar ra LY] EY g/ hasas ema responsioi f n
|s situatl ould ta ea reasonable care o assure ‘conservative cre |t po ICles.

In this special area we suqaest that the System and the Treasury already have large
DOWerS, Wlth8U% neweleglsﬁatl ﬁ 10 p?ace credit under broa res%ra n? Y J

One of these powers.is the discount rate which is a re ed instrument for servin
notice on {he public 0 %he nee ?or restraint mcthe useo 69 J

imilarly b rket operations the System can control the reserves of the
member ban sa}/nc? Imit ﬁewtlen%lmg POWer, y

The oarg ah%o still has the power to raise reserve requirements in Central Reserve
Cities and so tighten money

Treasur e pricing, of new issues and the handling of its balances has
great In eﬂuenceo tﬁ raﬂ cf glumeo money. !

In the past year the System and the Treasury have used these powers effectively.

The maney markets and the policies of Qusiness men ar so sensitive to action
et B S AT R T TR
may considler necessary.

ef ouncil WISh |t cIe r F rstoad that ||tt Jware% the a prehenS{on of tq
Boar ovVern rs Wi |n atio ers. It cloes oweve most renP L% Iy
esm |n o em reaseh an oansasaprnm a, acto
h e(ni 0|B out apove, the vas ymorelmpor ant elemen so |n atlon—
of which bank [6ans ar arometer.
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evidence of banlg credit ex ansron beyonth t which cou dpl e, expected u der all thg
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ncrlh the mcrease in.consumer credtr relatln t0 the termina-
t|o egu atlon econ u d|t srncrea s]t ntra uch 0 th
ref ects eaval ab| aut mo ouse old arPrP faﬂces ere ar t00 |tte
renc onwrcht Jud e( ecto etermr tion o uulatron heAmenc
n ers ssocratron 1S un ertaking with considera esuccess 0 ensure maintenance g
s of sound le a ds his efforthtogva untary ¢ %0 erat (in se m% to t]
0uncr the sens en C{atrc et earn with t q h with
Eesgetto the ba sand other. r}]ers ounci egislation’ giving the
oard new regulatory powers in this matter

IS 0ppose

strons In .the Pre nt essage to Congress, with respect to credit control
indica eggt f l§ Wera?qse (Yeb%q ard mag/ n %:sent 10 (E nqress the
ropasal |n1J Jé) rf eport %rare%uue ank reserve af short term governmen
ecurities ouncil theretore wishes to state its views on this proposal.

hea%nnosal as w%understand It I that bﬁnks should be requrred?ty law to main-

tain, in lon to cash reserves, reser ort.term qovern
E;entadge relatlonshlp to deposits, to % t’xe from time togtlme era ﬂese)rve

The Council is unanimously opposed to this scheme for the following reasons:
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NOTE: This transcript of the Acting Secretary”s
notes Is not to be regarded as complete or
necessarily entirely accurate* The transcript is
strictly for the sole use of the members of the
Federal Advisory Council™*

H.-V.P.

The Acting Secretary"s notes on the meeting of the
Federal Advisory Council on November 16, 19k7, at
2;00 P.iL, in Room 270 of the Mayflower Hotel,
Washington, D*C*

All members of the Federal Advisory Council were
present, except Mr* John H. McCoy (who was ill)
and Sir* i1 H* Winton*

The Acting Secretary®s notes of the meetings of the Council cm
March 9, 10, and 11, 19U7, May 18, 19, and 20, 19U7, and September
21,22 and 23, 19U7, copies of which had been sent previously to the
merbers, were approved*

WHAT POSITION DOES THE COUNCIL WISH TO TAKE NOW ON BILL S. U08?

g© S* Brown states that at the last joint meeting of the Council and
the Board, the Board asked the Council to defer an expression of its
opinion regarding Bill S. 1’ until the next joint meeting of the Board
and the Council on November 18* Brown asks members of the Council for
their viewpoints on the bill*

3urgess* Is there anything new on the bill?

Kemper* Has the Association of Reserve City Bankers done anything
to reverse 1ts position on Bill S. 1j®8?

Fleering does not believe the Association of Reserve City Bankers
has reversed i1ts position*

Spencer asks the Acting Secretary to read the section of the minutes
of the Association of Reserve City 3ankers which states the Association®s
present position* The Acting Secretary then reads the following excerpt
from the minutes of the meeting of the Comittee on Federal Relationships
of the Association of Reserve City Bankers held September 28, 19U7, at
the Traymore Hotel, Atlantic City, New Jersey*

Proposed amendment to Section 13(b) of the Federal Reserve Act —

Senate Bill UO8* "It was reported that the powers of the Reconstruction
Hnance Corporation, In respect of the guarantee of bank loans, which

were to expire by limitation on June 30, 191*7, had been extended by Act

of Congress subsequent to the Swampscott meeting of the Association.

The Association policy as established at the Swampscott meeting, through

the adoption of the Report of the Coomittee on Federal Relationships, is that,
eo long as such guarantee powers are continued In the Reconstruction
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Finance Corporation 8uch

Reserve Banka, in J°"are should nnt v
thia Coaiittee, as then con»ti)rather oloaely 11™*5 to th® Federal
plua aom apparent ahifting of * ~ ~ by ***m<*
over members of the Co~tlLe on the *?°n last *V.
Committee ahould reat on th« ? Nation was”™M 5 SOBe carry-
aove into new ground. Or,i SIra®P8cott reaolut-il "hether the
Swaapscott reaol™UoA a U~ T * S<S8aed at this »
such lending or marant.P» Way *° m outright n r?8tine on the
rsa.,ra - - $$§55 .Yy & Ia resolution, reading
"So long as direct loaning and mia» *
(not lifted to urgency °f **“* Joan
national security and economy) are cLti T/ T vital to the
Finance Corporation. we are o-"«l continued in the Reconstruction
that the Federal n n and feel

loans under existing Section 13(b) of

"The Chairman was requested to submit this resolution +, tk D

°rrr1ge°tors fcilat it _ adopted as Association policy r°~"C
further action by the membership at the next annual meeting.

Hi<ote* The 3oard or Directors, at its meeting in Atlantic City
on September 29, 1947, approved the above resolution as
expressing Association policy, pending further action of
the membership. *

J. T. 3rown states that the Federal Reserve bank in his district is
making direct loans to agriculture.

Fieming believes the RFC is a dangerous agency and thinks its powers

should be curtailed.

Atwood asks Fleming if he believes the powers of the RFC should be
eliminated before passing Bill S. UOQ.

Fleming:. Tes.

Atwood says his associates © ~"iclaed h i m for
Bill S. UO8 and he wishes to change nis vot
i o 4urr <fhron In the nationalization
Reaper. Bill S. UO8 is just another step in
of banks.
cmild be restricted largely to
E. 2. Brown thinks the RFC P ~ 1 J h8uch ,, disaster and drought

loans which affect the national " ~ > ke loans to smell businesses,

loans. The RFC should have no power bell9Ve8
Williams thinks there is much Iin™» » N 1ife of the RFC has

the Council should change its oppose Bill .

been continued. The Council should
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Fleming reports the life of the RFC was extended until June 30, 191*8,
only because there was not sufficient time for Congress to investigate the
whole matter*

Penick states he voted for Bill S* 1*B because he believes it would
be better for this power to be lodged in the Federal Reserve banks rather
than In the RFC* He thinks the Federal Reserve banks make better loans
than the RFC*

Burgess agrees with Penick* He states that as a matter of fact, In
the present inflationary situation, the country does not need these powers
in efther agency* He thinks the Council might state that until the RFC
situation is clarified, there 1s no reason for passing Bill S. B« As
between the two agencies, the Council may state 1t would prefer to see
the power in the Federal Reserve banks*

J* T Brown believes the power should be in the Federal Reserve banks
iIf It iIs anywhere* He prefers the Federal Reserve banks to the RFC*
Honvever, he believes approval should be based on the elimination of the
RFC powers.

Qdlin agrees with Burgess* He thinks the Council can reassert the
position it took previously.

Spencer believes 3ill S* 7B would be satisfactory with the restrictions
the Council has expressed.

E. 5. Brown. The views of the Council seem to fall into three groups:
(D the largest group of members feels that until Congress has passed on
the extension of the RFC and i1ts powers, Bill S. 1,8 should not be passed;
@) a minority feels that under no circumstances should the powers of
Bill S. I"B be granted; and, (3) another minority group feels that even
if the RPC is extended, Bill S. "B should be passed. He asks whether the
Council would wish to state that until the poners of the RFC are determined,
any action of the Council would be premature. The members of the Council
indicate approval of this idea.

Fleming states that perhaps the Council could say i1t is cognisant of
the iInvestigation of the activities and poners of the RFC now being made
by a Congressional comittee. Until Congress has determined whether the
RFC should be continued, and, 1T continued, what powers to make or
guarantee loans should be given i1t, the Council feels that no action by
Congress should be taken on Bill S I'(B*

Kemper thinks that 1f the Council temporizes on the matter, 1t will
weaken 1ts position*

£ S* Browmn adds that the Council®s statement on the matter may also
include a statement that a minority of the Council iIs against giving any
guarantee or conmitment powers to the Federal Reserve banks under any
circunstances, as proposed 1n Bill S I’(B.
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THIS BOARD IS VSRT MUCH CONCERNED ABOUT THIS RAPID EXPANSION OF BANK
CREDIT. THE BOARD, THSREFCBS, DESIRES TO HAV2 THE VI3WS OF THE COUNCIL
AS TO THS FURTHER STEPS THAT MIGHT 35 TAK&N TO CORRECT THIS SERIOUS
SITUATION THROUGH MONETARY OR FISCAL MSAKS.

S S. Broun thinks Jccles may be trying by one means or another to
require banks to maintain reserves iIn the form of short term govermment#e
He believes Sccles may also ask for the reinstatement of Regulation W
controls#

Fleming* This agenda item which the Board has proposed is undoubtedly
a forerunner to proposals to be made by Eccles* IT the Council makes no
suggestions regarding this agenda rtem, Sccles will present his proposals
for controlling credit and will say that the Council has made no suggestions™
Fleming calls attention to one or two Republican Congressmen who have came
out for the reinstatement of Regulation W.

£ g* Browmn states that he regrets to see Senator Taft has come out
for the reinstatement of Regulation W controls, but Browmn thinks Regulation W
iIs a relatively uinor matter in relation to the whole question, particularly
the granting of powers to the Board which would enable the Board to in-
dicate how much of the deposits of banks should be kept in short temm
govermment securities*

Burgess reports that the ABA has been making a survey in over fifty
cities and has found that most banks In those cities are observing
Regulation W terms* Consequently, the bankers can say that they are
generally following Regulation f terms. If Congress gives the Board
povers permanently to reinstate Regulation W* 1t will be bad* [IT Regulation W
IS reinstated under the present emergency povers, these will eventually end
and the controls will be washed out* It is possible to have Regulation W
by (O voluntary means; (2) Presidential order under emergency powers; and
() by Congress giving the Board the power. 3urgess thinks the Council
should state 1t is iIn favor of the voluntary method; iIn time of peace
voluntary methods shoulld be used.

Spencer does not wish the regulation reinstated™

Fleming* IT you get away from consumer credit and consider the larger
volure of loans, the increase is due to a considerable extent to higher

prices.

g- 3 . Bromn does not believe the Board should be given consumer
credit control as a permanent part of the econony.

Burgess. Since the regulation iIs ended, the banks are doing a
satisfactory job by voluntary methods* Some groups, like the department
stores, are breaking down the terms, but voluntary cooperation should be

attempted.

Odlin states that Regulation W cannot be policed, and did not work
satisfactorily* He says that the present inflation is based on something
Bore than bank loans.

J. T. Brown is opposed to having Congress reimpose Regulation W
controls*
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Burgess asks whether the larger mail order companies would not come
into line voluntarily, 1T they were requested by the Adninistration,

S. £. Brom doubts it. Brown has had a feeling iIn the last thirty
s that there is some lull in the demand for loans.

Spencer asks whether it is a lull or the end of the season for certain
loas.

g- £. Bromm. Some loans are seasonal, like the grain loans and the
loans for Christmas inventory, which should shortly be liquidated. However,
Broan thinks some firms are less desirous now of borrowing to expand and
build because costs are too high.

Burgess states that the security :narkets have not been good for ex-
pansion. It takes a great deal of money also to handle grain, for example,
at these prices. Title VI, agricultural subsidies, wage policies, and
other govermment activities have been responsible for the present situation.

Odlin thinks attention should be called to those factors that have
really caused the present inflation.

£. E. Brom believes three things might be done by the Boards (@)
raise the reserve requirements in New York City and Chicago to 26 per
ocent; (@ increase the Federal Reserve discount rate, perhaps to 1? or I}- per
ocent; and @) perhaps not help to keep up govermment bond prices by open
market operations. However, the Board may feel i1t cannot permit eligible
issues to fall below par. Brown is Inclined to favor increasing the
reserves to 26 per cent in the central reserve cities.

Burgess believes that increasing reserves to 26 per cent in the central
reserve cities would only result in the banks selling their bonds to the
Federal Reserve System.

S. £ Bromm. IFf the rates should be raised to 26 per cent, i1t would
permit the Board greater latitude in reducing reserves In case of depres-
sion. It would also tend to make the banks more cautious. Browmn favors
raising the discount rate of the Federal Reserve banks to 1] or 1j per
cant, and he believes this would have a greater effect than a raise to
6 per cent would have had a number of years ago.

Burgess states that anything which is done will affect the bond
niarket. The Board has all the power it needs. The situation is similar
to that existing in 1929 when the Board was looking for someone else to
pull the string.

E. E. Bromm. Eccles may argue that no steps may be taken which would
force any government bonds below par.

Kemper. With an election year coming on, Kemper does not believe
traditional remedies will be tried, but the Council should probably go
on record. He doubts whether 1t is desirable to say that the banks have
00 part in causing the inflationary spiral.
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3ro,m has heard that many country banks have gone into real
estate loans and Iong term governments*

Kemper questions the statement of Mr. French of the American Bankers
Association that banks are holding to Regulation W terms and are not
liberalising their consumer credit terms. Kemper thinks they are liberal-

izing their terms or are on the verge of it*

Fleming* The ABA recommendations are more liberal than Regulation W.

Kemper. The banks are making loans to finance companies who are

liberalizing the terms.

Fleating. Most country banks in Maryland and Virginia hold many

real estate loans.
Taaunrements of the country banks,

(0] a X
apencer* If you raise tHe reserve requ

they will cell government bonds.
mar be some sense iIn the viewpoint

ranidly.

+

Kemper is inclined to believe ther
°£ 3cdes that bank loans are going up
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S. S* Bromm* The individual bank is more or less helpless. If a
goad customer with excellent credit standing, possibly with more cash
in the bank than the amount of the loan he reguests, wishes to borrow, no
bank will hesitate to grant the credit. However, the loan may be used
for purchases which will add to the inflationary spiral. A raise in the
Federal Reserve bank discount rate may make a borrower of that kind more
cautious. Brown thinks the Council cannot go to the Board with a purely
negative progran. He thinks the Council should suggest an increase iIn
the reserves iIn the Central reserve cities to 26 per cent, an increase of
Wi or 1/2 per cent in the discount rate of the Federal Reserve banks, and
a tightening of the exceedingly liberal terms on which real estate loans
are being granted. Raising the reserves to 26 per cent should have a good
psychological effect, and when the inflation breaks it would give the Board
more latitude In lowering reserves. One argument against raising the re-

serves iIn New York City and Chicago to 26 per cent is that it penalises
these two cities as compared with the reserve cities.

Fleming. Are not all members of the Council opposed to the certificate
plan?

S. & Bromn believes i1t would be better, i1t legislation should cane, *
to Increase the reserves, for example, to 30 per cent in the central
reserve cities, 25 per cent iIn the reserve cities and 20 per cent iIn
country banks, rather than to have the certificate plan. Brown iIs not

certain that there should be differences In the reserve requirements
between classes of cities.

Burgess. The Federal Reserve banks are filled with govermments, and
they could take up any excess reserves by selling govermment securities.
This would affect the government bond market, but so does raising the

reserves which leads banks to sell bonds. Legislation to raise reserve
requirements now does not make sense.

Atwood.

It takes only a little change iIn psychology to bring on a
decline.

E. S. Bromm. Should we suggest definite action, or call attention
to the three powers the Board might use, which would have a powerfully
deterrent effect on credit, without the Board asking for new poners™
Bromn thinks the war loan deposit accounts should also be reduced further.
This Is a fourth power available, and 1t has a cunulative effect*

Fleming® Should the war loan deposit accounts be remitted every
thirty days?

£ S. Bromm* They are reducing them nov* Mien $2,000,000 goes out
of our war loan account, It means that in two or three days our correspondent
bank balances may decline % ,000,000* For the first time In a long period
there is a tight money situation In New York City and Chicago*

Eleadng suggests a drafting comittee on this point™
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S. B Bromm* A rediscount rate of 1j per cent might raise the
1$ per cent rate on loans. Brown understands the Councilfs viewpoint
aight be summarized as followsz (1) the expansion of bank credit is a
symptan of high prices and an effect more than a contributing cause;
(@ the Board has these powerful weapons - open market operations-
raising the discount rate of the Federal Reserve banks - and raising the
reserve rate in the central reserve cities to 26 per cent; () and the
reduction of war loan deposits would have a cunulative effect. Fiscal
policies which contribute to the inflation are the liberal terms under
which real estate loans are made to veterans and others, agricultural
subsidies, limitation on the hours of labor, housing subsidies, wage In-
creases and other factors. The psychological effect of raising the re-
discount rate would be helpful; i1t may affect the govermment bond market,
but any plan to restrict credit will affect the govermment bond market.

THERE IS AN OBLIGATION RESTING UPON THE FEDERAL RESERVE
SYSTEM CONSTANTLY TO IMPROVE AND EXPEDITE CHECK COLLEC-
TION PROCESSES FDR THE BENEFIT OF INDUSTRY, AGRICULTURE
AND COMMERCE. A CONSTRUCTIVE HOVE IN THIS DIRECTION IS
INDICATED IN RECENT CORRESPONDENCE BETWEEN THE PRESIDENT
OF THE RESERVE CITY BANKERS ASSOCIATION AND THE CHAIRMAN
OF THE BOARD OF GOVERNORS, COPIES OF WHICH ARE ATTACHED.
THE BOARD tfQUD APPRECIATE AN EXPRESSION OF THE VIEWS OF
THE COUNCIL AS TO HOW BEST TO PROMOTE AND ADVANCE THE
MODERNIZATION AND MAXIMUM DEVELOPMENT OF THE CHECK COL-
LECTION SYSTEM.

E. E. Bromn says he understands a study has been made contemplating
the absorption of all float by the Federal Reserve banks. This would make
the float available at once and so would be inflationary. Some of the
Federal Reserve banks absorb part of the float now. The Federal Reserve
bank of Chicago gives credit on Saturday for New York City items which
ordinarily, with the New York City banks closed on Saturday, would not
be available until Monday. Brown believes the Board should work with the
proper comnittees of the American Bankers Association and the Association
of Reserve City Bankers on operating matters of this kind. The Federal
Advisory Council cannot adequately deal with all the detailed mechanical
operations of the banking system.

Flaming This iIs an operating problem and should be threshed out
with the proper committees of the American Bankers Association and the
Association of Reserve City Bankers.

Will laim says that the president of the Federal Reserve bank of
Philadelphia believes that i1tems should be made available immediately.

S. S. Brom. If immediate availability is granted, i1t will reduce
correspondent bank relationships. It will also tend to force banks which
are not now members into the Federal Reserve System.

Burgess thinks immediate availability iIs unsound as it makes money
available before it is actually collected. It is a loan without iInterest.
The Council may state that it appreciates the efficiency of the check
collection processes of the Federal Reserve System, but that immediate
availability is unsound. Moreover, it tends to destroy the established

nigi G0Krespendent bank relationships.

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



S. S. Brom. Any system for the collection of checks ought not to
sake 1tems available soonor than the period required, on the average, for
their collection.

J. T. Brom thinks this matter should be referred to a comittee of
the American Bankers Association for consideration. He believes that the
interest which the members of the Association of Reserve City 3ankers
have i1n maintaining correspondent bank relationships aigfrt be considered
1o prejudice their viewpolint on this subject.

Fleming says that the Council may request a report from an ABA
comittee and an Association of Reserve City Bankers committee to glre to

the Board.

a. £. Brown states that perhaps the Council can say 1t Is asking
the ABA to set up a committee to give the matter consideration.

Penick. IT we tell Sccles to take it up with another coomittee,
he may work with that committee and ignore the Council.

Fleming agrees.

Odlin agrees.

S. Brom. No change in the check collection system should result
iIn making available 1tems sooner, on the average, than the period required
for their actual collection. M8n changes iIn the collection system are
being considered by the staffs of the federal Reserve banks and the Board
of Govermors, It 1Is suggested that the Council be 1nformed regarding the
particular operating matters under consideration.

Hoiaing. The members of the Council are policy-making officials
and they desire to refer these matters, as they come U, to bank officials
handling such problems for their advice.

E. 3romn. Immediate availability is equivalent to making a loan
without Interest, and it makes funds available when they are not actually
collected. It places correspondent bank relationships at a disadvantage.

I lening reads a confidential memorandum regarding a national bank

examiner who urged a bank to reduce Its correspondent bank balances.
Fleming has taken up the matter with the Comptroller®s office*

Penick thinks the presidents of the Federal Reserve banks may be
promoters of those ideas which advance the Federal Reserve System at the
expense of correspondent bank relationships.

QHIINn states that on the Pacific coast the relationship of the banks
with the federal Reserve bank has been good.

BANK BOwIHG COMPANY BILL

a. 1. Brown asks whether the Council wishes to inquire from the
Board whether the Board has any information regarding the developments
that may have occurred since the last meeting of the Board and the
Council In connection with the bank holding company bill* Brown noted
nigiizedthatathe members of the Council approve asking the Board for this information.
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In the course oi the discussion during the afternoon there were coa-
ments from several members about a new ruling which limits expenditures

of various Federal Reserve officials to $6 per day while traveling*

There were also comments regarding the advisability of taking up with

the Board again the question particularly of pensions for Federal
Reserve employees*

It WaS decided that these matters might be deferred
euntil the next meeting of the Council.

The meeting adjourned at 5:U0 P*H*
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The Council convened at 94JS A.M. on November 17,

191*7, in Room 270 of the Mayflower Hotel, Washington,
D.C.

All members of the Council were present except
Mr. £d H. Winton.

The Council prepared and approved the attached memorandum to be
sent to the Board of Governors relative to the agenda for the joint
meeting of the Council and the Board on Novatfoer 18, 19u7~ The
memorandum was delivered to the Secretary of the Board of Govermors
at 11sUS A.M. on Noveaber 17, 19u7. Itwill be noted that each 1tem
of the agenda is listed with the coments of the Council on the 1tem.

The meeting adjourned at 11:25 A_M.
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CONFIDENTIAL

MEMORANDUM TO THE BOARD OF GOVERNORS
FROM THE
FEDERAL ADVISOR! COUNCIL
RELATIVE TO THE AGENDA FOR THE JOINT MEETING
ON NOVEMBER 13, 19U7

1. What position does the Council wish to take now on
Bill S. 1’8

The Council is oognizant of the investigation of the activities
and powers of the Reconstruction FINAN2 Corporation now being made by
a Congressional Committee. Until Congress has determined whether the
Reconstruction Finance Corporation should be continued, and, If con-
tinued, what powers to make or guarantee loans should be given i1t, the _
Council feels that no action by Congress should be taken on Senate Bill 2B.
The Council feels that Senate Bill I8 should be considered only as an
altemative to legislation continuing the present loan and guarantee
porers of the Reconstruction Finance Corporation. If the Congress should
decide to continue the Reconstruction Finance Corporation without greatly
curtailing 1ts loan and guaranteeing powers, the Council would be opposed
to the passage of Senate Bill (B The majority of the Council would
prefer Senate Bill 1138 to the continuation of the Reconstruction Finance
Corporation powers, but it should also be noted that a minority of the
Council 1s against giving any guarantee or commitment powers to the
Federal Reserve Banks under any circumstances, as proposed In Senate

Bill 1’3B.

2. The Board is very much concerned about the rapid
expansion of bank credit® The Board, therefore,
desires to have the views of the Council as to the
further steps that ad™it be taken to oorrect this
serious situation through monetary or fiscal means.

The Council has reviewed the guestion of the volume of bank credit
both In the aggregate and as shown in the banks with which they are

familiar.
We do not know what ‘“‘serious situation In bard" credit the Board

has In mind. For the past year the total volume of bank credit (i.e. the

available amount of bank money) as measured by adjusted demand deposits
has been practically level. As bank loans have iIncreased, the banks have

decreased their Investments.

fie find nothing iIn bank loans themselves to suggest that growth
of loans has been an active inflationary factor. It rather appears to
have been a reflection of the very high level of business activity and

high prices.

To a large extent growth of loans is a direct result of government
policies. For example, an increase of nearly hbillion dollars in the
real estate loans by insured banks since the end of the war reflects
directly the purchase of FHA and GI mortgages iIn the housing program*
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The Reconstruction Finance Corporation iIs encouraging bank lending
by guaranteeing risky loans*

Commercial loans are influenced by higfr prices and active movement
of agricultural and manufactured products for the foreign aid program.

High Wages and high costs of materials have meant that business
needed more money to take care of Its custorers*

There is nothing in the figures or our experience to suggest that
there exists any substantial lending for speculation or for unnecessary
uses. Loans for carrying securities are much reduced.

In this period the govermment, through the R.F.C., the C.C.C., the
P.0O.A., and other agencies, has been making loans that the banks refrained
from making because of their speculative nature. The Reserve

System
1tself i1s asking for more power to guarantee loans on the presumption that
bank lending Is too cautious™

The causes of our present inflation are not in current banking policies

but are found In the great war-time expansion of buying power together
with unusual events and public policies since that time. Among recent
inflationary causes may be listed the following:

The foreign aid program

A cycle of wage iIncreases In excess of Increases in
either the cost of living or productivity

A shorter working week

A short corn crop

Veterans bonuses and relief payments

Agricultural price subsidies

U. S. Govermment spending of 36 billion dollars a year

Housing subsidies

In the face of these developments a substantial increase iIn bank
loans was 1nevitable and the banks have shown restraint. The dangers In
the present situation are understood by bankers and there is hardly a
bank in the country which has not been warning i1ts customers against
over-expansion. The loans being made are mostly for direct production™

The First thing to do is to reconsider govermment policies which are
inflationary and especially excessive govermment spending and subsidies.

We recognize that even though the causes of inflation are largely
outside the sphere of monetary policy, the Reserve System has a special
responsibility for bank credit and in this situation should take all
reasonable care to assure conservative credit policies*
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In this special area we suggest that the System and the Treasury

already have large powers, without new legislation, to place credit
under broad restraints.

One of these powere is the discount rate which Is a recognized

instrurent for serving notice on the public of the need for restraint
In the use of credit.

Similarly by open market operations the System can control the
reserves of the member banks and limit their lending power.

The Board also still has the power to raise reserve reguirements
in Central Reserve Cities and so tighten money.

The Treasury by the pricing of new issues and the handling of 1ts
balances has great influence on the rate and volune of money.

In the past year the System and the Treasury have used these
poners effectively#

The money markets and the policies of business men are today so
sensitive to action of these sorts which the Reserve System and the
Treasury take that present powers are ample to place all restraints

on credit expansion which the System and the Treasury may consider
necessary .

The Council wishes it clearly understood that It shares the appre-
hension of the Board of Governors with respect to inflation dangers. It
does, however, most strenuously object to the singling out of the iIncrease
in bank loans as a principal contributing factor; and i1t has attempted

to point out above, the vastly more important elements of inflation - of
which bank loans are a barometer.

This is not to say that there have not been unwise bank loans iIn
saone cases. After all, banking is a form of human endeavor, operated
by human beings. It would be amazing If there were not same errors in
jJudgrent. But we submit that, on the record, there iIs no evidence of
bank credit expansion beyond that which coulld be expected under all the
circunstances. There 1s every evidence that loans are today doing a
wholesome and constructive work in their intended place in the economy.

The Council has studied the iIncrease in consumer credit iIn relation
to the termination of Regulation W. While consumer credit has increased
substantially, much of this reflects the availability of automobiles and
household appliances. There is so far too little experience on which to
Judge the effect of the termination of Regulation W. The American Bankers
Association is undertaking with considerable success to ensure maintenance
by banks of sound lending standards. This effort toward voluntary
cooperation seems to the Council the sensible and the democratic method
of dealing with this problem, both with respect to the banks and other

bigiized for KENEEYS.  The Council is opposed to legislation giving the Board new
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regulatory powers In this matter*

3 . There is an obligation resting upon the Federal
Reserve System constantly to improve and expedite
check collection processes for the benefit of
industry, agriculture and commerce. A constructive
move In this direction is indicated In recent corre-
spondence between the President of the Reserve City
Bankers Association and the Chairman of the Board
of Govermors, copies of which are attached® The
Board would appreciate an expression of the views
of the Council as to how best to promote and advance
the modernization and maximum development of the
check collection system*

The Council appreciates the efficiency of the check collection
processes of the Federal Reserve System and the desire of the System
constantly to Improve and expedite these processes for the benefit of
industry, agriculture, and commerce* The Council suggests that when
changes iIn the collection system are being considered by the staffs of
the Federal Reserve Banks and the Board of Govermors, that the Council
be advised regarding the particular operating matters under consideration*
The members of the Council are policy-making officials In their respective
banks, and they desire an opportunity to refer these questions of bank
operation, as they come up, to bank officials handling such problems* The
Council, as well as the Board of Govermors, may also request the coopera-
tion and advice on these matters of the proper coomittees of the Arerican
Bankers Association and the Reserve City Bankers Association™

No changes iIn the check collection processes should result in making
1tems available sooner, on the average, than the period required for their
collection. For example, for the Federal Reserve Banks to make all items
inmediately available would be unsound, as 1t would make funds available
when they were not actually collected. It would be the equivalent of

granting a loan without iInterest and of paying a cash subsidy for deposits
in the Federal Reserve Banks*

U. The Council would appreciate any information the Board has
regarding developments that may have occurred since the last
meeting of the Board and the Council In connection with the
Bank Holding Company bill*
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The Council convened in the Board Room of the
Federal Reserve Building at 2 p.M. on Noverber 17,
191*7, to hear J. Burke Knapp, Assistant Director
of The Division of Research and Statistics of

the Federal Reserve System.

All members of the Council were present except
Mr. Ed H. Winton.

* X X X *

S. S. Browmn presents J. Burke Knapp who speaks on the subject of
"'Certain Aspects of the European Recovery Progran’. A sunmary of
Mr. Knapp*s remarks follows:

1. Intemal Financial Reform In European Countries

It 1s generally recognised that as one means of self-help under
the European Recovery Program countries receiving aid from the Unitad
States should undertake to stabilise their intermal monetary situation.

In the minds of the Europeans, great emphasis is placed upon
budgetary reform. Many of the European countries, notably France and
ItaLy, have suffered chronic budget deficits since the end of the war,
although at the present time they are making vigorous efforts to attain
balance, at least In their “ordinary' budgets. In view of the high
level of reconstruction expenditures, and the low level of taxable
capacity as long as national income iIs not revived, they will find great
difficulty In covering their “'extra-ordinary’ (or capital) budgets out
of current revenues. Nonetheless, the inflationary effect of uncovered
public expenditures is fully recognized, and this particular problem is
on the way to solution.

Less clearly appreciated is the problem of over-investment in
European countries, i.e. the tendency of these countries to plan cap-
ital investment programs which, together with current consumption,
Impose an undue burden upon their economies and cause resort to iIn-
Tlationary credit expansion in the "private sectorll of the economy.
It 1s very difficult for these countries to forego investment of a
productive nature which promises to generate output which would in-
crease consumption levels and help balance their intemational pay-
ments. However, monetary stability cannot be achieved unless the
investment progran is confined within the limits which can be met from
the voluntary savings of the public.

It should be noted that both iIn the case of budgetary balance and
in the case of the general level of consumption and investment, foreign
aid, whether provided on a grant or loan basis, makes an Important
deflationary (or counter-inflationary) contribution. Without foreign
aid, these countries would find it vastly more difficult to attain
internal financial equilibrium.
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Even if the foregoing problems were dealt with, there remains the
question of the "monetary over-hang”, 1.e. the excessive supply of money
inherited from the financing of war or occupation expenditures during the
war period. Some of the smaller countries like Belgium and the Netherlands
dealt with this problem in a resolute manner after liberation through blocking
bank deposits and currency holdings, and subsequently by capital levies*
However, France and Italy, although they have flirted with such plans, have
never introduced them, largely because of hostility to such measures by the
peasants who hold a large part of the excess currency supply. This problem
of monetary over>-hang iIs extremely important in Germany, where proposals for
dealing with 1t have been prepared but have not been put in effect pending
decision as to the economic unity of the country. The problem is also Im-
portant in England, but no serious plans appear to have been made to deal

with i1t there.

It should be noted that while some countries have suffered from “open’
inflation characterised by rapidly rising prices, others (nhotably Germany
and the United Kingdom) have succeeded in maintaining price controls in the
face of excessive money supply. This state of "‘suppressed” inflation,
hovever, is very damaging to the econoa™, as can be most clearly seen in
Germany. It is our view that the British have been too complacent on this

subject.

Whille the United States must refrain on political grounds from dictating
in detail to European countries concerning their intermal fiscal reforms, we
must assert our iInterest in this subject, since the extent of foreign aid
which iIs required may depend upon the extent to which corrective measures
are taken In this field. This is therefore a matter upon which general
undertakings will be requested from the recipient countries and to which the
Administrator of the aid program must pay continuing attention as the program
proceeds. He should always have the right to curtail or withhold assistance
iT recipient countries are unreasonably negligent in dealing with their
intermal financial and monetary problems. Incidentally, It iIs important
for us to set the proper exanple by taking remedial measures in Germany as
soon as the political situation there is clarified (presumably the results
of the London Meeting of the Foreign Ministers will determine whether
Germany iIs to be treated as an economic unit or whether the western zones

of Germany are to be reorganized separately).
2. Local Currency Equivalent of United States Aid

As one direct method of asserting United States control over the
domestic fiscal policy of recipient countries various suggestions have
been made for impounding in special accounts the local currency equivalent
of U.S. aid furnished on a grant basis. From an economic point of view,
similar treatment might be requested for the local currency equivalent of
aid furnished on reimbursable terms, but (@ iIn general it iIs the countries
which will be receiving grants which have the worst intermal financial dis-
orders, and (b) if a country does accept an outright dollar obligation in
retum for aid rendered, it scarcely seems feasible to request iIn addition
that that country pay the local currency equivalent into impounded accounts.

(Note that this discussion iIs confined to the question of employing
U.S. control over local currency as a device for controlling domestic fiscal
policy; i1t does not cover the use of local currency device for obtaining
repayment, since the assumption is made at the outset that U.S. aid In these
casea IS 1o be extended as a grant.)
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The main question at the moment is whether the local currency
equivalent of U.S. aid furnished on a grant basis should simply be
deposited In a special account of the local govermment, with a U.S.
veto over i1ts use for domestic budgetary purposes, or whether the
United States should take title to this currency and assure the
initiative in determining how the currency shall be used within the
country concermed* As an example of the second type of proposal,
Congressman Herter Is suggesting that the United States might use
such local currency funds to provide debenture capital for local In-

dustries whose expansion was deemed desirable In the iInterests of
recovery.

In general, it is felt within the Govermment that the first type
of procedure is as far as we should go. The exercise of a U.S. veto
should provide a sufficient safeguard for U.S. interests while not
creating undue political difficulties In the foreign countries. The
second type of procedure would involve a much greater degree of U.S.
intervention In the domestic affairs of the country and would involve
assuming responsibilities which might prove very enbarrassing. This
latter remark i1s especially applicable to Congressman Herter*s proposal
which woulld subject the United States to all kinds of political pressures
from different interested groups In the country concermned who would be
seeking a share of the great '‘slush fund” which the United States would
be supplying.

In general 1t should be recognised that U.S. control over the
local currency equivalent of U.S. aid has serious limits as a means
for influencing domestic fiscal policy. The local govermment con-
cermed can always circumvent this control by other fiscal measures*
For example, even if we insisted on permanently impounding the local
currency concerned with a view to bringing deflationary pressure to
bear upon the country concemed, the local govermment coulld engage
in other forms of inflationary finance (e.g- borrowing from the central
bank to finance government expenditures) which would frustrate United
States Intentions* Nonetheless, United States control over the local
currency proceeds of U.S. aid woulld deprive the govermment concermed
of large amounts of "‘easy money”* and woulld bring real pressure to bear
upon 1t* Furthermore, 1T the local govermment sought to circunvent U.S.
control by outright inflationary finance, it would be violating 1ts
general pledge to restore sound financial practices.

3. Currency Stabilization Loans to European Countries

In the Paris Report, the European countries indicated that in
addition to balance of payments assistance they might need up to
3 billion dollars to restore their monetary reserves to the level
necessary to inspire public confidence iIn their currencies. From
subsequent conversations with delegates at the Paris Conference, it
appears that this supplementary assistance would be desired primarily
in the form of gold and that stabilization assistance iIs needed pri-
marily for psychological purposes. Many of the countries concermed
have already drawn down their gold reserves to an extremely low level,
and they feel that the task of intermal monetary reform iIs greatly
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handicapped by the absence of some solid "backing for their currencies*

They are not asking for monetary reserves to be used for settled balance
of payments deficits; what they really want 1s a ''shoe piece'” iIn their
central bank returns*

The provision of such stabilisation assistance is a function which
i1Is not well suited to the Intemational Bank, despite the fact that at
the request of the U.S. Congress in the Bretton Woods Agreements Act the
Bank issued an interpretation of 1ts charter indicating that It was
competent to make ''long-term stabilisation loans'™ In using this phrase,
both the Congress and the Bank apparently had in mind general-purpose loans
for the stabilization of a countryls balance of payments as distinguished
from loans to finance specific capital projects* In any case, the Bank,
with an eye upon the reaction of U*S. investors in its obligations, 1Is

anxious to confine i1ts activities so far as possible to the financing of
definable reconstruction and development projects*

Neither iIs this a function suited to the Intemational Monetary Fund,
although the Harriraan Comnittee has suggested that the Fund might handle
the problen™ The International monetary Fund was established to make short-
term loans for the purpose of stabilizing a countryl8 balance of payments
and 1ts exchange rate; provisions of the Fund Agreement specifically pre-
vent a country from using the Fund*s resources to build up 1ts iIndependent
monetary reserves. It Is again reiterated that what the European countries
want is not temporary balance of payments assistance, but rather long-temm

loans for the purpose of reconstituting on a permanent basis their depleted
monetary reserves™

From the point of view of the United States, it should be pointed
out that loans in the form of gold would be costless to the U.S. econony,
and even to the U.S* Treasury in the budgetary sense, if in fact the gold
continued to be held in foreign monetary reserves* The U.S* economy would
not be called upon to supply any goods, but only gold from our present
more than adequate stocks* From the budgetary point of view, there would
clearly be no cost to the Treasury to the extent that gold now held in the
Treasury General Fund was used for this purpose; even If It were necessary
to use gold now pledged against gold certificates (i.e. even If the Treasury
had to Issue interest—bearing securities to the Federal Reserve Banks iIn
order to retire a portion of the gold certificates now held by those Banks)
there would be no real cost to the Treasury since the interest charge it
paid on such securities would be returned to the Treasury in the form of
excess earnings from the Federal Reserve Banks.

The question remains of whether there iIs any real purpose to be
served by currency stabilization loans. It has been asserted that either
suci loans are made before stabilization has been accomplished In the
country concemed, In which case the proceeds of the loan are sure to be
dissipated; or the loan is made after stabilization has been accomplished,
In which case 1t IS unnecessary* However, this may not be a true dilenma*
A stabilization loan can be effective 1T It iIs granted at the moment when,
with the loan, public confidence will be restored and stabilization will
be assured, while without the loan, the stabilization effort would fail
because public confidence was not forthcoming® Obviously the timing of

such a loan 1s crucial to its success and involves very delicate judgment as
to public psychology*
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J* Exchange R—fres in European Countries

It IS clear that a number of European exchange rates are more or
less seriously out of line with long-term equilibrium rates, and that
sooner or later devaluations will be necessary if internal and extermal
stabilisation IS to be achieved. The International Monetary Fund reviewed
European exchange rates at the beginning of this year and decided that
the time was not ripe for insisting upon changes in the existing rates.
Many of the European countries whose rates seemed out of line put up
very persuasive arguments to the effect that devaluation would not improve
their intemational trade position. They pointed out that the classical
effects of exchange depreciation would not work iIn present circunstances,
depreciation would not reduce their demand for imports, since they were
already limiting imports to the minimum essential requirements; on the
other hand, depreciation would not incraase the foreign exchange value
of their exports since they were already exporting as much as they could
physically spare and since in the sellers®™ market prevailing at that time
price considerations were no serious deterrent to thelr exports.

While there was much truth In these argurents, another consideration
was very important, namely that devaluation has a strong inttial inflation-
ary impact which woulld greatly handicap the efforts of these countries to
stabilise thelr domestic price levels. Devaluation means an automatic
increase in INpOrt and export prices in terms of the local currency, and
stimulates inflationary psychology. The European countries have therefore
desired to defer the act of devaluation, If possible, until their intemal

financial reforms were sufficiently far advanced to withstand this new
shock.

As matters now stand, many countries have made substantial progress
in controlling domestic inflationary tendencies, and at the same time
some of them are finding their over-valued exchange rates to be a serious
deterrent to exports; hence it is likely that action will soon be taken
by some of the countries concermed. Clearly the United States, acting so
far as possible through the Intermational Monetary Fund, which has been
set up to assume responsibilities In this field, should encourage and
even insist upon adjustments which are necessary to remove unjustifiable
deterrents to exports. IT this iIs not done, the country concermed will
be relying unduly upon United States aid.

While 1t would be desirable In principle to readjust the whole
European exchange rate structure at one time, 1t seems unlikely that
this would be possible. Different countries will arrive at different
times at the point where exchange rate adjustments are necessary, and
whille each country will be affected by the actions of others, It may
be necessary to secure the general readjustment through consecutive
steps rather than by simultaneous action (in reply to a question, the
speaker stated that he had seen no compelling evidence for a devaluation
of the pound sterling, especially in view of the recent rise In prices
in the United States, the continuing firm grip of the British on their
domestic price and wage structure, and the relationship of British prices
and costs to those In most of the European countries).

5. The Question of Whether United States Aid should be Extended in the
Form of Grants or iIn the Form of Loans.
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Ideally this question should be approached solely in terms of the

capacity of the foreign country to accept the burden of repayment, and

possibly in terms of the adjustments which the United States would have
repayment.

to make In 1ts own balance of payments iIn order to
Hovever, on political and practical grounds it has been proposed In

various gquarters that the distinction be made on the basis of the types
of conraodities which are supplied under the aid program, in particular
that such *unproductive' comodities as food, fuel, and fertilizer might
be supplied as grants while Moroductive” 1tems such as raw materials and

capital equipment might be supplied under long-term loans.

There are a number of serious limitations to this commodity approach.
In the first place, 1t may be questioned whether this distinction between
"productive’” and "‘unproductive’” commodities is generally valid. It can
be argued that food and fuel are just as "‘productive” to a capital goods
manufacturing country like the United Kingdom, as capital equipment is to
a country like Greece. Similarly, the application of fertilizer constitutes
an investment iIn the soil which may be just as "‘productive’ as the use

of farm machinery.

Even if the distinction were accepted, the fact remains that the
contribution by a given amount of imported goods to a country*s repay-
ment capacity by no means measures that country®s capacity to pay for the
goods. A judgment on this question must take into account other immensely
more important factors in the country*s over-all balance of payments and
international financial position. Obviously there are European countries
which are quite capable of repaying loans even If the proceeds are used
to import goods for unproductive consumption purposes, “cually obviously
there may be some countries which, even allowing for the Increased pro-
ductivity following upon the import of capital goods, would be unable to

accept the burden of paying for such goods#

Finally, having in mind that any country to which aid iIs extended
will always have some dollar resources from exports or otherwise iIn
addition to the aid program, 1t iIs apparent that the selection of the
particular portion of the country*s import program to be financed by the
United States is necessarily a more or less arbitrary matter. It cannot
therefore be such a simple matter as saying that a country needs food and
therefore should get a £rant, or that it needs capital equipment and

therefore should be given a loan.

Nonetheless, the '‘commodity approach” remains useful In two respects:

@ To the extent that firm judgments can be made as to the capacity
of a country to repay, this criterion should be used to determine
whether the country is to get a loan or a grant# Honever, if It is

to be a loan, there are definite psychological advantages in picking
out the capital equipment portions of the country’s import program

for financing by the loan, letting i1t use 1ts omn resources it possible
to cover its other "unproductive™ Import requirements. Among other
things, the government and public In the country concermed may be

more prepared to maintain service on the loan In the future If the
proceeds have been spent upon capital "oods «hich remain In existence
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to bear witness of the U. S. contribution. On the other hand, I1f It
IS to be a grant, there are corresponding psychological advantages

in picking out the food, fuel, etc., elements in the country®s import
program for financing through the grant, leaving the country concermed
to finance its other 1mport requirements out of Its own resources™

(®) There may be many marginal cases in which 1t will simply not be
possible to arrive at firm judgments as to a countryls capacity to repay.
In such cases one might rely on the rule of thumb formula based upon the
nature of the commodities delivered under the aid program, although the
question will still remain of how to make the allocation between the
imports to be financed by the aid program and the imports to be financed
fron the recipient country®s other resources.

6. "'Off-shore Purchases”

An important policy question iIn connection with financing the
European Recovery Program is the extent to which the United States should
finance purchases by the European countries iIn third countries, especially
in the Western Hemisphere (such purchases are referred to far convenience
as "'‘off-shore purchases*).

It Is argued in support for such purchases that they may reduce
the strain on the U. S. economy. However, since the dollars spent abroad
under such a program would probably be shortly respent in the United States,
this argument is only valid 1T when the dollars are respent they fall upon
goods which are in relatively abundant supply. Unfortunately, this may
not always be true.

Even 1T 1t were true, the question remains of whether the third
countries which are exporting to Europe should not finance their omn
surpluses, 1.e., grant credits to Europe themselves rather than requiring
the United States to “bail them out” through the provision of dollars.
Looked at from this point of view, 1t would appear that the principal
purpose of having the U.S. supply dollars for “off-shore purchases'
would be to provide the countries in which the purchases are made with
dollars needed by them to maintain essential Imports from the United States.
"'Off-ehore purchases” of this kind would i1n effect kill two birds with
one stone; they would finance the needed flow of conmodities to Europe
as well as the essential 1mports from the U. S. of the countries in which
purchases are made. A possible altemative to “‘off-shore purchases™ which
aay be applicable to countries like Canada, Is t let the countries
concermed extend credit to Europe whille on the other hand borrowing in
the United States to meet their essential dollar needs.

Clearly the United States, iIn view of 1ts major interest in the
European Recovery Program, must join the European countries in nego-
tiating reasonable terms of sale and of finance In connection with
European procurement in other countries of this Hemisphere.

The meeting adjourned at 5s00 p.m.
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The Council convened in the Board Room of
the Federal Reserve Building at 9:30 A.M.
on November 18, 19U7.

All members of the Council were present
except Mr. Bd H. Winton.

The Council prepared and approved the following statement which
IS to be presented to the Board of Govermors at the joint meeting with
the Board at 10:30 A.M. today. The statement is tobe given to the Board
In connection with and in addition to the Council®s statement on point 2
of the agenda for the joint meeting of the Board and the Council at 10:30

AM. today*

Suggestions in the President™s message to Congress with respect
to credit control indicate the possibility that the Federal Reserve Board

may present to Congress the proposal in its 196 Annual Report for a
required bank reserve of short text: government securities. The Council

therefore wishes to state 1ts views on this proposal.

The proposal as we understand It is that banks should be required
by law to maintain, in addition to cash reserves, reserves of short term
govermment securities in a percentage relationship to deposits, to be
fixed from time to time by the Federal Reserve Board.

The Council is unanimously opposed to this scheme for the following
reasons:

1. It is impractical. The operations of banks are so different, reflecting

as they do adaptation to the varying needs of their comunities and
custaorers, that no percentage of short term government security holdings
can be applied fairly or practically to all banks. Any percentage high
enough to offer any measure of restraint on a substantial number of bante
will have disastrous effects on many other banks, compelling them to
liquidate sound and necessary loans and thus actually check production.
The very banks which have served the business in their communities most

aggressively and helpfully would be hardest hit.

2. Such a plan would substitute the edicts of a board in Washington for
the judgments of the boards of directors of 15,000 banks throughout the
country as to the employment of a substantial part of the funds of treir
banks. This iIs a step towards socialization of banking.

3. As indicated earlier, the Federal Reserve System and the Treasury
already possess large powers of credit control not now being fhlly used.

Such new powers as those proposed are not necessary.

***#*****

The meeting adjourned at 10:20 A_M.
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On November 18, 191*7, at 10 :U0 A.M., the Federal
Advisory Council held a joint meeting with the
Board of Governors of the Federal Reserve System
in the Board Room of the Federal Reserve Building.

All members of the Council were present except
Mr. Ed H. Winton.

The following members of the Board of Governors
were present: Chairman Eccles; Govermors Siymczak,
Draper, Evans, Vardaman and Clayton; also, Mr.
Carpenter, Secretary of the Board of Govermors.

WHAT POSITION DOSS THE COUNCIL WISH TO TAKS ROW ON BILL S.r08?

E. E. Brown states that at the September meeting of the Council
and Board, the chairman of the Board of Govermors asked the Council not
1 go on record on Bill S.UO8 until the following joint meeting of the
Council and the Board in November. Brown says the Council iIs cognisant
of the iInvestigation of the activities and powers of the Reconstruction
Finance Corporation now being made by a Congressional Comittee. Until
Congress has determined whether the Reconstruction Finance Corporation
should be continued, and, If continued, what powers to make or guarantee
loans should be given it, the Council feels that no action by Congress
should be taken on Senate Bill I’B. The Council feels that Senate Bill 1'(B
should be considered only as an altermative to legislation continuing the
present loan and guarantee powers of the Reconstruction Finance Corporation.
IT the Congress should decide to continue the Reconstruction Finance
Corporation without greatly curtailing i1ts loan and guaranteeing powers,
the Council would be opposed to the passage of Senate Bill 1’(B. The majority
of the Council would prefer Senate Bill I8 to the continuation of the
Reconstruction Finance Corporation powers, but 1t should also be noted that
a minority of the Council is against giving any guarantee or conmitment
poners to the Federal Reserve Banks under any circunstances, as proposed
in Senate Bill I(B.

Eccles says that the Council®™s viewpolnt iIs agreeable to the
Board, especially since 1t shows a preference for Senate Bill UO8 compared
to the continuation of the powers of the Reconstruction Finance Corporation.

THE BOARD IS VERT MUCH CONCERNS) ABOUT THE RAPID EXPANSION OF
BANK CREDIT. THE BOARD, THEREFORE, DESIRES TO HAVE THE VIEWS OF THE
COUNCIL AS TO THE FURTHKR STEPS THAT MIGHT BE TAKEN TO CORRECT THIS SERIOUS
SITUATION THROUGH MONETARY OR FISCALM E A N S

E. E. Brown reads the statement which the Council made on this
item in its confidential memorandum to the Board of Governors yesterday,
a copy of which memorandum is a part of these minutes. Brown says that
since this statement was prepared the Council has heard the President®s
message to Congress, and the Council has prepared the following additional
statement which it desires to add to the statement prepared and submitted
to the Board yesterday on this item in the agenda:
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E. S. Brown, A raise of 1/U per cent or of 1/2 per cent in
the rediscouni rate WOuld have an important effect on the economy, as
bankers and businessmen are more jittery now. Open market operations
constitute another power which the Board can use. In addition, the govern-
ment war loan accounts are larger than they need to be. The withdrawal of
funds from the war loan accounts has a cumulative effect on the banks.
Brown also believes that an increase in the reserve requirements to 26 per
cent in New York City and Chicago should also go into effect before new
powers are sought by the Board.

Eccles. There are two methods - monetary and fiscal - of dealing
with the present situation, aside from the direct control of credit.
During the war the accepted methods of controlling credit could not be
used. Taxes were raised as high as possible. It was finally felt that
no more revenue could be obtained by taxes. Consequently, deficit financing
took place, and deficit financing through banks is inflationary. Thus, the
fiscal policy was inflationary. Second, monetary policy was inflationary.
The sale of securities to trie public, which later went to the banks, was
not what the Board felt should have been done. The banks liked to play the
pattern of rates, and favored these policies. Direct credit controls are
the only adequate substitute for monetary and fiscal policies. But most
bankers and the public do not like direct credit controls. A budgetary
surplus is the only major anti-inflationary fiscal policy. This surplus
is used to retire bank-held debt, and so it is anti-inflationary, which
is contrary to the inflationary policy of putting bonds into the banks
during the war. Treasury balances have been used to retire the debt. It
is difficult actually to reduce Government expense. But the greater the
budgetary surplus, the larger the reduction which can be made in the bank-
held debt. With Europe probably getting five billion dollars next year,
and with a tax cut, the surplus will be very small. The impact of fiscal
policy will not be very effective. Fiscal policy iIs three times as
valuable as monetary policy. We need large, very large, budgetary sur-
pluses. We shall need monetary and credit policies, especially if there
is a further expansion of bank credit. The problem today is the shortage
of labor and raw materials, and it is not a shortage of bank credit. The
Council lists such matters as a shorter working weekas factors in the
inflation, but the Board is not concerned with hours of labor and other
factors of this nature. The Board wishes to know from the Council what
monetary and fiscal policies the Board should follow with the present
inflationary situation. Eccles states that labor can work over forty
hours a week, but it gets 1-1/2 times Its regular rate over forty hours.

Fleming disagrees with Eccles that labor can and will work over
forty hours per week, and he cites a situation in Washii”ton.

Eccles thinks the cases where labor cannot and will not work
over forty hours a week are exceptional. The Republican Congress was
hopeful last year that it could cut expenses, but its achievements were
not very impressive. The items of military expense, iInterest on the debt
and veterans’ costs are relatively fixed. The foreign relief program
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may even be iIncreased, and so you have thirty-two or thirty-three

billion dollars without adding public roads, flood control and similar

items.  Congress will not do away with agricultural subsidies. Yie knew
that paying the soldiers* bonds was undesirable, but there were no votes

in Congress arrainst 1t. As a result, we have to consider monetary and
fiscal policies. If we have no further increase in the money iIn circu-
lation and iIn deposits, given even a normal velocity of circulation, we
have a dangerous situation 1If more credit is added. Wage iIncreases, profit
Increases, and price iIncreases bring demands for more credit. Eccles reads
the following quotation from page 130 of the Monthly Letter for November
of The National City Bank of New York: "Rapidly accunulating debt is

both a cause and a consequence of the inflationary pressures, far in a
wage—price spiral, business constantly needs more and more money to keep
going and this leads to ,the incurrence of more and more debt by business
and more and more spending by the individual. To check this kind of
spiralling— which iIs to the ultimate benefit of no one and to the Injury
of all- is not simple.” Increased wages are inflationary; so iIs iIncreased

credit. As prices have gone up, banks have added more credit to the
situation. Somewhere this trend must be stopped.

It is not logical to
try to stop this situation everywhere but in bank credit. The Federal
Advisory Council states that:

"For the past year the total volure of
bank credit (i.e., the available amount of bank money) as measured by

adjusted demand deposits has been practically level. As bank loans have
increased, the banks have decreased their Investments.” Eccles states
that this 1s not correct. As shown on the attached table and charts
(which Eccles has), which are being published in the November Federal

Reserve Bulletin, total deposits and currency held by individuals and
businesses (excluding U. S. Govermment and interbank deposits) increased
by 5.5 billion dollars in the 12 months ending September 30* In the
third quarter of 19U7 this iIncrease was 2.3 billion dollars, or an

anmnual rate of over 9 billion dollars* The principal factors accounting
for this growth in bank credit ware an expansion of bank loans In the
12-month period of 7 billion dollars and an inflow in gold of 2.7 billion
dollars. Banks,

including Federal Reserve and mutual savings banks,
reduced their holdings of Government securities by nearly 11 billion

dollars, but at the same time there was a decrease Inu. S. Govermment
deposits of nearly 8 billion dollars. During the third quarter of 19U7
the large loan expansion of 2.3 billion dollars was the principal
factor accounting for the further growth iIn deposits. The Council®s
statement is apparently based upon figures for weekly reporting member
banks, which have shown only a moderate increase in demand deposits
adjusted during the last four or five months following a sharp Increase
in the second quarter of the year. In recent months, however, deposits
at country member banks, and no doubt also at nonmember banks, have
increased sharply, reflecting a seasonal flov of funds to agricultural
regions which has been particularly great this year because of the high
prices of farm products. City banks have contributed to the overall
grovth In deposits by the sharp iIncrease of over 2.5 billion dollars

in their loans since June. They have been able to iIncrease these loans
In part because of the gold inflow and In part because of an iIncrease
in interbank balances, as well as through a decline of about a billion
dollars in their holdings of u. s. Govermment securities. So it is not
true, even In the case of city banks, as is implied in the Council®s
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statement, that banks have decreased their investments corresponding

to the increase in loans. Eccles says the Board agrees that the credit
available for housing has been excessive. The bankers have had a hand

in it. The cost of housing has gone up 20 per cent in the last year.

The bankers need to be restrained in their real estate loans. The banks
may not make consumer loans, but they loan businesses and finance companies
that do. Eccles reports that he has talked with Wiggins, Clark, and Foley
about the possibility of getting some control over the mortgage situation.
He thinks those that are acbainistering veteransl activities need not be so
aggressive. He feels that Title VI, which has run out, should not be
renewed and he says that Board would welcome the help of the Council in
preventing its renewal.

Burgess thinks it would be helpful if the Council and the Board
could prepare a statement on Title VI showing the Board and the Council
in agreement.

Eccles says that the banks are making more FHA loans than
else. "here should be less pressure to make veteransl real estate
loans, and Title VI should T2 eliminated.

3urgess asks whether the Board has prepared any written statement
on this matter.

Eccles replies that the Board has not prepared a written state-
ment, but that 1t has been largely a matter of discussion. He says that
the Board may work out a statement on these matters and submit it to the
Executive Committee of the Council or some special comittee of the Council
for consideration.

Burgess suggests that when Eccles talks with the Congressional
Committees he may wish to state that the Council has mentioned these
matters.

Eccles. The reason there is inflation in housing is that we
are trying to get adequate housing over night. [If we had a depression
with five to ten million persons unemployed and with national incame
domn 25 per cent, the housing shortage would disappear over night.

Odlin believes that the Council®s iInterest is In comercial
loans and he thinks tie banks are doing a legitimate and constructive
jJob in making sound loans for productive purposes.

Eccles. |IT prices go up 25 per cent, bank loans g) up 25 per
cent. |If prices go up 50 per cent, bank credit goes up 50 per cent.
Consequently, banks are supporting the inflationary spiral by bank credit.
2ccles thinks the Council should change its statement on point 2 of the
agenda, 1T the Council wishes to priht 1t. The PCA gets 1ts funds
largely from the banks. As long as the parity program is continued,
the CCC will continue.

Fleming. All these steps stem from Government policies which
the banks are asked to support, and the banks would be criticized if
they did not support them.
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Ssymeaak. The banks are not being blamed for the inflation.

Burgess. The President in his message placed bank credit near
the top of the causes of Inflation.

Fleming. What can a banker say to a good customer who wishes

a loan and whose labor and inventory costs are up so that he needs funds?
Should the bank refuse the loan?

Eccles does not blame the banks. Ho individual bank can be
criticised for 1aking care of 1ts custoners on sound loans. 70 per cent
of the bank deposits have represented Government securities. The opposite
side of Govermment securities on the bank statement is deposits. The
great increase In deposits developed as a result of the financing of the
«ar. The Federal Reserve System must be ready to buy any bonds the banks
sell. Every time a bank sells Sl in Govermment bonds i1t can expand 1ts
credit by $6 or S7. The banks can sell ten billions of their Government
bonds, or about one-seventh of their total Govermment bond holdings, and
expand credit seventy billion dollars. There is nothing the Board of
Govermors can do to stop i1t. There should be some way of curbing or

stopping this development. The Board is not critical of any bank or of
the banking system in its operations.

Fleming hopes that Eccles will state that he is not critical

of banks or the banking system if he is called upon to testify before a
Congressional committee.

Eccles states he i1s a practical banker, has had a great deal
of experience and knows the iInside of banking. He says competition is
exceedingly keen, and, with so many banks, bank credit will not be
restricted. The banks should not be criticised, and the only criticism
that may be made is that banks are permitted to have access to billions
of dollars of govermment credit. This credit is available to them, and
they should not be blamed for using the credit. Eccles states that the
Council maintains the Board has the powers It needs, but he Insists that
the Board does not have the necessary powers. He says the short term and
long term rates must be supported. The short term rate has been permitted
to rise and it was felt desirable to bring long term security prices down
so the rate would be nearer 2-1/2 per cent rather than 2-1/U per cent or
less. To get the long term rate up, the short term rate has been permitted
to rise. The Board suggested to the Treasury that a 2-1/2 per cent,
non-marketable bond be issued, and the Treasury agreed. The Treasury
would not have agreed to let the bill rate go up unless the Treasury got
back the iIncreased earnings the Federal Reserve System received, and
this was arranged. The basic reason for letting the short term rate go
up Is gone mxw. The long term securities are now being supported.
Eccles states that the recent rise iIn the yield on corporates has been
due to the corporate demand for capital and not to the fact that the
short term government rate has been permitted to rise. The amount of
private corporate financing iIs tremendous, and Eccles believes the rates
for such financing are going up. He thinks that the purchases of E and
G bonds by the public may not be larger than the amount of these bonds
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which will be cashed. There may also be selling of long term bonds.
raise the short term rate further at present iIs unnecessary. No one
believes a raise in the rates of private credit from 1-1/2 to 1-3A or
2 per cent will deter private borroners. Consequently, raising the short
tem rate one-half of one per cent would be meaningless as a method of
restricting credit. Raising the short T&M rate further has no argument
The gold imports (at the rate now of about $3 billion

in its favor.
dollars a year) and the purchase by the Federal Resenve banks of long term

govermment bonds from the banks are inflationary, as they provide means
of increasing bank credit. Eccles states they will not sterilize the gold

because sterilization would affect the budget. Eccles thinks the rediscount
rate should be raised to 1-I/It per cent, but Sproul disagrees.

Fleming thinks the rediscount rate should be a penalty rate.

Sccles agrees*

E. E. Browm believes an increase in the rediscount rate would
have a significant psychological effect and lead to the determent of
expenditures, particularly by large borroners. During the last sixty
days large borrowvers have tended to be .aore hesitant.

Eccles. The iIncreased cost of long term money is a major factor
in making borrowers hesitant.

E* E. Brown thinks the long term rate is not as important a
factor as the 1nability to do equity financing.

Eccles. The stock market iIs the soundest part of the economy.

Burgess* Sound? 1t’s dead.

Eccles. If the Board"s proposal went into effect, the redis-
count rate could be raised to 1-1/2 per cent or 2 per cet* Under the
Board"s proposal, the banks could hold the increased reserves required
In cash, deposits with the Federal Reserve banks, inter-bank deposits,
or short term paper (nhotes, bills, and certificates up to a two year
maturity). The banks would have authority to Invest in short tenn paper,
up to two yearsnmaturity, but this would not include bonds* The tendency

would be to raise short term rates on business paper*

Fleming asks whether the Board has determined the exact
percentage of tne special reserve which would be required iIn the Board"s

proposal .

Eccles says the Board may ask for authority to go as high as
25 per cent over and above the present requirements. This figure would
apply to the demand deposits. The Board may ask for 10 per cent on time

deposits above the present requirements. With gold coning Into the
banking system, and if banks sold long tem goverments, the tendency

would be to use the funds to buy short terra securities.
Burgess asks how long a period the banks would be given to
coply.
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Sccles states that after the first 10 per cent, the requirement
would probably be increased only 5 per cent at a time, with perhaps a
notice of sixty days. In general, it rai®it work out that banks would
then divide theilr assets about as follows: 25 per cent in cash; 25 per
cent In short terra government obligations; 25 per cent in other government
securities; and 25 per cent in loans. The 25 per cent increase in reserve
requirements would fairly well absorb the bills and certificates. The
authority for requiring this increased reserve would be asked for a period
of only three years as an anti-inflationary measure. The Open Market
Committee would be given the authority to administer the proposal. Sccles
then reads part of a long statement which he iIndicates is the statement he
may present to the proper Congressional Committees. As soon as he has
presented the statement, the Secretary of the Board of Governors will send
a copy to each member of the Council. Sccles states that the Board has no
power to prevent the inflow of gold from expanding credit, and the Board
has no power either to prevent banks from selling bonds which Federal Reserve
banks find it necessary to buy. Sccles states that iIf the reserve require-
ments of central reserve cities were increased to 26 per cent* it would
simply result in the central reserve city banks selling approximately
$1-1/h billion in government securities to the Federal Reserve banks. These
member banks would then lose earnings and the Federal Reserve banks would
receive the earnings. The loss in earnings to the member banks might result
in those banks making more loans. The Federal Reserve System is unable to
sell bonds to the market to take up reserves resulting from the gold inflow
and from the sale of bonds by banks. IT the Board"s proposal became
effective, it would make it possible to hold down the interest cost of the
debt to the government, and at the same time it would result in higher rates
to private borrowers at banks. The increased yield on corporate obligations
is resulting in the sale, by the holders, of long term governments and
is making it necessary for Federal Reserve banks to buy the bonds. Eccles
listed the following as some of the principal features of the Board"s
proposals (1) power would be limited to a three year period, (later,
at luncheon, Sccles indicated that the power would necessarily have to be
extended if the inflationary conditions continued more than three years).
(@ 1t would apply t all banks, membsr and non-member, Insured and
non-insured, but it would not apply to purely savings banks; (3 it would
apply to all deposits, including government deposits, but would be higher
on demand deposits; () there would be an allowance for certain items iIn
figuring the reserves required, and i1t Is contemplated that correspondent
bank relationships would not be disturbed. (6) Treasury bills, certificates
of indebtedness and notes with a maturity of not over o years would be
eligible for the special reserve; (6) the special reserve would be fixed
at a maximum of 25 per cent of the gross demand deposits and 10 per cent
of the time deposits, with notice of a certain period to be given before
increasing the special reserves, from time to time, within these limits;
(D gold movements, currency fluctuations, conditions iIn the general
security market, and general credit conditions iIn the cou ntry would be
anong the factors determining the amount of special reserves to be
requested; (8) the reserves would be determined on a monthly basis;
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© the penalty would be 1/72 of one per cent a month on a deficiency
In the reserves; (10) the administration of this measure for non-mamber

banks woulld be In the hands of other agencies, such as the F.D.I1.C.

for non-member insured banks and State bank commissioners for the
uninsured non-member banks; (11) the special reserve requirements would
prevent banks from acquiring reserves Iron the inflow of gold ad the sale
of government bonds which reserves might be used to expand credit. (The
System would support the 2-1/2*s so they woulld not sell below par). The
proposal would prevent the multiple expansion of credit now taking place
through gold imports and the sale of govermment securities by banks;
(12) the major effect would be to reduce the ready availability which
bank borrowers have to bank credit, and it would increase the rates to

private borrowers.

Burgess asks Eccles 1f he will send copies of his testimony
before Congress to the members of the Council.

Eccles agrees.

* KX X KX X KX X X KX X *

(The meeting adjourned at 1:30 P.M. for luncheon and recon-
vened at 2:35 P.M. in the Board Room).

* X KX KX X KX K KX KX X *

Eccles wishes the Council would rewrite its statement on
point 2 of the agenda, which included the additional statement of the
Council on the proposal of the Federal Reserve Board in i1ts 19°5 Annual
Report regarding a required bank reserve of short term goverment

securities.

Eccles does not believe the poners the Council mentions in
Its statement are iImportant powers.

Draper also asks whether the Council would not rewrite its
statement somewhat.

E. E. Browmn says that one of the difficulties is that Congress
may wish to aci quickly. (The action of the Council regarding the
request made by Eccles may be noted at the end of these minutes).

THERE 1S AN OBLIGATION RESTING UPON THE FEDERAL RESERVE SYSTEM
CONSTANTLY TO IMPROVE AND EXPEDITE CHECK COLLECTION PROCESSES FOR THE
BENEFIT OF INDUSTRY, AGRICULTURE AND COMMERCE. A CONSTRUCTIVE MOVE IN
THIS DIRECTION IS INDICATED IN RECENT CORRESPONDENCE BETWEEN THE PRESIDENT
OF THE RESERVE CITY 3ANKHRS ASSOCIATION J2D THE CHAIRVMAN OF THE BOARD OF
GOVERNORS, COPIES OF WHICH ARE ATTACHED. THE BOARD WOULD APPRECIATE AN
EXPRESSION OF THE VIEWS OF THE COUNCIL AS TO HXT BEST TO PROMOTE AND
ADVANCE THE MODERNIZATION AND MAXIMUM DEVELOPMENT OF TH3 CHECK COLLECTION

SYSTEM. 3
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E. S. Brown reads the statement of the Council giving iIts
conclusions regarding point three of the agenda. A copy of the Councils
statement on point three will be found earlier in these minutes. Brown
states that he understands there iIs some discussion about making all 1tems
available immediately* He mentions that the Federal Reserve Bank of
Chicago makes available on Saturday, New York City items which would not
be available until Monday because of the Saturday closing In New York City
Brom states that the Council believes any changes iIn the check collection
process which result In making items available sooner, on the awverage,
than the period required for their collection, are not sound*

Eccles replies that the Board disagrees with the Council in
Its viewpoint. Eccles says that he suggested to Julian Baird that the
Association of Reserve City Bankers work through the Council as the
Council is the statutory body representing all bankers* The Board does
not believe 1t should deal with the Committee of the Association of
Reserve City Bankers directly. The Board might find itself then In the
position of having to deal directly with all the various comittees of
the American Bankers Association on various matters.

X

Eccles then quotes from page 17 of the 1915 Annual Report of
the Federal Reserve Board as follows: "'For many years it has been lawful
for banks to count as reserves deposits with other banks. It was never
the intention of the Federal Reserve Act that member banks should continue
the maintenance of these reserve accounts. On the contrary, the full
meaning of the Act is manifestly opposed to sudi an idea. It is the
plain conception of the Act that the reserve banks should, t a very large
extent, 1T not entirely, perform the work that is now being done by
correspondent banks iIn this respect. This means that the reserve balances
to be carried in the future by the reserve banks instead of by the corres-
pondent banks should serve as the basis for a system of clearing and
collecting the exchanges of the country. Thatever can be done to bring
about the prompt and effective use of this new system of bank settlement
will be done.” Eccles states that the question of giving inmediate
availability i1s not unsound. It would make ftinds available sooner to
banks, businesses and Industries. The immediate availability of i1tens
would eliminate much analyzing of accounts. To iInduce non-members to
join the System, they should be given more service. The Federal Reserve
System cannot be operated to build up the reserve city banks at the
expense of comerce, industry and agriculture. Immediate availability
would be beneficial to reserve city bankers more than to any other group.

g- E. Brown calls attention to a new requirement on Chicago
collections which may cost the banks a considerable amount.

Eccles replies that about sixty reserve city banks are dumping
items into the Federal Reserve banks requiring sorting at large expense
to the Federal Reserve banks, and the System wishes to stop this practice.
The matter of what procedure to follow has not been definitely decided
and the banks affected will have a chance to EXPIE€SS their views.
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E. E. Brown states that the banks would like to present their
views on tKe matter and talk with the proper officials, perhaps the
presidents of the Federal Reserve banks, on the matter,

THB COUNCIL WOULD APPRECIATE ANY INFORMATION THE BOARD HAS
REGARDING DEVELOH4ENTS THAT MAY HAVE OCCURRED SINCE THE LAST MEETING

OF THE BOARD AND THE COUNCIL IN CONNECTION WITH THE BANK HOLDING COMPANY
BILL.

E. P. Brown asks whether the Board has any information ing
recent developments iIn connection with the bank holding campany bill.

Eccles replies that there is nothing new except that the Westem

group of Independent Bankers has passed a strong resolution favoring
the bill, and the State Banki

ng Commissioners, In their recent convention,
also passed a resolution favoring the bill.

He states that Serator
Downey was able to prevent the bill being acted on in the Senate because

tine was short. The House is ready to act when the Senate acts. There
may be ons or two additional amendments but the bill reported out of the
Senate is the bill as i1t may pass.

CONSUMER CREDIT

Eccles states that the bankers are losing their consurer
credit loans quite rapidly. Merchants can extend consurer credit even
without down payments because their profits enable them to take losses
which the banks are not iIn a position to Incur.

The meeting adjourned at 3:12 P.H.
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The Council reconvened in the Board Hom

of the Federal Reserve Building at 3*15
on November 18, 191*7* All members of the
Council were present except Mr. fid H. Winton.

£, S. Brown asks whether the Council wishes to change its
statement on point 2 of the agenda.

* * * * * * *

The subject for discussion under point 2 was submitted by the Board
of Governors and read as follows: "The Board is very concermed about the
rapid expansion of bank credit. The Board, therefore, desires to have the
views the Council as to the further steps that might be taken to correct
this serious situation through monetary or fiscal means.' After discussing
the matter, the Council approved the following statement, with one member

present not voting, and requested that the statement be presented to the

Chairman of the Board of Governors who was to be asked to submit the
Council®s statement to the proper committees of Congress at the time the
Chairman of the Board of Governors testifies before these committees on

these matters:

The Council has reviewed the question of the volume of bank credit
both in the aggregate and as shown iIn the banks with which they are
familiar.

We do not know what *'serious situation” in bank credit the Board
has In mind. For the past year toe total volume of bank credit (i.e. the
available amount of bank money) as measured by adjusted demand deposits
has shom only a moderate increase. As bank loans have increased, the

banks have decreased theilr investments.

We find nothing In bank loans themselves to suggest that growth of
10 have

loans has been an active inflationary factor. It rather
been a reflection of the very high level of business activity and high

prices.
To a large extent growth of loans is a direct result of govermment

policies. For example, an increase of nearly ¥ billion dollars In the
real estate loans by Insured banks since the end of the war reflects

directly the purchase of FHA and GI mortgages in the housing program.

The Reconstruction Finance Corporation is encouraging bank lending
by guaranteeing risky loans.

Commercial loans are influenced by high prices and active movement
of agricultural and manufactured products for the foreign aid program.

High wages and high costs of materials have meant that business
needed more money to take care of Its customers.

There is nothing in the figures or our experience to suggest that
there exists any substantial lending for speculation or for unnecessary
uses. Loans for carrying securities are much reduced.
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In this period the govermment, through various agencies, has been
making loans that the banks refrained from making because of their specu-
lative nature. The Reserve System itself iIs asking for more power to
guarantee loans on the presumption that bank lending iIs too cautious.

The causes of our present inflation are not In current banking
policies but are found iIn the great war-time expansion of buying power
together with unusual events and public policies since that time* Among
recent inflationary causes may be listed the following;

The foreign aid program

A cycle of wage iIncreases in excess of
Increases In either the cost of
living or productivity

A shorter working week

A short corn crop

Veterans bonuses and relief payments
Agricultural price subsidies

U. S. Governnent spending of 36 billion
dollars a year

Housing subsidies

In the face of these developments a substantial increase in bank
loans was I1nevitable and the banks have shown restraint* The dangers iIn
the present situation are understood by bankers and there is hardly a bank
in the country which has not been warning I1ts customers against over-
expansion* The loans being made are mostly for direct production®

The first thing to do Is to reconsider govemment policies which are
inflationary and especially excessive govermment spending and subsidies™

We recognize that even though the causes of inflation are largely

outside the sphere of monetary policy, the Reserve System has a special
responsibility for bank credit and In this situation should take all

reasonable care to assure conservative credit policies*

In this special area we suggest that the System and the Treasury
already have large powers, without new legislation, to place credit
under broad restraints.

One of these PONEYS iIs the discount rate which Is a recognized
instrument for serving notice on the public of the need for restraint

in the use of credit.

Similarly by open market operations the System can control the
reserves of the member banks and limit their lending poner.
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The Board also still has the power to raise reserve requirenents in
Central Reserve Cities and so tighten money*

The Treasury by the pricing of new issues and the handling of 1ts
balances has great influence on the rate and volume of money*

In the past year the System and the Treasury have used these powers
effectively*

The money markets and the policies of business men are today so
sensitive to action of these sorts which the Reserve System and the
Treasury take that present powers are ample to place all restraints on
credit expansion which the System and the Treasury may consider necessary*

The Council wishes i1t clearly understood that i1t shares the appre-
hension of the Board of Governors with respect to inflation dangers. It
does, however, most strenuously object to the singling out of the iIncrease
in bank loans as a principal contributing factor; and it has attem

pted
to point out above, the vastly more important elements of inflation - of
which bank loans are a barometer*

This 1s not to say that there have not been unwise bank loans In
some cases* After all, banking iIs a fora of human endeavor, operated by
human beings* It would be amazing If there were not some errors in judg-
ment* But we submit that, on the record, there is no evidence of bank
credit expansion beyond that which coulld be expected under all the circun-
stances. There is every evidence that loans are today doing a wholesome
and constructive work In their intended place in the econony*

The Council has studied the iIncrease in consumer credit in relation
to the termination of Regulation W» While consumer credit has Increased
substantially, much of this reflects the availability of automobiles and
household appliances* There is so far too little experience on which to
Judge the effect of the termination of Regulation W* The American Bankers
Association is undertaking with considerable success to ensure maintenance
by banks of sound lending standards* This effort towards voluntary
cooperation seems to the Council the sensible and the democratic method
of dealing with this problem, both with respect to the banks and other

lenders* The Council is opposed to legislation giving the Board new
regulatory powers iIn this matter*

Suggestions iIn the President’s message to Congress with respect to
credit control indicate the possibility that the Federal Reserve Board
»ay present to Congress the proposal in its 191 Annual Report for a
required bank reserve of short tarra govermment securities* The Council
therefore wishes to state i1ts views on this proposal.
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The proposal as we understand it is that banks should be required
by law to maintain, In addition to cash reserves, reserves of short term
government securities In a percentage relationship to deposits, to be
fixed from time to time by the Federal Reserve Board.

'C
The Council is unanimously opposed to this slcheme for the following
reasons:

1. It 1s impractical* The operations of banks are so different, reflect-
Ing as they do adaptation to the varying needs of their comunities and
customers, that no percentage of short term govermment security holdings
can be applied fairly or practically to all banks* Any percentage high
enough to offer any measure of restraint on a substantial nunber of banks
will have disastrous effects on many other banks, compelling them to
liquidate sound and necessary loans and thus actually check production™
The very banks which have served the business in their comunities most
aggressively and helpfully would be hardest hit*

2* Such a plan would substitute the edicts of a board in Washington for
the judgments of the boards of directors of 1$,0X) banks throughout the

country as to the employment of a substantial part of the funds of their
banks* This iIs a step towards socialization of banking*

3* As indicated earlier, the Federal Reserve System and the Treasury
already possess large powers of credit control not now being fullly used*
Such rear powers as those proposed are not necessary™

* * * * *

The meeting adjourned at U:00 P*U*

* * * * *

A copy of the statement was presented to the Chairman of the Board
of Governmors, and a copy was also presented to the Secretary of the
Board of Governors, between 100 PV and 500 P.M., November 18, 191*7,
by Vice President Spencer and the Acting Secretary of the Council. The
Chairman of the Board of Governors was asked to submit the Council®™s

statement to the proper conmittees of Congress at the time the Chairman
testifies before these committees on these matters*
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BOAKD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
November 2'}, 191+7
RELATION OF BANK CREDIT LND INFLATION
Reply by Board of Governors of the Federal Reserve System
to statement issued by Federal Advisory Council

The Federal Advisory Council, composed of one banker from each
Of the twelve Federal Reserve Districts designated under statutory authori-
ty to advise the Board of Governors of the Federal Reserve System, was
recently asked by the Board for an expression of the Council®s views as
to the present credit situation. The Board stated that it 7is very much\
concerned about the rapid expansion of bank credit. The Board, therefore,
desires to have the views of the Council as to the further steps that
might be taken to correct this serious situation through monetary or
fiscal means.1

The Council’s reply, which has been released for publication
by the Board and presented to Congress by the Chairman of the Board,
states that the Council finds ™othing in bank loans themselves to suggest
that growth of loans has been an active inflationary factor. It rather
appears to have been a reflection of the very high level of business
activity and high prices."1 Y.hile the Council shares the apprehension of
the Board with respect to inflation dangers, it believes that 'the causes
of inflation are largely outside the sphere of monetary policy”. Never-
theless it recognizes that '"the Reserve System has a special responsibility
for bank credit and in this situation should take all reasonable care to
assure conservative credit policies.” The Council expresses the view
that in this special area present powers are ample, without new legisla-
tion, to plpce all restraints on credit expansion which the System and

the Treasury may consider necessary.
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ANjredit expansion

The rapid expansion of bank credit, about which the Board is
jc3med, is indicated by the growth of bank deposits held by businesses
individuals at all coinnercial banks in the United States, which in*
Jeesed by IU billion dollars from the end of 19415 to the end of October
Year, The grov.th exceeded y billion dollars in the last four months
1A is continuing. This growth was on top of a nearly three-fold wartime
epansion in deposits and currency which was greatly in excess of needs

adhas been an important basis of postwar inflationary pressures.

The basis of this continued expansion in bank deposits has been
primarily the growth in bank loans, which has been at a more rapid rate
than at dlly time in American banking history, amounting in the aggregate
t0 10 billion dollars since the end of 19b5. Other factors in the deposit
INCrease have been an addition of nearly 2 billion dollars to bank holdings
of securitieS other than those of the Federal Government and gold acquisi-
tions amounting to about 3 billions.

These increased loans have been made to businesses, to holders
of real estate, and to consumers. Only loans on securities have declined.
*his decrease is due to liquidation of loans made to purchase Government
Purities in war loan drives, but loans on other securities have also
*“Ued to advance. This is an exceptional situation for a period of
izi“lationary development and is in large part due to the Board’s regulation
° margin requirements.

It Is true, as the Council points out, that banks have reduced
V;ir holdings of Government obligations as loans have increased. This
&'Une, however, followed a temporary peak reached during the Victory Loan
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tbanks temporarily built up to a high level during the drive, it has

had any effect in reducing private deposits,

impact of bank loan expansion

The Board agrees with the Federal Advisory Council that the basic

Ass of inflation lie primarily outside of the area of current monetary
banking developments. However, the Board believes that all possible

assures and policies should be adopted by Government, business, farmers,
cdworkers to produce more, consume less, and save more, and to avoid
ast- and price-raising actions. Furthermore, the Board considers that the
nost effective means of diminishing the basic causes of inflation is main-
teance of the largest possible surplus in the Government’s budget. This
important means of dealing with the problem is entirely ignored by the Council

The Board also recognizes that individual banks in making loans
are no doubt being guided by the aim of meeting the necessary and construc-
thve needs of borrowers, and that many banks are aware of the dangers in
tte present situation and are exercising some restraint on borrowers. Ex-
pansion in lending has to a large extent been necessary to supply working
cpital needed by business to maintain or increase production at rising
.“ricss. As accumulated cash balances are drawn doivm funds must be borrowed.
Consumers also borrow to supplement incomes and purchasers of homes borrow
aore than sellers repay because of advancing real estate prices.

In the Board’s opinion it Is not correct to contend that because
inflation calls forth an iIncreased demand for bank loans, these loans do
not contribute to inflation. The economy now is caught in a partly self-

Sereréting spiral of rising wages, costs, prices, and profits supported by
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e use of previously accumulated liquid assets and by expanding bank
2 # Credit is contributing to the continuation of inflationary pressures.

A well stated, iIn a recent Monthly Letter of the National City Bank of
s

\Gf \ora-

"Rapidly accumulating debt is both a cause and a conse-
quencé of the inflationary pressures, for in a wage-price
sp_lral, business constantly needs more and more money to keep
gomg and this leads to the incurrence of more and more debt
Kbusiness and more and more spending by the individual. To
check this kind of spiral ling-r-v/hich is to the ultimate benefit

0f N0 one and to the injury of all- is not simple."

Although each loan, taken separately, may aid in the production

ad MOVEMent of goods, yet in view of the limited supplies of goods avail-
ale, a loan to one business or individual to finance the purchase or holding
d‘QOOdS permits the borrower to bid against someone else who has or is
le {0 obtain funds. Credit expansion thus is called for by price increases
e provides the basis for further increases. This process, unless checked
oypositive limitations on the available supply of credit, could easily lead
to catastrophic collapse.

Bankers, businessmen, Tfarmers, wage earners, who in their operations
mfittingly contribute to the rising spiral of inflation, cannot individually
held responsible for its course. That course is the result of reliance
the free-enterprise, competitive price system in a situation v/here demand,
-ty and price are not in equilibrium and v/here a rise iIn prices can be

~erted only through the maintenance of a harness of controls by
Janmnent.

For these conditions, the bankers are not responsible either

i7J->ually or as a group. Their job is to meet the credit needs of
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thsi* coomunities constructively, competitively, and profitably; they

are not individually in a position to refuse the legitimate, sound credit
demands of their customers. They find themselves in a situation in which
they can readily meet unlimited credit demands from the public and in

v;hich the public’s credit demands are vigorously sustained. That situation
ras created by war, by the necessities of war finance, and by premature
abandonment of controls, thereby releasing inflationary pressures. Respon-
sibility of the individual banker for developments can go no further than
observance of prudent policy in the extension of credit and the maintenance

of proper soundness of loans and liquidity and safety of individual banks.

Responsibi_my‘ _of_ _G_OWWT.W_Q r_e_d It expansion

The Federal Advisory Council states that Government agencies have
been making loans that banks refrained from making. Except in the field
cf foreign lending, the volume of loans by Government credit agencies is
very small relative to the volume of bank loans and the total has not
increased. It is true that some of the activities of Government agencies,
furthering objectives set forth by Congress, have encouraged unhealthy
credit expansion in the field of housing, primarily to aid veterans,
roreign lending by the Government has expanded because of the urgency of
restoring production abroad and the difficulties and inadvisability of
Staining private credits for these essential purposes.

The Council refers to the Board"s request for authority to

rentee loans in cases where credit iIs needed but cannot be obtained

*ra. banks. The Board wishes it clearly understood that it IS requesting
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iy 9n amendment of an existing provision of law, for the
N

inding a power which the Reserve Banks already Have to make loans and
N siInS somewhat their power to guarantee loans. Under existing conditions

fvers are not likely to be used but some such power will be needed
thee p

in thO future to provide for small business a source of capital
fit fioS *

r.oroorstions can obtain through sales of securities in the
<ich 1*rSe COFI
mw=-drent of existing

law has been recomended to enable the

certain funds to the Treasury and this provides an appro-
systen to re

) - 4n make other long-needed revisions, Viith reference to
oriete opportunity to mas

w Tederal Advisory Council expressed its views on November 18,
this bill the

as follows:

o] zant of the investigation of the

"The Council 1is c°é&n Peoonstruction Finance Corpora-

activities and cowers of * “ ional Committee. Until
tion now being maQe £ er the Reconstruction Finance
Congress has Qet® ™ * tinued, and, if continued, what
Corporation should be con-in , bg g.ven It tha
powers to make or guarantee

lo® M shouid be taken on
Council feels that no aotl®™ > u hat senate Bill UO8

Senate Bill UO6. The Councxl *8« tenMti7e to 1°6j;SI**lon
should be considered onlya

A

guarantee powers of id
continuing the present loanm 6" If the ¢co.orcss should
reconstruction Finance Corpo on Finence Corpor N

decide to continue loan and Suaraf g~ afe Bill
without greatly cur*ai™. -0 h passage ol t gill
the Council would be ..,.-. Nt prerer Senan
1*08. The majority of Reconstruction nnan”® &

Uoe to the continuation o also be no antee
Corporation powers, bu inst giving J ~Nder
minority of the Council « reserve Ba”, ,

or commitment powers to =z N N

Senate
any circumstances,

as prop°s
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- 6a -

Teans oOfF restricting inflation

The Board cannot agree with the Council’s view that the Reserve
System and the Treasury have ample powers to place all restraints on credit
expansion that the System may consider necessary. As the Board has pointed
ot in its Annual Reports for Ioks and 19U& and in other statements, banks
ae in a position to provide any additional credit demanded by borrowers
endl the System cannot prevent such expansion. This is the case because
comnercial banks of the country now hold 70 billion dollars of United
States Government securities, any part of which they can readily sell in
orcer to obtain funds to make loans,

"shen banks sell Government securities, the Federal Reserve,
vihich provides the ultimate market for Government securities, must purchase
trar: in the absence of other buyers in order to prevent a breakdown of the
securities market. Federal Reserve purchases create bank reserves vhich
can be expanded by the banking system into more than six times as muoh in
loans and investments .
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The Council suggests that the System can restrain inflationary
Jedit expansion through use of existing powers, including authority to
~crease the discount rate, to sell securities in the open market, and to
raie reserve requirements at central reserve city banks. None of these
porers can be used effectively if banks continue to sell Government securi-
ties to the Reserve System and thus create additional bank reserves.

In fact attempt to use these powers would increase sales of
Govenment securities in the market by banks and others. If the System
refused purchase any more securities, bond prices would decline sharply.
Ire threat of such a policy would induce a wave of selling of marketable
bods, and if prices on these bonds declined there might be widespread
redemptions of savings bonds, which are redeemable on demand. The Reserve
Systemwould have to purchase securities in order to meet the drains on
tte Treasury, and new reserves would thereby be created.

Recent measures by the System and the Treasury to raise interest
rates on short-tern Government securities have diminished somewhat the
inducement to banks to sell short-term securities &nd to purchase longer-
tem higher-rate issues. Higher rates on short-term securities, hownever,
<he but little, if any, influence in discouraging banks from selling them
'Omake loans. Moreover, a recent increase in capital demands has put
gre pressures on the long-term securities market, and has resulted iIn a
recline in bond prices. This places a limit on the extent to which short-

ens rates may be permitted to rise without causing an undue drop in

FPvermment bond prices .
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The Board has proposed a means of curbing the ability of banks

Create additional reserves by selling Government securities to the
-ten and of reducing the amount of credit expansion that may be possible
y; the basis of reserves thus created or arising from a continued
iI’J|OVZ, This proposal calls for granting to the System a temporary authority
© require all banks to hold a special reserve in Treasury bills, certificates
endnotes or iIn certain cash assets, 1In addition to present basic required
resenves.

This measure would enable the System to impose some restriction
0l undue credit expansion without depriving banks of earning assets. It
thald permit a rise in lending rates to new private borrowers without
raising the interest cost on the outstanding debt of the Government,
v.hidh is not now increasing. It would not prevent barks from meeting
essertial credit needs of the economy but would discourage unrestrained
expansion of credit for any purpose.

Use of an instrument such as the one proposed would enable the
System to curb credit expansion with much less burden on banks and less
threat to Government credit than would result from attempt to use
—“Actively any of the existing powers mentioned by the Federal Advisory

Coucil,
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